Chapter 10
FINANCIAL SECTOR

10.1 Overview

The financial sector, supported by the broadbased recovery in
economic activity in 2003, recorded an improved
performance, raising its profitability and strengthening its
resilience. The Central Bank reduced its policy rates further.
taking into account the steady decline in inflation, lower
inflationary expectations, decline in the borrowing
requirement of the government, stability in the foreign
exchange market and falling interest rates in international
markets. With regard to monetary management, the Central
Bank moved to more active Open Market Operations in
March 2003 enabling it to manage market liquidity more
effectively, while encouraging financial institutions to
improve liquidity management. This helped to reduce the
volatility of short term money market rates, while achieving
the base money targets. Both rupee and domestic foreign
exchange markets remained liquid throughout the year, which
made possible a further decline in market tnterest rates, The
Central Bank continued its efforts to make monetary policy
operations more transparent, which improved credibility and
predictability of the monetary pelicy stance. Meanwhile,
measures were also taken o improve the stability and safety
of the payments and settlement system with the establishment
of a Real Time Gross Settlement (RTGS) system, which
would help to minimise settlement risks and increase
efficiency in money market activity. Background work on
moving to a Scripless Securities Settlement (S$55) system in
government securiites continued during the year, in order to
commence operations in 2004. Reflecting the faster recovery
in the economy and the decline in inkerest rates, operations in
the banking sector expanded, while the capital fund base of
cammercial banks improved. The soundness of the financial
system also improved with the further strengthening of
prudential regulations, reduction in non-performing assets,
the resolution of difficulties in weaker banks and the
dissemination of more information on banking and financizl
institutions. An upsurge in stock market activity, brought
about by greater investor confidence, resulted in several key
market indicators reaching record levels during the year,
though some reversal of these trends was seen towards the
end of the year due to market uncertainty as a result of
political developments,

The business activities of non bank financial institations
such as leasing firms, finance companies, merchant banks,
also recorded improved performance due to economic growth
and improved confidence. The insurance industry also saw

new developments that would contribuie to raising the
prevailing low insurance penetration in the country.
Meanwhile the government has almost entirely moved out of
direct involvement in the insurance industry. A number of
legislative enactments relating to the financial sector were
being drafted in order to improve regulatory oversight and
facilitate greater competition while keeping abreast of market
developments.

However, a concerted effort would need to be
continuously made to further strengthen the resilience of the
financial system. In particular, steps would need to be taken
10 reduce non-performing loans of banks as well as to reduce
the high interest rate spread of the banking sector by
promoting competition. Further, it would be necessary to
improve the domestic bond market through preater
competition and promote further deepening of the financial
market.

10.2 Monetary Policy

Monetary policy in 2003 focussed on achieving a sustainable
path of low inflation, while facilitating the recovery in
economic activity. The economy experienced high inflation,
coupled with negative economic growth in 2001. This
adverse trend reversed to some extent in 2002 with
moderation in inflation and positive economic growth.
Hence, the challenge before the Central Bank in 2003 was to
further strengthen the econamic recovery, while bringing
inflation to still further low levels. The monetary policy
stance in 2003 was directed towards achigving this goal.
Accordingly, key policy interest rates were cautiously
lowered further in several steps during the year with a view to
supporting the economic recovery, while preventing the build
up of inflationary pressures. Also, the Central Bank moved to
more active open market operations (OMQ) in March 2003,
further improving market orientation in monetary
management.

The Central Bank, in keeping with its poliey of
containing inflation, cautiously reduced tts Repurchase
{Repo) and Reverse Repurchase (Reverse Repo) rates turther
by 275 - 325 basis points in 2003 and narrowed the margin
between the Bank's Repo and Reserve Repo rates by 50 basis
points. The reduction in policy rates in 2003 was preceded by
a reduction of 225 basis points in these rates in 2002,
& number of factors facilitated this continuous reduction in
policy rates: the continuing decrease in inflation and
inflationary expectations, the containment of the monetary
expansion to the desired levels, the low growth in public
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sector borrowings, the availability of excess rupee liquidity,
the relative stability in the foreign exchange markets, and the
downward movements in some international interest rates.
The Repo and Reverse Repo rates were reduced in four steps,
in January, May, August, and Octeber. The Bank rate
(i.e., the rate applicable for lending to commercial banks as
the lender of last resort) was also reduced from 18.00 per cent
1o 15.00 per cent to keep it in line with the trends in the
Central Bank's other policy rates. In view of the reduced
volatility in money market rates, and the downward shifting
of the interest rate structure, the width of the corridor formed
by the Bank’s Repo and Reserve Repo rates was reduced to
150 basis points from 200 basis points. The reduction in
policy interest rates resulted in a reduction in all other market
rates, although some lending rates were slow in adjusting,
causing the interest rate spread to rise. A faster decline in
inflation has resulted in a rise in some market interest rates
in real terms. The Central Bank has taken measures to
improve the interest rate pass-through in the banking industry
{see Box 19).

The Central Bank has been taking steps to improve the.

effectiveness of its monetary policy. As a part of this process,
the Bank maved to a more active system of open market
operattons (OMO), from 03 March, 2003. Under this system,
the Central Bank would decide on the quantum of liquidity 1o
be supplied or withdrawn, but the interest rates would be
determined by the market forces. However, for the market to
determine the appropriate rate, the interest rate corridor
formed by the Bank’s Repo and Reverse Repo rates would
signal the direction of the policy stance. Active OMQ are
carried out through daily auctions to inject or absorb liquidity
based on the monetary policy stance and the estimated market
liquidity. This is in contrast to the earlier system, where the
rate was fixed by the Central Bank, while the volume was
determined by the market. Under the new active OMO, to
help the market to operate smoothly, standing facilities are
also available to market participants at Repo/Reverse Repo
rates, so that they could square up any excess/shortfall in
market liquidity. Under the new monetary policy
management system there is greater public disclosure as the
Bank’s monetary policy stance is announced monthly as per
an advance release calendar. These regular announcements
have enhanced transparency and credibility of monetary
management, while enhancing the predictability of the
Bank’s pelicy stance. This more active system of OMO
has helped to achieve greater stability in money market rates
(see Box 4.

Under the system of more active OMO, the CBSL took
measures to absorb a part of the excess liquidity on a
long-term basis, as this improves the effectiveness of OMQ
and helps to reduce transaction costs of banks in investing
excess liquidity on an overnight basis. Accordingly, sales of
Treasary bills were made by cailing dealer bids directly and
through auctions. As the CBSL holdings of government

securities declined, the CBSL issued its own securities to
absorb excess liquidity. CBSL securities worth a total of
Rs.3.8 billion were issued in September 2003. The maturities
of these securities were fixed between 60 to 91 days, as
liquidity was expected to decline by December.

The method of computing the statutory reserves
maintained by commercial banks with the Central Bank was
changed with effect from 03 April 2003. The basis of
computing required reserves was chanped to the average
value of deposit liabilities and vault cash during a week,
instead of the balances on a single working day, as in the past.
This change has helped to improve the effectiveness of the
statutory reserve requirement as an instrument of monetary
policy and enabled more accurate estimation of daily market
liquidity, which is vital for the efficient working of GMO.

As an integral part of making its monetary policy
operations more transparent, the Bank enhanced the
dissemination of information on monetary policy to the
market. A key change during the year was the publication of
an advance release calendar, announcing the dates of changes
in the monetary policy stance. With the commencement of
active OMO, a monthly statement on the Central Bank's
monetary policy stance has been made public, giving reasons
for the policy decisions, in order to increase market
awareness and improve financial market stability. In addition,
monetary projections, along with the explanatory notes were
posted on the Central Bank’s website, The Bank continued to
provide data on a regular basis to market participants to keep
market participants better informed regarding monetary and
other market developments.

The Central Bank continued to adopt 2 monetary
targetting framework with reserve money as the main
operating target. The greater stability in the foreign exchange
market consequent on the implementation of an independent
floating exchange rate regime from 2001 was helpful in
conducting monetary policy more effectively. The limit on
foreign currency net open positions (NOP) of commercial
banks, based on capital funds, was increased, with a view to
further improving the depth and flexibility of the foreign
exchange market. Although there was a signiticant increase
in net foreign ussets, reserve money was maintained within
the target with a compensating reduction in net domestic
assets of the Central Bank. Changing the basis of computing
SRR raised the level of reserve money.! Reserve money,
however, was high throughout most of December, partly due
to higher currency demand associated with market
uncertainty. Monetary growth, which was around 12-13 per
cent, until September, increased above the projected growth
path towards the end of the year, posing some challenges to
future monetary management,

1. The amount ¢f vaule cash, eligible to be counted as a part of
required reserves, declined when averaged, in comparison to the
level maintained under the previous meihod, thereby raiging the
level of reserves to be maintained by banks at the Central Bank.
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A number of policy initiatives were taken during the
year to increase the efficiency, integrity and stability of the
financial sector, which would improve the transmission
mechanism of monetary policy. The CBSL took measures io
establish RTGS/S8S systems to upgrade and expand the
payment and settlement system, and thereby to minimise the
risks invelved in this system. The capital position of
commercial banks impreved as the minimum risk weighted
capital adequacy ratios (CARs) were raised and banks were
required to compute the CAR to cover the operations of
foreign currency banking units (FCBUs) as well. Longer-
term Treasury bonds were issued, which would facilitate
developing a long-term or benchmark yield curve for pricing
securities in other markets. As the development of the
government securities market is essential for the conduct of
market oriented monetary policy, the Colombo Stock
Exchange (CSE) was given access to the SSS system. This
would help enhance secondary market activity in government
securities and facilitate secondary trading through a debt
exchange. The CBSL actively engaged in conducting a public
awareness campaign on the details of approved financial
institutions and the type of financial services provided by
these institutions. Several legislative enactments were drafted
10 further strengthen the financial sector legal framework.

10.3 Money and Credit Aggregates

Reserve Money

Reserve money, was maintained within the projected targets
throughout 2003 which in turn helped to maintain the money
supply targets. The management of reserve money was
facilitated by the introduction of active OMO, which also
contributed to achieve greater stability in call market interest
rates. During 2003, reserve money, which comprises
cwrrency notes and coins issued by the CBSL and deposits of
commercial banks with the Central Bank, rose by Rs.15
billion (12 per cent}, as compared to a little lower rise of
Rs.14 billion {12 per cent) in 2002. The increase in reserve
money was mainly reflected in the currency in cireulation,
which increased by Rs.10 billion. Increased transactions
demand due to the improvement in economic activity,
including new economic activities in the North and East that
benefitted from the ceasefire agreement, was the main
contributery factor for the rise in the demand for currency.
The debit tax on deposit withdrawals is also likely to have
encouraged greater holdings of currency to some degree. The
other component of reserve money, i.e., deposits of
commercial banks with the CBSL, rose by Rs.5 billion, as a
result of an increase in deposits of commercial banks, against
which reserves are taintained.

As for the contributory factors for the increase in reserve
money, it was exclusively due to an increase in CBSL's net
foreign assets (NFA) partly offset by a reduction in its
domestic assets. The rise in NFA due to increased foreign

inflows amounted to Rs.47 billion. During 2003, the Net
Domestic Assets of the CBSL dectined due to the reduction
of the Central Bank’s holdings of Treasury bills by Rs.29
billion, in comparison to a decline of Rs.18 billion in 2002.
Reserve money increased by Rs. 15 billion and reached
Rs.141 billion by end December, as against the target of
Rs.143 billion.
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Money Supply

Consolidated broad money (M,,) recorded a moderate
growth during most of the year but accelerated towards the
year end mainly due 16 an increase in credit to the private
sector and a growth in net foreign assets (NFA}) of the
banking system. The money supply growth was in a range of
12-14 per cent unti] September, and increased thereafter, to
reach 15.3 per cent at end December 2003. Average monetary
growth during 2003 was 13.2 per cent. This was mainly

TABLE 10.1
Summary Monetary Statistics
Change

ltem End Eng 2002 2003

2002 2003 Amount Amaount
As.bn. As.tm. Rs.bn. % Rs bn %

Monetary aggregates:
Narrow money supply {M‘} 1394 1816 172 140 223 1540
Broad money supply (M,) 5104 5807 507 132 704 138

Consolidaied broad
money supply (Mo} 6225 7179 V34 134 954 153

Underlying lactors {a)

Domestic ¢redi to G804 YI18 415 88  b15 7.6
Government [ne} 1830 1762 (83 @Y (63 87}
Public corporations 43.0 362 22 54 (6.8 (159
Private sector 4444 5194 476 120 751 169

Extemal assels (net) 11906 1871 365 493 565 510

Other ilems {net) (168.5) (1811} (47 (29 {128] (7v5)
Reserve money 1264 1414 139 123 150 119

Money mulliplier {h,,} 482 508

Velacity (M,,} (b) 270 2.65

{a} In ralation to My, Source: Central Bank of Sri Lanka

{b} During the year
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driven by higher net foreign assets of the banking system and
higher private sector credit. The improvement in net foreign
assets of the banking system benefirted from the BOP
surplus, and the increase in private sector credit, was fuelled
by a broad based recovery in al major economic sectors,
improved consumer demand and the decline in interest rates.
Meanwhile, narrow meney (M 1J» which comprises currency
and demand deposits held by the public, increased at a
slightly higher rate of 16 per cent by end December, due to
increases in both currency and demand deposits.

Factors Affecting Monetary Growth — M,,,

The NFA of the banking system increased further in 2003,
and was the major contributory factor to the growth in
consolidated broad money supply (M, ) (59 per cent of the
overall expansion). NFA of the banking system rose by
around Rs.56 billion during 2003 as a result of higher foreign
remittances, increased receipts under services and capital
flows to both the government and the private sector including
the receipt of foreign grants and loans. The increase was
targely (82 per cent) reflected in the NFA of the Central
Bank, which rose by Rs.47 billion, reflecting the surplus of
US dollars 502 millien in the BOP. NFA of commercial
banks too improved by Rs.9 billion, partly as a result of
increased investment in foreign currency assets abroad, from
the proceeds of the repayment of Sri Lanka Development
Bonds (SLDBs) amounting te US dollars 158 million, which
are treated as domestic assets in the monetary survey.

Net credit to government (NCG) from the banking
system declined for the second consecutive year, reflecting
improved fiscal management and commitment to fiscal
consolidation. NCG declined by Rs.17 billion in 2003
following the decline of Rs.8 billion in 2002. The reduction
in government liabilities to the banking sector was facilitated
by the containment of the government’s borrowing
requirement, availability of foreign resources through
programme and project loans, and the recei pt of privatisation
proceeds. The repayment of government borrowings which
had been effected earlier in 2002 to the banking system was a
commendable achievement since, it reinforced the monetary

T e = S

i : Chart 10.2 _
 Movement in M, and its Counterparts ~2003 s?
!

T ——

2
=3

700 o Q1 —| :.
600 zQ2 i|
. 500 2Q3

“c! 400 204 .I.

-3 |
S0 {

I 200 IJ
100 A

B B

My, Cadh o Prvale Nut Crack o Cradiiso Pubfic et Echomal |
Epetor Goriwnment  Cofporations Assele

policy measures taken by the CBSL in containing inflation
and releasing funds for use by the private sector to facilitate
future economic growth. This was the first occasion in the
recent past where both monetary policy and fiscal policy
worked in tandem with each other. Of the US dollars 250
million raised in 2001 and 2002 through SLDBs, the
government settled three tranches in November and
December 2003, totalling US dollars 158 million. Rupee
funds for this purpose were raised mainty through the issue of
government paper. The holdings of government securities by
commercial banks increased by Rs. 45 billion, although
foreign bills declined by Rs. 12 biltion.

Credit to public corporations which was a major
destabilising factor as far as monetary management is
concerned in earlier years, too declined by Rs.6.8 billion,
with a reduction in credit to Ceylon Petroleum Corporation
(CPC), Ceylon Electricity Board (CEB) and the settlement of
tiabilities of the Co-operative Wholesale Establishment
(CWE}) to the banking system through the issue of Treasury
bonds by the government. Credit to CPC declined with some
reduction in intemational oil prices by mid-year, automatic
price adjustments improving CPC's cash flow and the receipt
of a part of the privatisation proceeds from the sale of a part
of CPC’s assets to Lanka Indian Qil Company. Meanwhile,
CEB was able to reduce its borrowings from the banking
sector with the termination of the generation of some high
cost thermal power, and an increase in the relative shate of
hydropower. However, the decline in eredit to public
corporations was lower than envisaged due to a slight delay in
the receipt of the balance privatisation proceeds of the CPC,
which were received in January 2004.
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The pick up in credit to the private sector from
commercial banks that was seen in 2002 continued, and
accelerated towards end 2003. Credit to the private sector
increased by Rs.75 billion during the period under review, as
against an increase of Rs.48 billion in 2002, Accordingly, the
point to point growth of credit to the private sector rose by
17 per cent at end December 2003 as compared to 13.4 per
cent by June 2003 and 12 per cent at end 2002. The growth in
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credit to the private sector was in response to the ongoing
broadbased recovery in the economy, increased consumer
demand and the decline in interest rates. Increased capital
funds and some decline in NPLs provided a further cushion
for banks to expand the supply of credit. Although the largest
increase in credit has been from private domestic banks. there
has also been an increase in credit by the two state banks, in
contrast to a decline in such credit in the previous year,
augmenting the overall credit growth. The increase in credit
to the private sectar was mainly from DBUs of commercial
banks, which extended credit to the export and impott trade,
tourism, power and to individuals for housing and consumer
durables and consumption purposes.

The money supply is the product of both the money
multiplier (the number of times which commercial banks can
create multiple deposits and credit) and reserve money (base
money created by the CBSL through its operations). During
2003, both factors contributed to the growth in money supply.
Reserve money increased by Rs.15 billien, while the money
multiplier increased from 4.92 in 2002 to 5.08 in 2003.
A rising relative share of foreign currency deposits and a
declining ratio of currency to deposits enabled banks to create
more deposits and credit thus becoming the major
contributory factor for the rise in the money multiplier.
As foreign currency deposits are not subject to SRR, the
effective SRR decreases with an increase in the relative share
of foreign currency deposits, resulting in a rise in the
multiplier. In addition, the currency to deposit ratio also
declined gradually during this period with the improvement
in banking facilities and greater use of electronic payment
methods. Meanwhile, the income velocity of money declined
further during the year, due to a decline in inflationary
expectations, an increase im financial assets with improved

business and consumer confidence, and deepening of
financial markets.

In terms of the composition of broad money supply from
the demand side, all three components, viz., currency,
demand deposits and savings deposits, grew at a higher pace
during the year, reflecting higher transaction demand with the
improvements to economic activity. Within the deposits, the
share of savings deposits increased further, with a
corresponding decline in term deposits. The decline in
interest rates and continued efforts of banks to mobilise
savings deposits from different ssgments of the economy
with added features could be key considerations in increased
preference of the public for savings deposits over time
deposits. Foreign currency deposits increased further by
US dollars 139 millien in 2003, following an increase of
US dollars 117 miltion in 2002, increasing the total foreign
currency deposit base to US dollars 1,415 million. The
improvement in market confidence, stability in exchange
rates, and home-bias in view of a favourable interest rate
differential vis-d-vis international interest rates contributed to
enhance the foreign currency deposit base.

10.4 Financial Survey

Monetary growth as measured by My, which inciudes
activities of licensed specialised banks and finance
companies in addition to licensed commercial banks recorded
a slightly higher growth than M,,. The higher growth in M,
was mainly due to increased invéstment in government paper
by licensed specialised banks (LSBs). On a point to point
basis, growth in M, has been generally in a narrow range of
13-15 per cent in 2003, in comparison to a wider range of
13-18 per cent in 2002. On average, growth in M, was around
15 per cent during the 12 months ending 2003 while growth

TABLE 10.2
Monetary Aggregates : 2002 — 2003 (a)

Marrow Money Supply (M)

Broad Money Supply (M.}

Consolidated Broad Money Supply (Mgp)

Percentage Change
End of

Percentage Change Percentage Change

Period Point 1o Maving Point 19 Moving Point o Moving

rove pewn  Pom aemge [0 SOS Point  aversge 00 gy Pont  Average
2002 2003 2002 2002 2002 2003 2002 2003 2002 2003 2002 2003
January 120 136 75 133 29 136 452 513 132 138 10.7 155 §50 820 131 144 130 187
February i21 138 86 137 32 140 457 518 1490 134 110 154 559 836 142 138 131 157
March 126 M1 W03 123 38 142 466 Eoh 154 268 11.4 21561 570 843 155 128 135 154
April 124 143 8.7 Blsa= 4.2 81408 460 530 151 132 118 150 575 649 152 128 136 152
May 126 Ja45= 14.4 gld35 51 HdS 471 533 159 132 122 147 577 651 158 129 138 1493
Jurne 126 142 156 133 64 145 476 £33 175 11.9 129 143 584 855 179 121 143 145
July 128 144 173 128 7.7 ¥42 482 E40 175 120 135 138 590 BBD 174 12.0 147 140
August 129 149 17.6:158 9.1 14.0- 485 545 174 124 142 134 538 668 170 121 159 138
Seplembar 129 156 155 203 103 145 483 656 1680 137 147 133 601 679 166 129 153 13.3
Oxclober 129 152 160 174 118 (146 454 557 158 129 152 120 605 687 163 135 1856 133
Naovember 132 157 125 195 122 152 5800 569 147 138 153 130 614 700 153 140 1357 130
December 138 162 - 140 160 131 154 510 581 132 138 155 130 622 718 134 153 156 132

Moninly average 127 147. 0 132 153- 479 542 155 130 587 685 156 13.2

ta) Monetary data from 1990 have been classified to be consistent wilh standard international praciics.

Please reler notes to Appendix Tables 115, 116 and 120,

Source: Central Bank ot Sri Lanka
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TABLE 10.3
Monetary Aggregates and Underlying Factors : 2001 — 2003 (a) Rs. million
Change
Dec. Dec. Dec.
Item :
© 2001 2002 2003 2008 __2003 -
: Amount Percentage  Amount (4] Percentage
Monetary aggregates .
Currency held by the public 65,536 75,292 88,601 8,756 148 10,309 13.7
Demand deposits held by the public 56,674 64,069 76,024 7,395 130 11,965 18.7
Narrow money supply {m,} 122,210 139,361 161,635 7,151 14.0 22,274 16.0
Tima & savings depositg of the
Private sector held with com, banks 426,997 483,134 556,220 56,207 132 73,086 15.1
DBUSs 395,071 445,741 506,951 50,670 128 61,210 137
FCBUs 31,856 37,303 49,269 5,537 174 11,876 318
Consolidatad broad money supply
(M) 549,137 622,495 717,855 73,358 13.4 g5,360 15.3
Underlying faciors
Net foreign assets 74,130 110,642 167,002 36,512 49.3 58,450 51.0
Monetary autharilies 84,346 117,376 164,596 33,030 39.2 47,220 402
Commercial banks -10.216 8,734 2,436 3,482 34.1 9.230 1371
DBUs 1,117 -6,658 -11,765 5,541 -496.1 -5,107 -76.7
FCBUs -9,099 76 14281 9,023 89,2 14,337 1B.864.5
Net domestic assats 475,009 511,852 550,761 36,843 7.8 38,909 76
Domestic credit 638,878 680,396 731,872 41,820 65 51,476 7.6
Claims on government {net) 201,311 192,994 176,238 -8,317 4,1 -16,758 87
Monetary authorities 84,535 70,934 42,149 -13,601 -161 -28,785 -40.6
Commercial banks 116,776 122,060 134,087 5,284 45 12,027 99
DBUs 77,067 82,237 101,295 5,170 6.7 19,068 232
FCBUs 39,709 39,823 :32,792 114 0.3 -7.031 77
Credit to public corporalions 40,811 43031 36,182 2,220 5.4 -5,839 -15.9
Dbus 22,934 28,010 28,879 5,076 221 869 31
FCBUs 17,877 15,021 7,313 -2,866 160 7,708 -51.3
Credit to the private sector 396,754 444371 - 519,444 47617 12.0 75,073 16.0
DBUs 328,780 367,397 430,575 38,609 117 63,178 17.2
FCBUs 67,966 76,974 88,859 2,008 133 11,895 15.5
Other items {ret) ~163,867 -168,544 -181,111 4,677 2.0 12,567 7.5
DBUs 79,270 74,194 -87,144 5.076 84 -12,950 -17.5
FCBUs 84,597 -94,350 -93,987 9,753 -11.5 283 04
{a) Signs indicate the effect on My, Source: Central Bank of Sri Lanka.
TABLE 10.4
m M, was around 13 per cent during the same period. Summary Statistics of Financial Survey (M)
In absolute terms, broad money supply (M,) increased by ~ — Change
around Rs.131 billion in 2063 and stood at Rs.928 hillion at cg 2002 e
. . ¥ = . Itemn End nd it L
end December 2Q03. The re]atlwfe share of'cont; l.butmn to 2002 2003 Amount Aran
monetary growth from L8Bs has increased slightly in 2003, Rs.bn. Rs.bn. Rs. bn, % FRs.bn. %
NFA 1n M, increased by around Rs.57 billion in 2003, in Monetary aggregates:
comparison to an increase of Rs.37 billion in 2002. The grﬂad money supply {M,) 5104  880.7 597 132 704 138
. . . . . . onsolidated broad
wcrease in NFA in 2003 was en_mely due to an increase in money supply (Myy) 6225 7179 734 134 954 153
NFA of the CBSL and commercial banks. In contrast, LSBs Broad money supply iM,) 7975 9283 976 140 1310 164
are net borrowers qf fomgn curTengy. as NDB anq DFCC Underling factors (3]
Bank borrow from international institutions for their rupee Net foreign assets 1005 1577 373 589 571 568
lending purposes. Domestic eradit 915 10044 712 85 $30 102
s . A : Cfaims on govemmeani
NCG increased marginally by around Rs.4 billion in (Net) 2990 3081 157 56 41 14
2003 based on the financial survey, in contrast to a decrease Credil to pubitic 8 A g 50 BRI
- . . - . coiperations . . A 7.0) (16.0)
of Rsi17 b[ll‘mn rfacorded in My, in 2003. This mcreasa‘m Credit to he private
NCG in the financial survey was mainly due to the substantial sector 5687 6645 634 104 958 168
increase in investment in govemment paper by the NSB. The Other flems fnet) (2143 [2338) (108) (53) (19.1) (89
holdings of government securities by LSBs in 2003 increased =~ —— .
() Inrelation to M, Source: Central Bank or 3nt Lanka
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Chart 10.4
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by Rs.26 billion. However, this trend is not to create any
adverse development since the NSB and other LSBs simply
recycle private sector savings into the government sector
without creating multiple deposits and credit.

A higher increase in credit to the privaie seclor was seen
in 2003, with increased credit from LSBs and finance
companies. LSBs have granted loans mainly for agriculture,
manufacturing, wholesale and retail trade and to financial
institutions for equity financing and venture capital
financing. Meanwhile, the major share of loans from finance
companies has been extended for leasing in 2003, Credit to
the private sector in the financial survey increased by around
Rs.96 billion in 2003 as against an inctease of Rs.53 bithon in
2002, On a point to point basis, credit 1o the privale sector
increased by 16.8 per cent in M, at end December 2003,
following an increase of 10.4 per cent increase recorded by
end 2002, In comparison, the growth in credit to the private
sector in My, was 16.9 per cent as at end 2003,

10.5 Interest Rates

The move towards a low interest rate regime from the legacy
of high interest rates in the past continued further during
2003, reflecting the reduction in policy rates, excess market
liquidity, decline in inflationary expectations, and the
reduction in the domestic borrowing requirement of the
government. With the commencement of more active open
market operations of the Central Bank, an importanl
development in the interest structurs was the setting up of an
interest rate corridor formed by the Repo and Reverse Repo
rates, the changes of which would signal the direction of
maonetary policy and would guide short-term interest rates.
As commented earlier, the Repo and Reverse Repo rates
were revised downward four times during the year. The Bank
Rate was also reduced during 2003, in line with the reduction
in other tnterest rates. These reductions in policy rates,
together with the improved market liquidity, caused a fall in
market interest rates. Short-term rates, such as call market
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rates and the prime lending rate, closely followed the
reductions in the policy rates. These developments, together
with reduced borrowing by the government and declining
inflationary expectations, caused the yield rates on market
oriented government securities to decrease. The yield curve
tor government securities by end 2003 was flatter and lower
than the yield curve at end 2002, indicating market
expectations of lower inflation in the medium-term. In spite
of the fall in nominal rates, most real interest rates remajned
positive in 2003, as inflation continued to fall throughout the
year. International market rates also continued to decline,
particularly in the first half of 2003, causing interest rates on
foreign currency depostts and tending to decline. Towards the
end of the year, there was some reversal in the decline in
domestic short-term interest rates due to market uncertainty.
Yield rates on Treasury bills, as well as rates in the call
money market, were affected due to these disturbances.
Although most lending rates declined somewhat fuster
than deposit rates in 2003, interest rate spreads still remained
high. The high interest rate spreads are a symptom of

T Ty R RS A v v

inadequate competition in the financial markets, high
operational costs and large costs involved in the
modermnisation of financial services and facilities, Relatively
high non-performing loans of some commercial banks caused
by unsound credit management practices, as well as delays in
the legal process against defaulters, contributed to a
significant part of the high spreads between deposit and
lending rates,

Taxation of the financial sector has undetgone a series of
changes in the recent past, somelimes creating distortionary
effects on the interest rate structure. Since 2002, new taxes
such as the Debits tax and VAT had been introduced, while
the stamp duty, tumnover tax and the National Securi ty Levy
were abolished. Beginning March 2002, interest on
government securities was also made subject to withholding
tax at the rate of 10 per cent, to be charged at source.
Subsequently a notional tax credit on investment in
government securities was granted, crealing some distortion
tn the money market, A change in the taxing principle related
to interest earnings was announced in Budget 2004.
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Accordingly, the present exemption limit of Rs.9,000 per
month or Rs.108,000 per year for the withholding tax on
interest income per deposit were applied to the total interest
income from all deposits in any individual bank or financial
institution made by a person or a corporate enfity. Another
significant fiscal measure was the introduction of a Debits tax
on demand deposits and certificates of deposit with
commercial banks. In Budget 2003, the coverage of the
Debits tax was further extended to savings deposits with
licensed commercial banks and licensed specialised banks,
reducing the effective return on these deposits. Furthermore,
government imposed a VAT on the financial sector,
computed as 10 per cent of total net profits of commercial
banks and financial sector institutions and emoluments paid
to all the employees, which also may have negatively affected
the reduction in interest rate spreads.

Central Bank Policy Rates

The Central Bank’s key monetary policy rates are the
Repurchase rate (Repo), the Reverse Repurchase {Reverse
Repo) rate, and the Bank Rate. The first two are closely
linked to market rates, while the latter is more an indicative
rate. The Repo rate is the rate at which commercial banks and
primary dealers can invest their surplus funds in Treasury
bonds and Treasury bills held by the Central Bank, while the
Reverse Repo rate is the rate at which commerciaf banks and
primary dealers can obtain funds from the Central Bank by
pledging their own holdings of Treasury bills and Treasury
bonds with the Central Bank.

Changes in Repo and Reverse Repo rates under the
OMO are the Central Bank’s signalting mechanism te
indicate the expected direction of interest rates in the market.
Moreover, with the commencement of more active open
market operations in March 2003, these rates formed the
corridor within which the overnight market operated, as
standing facilities were made available to participants either
at the Repo rate or Reverse Repo rate, depending on their
liquidity requirements.

The Repo rate was reduced by 275 basis points, while
the reduction in the Reverse Repo rate was by 325 basis
points, during 2003, taking into account developments in
inflation, lower borrowing by the government continued
stability in money and foreign exchange markets, and the

TABLE 10.5
Changes in Policy Interest Rates
Fer canl per annum

decline in international interest rates. The Repo rate and the
Reverse Repo rate, which were 9.75 per cent and 11.75 per
cent, respectively, at end 2002 were reduced by 75 basis
points to 9.00 per cent and 11.00 per cent on 07 January 2003.
Rates were reduced by a further 75 basis points on 09 May
2003. In the second half of the year, consumer price inflation
continued to fall, creating room for the Central Bank to
reduce the policy rates further. On 15 August 2003, the rates
were reduced again by 75 basis points. On 16 October 2003,
the rates were further cut by 50 basis points and 100 basis
points respectively, bringing the rates down to 7.00 per cent
and 8.50 per cent, and narrowing the interest rate corridor.

Furthermoare, the Bank Rate, i.e., the rate at which the
Central Bank grants advances to commercial banks to meet
their temporary liquidity requirements, which had remained
unchanged at 18.00 per cent since December 2001, was also
reduced to 15.00 per cent on 15 August 2003, to keep it in
fine with the changes in other interest rates.

Most international interest rates declined marginally
from the levels at end 2002, which were already low. For
example, the US Federal Funds rate, which was 1.25 per cent
at the beginning of the year, was reduced to 1.00 per cent by
July 2003. The European Central Bank (ECB) also reduced
its policy rates by 50 basis points in March 2003 and by
25 basis points in June 2003. Accordingly, the rate on the
main refinancing facility of ECB, which was 2.75 per cent at
the beginning of the year, was 2.00 per cent by end 2003. The
Bank of England reduced its Repo rate from 4.00 per cent to
3.75 per cent in February 2003, and further to 3.50 per cent in
July 2003. However, it increased its Repo rate to 3.75 per
cent in November 2003, to curtail possible inflationary
impacts.

Money Market Rates

The money market remained liquid in 2003, as mentioned
earlier. Market participants invested this excess liquidity in
the Central Bank’s Repo facility. Accordingly. call market
rates closely followed the Central Bank's Repo rate
throughout the year. Call market rates exhibited greater
stability. The variation of call market rates, as measured by
the standard deviation of the average call money rate, which
was 4.2 per cent in 2001, declined to 0.8 per cent in 2002, and
remained af that level in 2003. Call market rates, which were

TABLE 10.6
Money Market Rates (a)

Per cenl per annum

CBSL Repo wWeighted Average  SLIBOR

Dats Repo Raie Reverse Repo Rats Bank Rate Repo Rale  Auction Rate  Call Money Rate  Quernight
2002 11 .22 9.75 11.75 18.00 Dac-02 875 - 10 39 10.67
2003.01.07 9.00 11.00 18.00 har-03 9.00 313 9.42 481
2003 05 09 825 10.25 18.00 Jun-03 825 B8.30 863 B.B5
20:03.08.15 7.50 950 1500 Sep-03 750 7.58 7B3 79z
20031016 7.00 8.50 1500 Dec-03 700 7.04 759 773

Source: Central Bank of Sri Lanka {3} Month-end values Source: Central Bank of Sri Larka
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The Central Bank pOllC)‘ Jates Le., lhe Repurchase ra[e
and the Reverse Repurchase rate, were revised dow an.rd
in several steps from early 2001 They were reduced by

300 = 900 basis potnts in 2001, 225 basis points in 2002

and 275 325 basis points in 2003. Although both lending
rates and deposit rates in the banking sector have declined
follawing these revisions, (he speed and the magnitude of
the adjustments in market interest rates have been
asymmetric. Deposit rates have generally declined more
than Iendmg rates, increasing the interest rate spread.
Partly as a consequence of this, many banks have reported
higher profits, with increases in net interest income in the
past two years. Therefore, the high interest rate spread in
the banking sector has received much attention at many
fora in the recent past.

The Measurement of Interest Rate Spread

The interest rate spread is a measure of the cost of

(inancial ifite rmediation, and is generally identified as the
difference between deposit and lending rates. It is,

however, not easy o obtain a smgle direct measure of the
cost of financial intermediation oy the interest rate spread.

Banks accept different types of deposits at different rates
and offer many types of loan facilities at different interest
rates. Moréover, in addition to aceepting deposits, banks
may ilso obtain funds such as borrowings and repos for
which interest has (o be paid. Similarly, banks could
invest in debt instruments whereby banks could earn
interesi income other than from granting loans, Therefore,
two alternative measures of the interest rate spread are
considered to examine the movement of the interest rate
spread.! A broad measure ‘would be the difference
'between the average yield on earning assets and the
average cost of interest bearing liabilities (method 1). A
narrower measure would be the difference between the

- interest received on loans and the interest [Jdld on deposits
{method 2 - a5 a ratio detmed below).

interest received

| "lhtéres_t Ra_te Spréad ih'the Banki'ng Sector

Box 19

Effects of Higher Interest Rate Spreads

A high cost of intermediation or higher spread could have
a number of adverse consequences on the economy.
In economies like Sri Lanka, where capital markets are
undeldevtl{)ped banks are the key financial
intermediaries? that ullocate funds for new investments or
provide external funding for business expansion. The
higher cost of financing due o higher spreads may make it
prohibitive for some potential borrowers to undertake new
mmvestment or expand existing businesses, thus reducing
the future growth prospects of the economy. The higher
spread alse reduces financial deepening in the economy as
there could be financial drsintermediation if the banking
sector is not effective in channelling resources from
surplus units to deficit units. Further, the higher spreads
could increase the credit risk of banks due to the problem
of adverse selection, i.e., it is mostly risky borrowers who
are willing o borrow at high rates. This could, in turn,
have an adverse impact on the viability of banks through
an increased level of non-performing loans (NPLs) as well
as have fmplications for systémic stubility, Finally,
changes in the monetary policy stance may not be
efficiently transmitted to the economy as the policy
changes could get absorbed into the high interest rate
spread without an apprecmhle change in the inlerest rate
structure.

Reasons for Higher Interest Rate Spread

The core business of a bank is 1o provide intermediary
service to both savers and borrowers and banks incur 2
cost when they engage in tinancial intermediation.
A part of the costs reflects in the risk premium added to
interest raies to cover various risks such as credil risk,
market risk, liquidity risk and operational risks faced by
banks. In addition, a combination of factors, of which

_some are bank specific and others structural und

interest paid

Interest Spread (method 13 = T
Epi e all intefest bearing assets

interest received from loans and advances

all interest bearing liabilities

interest paid on deposits

Interest Spread (methad 2) =
Bl e e loans

~ deposits

1. Alt banks do nof necessarily folfow the same approach in determining the spectrum of interest rales Banks may offer ditferent types
ol deposits with added benefiis and could charge differeni fees and comrissicns tor different loans. More d:saggregaied measures could
“thsrefore be consm{ered bul are nat attempied nere, due 1 non- avanlammy of data.

i The total assets of the bankmg sector accounted idr aboul 60 per cent of financial assets at end 2003,
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macroeconomic, affect the determination of interest rates

by banks and thus, the interest rate spread. Some of the

key factors are indicated below,

¢ Hiph operational cosis: The operating costs of many
banks are high. Heavy investment in IT, high
expenditure on salaries and emoluments, as well as
security, and under performing branches contribute to
raising operational costs. The operating costs could
also increase due to the type of market segment on
which a bank concentrates. For instance, if a bank
relies more on small scale customers or relail
customers, that bank would need a larger number of
branches, personnel and equipment, all of which raise
the operational ¢osts.

* Non-performing loans: The non-performing loans
(NPLs) which are non earning assets remain high in
many banks, requiring higher provisions.

s Long-term deposits mobilised at fixed rates: In
general, banks offer fixed rate time deposits. Some
banks have contracted long-term deposits at higher
rates, which restricts flexibility in reducing lending
rates.

o  Heavy reliance on interest earning activities as a
major soirce of income: At present, commercial
banks in 3¢ Lanka derive the major share of their
income from fund based activities > Securities market
activity, trading in financial products and securitisation
operations, which would have provided alternative
sources of income, are not developed.

»  Market siructure: A few banks hold a very large share
of banking assets indicating that the sector is siill not
adequately competitive, and hence may not be efticient
in pricing. Even if the market structure is competitive,
there are switching costs for customers to move from
one bank to another due to the fack of information.
Further, banks are the dominant source of external
finance for firms due {0 the under-developed nature of
capital markets, There is little competition to banks,
which wauld have forced a reduction in spreads.

s Legal and other procedural bottlenecks: There are
legul and other procedural bottlenecks, which cause
long delays in loan recovery.

Box 19 (contd.)

o Murket stability: The uncertainty of the
MACTOECONOMIC environment is another factor that
adds a risk premium to the interest rate structure.

¢ Taxes and other costs: Taxes on financial instruments
and the operations of banking institutions as well as the
statutory reserve requirement (SRR) also contribute to
the higher spread.

Trends in Interest Rates and the Spread

As shown in Figure 1, deposit rates as well as lending
rates have declined following the changes in policy rates.
During the period February 2001 to December 2003, the
Central Bank’s Repo rate was reduced by 13 percentage
points. The average weighted deposil rate (AWDR) has
declined by 14 percentage points. The average weighted
prime lending rate (AWPR). based on lending to prime
cuslomers of commercial banks, has also declined by
14 per cent during the period. However, the Average
Weighted Lending Rate (AWLR}, based on all lending by
commercial banks, has declined only by 3.2 percentage
poents (up to third quarter 2003), showing the relative
stickiness in the reduction of general lending rates.
However, lending rates declined more in 2003 than in
2002.

interest rate spreads computed using the alternative
methads described above, for the period January 2002 to
December 2003, are in Table | and Figure 2. Both

Figure'.i._-.f : e
Repo, Average Lending Rale, AWDR and AWPR
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TABLE 1 {a)
2002

2003

lterm
1Q 2@

galititra T iiaiiiied 30 4Q

Inleres! Spread (Melhod 1), % 32 39
Interest Spread (Method 23, % 52 8.5

42 45 4.4 4.5 45 4.0
8.7 7.3 6.5 6.6 7.0 €8

{a) Compiled by Bank Supervision Depadment,
based on data sen by commercial banks

Source . Central Bank of Sri Lanka

3. Fee based income contributed 20 per cant of total incoeme in 2003 This share was 17 per cant in 2002,
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measures _show_thui spreads jncre_asféd compared to the

levels thgt_'pr_e.\gailed at the beginning of 2002. The interest

* spread according {0 method 2. i.e., taking into
- consideration only loans and deposits, is found to be
greater than the overalt interest spread. The main reason
for this difference is that the reduction in the interest

. expenses is greater than the reduction in the interest

income. - : i
A noteworthy development is that the interest spread
has declined in the fourth quarter of 2003. However,

. Interest rate spreads still vary significantly depending on

the definition adopted. The interest spread based on
method I varies between 2-6 per cent while the spread
based on method 2 varies between 2-10 per cent for
different banks. With respect to factors that affect interest
rate spreads, NPLs account for about 1.1 percentage
points, the SRR for anothier 0.5-0.6 percentage points of
the spread, and taxes may account for a further 0.2-0.3
percentage points, totalling about 2 per cent, when data for
all commercial banks are considered. In addition. the
interest spread covers costs on account of operating
expenses, Joan loss provisions, as well as a profit margin.
In comparison to the spreads in many countries in the
region, the interest spread in the Sti Lankan banking
- system is high. For instance, the interest rate spreads in
India, Pakistan and Malaysia ranged between 34 per
cent. Therefore, there is further room for narrowing of the
interest rate spread in Sri Lanka. :
Internationally changes in interest rate spreads are

more closely correlated with the loan vates than with the

deposit rates.* In Sri Lanka, however the decline in
interest cost is higher than the decline in interest income,
confirming the general downward stickiness in lending
rates. Data in relation to the repo rate, the prime lending
rate and the AWLR show that the degree of pass-through
from policy rate to money market rate is high, but from
short-term rates to other lending rates it is very low. .
~ An important question is whether the share of
advances given at different intcrest rates have been
 declining over time. The outstanding loans in different
interest rate slabs, reported for the Quarterly Survey of
- Bank’s Deposits and Advances, show that there is some
reduction in loans given under the higher slabs. This is
also confirmed by the net interest income of commercial
 banks, which recorded a lower growth of 19 per cent in
2003 as compared to 23 per cent in 2002, in spite of the
increase in the loan portfolio. However, major share of
outstanding lending is still at high rates. - -

Box 19 (contd.)

Measures to Reduce the Interest Rate Spread
One important development with respect 1o the interest
rate spread was its reduction in the fourth quarter of 2003,
This may be attributed to maturing of older loans at higher
rates, and increased competition, through improved
awareness of interest rates. Concerted action may be
required from rH: banks, authorities and regulators to
reduce the interest rate spread further. The CBSL has
already put in place several measures. Among these, the
reduction of the margin between the Repo and Reverse
Repo rates, publication of interest rates of banks for the
infarmation of the general public, dissemination of
information on key macroeconomic aggregales and
discussions with market partictpants, are the major steps.

- The CBSL has also taken measures to further develop the
‘payment system. which would reduce the Tisks in

payments and settlement, and increase market efficiency
and-market integration. In addition, banks have been
asked to display interest rates and charges for various
seTvices at their places of business which would enzble

 customers 1o obtain & better idea of the cost of botrowing.

Progress in financial market reforms and improving
competition would also help reduce the interest rate
spread further. Measures to promote the corporate bond
market and the setting up of asset management companies
too would help this process. Also banks could improve
their credit evaluation, take measures to reduce
operational costs and undertake project based lending and
evatuating risk properly. In addition, banks could offer

 floating rates on degosits and [oans. In this respect,
- consistency in economic policies that is, a policy

environment that improves macroeconomic stability
which would reduce the risk premix in Joan pricing, is also

important.
e [Nleres) Rate Spread |Mathod 1) —|
a0 == Interest Aate Spread (Method 2)
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4. Eg., Brock and Suarez, ’Understanding'the Behaviour of Bank Spreads in Latin America’, JDE Vol. B3 (2000, pp.113-124,
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in the range of 10.00 - 11.25 per cent at end 2002, declined
continuously until Qctober. By end October, call market rates
were between 7.25 and 850 per cent. The lowest average call
market rate of 7.46 per cent was recorded on 21 October
2003. These rates started to show some signs of volatility and
marginal increases in November and December 2003, due to
the disturbances on the political front as well as the seasonal
demand in December. By the end of the year, call market
rates were between 7.38 and 8.50 per cent, and the average
rate was 7.59 per cent.

[n view of the excess liquidity in the market, the Central
Bank conducted repurchase auctions throughout the year. The
average weighted rate at the daily Repo auctions remained
close to the Central Bank Repo rate. The average weighted
rate, which was 9,26 per cent on 03 March, declined to 9.13
pet cent by end March, and with the reduction of policy rates,
declined to 8.30 per cent by June, 7.58 per cent by September,
and to 7.04 per cent by December 2003. Market participants
also continued to access the Repo standing facility, while
there were a few Reverse Repo transactions as well,
reflecting the existence of some institutional limitations in the
market.

The Central Bank’s discount and rediscount rates,
i.e.. the rates applicable to outright purchases and sales of
Treasury bilis by commercial banks and primary dealers
through the Central Bank’s secondary market window,
moved down with market interest rates. The discount margin
between the primary market yield and the CBSL Repo rate
was reduced to 25 basis points from 125 basis points, with
effect from 28 January 2003, and further to 5 basis points on
11 February. However, with the commencement of active
OMO in March 2003, these rates became non-operative.

The Sri Lanka Inter Bank Offered Rates (SLIBOR),
which are based on the rates offered for rupee inter bank
transactions by 12 commercial banks, also declined with the
reduction in Repo rate and showed a downward trend similar
to that of the call market rates. The overnight SLIBOR, which
was 10.67 per cent at end 2002, reached ifs lowest level of

Chart 10.6
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7.55 per cent on 17 October 2003, and was 7.73 per cent by
end year. The one-year SLIBOR declined from 11.33 per cent
at end December 2002 to 7.84 per cent at end December
2003.

By end 2003, the secondary market yield curve for
government securities was flatter and was positioned lower
than the yield curve at end 2002, indicating market
expectations of lower inflation in the medium term. The
decline in yield rates is attributed to the veduced supply of
government securities, with the continuation of fiscal
consolidation in 2003, market appetite for long tenor
government securities and market expectations of a further
decline in yield rates. Meanwhile, the government issued
10-year, 15-year and 20-year Treasury bonds in 2003,
developing a benchmark yield curve.

Lending and Deposit Rates

In line with the changes in the Central Bank policy raies and
other market interest rates the deposit and lending rates of
commercial banks also declined. Although some lending
rates, rates on lending to prime customers in particular.
declined faster than deposit rates, the lending rates as a whole
were not reduced as much as anticipated. Rates on overdrafts
of corporate clients and personal clients declined sharply,
while rates on export financing facilities and on import
financing facilities in 2003 also declined. The weighted
average prime lending rate (AWPR), the weighted average
rate of commercial banks’ mostly short-term lending to their
prime customers, which was 12.24 per cent at end 2002,
declined ta its lowest level of 8.80 per cent by mid December,
but similar to previous years, increased during the Christmas
season. The AWPR was 9.26 per cent by end 2002.

Interest rates on savings deposits and fixed deposits also
declined during the year. The average weighted deposit rate
(AWDR), which is a weighted average of the rates on all
outstanding interest bearing deposits of commercial banks,
declined from 7.47 per cent in December 2002, to 6.00 per
cent by June 2003, and to 5.27 per cent by December 2003. A
similar pattern was observed in the average weighted fixed
deposit rate (AWFDRY), which declined from 10.17 per cent
in December 2002 to 7.11 per cent in December 2003.

Following the decline in market rates. the National
Savings Bank (NSB) reduced its savings deposit rate three
times to be in line with the rest of the market. The savings
deposit rate, which was 6.00 per cent at the end of 2002, was
in fact increased to 6.5 per cent in August 2003. It was
reduced to 6.00 per cent in October and further to 5.00 per
cent in November 2003.The one-year fixed deposit rate,
which was 9.00 per cent in December 2002, was reduced
gradually in four steps to 7.00 per cent by end 2003.
However, in view of the reduction in deposit rates, NSB as
well as the two state banks introduced special deposit
schemes for senior citizens and retirees, where such persons
receive a higher rate of interest on deposits.
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Interest rates charged by commercial banks on
outstanding payments through credit cards, which were in a
range of 21-33 per cent at end 2002, remained basically
unchanged at end 2003. A few banks, however, did reduce
their rates on outstanding payments through credit cards.
However, this is not to be viewed as an outlier from the
rest of the interest rate structure, since it js only a penal
rate on those who do not settle their batances even after the
one month’s interest free credit provided to credit card
holders.

A decline was seen in the lending rates of long-term
credit institutions, i.e., DFCC Bank, National Development
Bank (NDB), State Mertgage and Investment Bank {SMIB)
and NSB. The lending rates of DFCC Bank were reduced
from 11.50-19.00 per cent in December 2002 to around
9.50-16.00 per cent at end 2003, while the lending rates of
NDB had come down from 10.81-18.35 per cent to
8.23-16.00 per cent during the same period. The tending rates
of SMIB and NSB, which were in the ranges of 15.00-16.50
per cent and 14.00-16.50 per cent, respectively, at end 2002,
were 12.00-13.25 per cent and 10.00-12.00 per cent,
respectively, by end 2003.

Following the declining trend in international market
rates, commercial banks in Sri Lanka reduced their interest
rates on foreign currency deposits and on forei gn currency
lending. Atend 2003, interest rates on US dollar denominated
savings accounts were in the range of 0.40 to 1.75 per cent,
while on sterling pound denominated savings accounts it was
1.50 to 4.00 per cent. The interest rates applicable to lending
tn US dollars were in the range of 2.20 to 8.00 per cent, while
on lending in sterling pounds, rates charged were between
3.50-6.80 per cent.

Rates on Short-Term Government Paper

The general declining trend in interest rates was observed
at the weekly Treasury bill auctions as well. The weighted
average yields (excluding tax) on Treasury bills fell below
the CBSL Repo rate of 9.75 per cent at the auctions in
January, indicating market expectations of a further
reduction in CBSL rates. However, the market corrected
itself and in February, the yield on Treasury bills increased
marginally. The yields on 91-day, 182-day and 364-day
Treasury bills moved down from 9.92, 9.89 and 9.91 per
cent, respectively, at end December, 2002, to their lowest
levels of 7.06, 7.03, and 6.98 per cent, by the first week of
November. The reductions in policy rates, a reduced budget
deficit, increased liquidity in the market, and the reduction
in other market rates were factors that contributed to this
dectease. However, the yields on 91-day, 182-day and 364-
day Treasury bills increased to 7.35, 7.30, and 7.24 pet
cent, respectively, by the end of the year, due to some
changes in market perceptions after the developments in the
political sphere.

Rates on Medium- and Long-Term
Government Paper

Treasury bonds with shorter maturities were issued less
frequently in 2003. In contrast, taking advantage of the
prevalent low interest rates, 4,5 and 6-year bonds, were
issued more frequently, while the long-term risk free yield
curve was extended further with the commencement of the
issue of 10-year and 15-year bonds in January 2003, and
20-year bonds in October 2003. This also facilitated the
programme for reducing the bunching of debt repayment by
the government.

With the reduction in policy rates, and the decline in
inflationary expectations, Treasury bond rates also decreased
throughout the year. Rates, which were close to [1.00 per
cent at end 2002, declined across all maturities to single digit
levels by end January 2003. By end September, rates were
less than 7.50 per cent, and had declined further when the
government borrowing programme ended in November,
2003.

Rupee loans with call options, which carried high yield
rates, were recalled as a cost reduction strategy of the
government, while the first three tranches of the dollar
denominated Sri Lanka Development Bonds atnounting to
US dollars [58.5 miltion were retired upon maturity, in
November and December 2003. Rupee loans with maturity
periods ranging from 2-5 years were issued during 2003.
Interest rates on Rupee loans, which are administratively
determined, were 13.00 per cent at the beginning of the year,
but were brought down to around 8.00 per cent by end 2003,

Rates on Corporate Debt securities

Rates on commercial paper, a short-term debt instrument,
which were in the range of 10.50-16.50 per cent in 2002,
came down to a range of 7.25-13.00 per cent in 2003.
Commercial Bank of Ceylon Ltd. issued listed debentures on
two occasions during the year. One issue carried an interest
rate of 10 per cent, while the other had a floating rate.

The Legal Rate and the Market Rate

The Legal Rate and the Market Rate applicable for the
following year are published in the Government Gazette by
the Central Bank at the end of each year. The Legal Rate is
defined under the Civil Procedure Code (Amendment) Act,
No. 6 of 1990 and is applicable to any action for the recovery
of a sum of money. The Market Rate is defined under the
Debt Recovery (Special Provisions) Act, No. 2 of 1990. The
Market Rate is applied only in relation to actions instituted by
lending institutions for the recovery of debt exceeding
Rs.150,000 arising out of commercial transactions, where
there is no agreed rate of interest. Both the Legal Rate and the
Market Rate are computed based on the monthly average
weighted deposit rates of commercial banks. Accordingly, for
2004, the Legal Rate and the Market Rate are 6.30 per cent
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per annum compared with 9.58 per cent per annum in 2003,
and 11,11 per cent pet annum in 2002.

10,6 Commercial Banking

The commercial banking sector continued to grow during
2003 reflecting the recovery in the economy. Although
activity in both the domestic banking units (DBUs) and the
foreign currency banking units (FCBUs) grew in 2003, the
growth in activity of domestic banking units was much
higher. In contrast to the slow growth in 2002, both deposits
and advances of commercial banks grew substantially in
2003. An increase in utilisation of banking sector resources
by the private sector, particularty towards the end of the year,
was seen, while the dependence of the public sector on
banking resources decreased. The main contributory factors
that led to the growth in credit to the private sector were the
continvation of the ceasefire, the general reduction in market
interest tates, an improvement in business confidence and a
satisfactory growth in external trade. Foreign currency
inflows to the commercial banks also increased with the
increase in tourist earnings, inflows to the stock market,
increase in private remittances and the expansion in foreign
currency deposits. Consequently, foreign currency resources
of commercial banks improved and they were able to sell part
of the foreign curmency inflows to the Central Bank. This, and
the settlement of some liabilities of the government to the
commercial banks resulted in an increase in the excess rupee
liquidity in the market. There was about Rs.8-10 billion
excess liquidity in the market throughout the year, which was
mopped up through OMO by the Central Bank.

The total number of commercial banks operating in Sri
Lanka declined from 23 at end December 2002 to 22 at end
December 2003 with the absorption of the branch of one
foreign bank by another foreign bank during the year.
Accordingly, the number of foreign banks declined to 11,
while the number of domestic banks remained at 11 at end
December 2003.

Both the interest and non-interest income of commercial
banks continued to increase during the year. This resulied
from the improvement in banking activity noted above, as
well as the increase in the interest rate margin of banks with a
reduction in deposit rates at a faster rate than the reduction in
lending rates. Accordingly, profits of the commercial banks
increased by about 31 per cent in 2003, in comparison to the
increase in profit of 60 per cent in 2002,

Total assets/liabilities of DBUs of commercial banks
grew by 12.3 per cent in 2003, in comparison to the 6.3 per
cent growth recorded in 2002. Total assets/liabilities of
FCBUs of commercial banks grew by I per cent in US dollar
terms in 2003, in contrast to the decline of 7 per cent recorded
i 2002. As the risk weighted capital adequacy requirement
{CAR) of commercial banks was increased from ¢ to 10 per
cent as a ratio of total capital and from 4.5 to 5 per cent as a
ratio of core capital with effect from Janvary 2003, some

commercial banks issued debentures during the year to meet
the new CAR.

Liabilities of the government to the DBUs increased by
Rs.19 billion, whereas liabilities to the FCBUs declined by
Rs.7 bitlion in 2003, resulting in a net increase of Rs.[2
billion on a consolidated basis. In comparison, government
liabilities to the commercial banks increased by Rs.5 billion
in 2002. The increase in 2003 was mainly a net outcome of an
increase in holdings of governmwent securities by DBUs due to
repurchase transactions with the Central Bank using excess
liquidity of banks and settlement of Sti Lanka Development
Bonds amounting to US dollars 158.5 million {(around Rs. 15
billion}, held by both the DBUs and FCBUs,

Meanwhile, outstanding credit to public corporations
from commercial banks declined by Rs.6.8 billion, though the
decline was lower than expected at the beginning of the year.
This decline was a net outcome of an increase of Rs.0.9
billion from DBUs and a decline of Rs.7.7 billion from
FCRUs. The decline was in three major public corporations,
viz., Ceylon Petroleum Corporation {CPC), Co-operalive
Wholesale Establishment (CWE) and the Ceylon Electricity
Board (CEB). It was expected that a substantial amount of
CP(C’s liabilities would be settled through privatisation
proceeds during 2003. However, it couid repay only Rs.1.3
billion of its loans as the full payment of the privatisation
proceeds from the second player of the CPC operations
(Lanka Indian Oil Company Ltd) was not received during
2003. The CEB settled only Rs.0.8 billion of ifs liabilities as
its cash flow improved only marginally. Meanwhile,
liabilities of CWE to commercial banks declined by about
Rs.5 billion, mainly due to the issue of government Treasury
bonds to commercial banks, amounting to Rs.4.4 billion,
replacing part of the CWE's liabilities.

Deposit mobilisation of commercial banks grew at a
higher rate (13.6 per cent) in 2003 in camparison with 2002
(105 per cent), reflecting the recovery in the economy and
improved business contidence. From this expansion, about
21 per cent came through foreign currency deposits. The
growth in deposits, achieved even under a relatively low
interest rate regime and continued fiscal measures such as the
debit tax on demand deposits and a withholding tax on
interest income on deposits, is partly a reflection of the lack
of aliernative investment avenues, due 1o the under developed
natore of the domestic capital market,

Credit to the private sector from commercial banks grew
at a higher rate during the second half of the year, reaching an
overall growth slightly higher than anticipated in the original
meonetary programme. The high growth in credit was a
reflection of increased credit demand for commercial,
consumption and investment purposes. Meanwhile, the ratio
of gross non-performing loans to total loans and advances of
commercial banks {DBUs and FCBUs), declined to 12.6 per
cent in 2003 from 14.2 per cent in 2002, while net NPLs
declined to 4.7 per cent from 6.3 at the beginning of the year.
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The credit to deposit ratio of the DBUs of commercial banks
declined marginally as deposits grew at a slightly higher rate
of 13.4 per cent, in comparison to the growth in total
advances of 11.4 per cent.

Structure of Assets and Liabilities of
Comimercial Banks

Domestic Banking Units

The total resources of commercial banks improved
substantially by Rs.97,024 million (12.3 per cent) in 2003
compared 10 Rs.46,870 million (6.3 per cent) in 2003. Some
change in the composition of the portfolio of assets was seen,
reflecting economic growth. On the assets side, about 50 per
cent of the growth came through an increase in total loans and
advances, in comparison, to about 12 per cent in 2002,
Investments and fixed and other assets contributed 42 per
cent and 17 per cent, respectively. Loans, overdrafts and

purchases of commercial bills, which are the components in
the total loans and advances, loans and overdrafts, grew by
21 per cent and 7 per cent, respectively, while commercial
bills declined by 42 per cent in 2003. The decline in
commercial bills entirely came through a decline in import
bills purchased and discounted as both the local bills and
export bills increased. The decline in import bills conld be
attributed to the availability of suppliers’ credit from
importers abroad at low interest rates in the international
market,

The growth in investments of commercial banks
decclerated in 2003 to 40 per cent compared to 69 per cent in
2002, This could be attributed to both an increase in demand
for credit by the private sector and a containment of the
absorption of funds by the government.

Liquid assets of commercial banks expanded further in
2003 (12.0 per cent), though at a siower pace than in 2002
(17.8 per cent). The holdings of government securities and

TABLE 10.7
Selected Assets and Llabilities of Commercial Banks {a)
Change
Item 2002 Dec f 2001 Deg 2003 Dec /2002 Dec
Amount Farcertage Amoiat Percentage
(As. Mn.} {Rs. Mn.}
Assets category
1. Liquid agsets 36,336 17.9 28,030 12.0
Cash on hand 1,30 181 168 13
Cye from Central Bank 1,483 38 {2,319} {58}
Foreign currency on hand 3,455 as {3,231} (3.1}
Treasury bills 16,226 167.4 15,642 60.3
Treasury bonds (b) 13,808 722 29,103 B8.4
Commercial bills {624y (2.4 {10,432) 41.9}
2. lnvestment 41,792 69.5 40,630 39.9
Treasury bills 16,228 167.4 15,642 603
Cther government securities 23,069 8.2 20,233 450
Other investment 2,497 93 4,056 13.8
3. Total boans and advances 5,690 1.5 48,757 127
Loans 34,281 16.1 51,217 207
Overdrats {27,968) {20.0) fadie BT
Commercial bills (624) {2.4) (10,432} {41.9)
4. Fixed and other assets 1,901 17 16,284 14,1
Liabilities category
1. Capital sccount 7.250 16.3 23,427 453
2, Total deposits 54,407 1085 77,995 138
Demarkd deposits {3,997) @.7) 13,745 171
Time & savings deposits 58,404 13.4 84,250 13.0
3. Borrowings {18,986} (30.3) {2,580} 5.9)
Local barrowings (16,896) {29.2) 4,737) {11.6)
Foreign borrowings {2,090) {42 5) 2,157 76.3
4. Other liabilities 4,199 38 {1,818 {15}
Total assets / llabilities 46,870 8.3 97,024 123

(&) Includes only the operations of domestic banking units .

Saurce: Central Bank of Sri Lanka

" iith ettect from 18 May 1988 Treasury bonds are considered as & apart of the liquid

-:5e1s of commercial banks.
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cash on hand of DBUs expanded at a slower rate in 2003
while dues from the Central Bank, foreign currency on hand
and commercial bills declined over the previous year. The
ratio of total liquid assets to total assets remained at 31 per
cent, as in 2002. The excess liquidity in the market at end
2003 was around Rs.10 billion compared with about Rs.11
billion at end 2002

On the liabilities side, deposit liabilities grew by
13.6 per cent in 2003 in comparison to a 10.5 per cent growth
in 2002. Both demand deposits and time and savings deposits
increased during the year. Demand deposits increased by 17
per cent, in contrast to the 4.7 per cent decline in 2002, while
time and savings deposits grew by 13 per cent in comparison

to 13.4 per cent growth in 2003. As total borrowings of the

commercial banks declined particularly due to the decline in
local borrowings during the year, the growth in total
liabilities was less than the growth in deposit liabilities.
Deposit liabilities as a ratio of total liabilities increased
marginally to 74 per cent from 73 per cent in 2002.

Reflecting excess liquidity in the banks, the declining
trend in inter-hank borrowings continued, although the
decline was less in 2003, Also, the exposure of commercial
banks to external financing increased marginally as some
commercial banks borrowed from banks abroad.

An improvement in the capital accounts of banks by
Rs.23 billion (45 per cent) in 2003 has been recorded in
comparison 1o a Rs.7 billion increase in 2002. Two major
reasans for this were the increase in profits of banks and the
issue of debentures by some commercial banks to raise
capital 1o meet the increased CAR.

With the continued ceasefire and the growth in
economic activity, business confidence improved throughout
much of the year with a positive impact on foreigh currency
inflows to the conntry. Foreign currency inflows to the
banking system grew substantially with increases in inflows
through private remittances, tourism, the stock market and
foreign currency deposits. DBUs placed a part of their
foreign currency resources with FCBUs for their operations,
while about US dollars 377 million were sold to the Central
Bank. From the perspective of DBUS, the net outcome was &
decline in NFA of DBUs by about Rs.19 billion, However,
NFA of the consolidated banking system (including both
DBUs and FCBUs) increased by about Rs.2 billion in 2003,
partly because half the non-resident foreign currency deposits
(NRFCs) are regarded as being effectively domestic
liabilities, rather than foreign liabilities, for computing
overall NFA.

About 95 per cent of the foreign liabilities of DBUs
arose from foreign currency deposits in the NRFC, RNNFC,
RFC accounts and Foreign Currency Accounts of Exporters.
Balances in foreign currency accounts grew by 13 per cent in
2003 compared to 15 per cent in 2002.

Foreign Currency Banking Units

Total asseis / liabilities of FCBUs increased by US dollars 21
million (1 per cent) to US dollars 1,795 million in 2003, in

contrast to the US dollars 129 million (7 per cent) decline in
2002. About 34 per cent of the resources of FCBUS in 2003
came from DBU placements of foreign currency deposits
{US dotlars 620 million) and deposits by BOI enterprises
(US dollars 458 million). Placements of DBU funds with
FCBUs declined marginally, while deposits of BOI
enterprises increased substantially by about 33 per cent in
2003. Resources from non-national sources accounted for
around 15 per cent of total resources (US dollars 276 million)
in 2003, in comparison to 19 per cent of total resources
{US dollars 330 millign) in 2002.

Loans and advances to BOI enterprises, credit to the
government and public corporations and investment in
non-resident enterprises were the main areas where FCBU
funds were utilised. Reflecting the recovery in foreign trade,
credit extended to the BOI enterprises increased from
US dollars 770 million to US dollars 870 million. As the
government settled maturing Sti Lanka Development Bonds,
which were partly held by FCBUs, the utilisation of FCBUs
resources by the government declined from US dollars 416
million in 2002 to US dollars 343 million in 2003.
Meanwhile, credit extended to public corporations declined
by US dollars 80 million as the CPC settled a part of its Joans
outstanding during the year.

Sources and Uses of Funds of Domestic Units of
Commercial Banks

In the financial system of the country, commercial banks play
a major tole in mobilising funds from surplus units and
providing funds to deficit units. The government, public
corporations and the general public, as well as foreign
entities, transact with commercial banks. Depending on the
circumstances, these units could be sources of funds or users
of funds of commercial banks. The net availability of funds to
the commercial banks is a result of the aggregation of the
changes in assets and liabilities of commercial banks with
these units.

Total assets and liabilities of commercial banks
increased substantially in 2003 resulting in a significant
growth in resources and their utilisation on a gross basis.
However, the net sources / uses of resources was lower in
2003 than in 2002 reflecting low inter-sectoral dependence of
funds. The total net sources / uses of funds at the end of 2003
was Rs.29,110 million in comparison to R5.26,787 million at
end 2002. On net basis, the foreign sector, the Central Bank,
capital and reserves and the domestic private sector were the
sources of funds of commercial banks while on a net basis
major users of funds were the government, public
corporations and other banks.

In 2003, as in 2002, the largest source of funds of DBUs,
on 4 net basis, was the foreign sector, reflecting an expansion
in foreign currency deposits and borrowings from foreign
sources. The contribution of the growth in foreign currency
resources (o the total net sources of funds of banks was about
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TABLE 10.8

Sources and Uses of Resources of
Commercial Banks (a)
Rs. million

Change (b)

Category 2002 2003

Sources Uses Soorces Usaes

1. Government sector 5169 [© 19,058
Holdings of govt. securities 39296 36,575
Deposits 11,796 1,900
Import bills 173 12,510
Short-term credit 11,623 1,381
Qverdratts 34,472 1,726

2. Ceniral Bank 1,435 - 4,030
Borrowings 48 1,718
Reserves 1,483 2319
Invgstrnant in Centra! Bank o

securities St ]

3. Governmant corporations 2615 . 5911
Deposits 2,261 5,042
Advances 5.076 . 8639

4, Go-operatives 875 . &8
Ceposits 447 B4
Advances 228 15

5. Other domestic private :

so¢ior 7,234 S22

Deposils (¢} 47,195 ‘64,828
Local bills 79 58
Impart bills 521 348
Overdrafts 4393 9,577
Loans 34,390 49,239
Investmants in securities &

bonds 497 4 056
Cebantures 1123 - = 1,438

8. Intar-bank transactions 17,367 . - 4,1m

Balance with domestic : '
banks 1,576 . 890

Deposlts & borrowings with Cmisest R
domestic banks 15,791 5,030

7. Forgign sector 11,333 19,449
Borrowings 2,090 2187
Deposits 16,2684 16,069
Foreign balances including

export bilks 2,860 1.223
8. Othar azsets & other il
liabilitios 7.545 5,308
Capital & reserves 7,250 o3 A7k
Fixed assels 1492 4,651
Other assets 709 1,833
Other liabilities 4,187 1,648
Till cash 1,91 s 158

Total net sources f users 26,787 26,787 (29110 29,110

Source: Central Bank of Sri Lanka

(al Includes only the operations of domestic banking units.

{b} The bold figures indicate whether each sector is a net sourge or
a net user of resources.

(¢) Includes long- term deposits mobilised by the twa slate banks
under special savings schemes,

67 per cent in 2003, in comparison to 42 per cent in 2002. The
Central Bank was the second largest source of funds mainly
due to the decline in reserves of commercial banks with the
Central Bank towurds the end of the year. However, on
average, reserves were higher during the year in comparison
to 2002 as the deposit base of the commercial banks increased
in 2003. The other assets and other liabilities category also
contributed to the sources of funds of commercizl banks,
particularly due to increases in capital and reserves of
commercial banks, reflecting increase in the profits of most
banks and debenture issues by some commercial banks. The
net contribution of the privaie sector as a source of funds was
low, although gross values were high, as the growth in
utilisation of banking resources by the private sector (source
of funds) was almost similar to the growth in deposits in
2003,

On a net basis, the government was the major user of
funds of commercial banks though at a lower level, as
commercial banks invested part of their resources in
government securities. Secondly, government corporations
were users of funds of the DBUs on u net basis, as deposits of
corporations declined over the previous year by a larger
amount than the increase in borrowings. Meanwhile, the
dependence of commercial banks for funds in the inter-bank
money market was lower in 2003 than in 2002.

Commercial Banks’ Loans and Advances?

The quarterly survey of loans and advances of domestic
banking units (DBUs) of commercial banks for the 12 months
ending September 2003 indicated a 14.9 per cent growth in
credit provided to public corporations and the private sector
by commercial banks, in comparison to a 8.1 per cent growth
recorded at end September 2002. In terms of sectors, credit
extended to the financial sector recorded the highest growth,
while the consumption and tourism categories recorded the
second and the third highest growth rates, respectively. The
main factors that led to the growih in credit to private sector
were the firm recovery in many sectors in the economy along
with a decline in interest rates and improved investor
confidence, and the improvement in consumption spending
due to the recovery in economic activity and the continuation
of the ceasefire.

The commercial sector, which has the highest
contribution to the total credit outstanding (37 per cent),
recorded a moderate growth (9 per cent) on a point to point
basis at end September 2003. Following the improvement in
exports and imports, credit provided for the export of
garments and fabrics, processed rubber and gem and impott
of food artd beverages, private and commercial vehicles
increased. In line with an export growth of 11.2 per cent in
US dollar terms (12.9 per cent in rupee terms) during the first
mine months of the year, credit given to the export category
grew by 9.2 per cent during the 12 month ending September

2. Based on the Quarlerly Survey of Commercial Banks' Loans and
Advances as at end September 2002
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2003. Imports have improved by 10.2 per cent in rupee (erms
during the first nine-month of the year, while credit provided
for imports improved by around 8 per cent. A comparatively
lower growth in credit extended for imports could have been
partly due to suppliers’ credit given by overseas buyers since
international interest rates too were low,

The consumption and housing and property
development categories, which accounted for 14-15 per cent
each in total credit, grew by 36 per cent and 13 per cent,
respectively. An increased demand for personal housing,
consumer durables and some recovery in real estate activities
with the picking up of ecanomic growth and downward
movement in interest cates, led to the increase in demand for
credit in these sectors. In the consumption category, credit
given through credit cards has also shown an expansion,
reflecting the growing use of credit cards. The total number
of cards issued increased by 23 per cent, while the total
outstanding balances which amounted Rs.6.4 billion as at end
2002 increased to Rs.8.1 billion in 2003.

The growth in credit outstanding in the industrial sector
increased by around 12 per cent at end September 2003, 1n
comparison to an 11 per cent growth recorded in the
12-months ending September 2002. A growth in credit to
processed tea, rubber, coconut and other agricultural exports
and an improvement in credit to other manufacturing exports
such as textiles, and Jeather products were seen. This is
consistent with the expansion of industrial activity recorded
in 2003.

On a point to point basis, growth in credit to the services
sector grew by 2 per cent, a lower rate than the credit growth

TABLE 10.9

Sectoral Distribution of Commercial Banks’
Loans and Advances (a)

in September 2002. However, if the two main sectors that
recorded higher growth, namely tourism and financial
services (which are, in fact, classified under the services
sector when compiling the national accounts), were included.
the growth in credit to services would be 18 per cent as at end
September 2003. The credit provided to the tourism sector
increased by 20 per cent during the period under review,
reflecting a high growth mementum in the sector. Growth in
credit to the financial sector increased by 67 per cent at end
September, 2003 mainly due to an increase in credit given to
financial institutions for the provision of equity finance and
funding for leasing compantes, along with an increase in the
activities in these subsectors with the recovery in the
economy. An increase in credit for equity finance may also be
attributed to the improvements in stock market activities,
inctuding margin trading. Credit provided for leasing has also
shown an improvement along with an improvement In lease
finance activities in the areas of passenger transport and
goods transport,

Credit extended to the agricultural sector also increased
by 20 per cent during the 12 months ending September 2003
particularly due to the credit extended to the tea, coconut and
minor export crops. The overall improvement in credit to the
agricultural sector reflected the increase in agricsltural sector
activities, supported by the good weather conditions that
prevailed in the country during the first three quarters of
2003.

Credit provided for pawning by commercial banks
increased substantially during the period under review. The
total credit provided for pawning by major commercial banks
has increased by around Rs.14 billion during the 12-months
ending 2003, which was around 11 per cent of the total credit
outstanding of these major commercial banks. Accordingly,
the growth in credit to pawning activities grew by 58 per cent
in 2003 as against the 38 per cent growth recorded in 2002.

End End Asa  Percentage Change Meanwhile, the interest rates charged on pawning by

Categary 250?}92 230%% 2 UE" o Sep commercial banks have declined considerably from a range

ep = - . 0

Rs bn.  Rs. bn. 2003 2002 20063 of 19.00-27.00 per cent in December 2002 tc a range of
15.00-18.00 per cent.

Commercial 1401 162.2 .o 38 a7 18 P 5 THn f . , .
Exports 35.8 2.1 95 52 9.2 In terms of credit given against various types of
Imports 46.3 50.0 121 9.8 7B securities, more than fifty per cent of the credit was against

Financial 105 1758 43 2.3 67.4 immovable property, plant and machinery, personal

Agricultural 16.5 19.9 4.8 B7 20.2

Industrial () ~ 37.0 "5 101 1.1 122

Tourigm 47 5.6 1.4 6.2 204 TABLE 10.10

Housing 51.3 581 141 136 13.2 . ) 2 :

Consumption  43.8 59.6 14.5 15.7 36.0 Distribution of Qutstanding Credit Based on

Services 342 348 85 207 20 Interest Rates

Other 2041 224 5.4 7.8 9.9 o HERGENURETANILA

Total 3581 4114 100.0 8.1 14.9 Inierest Rate 2001 2002 2003 Jun 2003 Sep

Source: Central Bank of Sri Lanka 10-15 12.8 208 25.9 28.0
. o 16-20 341 35.0 32.8 a0.2

{8) Advances include loans, overdratts and bills discounted and 21.25 29 5 181 18.6 15.9

exclude cash items in process of collection. 25 and above 18.0 15.8 100 as

(b} ingludes advances granted for engineering and building, trade,
mining and fishing.

Source: Central Bank of Sri Lanka
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guarantees and fixed savings. The Average Weighted
Lending Rate (AWLR) declined from 19.6 per cent at end
September 2002 to 18.2 per cent at end December 2002 and
further to 16.4 per cent at end September 2003, reflecting
some reduction in general lending rates during the period.
Although the decline in the AWLR was much slower than the
decline in other market rates, the AWLR declined by a higher
amount in 2003 than in 2002. The AWLR, which declined by
1.1 per cent in 2002, dectined further by 1.8 per cent during
the three quarters in 2003. Lending rates discussed in the
section on interest rates (Section 10.5) decreased in the fourth
quarter of 2003,

The amount of credit provided at higher rates of interest
by commercial banks recorded a decline. As shown in Table
10.10, there has been a slow and gradual reduction in lendi ng
rates from 2001 to September 2003,

10.7 Central Banking

The operations of the Central Bank in 2003 were mainly
focussed on the management of liquidity in the market at an
appropriate level to achieve the monetary policy objective of
economic and price stability. The system of more active open
market operations as the main instrument of monetary
management helped to manage market liquidity effectively
by using the Central Bank's policy interest rates. There was a
substantial improvement in foreign inflows to the Central
Bank in 2003, and it resulted in a change in the composition
of the balance sheet with a larger increase in forei £n assets
and a corresponding decline in domestic assets of the Central
Bank,

A substantial increase in foreign currency inflows to the
country was recorded in 2003 as indicated in the
improvement in the BOP. As the government sold its forei gn
currency receipts from foreign loans to the Central Bank, and
also a substantial amount of foreign exchange was purchased
by the Central Bank from the commercial banks, rupee
Iquidity in the market increased. This excess liquidity was
absorbed through the open market operations of the Central
Bank and consequently, holdings of government paper
shified from the Central Bank to commercial banks. As the
Central Bank holdings of Treasury bills declined from around
Rs.55 billion at the beginning of 2003 to about Rs.16 billion
by the third quarter, the Central Bank issued Rs.5 billion
worth of its own securities in September to mop up the excess
liquidity in the market. These were issued for a period of less
than three months and had been settled by the end of the year.

Structure of Assets and Liabilities of the
Central Bank

The value of total assets and liabilities of the Central Bank
increased by 17 per cent during 2003. On the assets side, the
Inctease was entirely in foreign assets reflecting the increase
in foreign reserves of the Central Bank which more than
offset the decline in domestic assets. The increase in foreign

assets mainly came through funds received under the PRGF
facility of the IMF, sales of foreign exchange receipts of the
government to the Central Bank and purchases of foreign
exchange by the Central Bank from the commercial banks.
Total net foreign assets of the Central Bank increased by
40 per cent (Rs.47 billion). In comparisen, the improvement
in net foreign assets in 2002 was 39 per cent (Rs.33 billion).

In contrast, net domestic assets of the Central Bank
declined by Rs.32 billion, particularly due to the decline in
net holdings of government securities by Rs.28 billion to
Rs.1L.5 biilion at end December 2003. Provisional advances
to the government which are provided through the revolving
credit facility, increased only marginally in 2003.

On the liabilities side, the total currency issue of the
Bank increased by Rs.10 billion (11.9 per cent): the issue of
currency notes increased by 12 per cent and coins by 7 per
cent. Deposit liabilities of the Central Bank increased by
21 per cent particularly due to deposits of international
organisations which include the drawings from the IMF.
Deposits of commercial banks increased (12 per cent), which
was due to an increase in the statutory reserve requirement
(SRR} on increased commercial banks deposit liabilities.

10.8 Banking Development

The total number of Licensed Commercial Banks (LCBs),
operating in the country decreased to 22 (11 domestic banks
and 1 branches of foreign banks) at end 2003 from 23 at end
2002, as a result of the absorption of the operation of
Standard Chartered Grindlays Bank by Standard Chartered
Bank. Meanwhile, the total number of licensed specialised
banks (LSBs) rose to 14 at end 2003 from 13 at end 2002 with
the registration of Housing Development Finance
Corporation (HDFC) as a LSB. In addition, one LSB,
Pramuka Savings and Development Bank, was under
resolution by the Central Bank in terms of statutes.

Brauch Expansion

The focal branch network of commercial banks increased
from L,163 at end 2002 to 1,191 at end 2003. The increase
was mainly in domestic banks which opened 26 branches
during the year, Foreign bank branches increased from 35 at
end 2002 to 37 at end 2003. Continuing the trend seen in
2601, the banking density, i.e., the number of commercial
bank branches per 10,000 people recorded a marginal
increase from 0.61 in 2002 to 0.6% in 2003. The branch
network of LSBs increased by 41 to 370 at end 2003, mainly
as result of HDFC which has a branch network of 20, being
registered as a LSB. Of the total number of LSB branches,
around 83 per cent were accounted for by NSB and RDBs.

Banking Facilities
The commercial banks continued their effort at maintaining

and improving their competitive edge by concentrating on
product innovation and product differentiation in view of the
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TABLE 10.11

New Commercial Banking Facllities — 2003

Bank Deposit Scheme Lending Schemes Other Services
Bank of Ceylon 1. FEihera Thitina Savings Account: 1. Ransumiithurur Special Credit Scheme for Small 06 ATMs installed.
For migrant workers. An interet Enterprises
rate of 0.5 per cent above 2. Southern FProvince Aegional Economic
ordinary savings is pald. Advancement Project (SPREAP) DHASUNA
2. Senior Cilizen Fixed Deposit 3. Government ol Sri Lanka Housing Finance for
Scheme. An interest rate of 1 Low & Middle Income Households
par cent above annual lixed 4 Relief Scheme to provide linancial assislance to
deposit rate is paid customers of the bank affected by floods/earth
slips
People’s Bank 1. ¥YES Accounts 1. Jfana Jaya (Education) 03 ATMs installed.
Vishrama Suvaya 2. Jana Jaya (Consumption}
(Savings & Fixed deposits 3. Jana Jaya (Housing)
schems) 4. Jana Jaya (Fensioners)
Hatton National - 1. Government Sponsorad Housing Loan Scheme 1. 12 ATMs installed
Bark 2. Danuma Educational Loan Scheme for 2. HotShots - Special credit
professional and postgraduate studies. cards for leenagers
3. Hatna i— Internet banking
facility
4. Halna SMs
Commercial - - 1. 20 ATMs installed
Bank of 2. Com bank
Ceylon Lid. a-Exchange.
An instant money transfar
facitly
3. Same day cheque realiza-
tion facility
4. @-Access - Self service
banking kiosk
Sampath Bank - Sahanya Loan scheame for development purposss 12 ATMs installed
Ltd.

Seylan Banik Lid.

1.

2

Viana Housing Loan Scheme lor ETF
conributors
Affordable Housing Finance for Low & Middle

Income households

08 ATMs installed

Union Bank Lid.

Apara Loan scheme: for migrant workers

Fan Asia Bank
Lid.

1. FD Fortuns
2. FD Premium

12 ATMs installad

Mation's Trust
Bank

08 ATMs installed

NDB Bank Minor Savings actount - 01 ATM instaied
Citi Bank Lid. CitiJuniar = Fareign currency - 1. 01 ATM inglalled
savings account for minors. 2. Cash management serv-

ices on collections ang
payments

Deutsche Bank - - DB-Recorr: An glecironic ac-

Ltd. count reconciliation sys-
1em for Internet banking
Customers

HSBC - Car loan scheme 01 ATM installed

Standard - - 01 ATM instaled

Chartered Bank
Lid.

Sources | Commercial Banks
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TABLE 1012
Distribution of Bank Branches
Category 2001 2002 2003(a)
End Det
1. Licensed commercial banks il
. Total no, of commercial banks 25 237 2
Domestic banks 11 1 = 11
Foreign banks 14 12 + 11
1. Total no, ¢f commercial bank
branches (b} 1,130
Domestic bank branches 1,084
Main branches 951
Asc branches 1
Kachcheri branches 23
Extension/pay offices/
Service counters as
Overseas branches 4
Foreign bank branches (¢) 46
Pawning centres 188
Sludents savings units 184
2. Lic i specialised banks (d)
I. Tolal no. of licensed specialised :
banks 14 13 15

Regional Development Banks g 6 6

National Savings Bank 1 1 Bl
Long-ierm lending institutions 2 2 28
Housing finance institutions 2 2 3

Private savings and development

banks 3 2 [l

Ii. Tetat no. o livensed specialised i

bank branches 328 332 370
Regional Devaiopment Banks 188 190 194
Naticnal Savings Bank 101 103 112
Long-term lending institutions 22 23 el

Housing finance institutions 5 5 ii2an
Private savings and devefopment i
banks 12 11 15

(a) Provisionat Source: Cenlral Bank of Sri Lanka

{b) Includes Head offices. Excludes pawning centres and students
savings units.

{c} Includes extension cflices and sub hranches.

{d) In¢ludes financial institutions which have been issued with a
licence under the Banking Acl to operate as a licensed
specialised bank (LSB).

difficulty in price competition in the service-oriented banking
industry. The popularity and use of non-cash based modes of
payments such as credit cards, debit cards, EFTPOSs,
Internet banking and tele-banking etc., increased during the
year, The number of credit cards issued by commercial banks
recorded a 23 per cent growth from approximately 321,150 at
end 2002 to 393, 850 at end 2003. Of the total credit cards
issued, the majority (80 per cent) were global cards, accepled
for both local and foreign transactions. The total number of
ATMs operated by commercial banks in the country
increased to 705 at end 2003 from 622 at end 2002, while the
number of EFTPOS increased from 4,256 to 4,732 during the
same period. Another emerging trend seen in the commercial
banking sector is the increased use of e-banking services and
¢- payment services such as tele banking, internet banking,

e-learning and e-channetling by banks. There were
9 commercial banks offering Intermet banking facilities at end
2003, with a total customer base of 214,650 and a total value
of transactions amounting to Rs.81 billion.

10.9 Credit Information Bureau of
Sri Lanka

The Credit Information Bureau of Sri Lanka (CRIB) was
established under the Credit Information Bureau of Sri Lanka
Act, No. 18 of 1990 (later amended by Act No. 8 of 1993),
with the objective of collecting and collating information on
borrowers and io furnish such information to shareholding
lending institutions. At present, 82 institutions, including all
licensed commercial banks, licensed specialised banks,
registered finance companies, registered leasing
establishments, and the Central Bank, are shareholders of
CRIB.

CRIB currently collects information on regular advances
of Rs.500,000 and over, and irregular advances of Rs. 100,000
and over. The number of credit reports issued during the year
increased to 389,171 from 285,269 in 2002, reflecting higher
demand for credit with the recovery in economic activity and
also demanstrating that credit information is used as an
important risk management ool by lending institutions. This
increased demand for credit information contributed to a
sharp increase in the Bureaw’s profits, to Rs.32.9 million in
2003, from Rs.24.5 million in 2002.

The number of advances recorded in the database
amounted to 159,500 in 2003, compared with 139,500 in
2002, Of the number of advances in 2003, 106,000 advances
were regular, while 53,500 were imegular advances {advances
which are more than six months in default). The value of
irregular advances in the database was about Rs 103 billion
compared with about Rs.99 billion in 2002. Of the wotal
irregular advances, 74 per cent were accounted for by the
corporate sector, while the balance was accounted for by
individual borrowers. Mare than 90 per cent of these irregular
advances were advances over one million rupees.

TABLE 10.13
Credit Cards issued by Commercial Banks

2002 (a) 2003 oy
321,145 393,854 228

Category % change

Total number of cradit cards issued

Local 69,437 7,034 124
Global 251708 315B20: 255
Qutstanding cradit al end year (Rs.mn} 6,390 27.2
Local 618 121
Global 5771 ¢ 28.8

Qverduss (as a % of outstanding credil) 10 i

Fast dues {as a % of ouistanding credit) 9

Cormmission Irom dealers {%) 0.25-3.5 “0.25:35

{8} Revised Source: Central Bank of Sri Lanka

(b} Provisionai
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10.10 Rural Banking and Credit

Overall Trends and Developments

Several measures were taken during 2003 to strengthen
microfinance activities and the microfinance sector of the
country. Banks and other financial institutions further
expanded their credit programmes to the North and the East
with the peaceful environment that prevaited in those areas.
Cultivation loans granted under the New Comprehensive
Rural Credit Scheme (NCRCS) picked up substantially in
these areas particularly, in the districts of Ampara, Batticaloa
and Trincomalee. Following the declining trends in the
interest rates, the on lending interest rate on loans granted
under NCRCS was reduced from 12 per cent to 8 per cent per
annum, while the interest subsidy paid by the government to
lending banks on these loans was also reduced from 1Q per
cent to & per cent. The Forward Sales Contract System
(FSCS) introduced in 1999 was further expanded in 2003
The pilot project introduced in 2002 by the Central Bank with
funding assistance from the World Bank to promote the FSCS
was successfully completed in 2003 and steps were taken to

explore the possibility of establishing a futures market for
agriculoural commedities.

A major development in the policy area was the signing
of a project agreement between the Asian Development Bank
(ADB) and the Government of Sri Lanka for the development
and strengthening of the rural finance sector in the country.
The Rural Finance Sector Development Project (RESDP) is
designed to contribute to promoting economic growth and
poverty reduction. The objective of the project is to
strengthen key sector institutions for the provision of training
in rural finance services, efficient service delivery by rural
finance institutions (RFIs), rural finance sector supervision
and outreach expansion. The project will support the
restructuring plans of Cooperative Rural Banks (CRBs} and
Regional Development Banks (RDBs), the National
Development Fund's (NDTF) Corporate Plan and the
Samurdhi Institutional Strengthening Plan. These reforms
emphasise good governance of RFIs, efficient delivery of
roral finance services and increased demand for such
services. A legal and regulatory framework will be
introduced for the regulation and supervision of RFIs, which

TABLE 10.14

Loang (Granted Under the New Comprehensive Rural Credit Scheme
{Position as at 31 December, 2003)

Rs. million
Stale Banks Damestic Private Banks (a) Regional Development Banks Tatal Loans (Amount}
Season Paddy Subsidiary Tolal Paddy Subsidiary Total Paddy Subsidiary Total Paddy Subsidiary Total Loans
Food Food Food Food Granted under
Crops Crops Crops Crops MNCRCS

1995/96 Maha 265 76 341 18 28 45 25 33 58 308 137 445
1996 vala 71 33 104 3 12 15 14 8 22 88 53 141
Cultivalion Year 1996 336 105 445 21 40 &1 L] 1 B0 396 180 566
1956/97 Maha 233 59 292 18 28 45 24 36 80 275 123 398
1997 Yala 72 35 107 20 k=4 52 16 13 28 108 :le] 188
Cultivation Year 1997 306 94 389 38 B0 98 40 49 2] 383 203 586
1997/98 Maha 177 .24 201 21 20 41 32 13 45 230 a7 287
1998 Yala 74 24 98 12 30 42 24 17 41 110 71 181
Cultivation Year 199§ 251 43 299 a3 50 83 56 i+ Bb 340 128 468
1998/99 Maha 149 29 173 a0 22 52 29 27 56 a0a 73 =1
1999 Yala 75 23 98 10 29 a9 25 20 45 110 72 182
Cultivation Year 1999 224 47 271 40 51 /N 54 47 101 Rl 145 463
1999/2000 Mahg 176 34 210 44 21 &b 58 48 104 278 bl 374
2000 Yala a3 19 122 45 kil 76 53 43 96 181 113 294
Cultivation Year 2000 259 73 332 a4a 52 141 111 99 200 459 214 5§73
2000/2001 Maha 123 39 162 67 25 92 B1 5 12 251 115 366
2001 Yala 68 32 100 34 25 59 B8 45 113 170 102 272
Cultivation Year 2001 191 71 262 101 50 151 129 96 225 4 217 538
200142002 Maha 81 ?5 156 41 21 62 38 38 74 160 132 292
2002 Yala 19 232 251 43 109 152 45 66 in 107 407 514
Cultivation Year 2002 100 307 407 Bd 130 214 B3 102 185 267 539 BOG
20022003 Maha {b) 118 187 273 87 195 282 100 82 182 303 434 737
2003 Yala (b} 83 221 304 181 azs 486 B8 62 150 332 608 a0
Cultivation Year

2003 {B) 199 378 577 248 520 768 188 144 332 6835 1042 1,877

{a) Hatlon Nationat Bank, Seylan Bank and Sampath Bank only

{&) Pravisional,

Saurce ; Central Bank of SriLanka
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do not come under Central Bank supervision. The reforms
will also support the establishment of a Rural Economic
Resuscitation Trust Fund for expanded skills, technical and
marketing support to enable the rural peor to use aceess to
rural finance services efficiently. With a view to building
rural finance sector capacity, the project will support the
strengthening of the Centre for Banking Studies of the
Central Bank of Sri Lanka as a centre of excellence in rural
finance training.

The two microfinance programmes implemented by the
Central Bank, namely, the Small Farmers and the Landless
Credit Project (SFLCP - ISURU) and the Poverty Alleviation
Microfinance Project (PAMP) continued their operations in
the project districts in 2003. The projects use a self-help
approach in developing necessary social capital at the
grassroots level for alleviating poverty through income
generation. The SFLCP was in operation in the districts of
Matara, Galle, Kandy and Puttalam, while the PAMP was in
operation in the districts of Budulla, Hambantota, Kalutara,
Kurunegala, Matale and Nuwara Eliya. Initiatives were taken
to expand the PAMP to the districts in the North and East
through commercial banks, namely, Bank of Ceylon, Haiton
National Bank and Seylan Bank, which will be the
implementing agencies. With a view to ensuring the long-
term sustainability of the project, the district level ISURU
Development Societies (IDSs) of the SFLCP districts were
registered as peoples companies and they were amalgamated
info a national level ISURU Federation,

As an initial step in RDB reforms, a part of the shares of
RDBs held by the Central Bank were transferred to the
Ministry of Finance and as a result, the Central Bank holding
of RDB shares was reduced to 20 per cent in each RDB.

Forward Sales Contract System
(Govi Sahanaya)

As a market based solution to the problems of farmers in
marketing their agricultural produce, the Forward Sales
Contract (FSC) System was initiated in 1999 by the Central
Bank. Under the Forward Sales Contract System, the
producers and the buyers are encouraged 1o enter into
contracts with an agreed price at the time of cultivation of
their crops. The FSC system will ensure a fair price for the
farmers’ produce, minimising the impact of rapid fluctuations
in prices realised by the farmers.

This programme was supported by the World Bank by
providing necessary funds under its Development Market
Place Project and it was implemented from April, 2002 to
June, 2003. The Central Bank implemented the project with
the paiticipation of Bank of Ceylon, People’s Bank, Seylan
Bank, Commercial Bank, six RDBs and Sarvodaya SEEDS g5
facilitators of the contracts. This pilot project, aimed at
promoting sales contract systems among farmers, buyers,
bankers, policy makers and the general public, was
successfully completed in 2003. Under the project, 2,384
awareness programmes were held in all major agricultural
areas of the country with the participation of 121,000
persons. In addition (o the meetings and workshops, booklets,
posters and documentaries were prepared in Sinhala, Tamil
and English to propagate the concept of the Forward Sales
Contract System.

Under the project, in addition to awareness/publicity
programmes, the participating institutions were provided with
motorcycles and computers for promation of the system in
the respective areas. The progress of the FSC System is
summarised in Tabel 10.16.

TABLE 10.15
Savings Mobilised and Advances - Selected Rural Sector Institutions Rs. million
Co-operative Regional Thrift and Credit Sarvodaya Janashakthi SANASA
Rural Banks Development Co-operalive Socielias {SEEDS) Bank Deaveloprment
{CRRBs} Banks {SANASA) Hambantota Bank
2002 '2003ta) 2002 2003(a) 2002 2003(2) 2002 2003{a) 2002 2003(2) 2002 2003(a)
Total deposits (b) 18,688 20,052 = 4,175 4,490 547 752 65 69 1,495 1,696
Savings 13,477 14,371 - - 1,228 1,328 486 636 28 29 380 578
Special savings — SR - = 1508 1,609 16 28 17 20 -3 4
Fixed deposits 5211 5,681 - - 599 6z% 45 88 1 1 343 530
Shares - 5 ™ - o 840 B4 - = 19 e 166 175
Total loans granted {c} 3,327 4,206 285 8133 2,768 2,921 991 1,250 382 432 648 1,161
Agriculture B50 207 1438 2325 436 462 1M 131 308 343 7 v
Animal husbandry 0 273 g4 92 a0 101 29 349 - - = b
Fisherigs 33 Fni2d 47 70 - fi - - - 15 16 . -
Small industries 280 112 912 Mg 138 24T 192 252 29 il 12 22
Building construction,
electrification and
water supply 185 1,877 - e 1114 1080 353 452 - = 58 250
Projects / commerce 226 396 495 73z 285 302 186 205 - B 209 SRl
Othars 1,652 1.314° 3,325 | 3935 705 ATET 13o 167 30 42 3682 341
(a} All ligures for 2003 are provisional, Sources : Co-operative Developemnnt Departmend SANASA Federation
(b) Tolal savings at the end of the year. Aegional Development Banks Sarvodaya (SEEDS)

{c) Total loans granted during the year.

Women's Development Federation - Hambantota

SANASA Development Bank
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TABLE 10.16
Forward Sales Contracls - 2003
No. of No. of Farmers Forward Price
Crop Agreements Benefited Determingd

Signed {Rs. per kg.)
Maize 6,322 5,967 14-18
Paddy 11,192 12,220 13-14
Finger Millet 1,925 2,245 20-22
Soya 5,222 5,830 27-30
Grean gram 5,291 6,002 45.50
Other crops 8,055 2.11Q 25-85
Total 38,007 42,374 -

Source: Cenlral Bank of Sri Lanka

The National Convention of ail the stakeholders of the
F5C project was held in 2003 to review the progress of the
project and to decide on the future course of action to
promote the forward sales system in the country. The

Convention resolved that the promotion of the FSC System
should be further strengthened, while exploring the
possibility of moving 1o a futures coniract system for selected
agricultural commodities. The Convention also approved the
appointment of a Task Force to examine the possibility of
establishing a commodity exchange required for effective
implementation of the futures contract system.

New Comprehensive Rural Credit Scheme
(NCRCS)

The Central Bank continued with the implementation of the
NCRCS under which short-term cultivation loans are
provided on concessionary terms for paddy and 27 subsidiary
food crops. A sum of Rs.443 million was granted in Maha
2002/2003 and Rs.493 million in Yala 2003 under the
scheme. The amounts were higher than in the previous
cultivation year, where Rs.308 million was granted for Maha
and Rs.406 million for Yala. The favourable weather

TABLE 1017
Perfaormance of Selected Microfinance institutions / Schemes : 2003 (a)
Todal Loans Tolal lnans
Institute / Programme  Legal Status Funding Source Governance System  Membership /  granted  granted as at
Borrowers in 2003 31122003
(Rs.mn) (Rs.mn.)

Samurdhi Samurdhi Authority of Sri Lanka Governmeni and Samurdhi Authorily 2,018,096({b) 2186 11,393
Pragrammes A1, Mo, 30 of 1935 Members' Savings of 8n Lanka
Farmers’ Banks Agrarian Development Government and Deparimen of na. 362 1,192(d)

Act, No. 48 of 2000 Members' Savings Agrarian Development
Gemi Pubuduwa Banking Act, Mo 30 of 1988 Hatton National Bank Hatton National Bank 40,000(c) 340 2,000
Scheme
Rural Banking Banking Act, No. 30 of 1988 People's Bank People's Bank 3,420(c) o1 307
Innovative and GTZ and GTZ
Froject (RBIF)
Sarvodaya SEEDS Companies Act, No. 17 of 1982. Donor Funds, NDTF SEEDS Guaraniee Lid. na. 1,250 6,757(8)

and Members' Savings

Kaniha Ran Divi Maga Banking Act, No. 30 of 1988 Bank of Ceylon Bank of Ceylon 1,244(¢) 1 22
Janashakthi Banking Society Ordinance and Dongr Funds, NDTF women Development na. 432 1.077
Societies Voluntary Social Services angd Membpers’ Savings  Federation

Organisation (Registration and - Hambantota

Supervision) Act, Mo. 31 of 1980
Co-oparative Rural Co-operative Socielies Law, NOTF and Co-operative Dept. 614,497(C) 4,206 na.
Banks (CRBs} No. 5 of 1972 Members Savings & Multipurpose Co-operative

Socities (MPCSs}

Thrilt and Credit Co-operative Societies Law, NDTF and SANASA Federation na. 2,921 8,447
Co-operative No. 5 of 1972 Members’ Savings
Socielies (TCCSs)
Small Farmers and Adminisirative Agreement with  Revolving Funds CBSL 89,189({b) 182 1,110
the Landless Credil GOSL by CBSL
Project (SFLCP)
Povery Alleviation Adminisirative Agreement with  Donor Funds, GOSL, CBSL 46,536(b) 207 2,
Microfinance Project  GOSL by CBSL JBIC and Revolving Funds
(PAMP)
{a) Provigional Sources | Samurdhi Authority People's Bank
by Members Minigiry of Agriculture Bank of Ceylon

(¢} Borrowers
(d) Cumulative from 1898 Maha
{e) Cumulative from 1998

Women Developmeant Federation HMNE
{Hambaniota} TCCS
Dept. of Co-operative Davalopment SEEDS
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conditions that prevailed in agricultural areas during the year,
the substantial increase of cultivation loans granted in the
Eastern Province and the reduction of the interest rate on
cultivation foans from 12 per cent to 8 per cent per annum
with effect from Yala 2003 were the main factors that
contributed to the increase. A similar trend could be observed
in respect of loans granted for purchase of agricultural
produce directly from the farmers under the FSC System of
the NCRCS. The loans granted for purchase of paddy, maize,
soya, green gram and finger miliet (kurakkan) showed
substantial increases. In Maha 2002/2003, the loans granted
under FSCS for purchase of paddy and other agricultural
crops amounded to Rs.292 million and in Yala 2003 to Rs.466
million, compared to Rs.77 million and Rs.279 million
granted during the corresponding seasons in the previous
cultivation year. The government paid Rs.66 million to
lending banks as interest subsidy in respect of loans granted
under NCRCS in 2003. A sum of Rs.78 million was paid
under the scheme to lending banks as credit guarantee
indemnity against the cultivation loans defauited during 1994
- 1998.

Crop Insurance Schemes

The Agricultural and Agrarian Insurance Board (AAIB)
continued to provide insurance cover for 14 selected crops,
livestock and post-harvest activities. Ceylinco Insurance
Company Limited (CICL} also provided insurance cover for
the same crops and livestock under their scheme. In 2003, the
AAIB added two more crops, namely, banana and ginger
under its crop insurance scheme. CECL implemented special
insurance schemes, namely, the Post Harvest Crop Insurance
Scheme for paddy and the Ceylinco Seylan Govi
Rakawaranaya, which offered special life and health
insurance cover for crop credit customers.

The extent of paddy land insured by the AAIB and CICL
in 2003, amounted to 8,400 hectares and 25,293 hectares,
respectively. The area covered by the AAIB has more than
doubled, while the area insured by CICL increased by 5,601
hectares when compared to the area covered in 2002. The

indemnities paid by AAIB and CICL to affected policy
holders amounted to Rs.0.8 million and Rs.2.9 million
respectively.

Microfinance Schemes

Yarious microfinance institutions, as given in the table below
continued to provide microfinance services that included
savings, credit and other financial services to assist the poor
and low-income persons for their economic empowerment.
Many institutions adopted the self-help groups approach in
reaching the poor effectively and minimising the cost of
providing such financial services. Social mobilisation of
target groups occupied high priority in their microfinancing
approaches. The organisation of microfinance clients into
village level, district level and national level networks
strengthened their capacity in obtaining financial services and
integration with wider markets for their products. The two
microfinance schemes implemented by the Central Bank of
Sri Lanka, namely the SELCP and the PAMP, showed
considerable progress in the project districts during 2003. The
first national convention of the national level ISURU
Federation was held in 2003. A major objective of the
Convention, and the trade fair that fellowed the convention,
was to bring the scatiered small producers into a marketing
network among the member societies and to link them with
established buyers in the formal sector, while strengthening
the institutional structure of the project to ensure long-term
sustainability of the project.

National Development Trust Fund (NDTF)

The National Development Trust Fund (NDTF), formerly
known as the Janasaviya Trust Fund, is a non-profit
organisation established in 1991 under the Trust Ordinance.
Its main function is to implement a programme of micro-
credit for the poor segments of the society with a view to
alleviating poverty in the country. One of the major strengths
of the NDTF has been its ability to use NGOs as conduits to
grant loans to the poor without collateral,

TABLE 10.18
Performance of the National Development Trust Fund (NDTF) - Microflnance Component
As. milion
No. of BOs Disbursement of Recovery of Oulsléanlging Pﬂecovery
Part hisati Refinance Capital Loan Balance ercentage
artner Organisation (PO) & = . - as at 31122003 ag at 31.12.2003
2002 2003 2002 | 2003 2002 2008

Non-governmentat organisations (NGOS) 131 148 183 153 103 17 231 76
Thrifit & credit co-operative societies (TCCSs) 15 17 13 SE 17 17. 118 32
Regional Development Banks (ADBs) [ 6 76 128 &9 18 132 100
SANASA Development Bank 1 1 34 Qe 25 36 23 100
Other banks 4 4 1 S 5 o 1 100
Co-operalive socigties 32 ] 3 Tt 7o & 27 55
Tatal 159 215 280 T 226 356, 532 79

Source : National Devalopment Trust Fund

Central Bank of Sri Lanka Annual Report — 2003

243



Part 1

Chapter 10 - FINANGIAL SECTOR

Poverty focussed microfinance programmes which are
facilitated by the NDTF have adopted a participatory
approach to achieve the objective of poverty reduction by

« forming small groups, increasing awareness and
mobilising and transforming them into an
economically active segment of the community;

* encouraging sustainable economic activities which
will improve the standard of living; and

+ building capacity of community-based volunteer
organisations.

At present, more than 400,000 poor individuals have
been covered under the programmes of the NDTF. The NDTF
operates through a network of some 209 Partner
Organisations comprising non-governmental organisations
(NGOs), RDBs, co-cperative societies and commercial and
specialised banks spread throughout the country. The NDTF
is managed by a Board of Trustees representing the
government and non-governmental organisations covering
micro-credit, gender, nutrition, academic research and human
resources.

The NDTF extends assistance to its registered Partner
Organisations to undertake skills development programmes
among the poor with a view to devetoping their
creditworthiness in the long run. The NDTF will be able to
provide more funds for micro credit and capacity building of
Partner Organisations with the assistance of the funds made
available through donor agencies under two new projects to
be implemented in 2004, namely, the Rural Finance Sector
Development Project (RESDP) and the Aquatic Resources
Development Project.

Under the RFSDP, the NDTF is responsible for
co-ordinating and monitoring the credit delivery system and
administrative functions associated with refinance
applications and loan disbursement requests by the PFIs. The
project will assist NDTF with capacity building, including
provision of training to the Partner Organisations and will
facilitate vulnerable communities access to micro credit
through group formation and community organisation. In
particular, vulne¢rable communities will be assisted by
implementing partner NGOs in identifying viable livelihood
activities in fisheries, aquaculture, agriculture, agro-forestry,
eco-tourism and a range of micro enterprise development
opportunities based on nontraditional activities. Business
advisory and technical support services in relation to
livelihood and micro-enterprise development will also be
provided to potential borrowers.

Regional Development Banks (RDBs)

The Central Bank of Sri Lanka was initially the main
shareholder of the six RDBs with over 50 per cent of the total
issued share capital of each RDB. However, the Central Bank
subsequently reduced its shareholding of each RDB to 20 per
cent by transferring the balance to the government.

The subject of RDBs, which was under the Ministry of
Finance, was brought under the Ministry of Rurat Economy
with effect from 28 February 2003. The Ministry of Rural
Econemy introduced several credit schemes such as
‘Athamary’, ‘Diriyalanda’ and ‘Gemira’ to be implemented
through RDBs in order to diversify the microfinance services
offered by them, The Ministry has alse introduced the
Production Specialised Villages Programme with a view to
enhancing the productive capacity of people in selected
villages that specialise in a particular product by using the
resources available in those villages. The cost of the
economic infrastructure development of these villages, as
identified under the programme, is to be borne by the Rural
Economic Resuscitation Trust Fund of the Ministry, while the
RDBs are expected to provide necessary microfinance
services in those villages.

A large segment of lower and middle income groups live
in semi-urban and rural areas in the Colombo District, which
do not enjoy the facilities provided by the RDBs. In addition,
a considerable number of the urban poor and lower-middle
income earners living in urban areas are in need of banking
facitities for improvement of their economic activities. With
the objective of expanding banking facilities to these people,
the administrative district of Colombe was included in the
region of the Sabaragamuwa Development Bank (SDB) with
effect from 15 September 2003, increasing the total number
of districts served by the RDBs to eighteen. The first branch
in the Colombo District was opened in Homagama in
December 2003.

10.11 Other Financial Institutions

Savings Institutions

The National Savings Bank (NSB) continued to offer new
products and expand its distribution network during the year,
in its endeavour to maintain a competitive edge in the
industry. The bank became the first Sri Lankan bank to be
awarded SL AAA credit rating by a local credit rating
agency. It introduced a new deposit product titled ‘Gaurawa’
for the benefit of persons over 60 years of age to provide a
cushion to their purchasing power. The bank faunched a new
lending scheme, “Alankara Home Loan’, to provide loans for
the modemisation of houses. Another service introduced by
the bank was the provision of a life insurance cover with a
ceiling of Rs.300,000, for all savings account holders
between 18 and 70 years of age, who maintain an average
balance of Rs.10, 000 in their account for three months
immediately prior to death,

The bank has obtained the services of a consuiting
agency for the purpose of connecting all the branches and
ATMs under its three year IT strategy. At end 2003, the bank
had a network of 112 branches, with 39 branches providing
services during the weekends and one branch providing a
24-hour service.
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The deposit base of the bank increased to Rs.161 billion
in 2003 from Rs.135 billion in 2002, a growth rate of 19.2 per
ceni. The total loans outstanding too increased from Rs.26
billion at end 2002 to Rs. 31 billion at end 2003, witk loans
over 5 years accounting for gbout 36 per cent of the total
outstanding loans. Total loans disbursed during the year
amounted to Rs.23 billion, of which the major share was
accounted for by loans to financial institutions and housing.
In terms of size, 91 per cent of loans disbursed during the
year fell into the category of loans above Rs 500,000, The
rate of interest charged by the bank on its loans ranged
between 5-20 per cent. The majority of loans { 86 per cent)
have been granied at rates between 8 — 12 per cent. The
bank’s investments were mainly in government securities (88
per cent) in addition to other forms of investments such as
debentures, fixed deposits and commercial paper.

Contractual Savings Institutions

The major contractual savings institutions are the provident
funds, which are designed to provide members with
superanhuation benefits, other than insurance companies.
There were four slate controlled provident funds, viz.,
Employees Provident Fund (EPF), Employees’ Trust Fund
(ETF), Public Service Provident Fund (PSPF) and
Contributory Pension Fund (CPF) and around 190 other
approved private provident funds operating at end 2003, with
the EPF accounting for the major share of resources. In 2002,
the government introduced a contributory pension fund for
new entrants to the public service with a view to creating a
sustainable pension scheme for employees who jein the
Public Service, Local Government Service and Provincial
Public Service on or after 01 January 2003. In 2003,
legislation was amended to provide provident fund benefits to
persons holding non pensionable posts in the government
service, to cover all employees who are paid other than on a

menthly basis. In addition, a bill was drafted for the creation
of a Commission to register, regulate and supervise
superannuation funds

The total contribution to the EPF, the largest provident
fund and the single largest investment fund in Sri Lanka,
increased due to the combined effect of an increase in the
contributing membership during the year and increased
salaries and wages. The total investments of the EPF grew by
13.1 per cent to Rs.320 billion at end 2003 from Rs.283
billion at end 2002, The share of investments in government
securities has increased from 97.5 per cent at end 2002 10
98 3 per cent at end 2003, as a result of the maturing of
investments in corporate debt papers, lack of new corporate
debt issues, and diversification of investments into long terms
assets {primarily Treasury bonds) in order to reduce maturity
mismatches. A substantial increase in capital gains resulting
from a booming share market and a declining interest rate
regime during the year enabled the EPF to record a rise in the
realised annual average return on its investment portfolio to
13.71 per cent in 2003 from 13.61 per cent in 2002, The total
net assets of the EPF increased by 14.5 per cent from Rs.296
billion at end 2002 to Rs.339 billion at end 2003.

The ETF, which is an employer contributory fund, too
recorded an expansion. The total contributions to the ETF
rose to Rs.3.7 billion in 2003 from Rs.3.5 billion in 2002,
reflecting both an increase in the number of contributors and
2 general rise in wage levels during the year. The total
refunds made during the year amounted to Rs.3.1 billion as
against Rs.2.5 billion in 2002. Meanwhile, the outstanding
balances of around 5 million members in the fund rose to
Rs.45 billion at end 2003 from Rs.40 billion at end 2002, The
total investmeni portfolio of about Rs.44 billion consisted of
government securities (89 per cent} and other investments
including equities, debentures and bank deposits. The share
of government securities in the investment portfolio

Chatt 10.7
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increased by about 9 per cent over the previous year, possibly
due to profit taking by sale of equity holdings towards the end
of the year and the lack of long-term financial instruments
other than Treasury bonds, which are suited for the liability
structure of the Fund.

The coverage of the Public Service Provident Fund
(PSPF), operated by the state, was extended to all
non-pensionable employees of the government, whether paid
monthly or otherwise. At end 2003, there were approximately
166,036 members with an estimated active membership base
of around 50,000, the majority of whom belong to the
Reserve Police Service. The number of new entranis 1o the
Fund during the year was 1,562. The total assets of the Fund
stood at Rs.9.3 billion at end 2003, from Rs.8.1 billion at end
2002. The total contributions received during the year,
consisting of Rs.169 million from government and Rs.244
million from members, amounted to Rs.413 million, while
the total refunds made during the same period slood at Rs. 144
million.

The private sector provident funds (PPF), numbering
about 190, had a membership base of around 143,000 as at
the year end. The total assets of the fund increased to Rs.85
billion at end 2003 from Rs.80 billion at end 2003.

TABLE 10.19
Provident Funds: Selected Indicators
As at As at

[tem End- 2002 End-2003
Tolal number of member accounts ('000) 14,585 14,933
EFF 9,378 9,725
ETF 4,900 4,500
PSPF 166 166
PPF 141 143
Total assets (As. billion) 426 480
EPF 297 339
ETF 41 48
PSFF 8 9
FPF 80 85
Total Investments 404 453

During the year {Hs. billion}
Total contributions 28 29
Total refunds 18 23

Source : Central Bank of Sri Lanka

Long-Term Lending Institutions

The operations of the long-term institutions showed a
significant improvement both in tertms of loan approvals and
loans granted during the year. The institutions considered
under this catepory are selected Licensed Specialised Banks
(8), i.e., DFCC Bank, National Development Bank (NDB),
State Mortgage and Investment Bank (SMIB), National
Savings Bank (NSB), HDFC Bank and three private savings
and development banks and the National Housing
Development Authority (NHDA) which is a non-bank
specialised institution established to promote housing.

Reflecting the conducive environment for investment
following the improved business confidence and reduction in
lending rates, the total loans approved by these institutions in
respect of agriculture, industry, tourism, housing, finance and
commerce sectors, grew by 55 per cent to Rs.50.4 billion at
end 2003 from Rs.32.4 billion. The two key institutions in
this category viz., DFCC Bank and NDB, contributed 73 per
cent of the increase in loans approved. The total loans
disbursed out of loans approved in both current and previous
years increased by 38 per cent from Rs.28 billion at end 2002
10 Rs.39 billion at end 2003. Although all the major sectors
showed positive credit growth, the bulk of the increase
(88 per cent) in loans approved was accounted for by
industry, finance, housing and infrastructure sectors.

The share of long-term toans in the total outstanding
loans recorded an increase from 30 per cent at end 2002 to
39 per cent at end 2003, possibly as a result of borrowers’
attempts to lock into the lower long-term lending rates that
prevailed during the year. In terms of the maturity
distribution, the shares of short-term (less than one year),
medium term (between L-5 years) and long-term loans
{ahove S years) in the total loan portfolio at end 2003, were
19 per cent, 42 per cent and 39 per cent, respectively.

The two Development Finance Institutions (DFls),
DFCC Bank and NDB, which grant a major share of loans for
large enterprises as well as the SMI sector, showed positive
growth in both loans approved and loans disbursed with
atmost a two-fold growth in loans approved. The weighted
average lending rates of DFIs decreased from a range of
[3-16 per cent in 2002 to 12-13 per cent in 2003, in line with
the downward movement in general interest rates in the
country. The share of loans granted by the DFIs at interest
rates below 12 per cent was about 53 per cent of all loans in
2003 in comparison to 28 per cent in 2002.

A major constraint faced by DFls is the decline in the
concessional long-term financing from multilateral agencies.
In recognition of the difficulties faced by DFIs, the original
single product development bank model is being changed by
allowing DFls to expand their product range through
diversification and consolidation. This would provide the
DFIs not only with adequate flexibility in securing sources of
funds for project lending but also diversity in income which
would enbance their risk management ability.

The loans approved for the housing sector by all
institutions during the year grew by about 27 per cent and
amounted 1o Rs.7.8 billion, while loans approved by the four
housing institutions increased by 25 per cent to Rs.4.8 billion.
The lending rates among the four housing institufions also
saw a downward adjustment during the year. The weighted
average lending rates among these institutions ranged
between 11-15 per cent in 2003 as compared to 13-17 per
cent in 2002,
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acaepnng various ns'

; :__ Housmg 15 a bam aeed Ac;.ordmg to the \'11mstry or”;__-._
 Housing and Plantation Infrastructure the overall shortage -
 of houses in Sri Lanka could reach 650,000 units by 2010

. from the current ievel of around 400,000 units. Housing

_ f.tmcmcmg is an mwgral part of developing the availability .
lilof hnuses 1In Sri Lanka although there are satisfactory
primary housing financing institutions, their ac[wmes are

. hlndered by a shortage of funds.

Sri Lanka has traditionally comcntmted on state-

sponsored and funded housing develﬂpment strategies.
- This systcm has become unsustainable. on account of

-dlmmishmg availability of funds due to gencr:ﬂ budget
- constraints, underlying moral hazard and adverse .
 selection problems, and the inability to meet the growing *
- needs. Hence, it is necessary to develop a housing
ﬁnancmg market to prowde a self-xummmg housmg
- sector in the country, e =
The housmg mzmoe process begms With a borrower e

. mortgag backad secunry, Lhus mmkmg
3'm0rlgage market dCLIVHlCL In this prou:s

_~avoids both interest rate and credit risks, a.nd acqu:reg-'_-.iz-

: -_'&mﬁm.mg for lending to more borrowers.

- The phcnomcnal growih in hausmg hnancmg m-j_?{.
' cuunmes like the United States (US) is attributed to
developments in the sacandary market. In the absence of
- secondary. market activities, it is difficult to find long-term
 funds for mortgage financing. This hinders not only
: housmg financing, but also a whole network of re]ared-
economlc activities such as consiruc,lmn ploperty"
: fvaiuatlon msurmce and other infrastructure acmmeg In.
is; many countries have eslabhahed specmiﬁ

- msmun ns (o deve[op secondary market actwmes .

Box 20

:'Need for :Developmg Housmg Fmancmg in Srl Lanka

. The majcl change lhat the secondary marke tbringsto

shousmg financing is by the unbundlmg of four major
. aspects of housing finance: origination, funding,
' acceptmg VRrious m.ks [such as Iegal risk, credit (default)
 risk, interest Tae risk, operations risk and liquidity’ risk),

and servicing, While mortgage lenders deal with
origination and servicing, investors provide funding and

. share risks. Secondary market insiitutions absorb most of
1he risks. Unbund[mg, however, gives rise to a new
problem, the principat-agent problem, where an originator
- could be-lax in checking creditworthiness of a borrower,

since he will pass on the credit risk to the secondary

market players Nevelthclass secondary market housing
_ hnancmg instifutions have been very profi table in the US
as well as in other coun(ries.

- Sri Lanka has a condugive macraenvironment and

"well -developed institutional inflastructure to undertake
the tunctlon of granting Joans for housing purpeses.

- cantacting a montgage lender for fi inancing the purchase or
construclmn of a house The lender uses either deposatf v
 funds or borrowed funds to grant the loan with ;  property as
SELLI]:I[y fo ensure payment. This process outlines four
- major aspects of housing financing; ouynat:on Iundmg_ _
and servicing. If the lender holds

 the loan in his portfolio, the transaction remains in the
- primary mortgage market. In some countries, the lender
. sells the loan to 0thr::r investors, either as debt orasa

However, in view of thie difficulties those institutions face

_ In securing tong-term _fundmg, and the extent of econamic -

acilvities hindered by these difficulties, there is a clear
need for establishing institutions specialised in
securilisition, i.e., special purpose: vehicles (SPVs). Their

.~ Tole would be to make mortgage funds available to
 institutions in Sri Laika by dcvelopmg mortgage-backed

securities and by sellmg them to the public, by linking
~ capital mérkets to the ‘mortgage mdrkct -and bnnging the -
benefits of the secondary mor tgage market to develop the

bond market in Sri Larka. o
_The success of these SPVs would dcpend on

' strcnglhemng land owncrshlp rights, strengthening

prmup!es for valuing properiies backed by trained
personnel, s[rcngthenmg foreclosure laws enabiing

- mortgage lenders 1o-realise their mortgage collateral and
_taking steps to recover their debt within a reasonable
- period, establishing: genela]]y at.cepted and properly
~ adhered to Onderwriting standards, and further
'-elrengthemng prudentlal regulation of banks. While those
- are being addressed, establishment of SPVs will play a
catalytic role in. developmg housmg financing and capital
.markels in Sn Lanka.
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TABLE 10.20

Purposewise Classification of Loans Approved by
Long-Term Credit Institutions

Rs. million
LSBs{a) HFIs {b} Total
Purpose
2002 2003{c) 2002 2003{¢) 2002 2003(c)
Agricullure 1,048 1,320 o 0 1,048  1:320
Indusiry 5,938 9,350 o 0 6,939 9,380
Tourism 162 249 o 4] 162 249
Commergial 2580 4,053 o Q 2,580 4,092
Financial 4370 8,970 o [4] 4,370 8,970
Housing 4476 6,921 1,720 924 6196 7.R45
Redemption of
debt 68 174 14 0 B2 174
Other loans 10,850 18,425 231 0 11,081 18425
Total fapproved)
during tha year 30,493 49,463 1,965 924 32,458 50,387
Loans granted (d) 25,197 38,019 1,576 488 27,773 38,507
Totat Ipans granted
as a percentage of
total loans approved  BE 77 80 53 86 76

Source : Central Bank of SriLanka.

{a) Selectad Licensed Specialised Banks excluding Regional
Gevelopment Banls.

{b) Nalignal Housing Development Authority is included under
Mon-bank housing linangial inslitutions.

Housing Developmeni Finance Corporation of Sri Lanka was
ragistered as a licensed specialised bank during 2003. Hence i has
now been Included under LSBs

{¢) Provisional

{d) Includes loans approved in previous years and disbursed during
the period under review.

Finance companies

Finance companies continue to play an impertant role as
financial intermediaries, particularly to a segment of the
market which has difficulties in accessing funds from the
commercial banks. The activities of finance companics grew
in 2003 as evidenced by the increase in their mobilisation of
deposits and in the provision of advances. In 2003, the total
assets of finance companies rose by 20 per cent (Rs.9 billion)
aver the previous year. This prowth was mainly in the areas
of foans and advances and fixed assets. In the case of loans
and advances, leasing operations accounted for around
two-thirds of the entire loans and advances granted by finance
companies, growing by 21 per cent (Rs.3.7 billion) in 2003,
Leasing facilities were mainly provided to the passenger and
goods transportation sector. Although the real estate business
did not see any significant growth in 2003, it was the second
largest secter serviced by finance companies. The increase in
hire purchase activity that took off in mid 2002 with the tax
advantage afforded by the introduction of the VAT,
continued in 2003, recording a growth of 56 per cenf (Rs.1.2
billion). The lending rates of finance companies declined in
2003, reflecting the fall in other market rates, although they
continued to remain high. The high cost of funds of finance
compuanies due to the relatively high interest rates paid on

deposits, as well as the high risk profile of their borrowers,
were some of the reasons cited by finance companies for their
inability to reduce lending rates further.

The increase in the assets of finance companies was
mainty funded by deposit mobilisation, accounting for around
two-thirds of the total sources of funds. Total deposits
mobilised by finance companies grew by 18 per cent in 2003
ovel the previous year. The decline in interest on government
securities and commercial bank deposits continued to attract
deposits to finance companies. Capital funds grew by around
7 per cent and accounted for around 13 per cent of the
sources of funds. The most significant growth was in the area
of borrowings from commercial banks. Finance companies
have been seeking to diversify their funding sources and
reduce the mismatch between their lending and deposit bases.
Some companies have obtained medium-term loans from
commereial banks by mortgaging their lease receivables.
Although finance companies have the potential to engage in
securitisation of their leasing portfolio, there are
impediments, which are currently being addressed through a
proposed amendment to the Finance Leasing Act. Debt
securities would be another source of funding for finance
companies in the future. One finance company has already
obtained a credit rating and, given the proposal in Budget

TABLE 10.21

Assets and Liabilities of
Registered Finance Companies (a)
As. miflion

As at As at As al As at As at

Item 31Dec 33 Mar  30Jun 30 Sep 31Dec
2002 2003 2003 2003 2003()
Assels
1. Loans & advances 30479 32238 33881 35396 37,125
1.1 Hire puichase 2128 2,349 2,623 2,989 3321
1.2 Leasing 17419 18421 19424 20323 21,350
1.3 Real estate 4,274 4,947 4,555 4,260 4,395
2. Equity and othar
investmenls 2120 2049 2,205 2,448 2,440
3. Treasury bills 4146 4190 4,396 4,486 - 3939
4. Cash and bank
balances 1015 1,185 1,235 1,591 2057
5. Fixed assels 3,580 3727 4,066 4531 4784
6. Odher assels 3571 3,464 3,751 4,003 3638
Tolal 44910 46,854 49534 52,452 53,980
Libilities
1. Capital account 6173 6232 6577 G852 7205
2. Fixed deposils 27453 20486 30127 31565 32608
3. Cerliticale of deposits 1,474 1492 1,402 1,362 1,285
4. Borrowings 2,780 2,788 2,900 359 4,087
5. Provisions 2908 5460 2855 2,924 0 3,000
8. Oiher liabililies 5,123 5,395 5873 5,852 5,815
Todal 44910 46854 49,534 52,152 53980
No. of finance companies 26 26 26 26 26
Source : Finance Companies
(al Unaudiled
[} Provisional

248

Central Bank of Sri Lanka Annual Report — 2003



Part |

Chapter 10 - FINANCIAL SECTOR

2003 that requires any leasing company that raises funds by
the issuance of debt instruments 1o obtain a rating by
01 January 2005, more finance companies could be expected
to do so in the future.

As a means of reducing risk and strengthening the
baiance sheets of finance companies, the Central Bank
required finance companies to maintain a risk weighted
capital adequacy ratio of 10 per cent, with a minimum core
capital ratio of 5 per cent. They were also required to
maintain capital funds at a level not less than 10 per cent of
their deposit liabilities. Companies have been given two years
within which to comply with these directions.

10.12 Specialised Financial Institutions

Merchant Banking

The broad-based recovery in economic activity has benefited
the merchant banking industry as retlected by the growth of
total assets and profits during the year. The total assets grew
by 4 per cent and stood at Rs.22 billion at end 2003 as against
Rs.21 billion at end 2002, In line with the improvement in the
total income for the year by 54 per cent from Rs.2.0 billion in
2002 to Rs.3.0 billion in 2003, the profitability of the industry
increased to Rs.84 million in 2003 from a loss of Rs.723
million. The reduction in losses in one firm and the increase
in capital gains received from debt securities were the main
contributory factors for the improvement in the profitabilicy.
Interest income from loans and debt securities, capital gains,
dividend income and income from leasing were the main
sources of income for the industry. The number of merchant
banks decreased to 11 in 2003 foltowing a company moving
out of merchant banking activities.

TABLE 10.22
Progress of Activities of Merchant Banks

Rs. milfign

2002 (a) - 2003 {b)
1. Earned incoma on leasing 609 636G
2. Interest on discounting trade bills 169 151
3. Financial and marketing consultancy services 77 1200
4. lnsurance commissions 7 Ea
5. Interest on margin Irading 13 25
6. Profit / loss on investment in shares 177 d
7. Interest on Treasury bills 223 619
B. Interesl on lpans 262 | 285
9. Dividends €6 . 470
10. Other income 408 - 678
11. Total mcome 2,009 3,062
12 Pre 2x profits/loss 723 84
13, Total assets {end period) 21,166 22023
No, of mershani banks 12 e

(a) 2002 data have been revised Source ; Central Bank of Sri Lanka
accordng to lalest information
raceived from Merchant Banks

{b) Provisional

Leasing Companies

There were 56 finance leasing establishments registered with
the Central Bank at end 2003, consisting of commercial
banks, specialised banks, finance companies and other
specialised leasing companies. A surge in leasing activities
was recorded during the year as reflected in the growth in
both total assets and the leasing portfolio.

The number of institutions engaged in leasing, excluding
the categories of banks, finance companies and merchant
banks, increased to 11 in 2003 from 10 in 2002. The total
assets of these instilutions grew by 43 per cent from Rs.16.6
billion in 2002 to Rs.23.7 bilkion in 2003, while the total [ease
portfolio recorded a substantial growth of 49 per cent over the
pervious year. Leasing facilities granted for commercial and
passenger vehicles continued to account for about 75 per cent
of total leases, though recording a decrease over the previous
year. Sector-wise, trade, transportation and services
accounted for 73 per cent of leases granted, with the trade
sector receiving the highest share of 33 per cent. The interest
rates charged by individual firms in the industry decreased
from about 18 - 30 per cent in 2002 to about 12 ~ 30 per cent
in 2003. Bank borrowings. lease securitisation, issue of
debentures and commercial puper are the most frequently
used sources of financing of firms in the industry. With 2
view to diversify funding sources, Lanka Orix Leasing
Company (LOLC) took measures in 2003 to obtain a dollar
denominated loan from a foreign source and issued 2 ‘Bull
and Bear Commercial Paper’ linked to a stock market index.
The total leasing facilities provided by commercial banks,
specialised banks, finance companies and specialised leasing
firms during the year amounted to about Rs.54 billion.

Some of the constraints faced by the industry are the
higher cost of funds incurred by non-bank leasing firms
relative to bank affiliated firms and legal impediments to
securitisation of leases through assignment. The
underdeveloped nature of corporate debt market and the non
availability of securitisation options due to Jegal constraints
has made non bank leasing firms heavily dependent on
commercial banks for their funding. This has resulted in the

TABLE 10.23

Specialised Leasing Companies
Sector-wise Classification of Leasing Facilities

Rs. million
Sector 2002 2003 (a)
1. Indusiry 874 1,20
2. Agricullure 536 532
3. Trade 3,553 4,881
4. Transportation 2,410 2,834
$. Construction 340 . B02
6. Services 1,774 i g 018
7. Others 568 1,614
Total 10,053 14,672
{a) Provigional Sources ! Specialised Leasing Companies
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maturity mismatches in asset and liabilities of these firms and
higher cost of funds for these institutions.

Venture Capital Companies

Funding by Venture Capital Companies, which are engaged
in providing capital to high risk innovative projects has not
reversed its decline in 2003, despite fiscal incentives such as
a 5 year tax holiday for new firms and partial exevnption from
income tax, granted by the Budget for 2003. Both the total
equity participation and total assets of the industry recorded a
drop of about 13 and 38 per cent respectively, with hardly any
new projects being funded during the year. Some of the
factors that have been identified as hindering the industry are
the small average size of new projects, higher failure rates in
small and medium scale industry sector, difficulties for exit
and some secter specific factors. Even in IT related sectors,
there are a number of issues such as the firms’ staying power
- i.e., ability to get orders on a sustainable basis, size of the
domestic market, foreign compelition and manpower, which
affects the success of projects.

The total number of venture capital companies
decreased to six as a result of one firm moving out of the
venture capital industry. The total asset base of the venture
capital firms declined to Rs.1,490 million at end 2003 from
Rs.2,395 million at end 2002, while the equity participation
in projects too declined from Rs.1,081 million to Rs5.940
million during the same period. The total number of projects
financed dropped to 699 at end 2003 from 705 at end 2002,

Insurance Companies

Two new firms, Life Insurance Corporation (Lanka) Ltd., and
All Lanka Mutual Organisation Lid., entered the insurance
industry during the year, bringing the total number of firms in
the industry to 13 at end 2003 from 11 at end 2002, Of the
13 compantes, two are engaged in life insurance and the other
companies are engaged in both life as well as general
insurance. A significant event during the period under review
was the divestiture of a 90 per cent stake in the Sri Lanka
Insurance Corporation Ltd., (SLIC) by the government in
April 2003 for a sum of Rs.6,050 million to a consortium led
by Distilteries Company of Sri Lanka Ltd. and Aitken Spence
& Co. Ltd. ING Inc, an insurance company with a pliobal
presence, is the technical partner for both life and non-life
insurance activity, in addition to providing management
support. With the privatisation of SLIC, the government has
almost entirely moved out of direct involvement in the
insurance industry. The government had owned close to 68
per cent of the total assets of the insurance industry prior to
the divestment of SLIC in 2003,

The performance of the insurance industry improved in
terms of asset growth, total premiuem collected, new policies
written, branch expansion etc. The total asset base of the
industry grew by 10 per cent from Rs.55 billion at end 2002
to Rs.61 billion at end 2003, with two firms accounting for

about 81 per cent of the total assets. The branch network
increased from 462 in 2002 to 480 in 2003, Aithough many
companies recorded ar increase in profits over the previous
year, the industry profit for the year was affected negatively
by 2 lower level of profits in the dominant company.

A positive growth performance was evident in all classes
of insurance, i.e., life, motor, accident, marine and fire. The
total value of life assurance funds stood at Rs.42.7 billion, a
growth of 20 per cent over the previous year. Meanwhile, the
total premia collected and sums insured in respect of new life
business grew by 26 per cent The total number of new
policies amounted to 269,000. The total benefit payments
under endowment, death and disability, surrender and other,
increased by 52 per cent to Rs.3.6 billion in 2003. The net
premia for policies in force in the general insurance category,
which cover all categories of insurance excluding life,
increased by 29 per cent in 2003. Of all non life insurance sub
sectors, the general and motor insurance sectors account for
about 90 per cent of the total prermium coltected.

The average life insurance penetration (premium as a
percentage of gross domestic product) increased from 0.5 per
cent in 2002 to 0.6 per cent in 2003, while the total average
insurance penetration too showed a similar trend by
increasing from 1.3 per cent to 1.4 per cent during the same
period. Insurance penetration is low in Sri Lanka, indicating
the potential for expansion in the industry. The average life
and total insurance penetration respectively are 2.2 per cent
and 3.6 per cent for emerging countries and 5.4 per cent and
8.4 per cent for industrialised countries. Meanwhile, the
insurance density {per capita premium } increased to Rs.1,240
(12.7 US dollars) during the year from Rs.1,050
(10.9 US dollars) in 2002.

The strategy being adopted by some new companies of
marketing small value policies at a lower premium would
facilitate the spread of the concept of long-term insurance at
the grass roots level, by making insurance affordable to them
and hence improve the level of insurance penetration in the
country.

10.13 Financial Markets

Money and Foreign Exchange Markets

Money and foreign exchange markets remained liquid
through most of 2003. The Central Bank’s purchase of
foreign exchange to build up its official reserves increased
rupee liquidity. In order to maintain reserve money at the
targeted level, the excess liquidity was continuously absorbed
through the OMO of the Central Bank. Due to the excess
liquidity in the system and a better distribution among banks,
trading volumes in the call market declined. Interest rates at
the short end of the money market followed the changes in
the Central Baok's policy rates, declining gradually through
the year and remaining close to the lower bound of the
interest rate corridor (f.e., the Repo rate) formed by the
Central Bank’s two policy rates.
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In the government securities market, the lower domestic
borrowing requirement of the government and the excess
liguidity in the system saw the primary auctions being
heavily oversubscribed. This, together with the reduction in
policy rates and decline in inflation expectation, shifted down
the government securities yield curve.

The inflow of foreign exchange through remittances,
higher earnings from tourism and port activity and the lower
trade deficit, as well as higher capital inflows, kept the
foreign exchange market relatively liquid, increasing trading
activity and stabilising the rupee vis-a-vis the US dollar.
Although the money market and the foreign exchange market
remained relatively liquid and stable throughout 2003, a brief
period of volatility was witnessed towards the end of the year
reflecting negative market sentiments caused by political
events.

A significant milestone in the reform of the payments
System was the introduction of a Real Time Gross Settlement
(RTGS) system by the Central Bank. The RTGS system will
facilitate large value fund teansfers and settlement in real time
rather than at the end of the day as was done previously. It is
expected to boost activity in the money market. This is an
important development in the payments system as it reduces
settlernent risk and enhances the stability and reliability of the
payments system. The Central Bank has also taken steps to
introduce a Scripless Securities and Settlement (5SS} System
in early 2004. This is also expected to encourage activity in
the money market and the secondary market for government
securities,

Inter Bank Call Money Market

The money market continued to remain liquid during 2003.
The excess liquidity in the system reduced the volumes traded

in the inter bank market. The average daily volumes in the
call market in 2003 decreased by around 27 per cent to
Rs.936 million, from a year ago. The call market rate
continued to fall, in line with the reductions in the Central
Bank’s policy rates, declining from 10.39 per cent at end
December, 2002 to 7.59 per cent at end December, 2003.
Introduction of a more active open market operations system
in March 2003 encouraged banks Lo manage their liguidity
more effectively and helped to reduce the volatility in the call
money market,

Primary Treasury Bill Market

The lower borrowing requirement of the government and the
excess liquidity in the market saw the primary auctions of
government securities heavily oversubscribed. These factors.
together with the gradual reduction in policy rates and Jower
inflationary expectations, caused the yields on government
securities across all maturities to fall, until the latter part of
the year, when yields began to rise marginally, as a
consequence of the uncertainty in the market. The decline in
yields on Treasury bills was 325 basis points on 364-day
Treasury bills and 281 basis points on 91-day Treasury bills.
The total value of bills sold by the government in 2003
amounted to Rs.342.8 billion, almost the same amount s in
2002. Of these issues in 2003, Rs.313.4 billion were reissues,
while the rest (Rs.29.5 billion) were new issues, A portion of
the new issues were used to settle the dollar denominated Sri
Lanka Developments Bonds (SLDBs). The majority of bills
issued were in the category of 364-day bills (42 per cent of
total biils issued) and 91-day bills (36 per cent of total bills
issued). The Central Bank’s purchases of Treasury bills from
the primary market declined significantty during the first
three quarters of 2003, although some of the bills at the last

TABLE 10.24
Money Market Operations : 2001 - 2003 Rs. million
Calt Monsy Markel Primary Treasury Bill Markel Secondary Market (Ceniral Bank|
Total Total Amaount Accepted (purchases) Treasury Bill Fe-purchase {Repo) Reverse Repo
Out- -
L
si"'z?"g_f stand-  Amount Confral Comm- Othars  Total Dis- Redis- Sales  Maly- Treasury Gill Treasury Bond
ings ing  igsugd  Bank cial oourd  gount rily
Banks {Sales} (Purch) Purch,  Malu, Purch Matur.

20m

st Qir 294,051 124,995 48,207 1,180 26,600 18,227 46,207 2,808 596 8427 9,010 144251 142,406 1,714,557 1,711.451

2nd Uty 263,931 150420 64221 3p,643 15457 10,121 64,221 4,009 — 10,228  996% 101,449 104,271 1,492,124 1,502 694

3rd Qir 427 301 160,420 61,289 35470 15982 9837 61,280 7924 126 13408 1 3648 15552 15721 893,363 1,000,058

4th Cir 510,734 170,995 76,255 44,238 15,783 18,204 76,295 6547 42 23,428 21,689 984 1,190 318,749 331,543
2002

181 Qlr 417,684 174245 70,831 6,558 36514 27.219 70,631 19,151 938 252649 253,545 300 108 28,291 25,601

2nd Qe 3192688 201,995 102,299 21900 S0,648 29751 12,299 16484 B7  @0418 78,287 3844 4038 121367 125557

3rd CHr 275,764 206,295 90,845 25050 37,702 24,084 90046 7,997 104 310310 307 584 170 170 BA0 680

4th Qir 263,457 210,985 78,698 35,800 50988 11 810 78,698 2,830 - 432719 427752 52 52 - =
2003

18t QHr 253,086 210,995 75288 8,548 46,182 20,188 75298 g72 - G666 BA4 869,119 50 50 - =

2nd Qs 250,010 201,795 84870 7876 54351 22643 84,870 o - 595,458 580266 87 67 7,340 7,340

3rd Qir 233448 201,295 90,144 = 57.427 32,717 90,144 2365 = T44,155 746438 = = = =

4th Qir 199,220 219,295 02,538 32,556 43,864 16,118 82535 - ~ 438,223 420,827 - - - =

Source : Central Bank of Sr Lanka
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few auctions in the year were taken up by the Central Bank to
meet the expected seasonal demand for liquidity. Total
Treasury bills purchased by the Central Bank in 2003
amounted to Rs.49 billion, significantly lower than the
purchases in 2002 (Rs.94 billion). The Central Bank also used
its stock of Treasury bills for OMO. The net effect of these
transactions was that the holdings of government paper by the
Central Bank declined by Rs.29 billion to Rs 11 billion at end
2003.

Central Bank Repo and Reverse Repo Market

The continuous excess liquidity in the market resulted in the
Central Bank conducting mainly repurchase transactions to
absorb the excess, Total repo transactions increased to
Rs.2,445 billion in 2003 from Rs.1,076 billicn in 2002, The
repurchase facility was mainly on an avernight basis although
a few repos with longer maturities were conducted through
direct deals in order to absorb liquidity on a more long-term
basis. Reverse repurchase transactions were conducted on a
few days during the year when market liquidity was short,
The total volume of reverse repurchase transactions
amounted to Rs.7.3 billion, significantly lower than in 2002
(Rs.154 billion).

Secondary Market for Government Securities

A significant rise in volumes traded has been observed in
2003 with the interest rates declining and a growing
popularity of secondary trading in government securities. The
largest increase has been in repos, which have increased by
over 60 per cent to Rs.1,058 million, as indicated by returns
submitted by primary dealers on secondary market
transactions, where the primary dealer is one party to the
transaction . There was a gradual decline in yield rates in the
secondary market across all maturittes, reflecting the trend in
the primary market.

During the year, several measures were taken to deepen
markst activity. A Bloomberg Bond Trading System was
commenced, where the Primary Dealers (PDs) could make
two-way quotes, which would improve the transparency of
trading. The CBSL and PDs conducted several investor
awareness programmes. In addition, measures were also
taken to reduce the number of series of Treasury bond issues.
This is expected to increase the liquidity of the issues and
facilitate benchmarking. The trading in the secondary market
is expected to further improve with the introduction of a
Scripless Securities Settiement (SSS) System and the
implementation of a trading platform for government
securities at the Colombo Stock Exchange in early 2004.

Central Bank Securities

Given the highly liquid state of the market and the significant
decline in the Central Bank’s stock of govermnment paper, the
Central Bank issued its own securities in September, 2003 to
mop up excess liquidity. The total value of Central Bank

securities issued in 2003 amounted to Rs.5 billion. The
maturity period of these securities was 91 days or less, given
that the Central Bank usually operate at the short end of the
market. Consequently, by end 2003, all Central Bank
securities had been repaid.

Commercial Paper

Commercial paper which is another avenue for short-term
borrowing by large corporates continued to provide investors
with alternative investment opportunity. However, the issues
of commercial paper declined significantly in 2003, reflecting
higher liquidity in the market and the increasing
competitiveness in bank lending rates. Total issues of
commercia} paper declined by over 50 per cent in 2003 to
Rs.11.1 billion. The majority of commercial paper were
supported by commercial banks.

Foreign Exchange Market

Large foreign exchange inflows from worker remitiances,
earnings from tourism and higher capital inflows provided
the liquidity needed to stimulate the foreign exchange market.
The higher inflow of foreign exchange enabled the Central
Bank to purchase around US dollars 375 million during the
year to enhance its foreign exchange reserves, Greater
activity was also witnessed in the foreign exchange market
with trading volumes in the inter bank market increasing by
around 44 per cent over the volumes in 2002 to US dollars 3.6
billion in 2003. The turnover increased to an average of US
dollars 304 million per month in 2003 from US dollars 212
willion in 2002. The introduction of the US dollar clearing
facility at LankaClear (Pvt) Ltd., has increased the efficiency
and reduced the cost of clearing cheques and drafts
denominated in US dollars. With a view to further deepening
the foreign exchange market the net open position of banks
was raised to 20 per cent of capital and reserve funds from the
current 15 per cent for banks with the required capital
adequacy ratio. A significant development in 2003 was the
rise in forward transactions by over 48 per cent to US dollars
1,401 million. Reflecting the stability in the market and
market developments, there was a shift towards forward
contracts of longer maturity and a decline in forward premia.

Capital Market

Stock Market

The upward trend in market activity at the Colomba Stock
Exchange (CSE} seen since the last quarter of 2001 continued
in 2003, with performance improving further during the year.
Both primary and secondary market activity picked up during
the year, with key market indicators reaching record levels by
October. Foreign investors were net buyers at the Colombo
Stock Exchange for the second consecutive year in 2003,
despite a large foreign sale involving strategic purchases by a
domestic corporate, amounting to nearly Rs.4 billion in
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September. Corporate profits, which increased in 2002,
improved further in 2003 and were a principal contributory
factor to the improvement in share market activity. The
continued stability on the political front, following the
cessation of hostilities in 2002, was a key factor that impacted
positively on the market, while the favourabie trends in key
economic variables such as GDP growth, interest rates,
inflation and the exchange rate, also contributed to the
improvement in market activity. A tax amnesty granted by
the government, which was effective til] August, may have
been another contributory factor to the increased market
activity during 2003.

Earlier in the year, hawever, a downturn in market
activity was seen around March, due to fears of the war
against Iraq negatively impacting upon Sri Lanka’s exports,
and inward private remiitances, and therefore the exchange
rate. Market activity picked up thereafter. Progress in the
government’s privatisation programme, namely, the
divestiture of Sri Lanka Insurance Corporation in April, was

TABLE 10.25
Share Market Indicators

200 2002 2003
1. Marke capitalisation {Rs.bn.) {a) 124 183 263
2. Value of shares traded (Rs. mn.) 13.905 30,183 73,657
3. No. of shares traded {mn.) 747 L220 2,258
4. Price eamings ratio 75 121 114
5. Initial public offers/offars for sale {No} - 5 4
6. Net foreign purchases {US § mn.) -11.0 Z25.0 2.4

7. Price indices (a)
All Share Price Index (1985=100) 621.0 8151 1,062.1
Milanka Price Index {1988=1 000 1.031.0 1,3746 11,8978

{a} End of he year Source | Colombo Stack Exchange
cited by market analysts as a contributory factor to the
positive turn in market sentiment, During the seven months
from April, there was a marked improvement in key market
indicators. While daily turnover crossed the Rs. 1 billion mark
on several occasions during this period, the highest ever
turnover for a month (Rs.16.5 billion} was recorded for

September. On 23 October, the All Share Price Index of the
CSE closed at 1,423.5, its highest level so far, while the
Milanka Price Index closed at 2,584.2, its highest level so far,
on 31 Cctober,

However, a reversal of these trends was seen from
around the first week of November, mainly due to market
uncertainty as a result of political developments. The
proposed capital gains tax on stock market transactions in the
Budget 2004, to be effective from 1 April 2004, was cited by
market analysts as another factor that negatively impacted on
market performance towards the latter part of the year. By
end 2003, however, despite this decline in market activity,
most market indicators were significantly above the end-2002
levels. )

With respect to market developments, the CSE opened
its second branch in Kandy on 4 June 2003. Another positive
development towards the end of the year was that the CSE
reduced transaction fees applicable to secondary market
equity transactions with effect from | December 2003. The
fee applicable to transactions up 1o Rs.1 miltion was reduced
from 1.4 per cent to 1.225 per cent and the fze for transactions
over Rs.1 million was reduced from 1.15 per cent to 1.025 per
cent. In December 2003, meanwhile, the CSE anncunced that
it would publish a total return index series in addition to the
price indices, from 2004. Accordingly, the All Share Price
Index, the Milanka Price Index and the sector indices would
be published daily based on both price changes and total
returns, f.e., price changes and dividend income, commencing
02 January 2004,

Primary Market

Primary market activity continued to be buoyant during much
of 2003. Amongst the shares issued during the latter part of
2002 and subsequently listed on the CSE in January were
those of Sri Lanka Telecom (SLT), the largest corporate to be
listed on the CSE. The listing of SLT raised market
capitalisation of the CSE by Rs.27 billion to Rs. 198 billion on
14 January. While several companies raised capital on the
CSE in 2003, the total raised during the year by way of initial

TABLE 10.28
Shares Offered by Companies during 2003 (a)

Listopened  No. of Par Premium Value of Shares  No. of Shares Taken up No. of Shares
Name of Company for Subg- Shares Value on offer by Underwriters Subscribed by Public
cription "G00y (As) {Rs. mn ) {000 {'000)

1. Commerciaf Bank of Ceylon Lid, May 100.000 10.00 1,000.0 100,000
{Preference Shares)

2 Ceylon Leather Produsis Lid, July 2500 1000 250 = 2,500

3. Seylan Bank Ld. (iNon-voting) August 40,000 10.00 15.00 10000 - 40,000

4. Ceylon Hospitals Ltd. Cctober 4,500 1000 15.00 112.5 = 4,500
{Mon-voting) 6,375 10.00 10.00 127 .5 = B,375

5 Hemas Hoidings Ltd Septemmber 12,000 10.00 40.00 8000 = 12,000

6. HNB Assurance Lid November 10,000 10.00 125.0 - 10,000

{a} Based on the date of issue 10 the pubiic

Source : Colombo Stotk Exchange
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TABLE 10.27
Category-wise Distribution of Shares Traded in the
Secondary Market in 2003
Category of Mo ot No. of Value
tnvestmenl Transac- Shares {Rs. mn.}
tions {'000)

Banks, finance & insurance 154,861 614,393 26,791
Beverage, tood & tobacco 39,719 196,187 4,830
Chemicals & pharmaceuticals 4,242 7.900 451
Construct & engineering 3,768 21,568 5685
Diversified 38,828 143922 14,577
Footwear & textiles 4,727 18,518 138
Hotels & travels 79.562 459,736 10,440
Invastment trusts 3,569 5,158 170
Land & property 17,851 120,815 707
Manwlacturing 57,911 198,298 6,348
Motors 3,232 11,356 498
il palms 182 &7 11
Plantations 17,835 08.863 1,120
Services 528 431 48
Storgs & supplies 3,562 12,826 102
Trading 6,635 13815 306
Power & energy 1 - -
Health car 11,273 63,438 1,045
Information technology 181 335 4276
Telecom 34,509 279771 5510

Source : Colombo Stock Exchange
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public offers and offers for sale was Rs.4.8 billion.
Meanwhile, 18 companies made rights issues during the year,
raising Rs.6.4 billion. With the improvement in corporate
profitability, 14 companies made bonus issues during the
year, amounting to Rs.1.3 billion. Although eight companies
obtained listings on the CSE during the year, the number of
listed companies at end-2003 was 244, in comparison to 238
at end-2002, as two companies were de-listed during the year.
Three companies obtained listings on the CSE by way of
introductions in 2003.

With respect to primary market activity in respect of
listed debentures, Commercial Bank of Ceylon Ltd., raised
Rs.2.2 billion by way of an issue of debentures during the
year, in order to raise capital to expand its activities as well as
to meet the more stringent requirements relating to capital
adequacy. These debentures were listed in May 2003, Seylan
Bank Ltd., raised Rs.1.5 billion in December 2003 by way of
an tssue of debentures, also to meet capital adequacy
requirements. The debentures of Seylan Bank Ltd. were listed
in January 2004, While Hatton National Bank Ltd., raised
Rs.2 billion in July 2003 by way of an issue of debentures,
they are 1o be listed in 2004,

Secondary Market

With turnover increasing to record Jevels in the third quarter
of 2003, daily average turnover in 2003 increased to Rs.301
million from Rs.128 million in 2002. The All Share Price
Index (ASPI) and the Milanka Price Index (MPT) increased
by 30 per cent and 38 per cent, respectively, during the year
te 1,062.1 and 1,897.8. respectively, by 31 December 2003,
Market capitalisation, which increased with the listing of the
shares of Sri Lanka Telecom in January, increased further
during the year to Rs.262.8 billion by end 2003. While there
was aclive participation by foreign investors at the CSE, net
cumulative foreign purchases in 2003 amounted to Rs.209
million. The market price earnings ratio however, was 11.0 at

end 2003, in comparison to 12.1 at end 2002,

Many sector indices also increased during the year:
Bank Finance and Insurance (33 per cent), Diversified
Holdings (50 per cent}), Telecom (12 per cent), Hotels and
Travels (61 per cent), Beverages Food and Tobacco (21 per
cent), and Manufacturing (15 per cent). These sectors
together, account for approximately 85 per cent of the market
capitalisation. Of the twenty sectors, five indices declined
during the year Information Technology declined by 44 per
cent, in contrast to major markets where technology stocks,
having been re-classified as recovery stocks, increased with
the economic recovery. Construction and Engineering
(-31 per cent), Healthcare {-10 per cent), Plantations
{-3 per cent) and Chemicals and Pharmaceuticals (-0.4 per
cent} also declined. With respect to the plantations sector,

-2.000
Fomr although prices of natural rubber improved. tea prices were
e s e E i adversely affected by the war against Iraq earlier in the year,
while tea production was affected by adverse weather
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conditions mid year and towards the end of the year. The
Diversified Holdings sector, with a market capitalisation
accounting for 20 per cent of the total, had the highest
correlation of 0.99 with the ASPI for 2003, while the Bank
Finance and Insurance sector, which accounted for 22 per
cent of market capitalisation at end-2003, had the second
highest correlation of 0.97.

Credit Rating

Deposit taking institutions are required to obtain a credit
rating and publish the rating obtained as per the Budget 2003.
By end-February 2004, Fitch Ratings Lanka Ltd., had
published 10 entity ratings given to financial institutions.
It had also published 3 other entity ratings given to
corporates. It is also now mandatory to obtain a credit rating
for issues of all varieties of debt instruments, except for those
1ssued by the government, where the value exceeds Rs.100
million. Amongst the issue ratings published up to February
2004 were the five year debentures of Sri Lanka Telecom
Ltd. issued in 2000 and listed on the CSE (SL AA+), the issue

TABLE 10.28
Entity Ratings — as at April 2004

Entity Rating
Citibank, S Lanka Branch SL AAA
Natipnal Savings Bank SL Al
Commercial Bank of Caylon Ltd. SL AA+
Hayleys Ltd. SL AA+
John Keells Holdings Lid. SL AR+
DFCC Bank SLAA
Bank of Caylon SL AA
Stale Mortgage and Investment Bank BL A+

First Capital Treasurles Ltd. SLA

Halton National Bank Lid. SL A-
Nations Trust Bank Ltd. SL A-
Hayleys = MGT Knitting Mills Lig, EL BBB+
Senkadagala Finance Co., Lid. SL BBE+

of 100 million preference shares of Rs.1Q each of
Commercial Bank of Ceylon Lid. issued in 2003 and listed on
the CSE (SL AA-), the five year debentures of Commercial
Bank of Ceylon Ltd. issued in 2003 and listed on the CSE
(SL AA), Rs.400 million debentures of Aitken Spence &
Company Ltd. issued in 2002 and listed on the CSE (SL AA),
and the three year debentures of Singer Sri Lanka Ltd. issued
in 2002 (SL A). Fitch Ratings Lanka Ltd., is the only rating
company operating in Sri Lanka, ar present.

Medium and Long-term Government Sccurities

Treasury Bonds

In line with the debt management strategy of moving to
market-oriented tradable debt instruments, net issues of
Treasury bonds were increased in 2003. Further, along with
the decline in policy rates and market interest rates, increased
reliance was placed on Treasury bonds, as borrowing through
short-term debt instroments, namely Treasury bills, was
reduced. A key development during the year was that
Treasury bonds with 10-year, 15-year and 20-year maturities
were issued, thus elongating the yield curve for government
securities and establishing benchmark yield rates for
long-tenure debt tnstruments. Meanwhile, the yield curve for
Treasury bonds shifted further downwards during the year,
following the decline in 2002.

The introduction of the Bloomberg Bond Trading
System for Primary Dealers at the initiative of the Central
Bank was another important development, in relation to
market infrastructure in the government securities market.
Meanwhile, necessary steps were taken during the year to
facilitate trading in the beneficial interest of government
securities on the Colombo Stock Exchange and, on
21 January 2004, the Colombo Stock Exchange commenced
the operation of the debt securities trading system. With these
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new developments, there is now increased transparency with
respect to transactions in government securities in the
secondary market. Also, with work being carried out during
the year in relation to the Scripless Securities Settlement
(SSS) System and the Central Depository System (CDS) for
Treasury bills and Treasury bonds being completed,
operations in relation to the S8S System and the CD3
commenced in February 2004.

TABLE 10.29
Treasury Bond Issues during 2003

Maturity Coupon Weighted Issues  Oulstanding
Period Rate Avarage Yield  (Rs.mn.) Amouni

{% per yean ta Maturity (a) al end yaar
{a) {a) {Rs mn.)

2 Year 12.50-8.00 1012 3,000 24,422
3 Year 10.25-7.90 10 34-7.44 20,250 17,094
4 Year 10.00-7 .80 997910 35,600 64,821
5 Year 11.75-7.70 10.79-7.07 43,700 105,420
6 Year 11.50-7.60 10.89-6.67 68,000 127,000
10 Year 8.50-7.50 2 .00-6.65 33,950 33,950
13 Year g.00 0.00 4,397 4,397
15 Year B.50 $.08 4,900 4,900
20 Year 7.00 .08 1,000 1,000
Total 214,797  487.004

{a) Applicable to Treasury Source : Colombo Stock Exchange

bond issues during 2003.

Rupee Loans

The Rupee loan programme is being phased out, given the
bank’s policy stance of moving to tradable debt instruments,
with the objective of improving debt market competitiveness.
Though, the gross issues of Rupee foans increased in 2003,
net issues of Rupee loans were reduced during the year, as
there was a significant increase in repayments. Meanwhile,
callable Rupee loans amounting to Rs.33.4 billion, which
carried interest rates of 13 per cent and above were retired
during the year in order to reduce the interest cost of existing
debt.

Unit Trusts

Unit trusts, a type of pooled investment funds, had a strong
record in terms of rates of return in 2003, The number of unit
trust being managed by five institutions, decreased te 12 at
end 2003 from 13 at end 2002, following the redemption of
units in a time-bound fund that was started in 2002. There
were three growth funds, three balanced funds, one index
fund and five income funds. Due to relatively heavy
redemptions, both total assets and net assets of the industry,
however, declined by 24 per cent from Rs.4.4 billion in 2002
to Rs.3.6 billion in 2003, The boom in the share markel and
the appreciation in the value of investments in fixed income
securities as a result of falling interest rates, caused a rise in
unit prices of some funds, motivating investors, particularly
institutionat investors, to redeem at a profit the investments
made at the inception of some funds. The average unit price,
as measured by the per unit net asset value increased by
17 per cent over the previous year to Rs.11.23. The relatively
large redemptions by unit holders and the termination of a
fund were the centributory factors for the decline in the
industry in terms of assets, number of unit holders and the
number of vnits issued.

The investment portiolio deceased to Rs.3.6 billion at
end 2003 from Rs.4.4 biftion at end 2002, while the buying
and selling prices ranged between Rs.7.50-19.50 and
Rs.8.00-21.00, respectively. The share of equity investments
in the portfolio increased while the that of government
securities decreased, due to funds reallocating their portfolios
in favour of equities, in the expectation of higher returns from
the booming share market.

Although unit trusts are in a position to provide investors
with the benefits of diversification, the industry has not been
able to grow at a satisfactory rate due to number of factors.
among which are the relatively high volatility in the equiry
market, lack of a broader range of financial assets and
investors’ appetite for short-term quick gains.

TABLE 10.3%
TABLE 10.30 Unit Trusts (a)
Ru Loans Floated during 2003
pee Lo 9 1999 2000 2001 2002 2003(b}
Year Maturities VolLme, Interest Rate Total assets (As.mn) 2,652 2,173 2874 4432 3,586
(Years) (Rs. mn.) (% p.a)
Het assels value
2003 2.5 20,675 13.00 {Rs.mn.} 2589 2182 2,794 4415 3565
25 23,700 11.00 Investmeants in
25 1,200 525 equities (Rs.mn.) 1,660 1,108 1,808 2443 2348
2-8 4,788 8.00 {3) as a ratio of (2) 63 5 85 S5 56
2002 2-5 ¥ 13.00 Total no of unit
ho 27536 26,863 25936 25291 24,067
2001 2 19,500 15.00 igers =~ 3
.5 1,399 15.00 Ng. ot unils inissue 392 387 380 489 7
25 13,100 13.00 No. of unit trusts 12 12 12 13 1 12
6-8 4,410 13.00
{a) Al end December Source ; Unit Trusts
Sowurce © Central Bank of Sri Lanka {b) Provisional
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10.14 Financial System Stability

During the year, a number of measures were taken to further
promote financial system stability, which is one of the two
core objectives of the Bank. The Central Bank focussed on
strengthening the resilience of the banking sector, which
accounts for about 60 per cent of the assets of the financial
sector. Action was also taken to develop the infrastructure in
payments and settlement systems and the government
securities market in order to enhance the efficiency, and the
stability of the sector. Further legal reforms relating to the
financial sector were also initiated to improve regulatory
oversight to be in line with international best practices, while
facilitating greater competition among financial institutions.
The Central Bank also introduced a code of best practices for
financial institutions in 2002, which is expected to imprave
their corporate governance and contribute to greater
accountability and better risk management practices.

Strengthening Prudential Supervision for
Risk Mitigation

The CBSL has taken the initiative to enhance the resilience of
banks to risks by expanding the scope of prudential
supervision through the imposition of higher regulatory
standards. Accordingly, the minimum capital adequacy ratio
(CAR), which stood at 8 per cent in relation to risk-weighted
assets in keeping with international norms, was progressively
increased to 9 per cent in January 2001 and to 10 per cent by
January 2003. During 2003, the key prudential requirements,
which were hitherto applied only to commercial banks’
domestic banking operations, were extended to encompass
the operations of the off-shore banking units as well, thus
ensuring that prudential limits were followed with Tespect to
the operations of the entire bank. Thus, capital adequacy
ratios, stafutory liquid assets ratios and large credit exposure
limits are now applied to the offshore units as well.
In addition, in keeping with Basel Core Principles on
effective bank supervision, compliance with CAR on a
consolidated basis, along with ‘Bank only’ or *Solo basis’
was also introduced.

Lending by banks in Sri Lanka is heavily collateral-
onented. Consequently, heavy reliance is placed on collateral
as a credit risk mitigant rather than on improving risk
management in credit approvals by paying due attention to
the viability of projects and their cash flow projections, while
building up reserves to cover any potential losses, through the
more prudent banking concept of the allocation of reserves
out of profits for loan losses. As a consequence, the valuation
of collateral has a significant impact on the Jevel of loan loss
provisions set aside by banks. In order to induce more
prudent accounting for loan losses, a new direction requiring
the application of a progressive discount on the value of
collateral for provisioning purposes on advances classified as
loss, where there was no hope of recovery, was introduced
and is to take effect from 01 January 2004.

In order to enhance the level of transparency, ensure
appropriate dissemination of information to the public and
promote discipline through market forces, CBSL has required
that all banks publish their quarterly accounts with minimum
disclosure requirements in the press, in addition to publishing
the audited annual accounts.

Risks and Capital Adequacy

Credit risk mitigation in the banking sector was enhanced
with increased levels of provisioning against credit defaults.
This was largeiy seen in the state bank sector, where between
65-75 per cent of some banks non-performing assets (NPA)
have been provisioned for. However, within the banking
sector, there is heavy reliance en collateral values as a credit
risk mitigant, which need to increase its provisioning, to
further improve its resitience.

The leve! of provisions for loan losses have seen a
gradual increase across the board over the past few years and
represented nearly 51 per cent of the NPL portfolio in the
industry by 2003. As a result, the NPL ratio net of provisions,
was approximately equivalent to half the gross NPL ratio for
2003. It is envisaged that the introduction of the hatrcut for
the valuation of collateral for provisioning purposes, with
effect from January 2004, would increase loan loss provisions
required in 2004. The increasing tendency for reliance on
collateral for credit risk mitigation would be discouraged
from 2004 when progressive discounts will be required on
such collateral, necessitating increased provisioning across
the board.

Capital should serve as a buffer against unexpected
losses, reflecting the risk profile of a bank. Capital funds in
the industry have indicated an increasing trend, especially
over the last two years, primarily on account of the internal
generation of capital through improved profitability, The
infusion of market capital through the issus of debt and
equity by banks has been another contributory factor, that has
helped to strengthen the capital position of banks.

The average capital adequacy ratio (CAR) for the
industry has displayed some fluctuation, with the gradually
increasing trend in 2002 turning to a decreasing trend in
2003. The decrease was mainly atiributed to the application
of the minimum regulatory capital adequacy ratio to the
Foreign Currency Banking Units (FCBUs) of banks with
effect from 2003. The industry average CAR was below the
statutory minimum of 10 per cent imposed by the CBSL.
Although this was above the international norm of 8 per cent
stipulated by the Basel Committee, the levels of capital nesd
to be improved to support the potential risk profiles of the
major banks in the industry.
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Box 21

Should there be a Financial Safety Net?

The number and frequency of bank failures in the world
have increased rapidly in the recent past. The expenence
in East Asia and elsewhere has brought to the fore the
importance of the stability of financial systems for
ensuring the sustainability of openness in invigorated
economic growth.

The hallmark of a sound and stabie financial market
is investor confidence. A financial safety net for ensuring
investor confidence includes mechanisms that have the
following dual objectives: {a) containing the disruptive
consequences of financial distress once it arises (crisis
management), and (&) instilling confidence in the
financial system 5o as Lo limit the risks (crisis prevention).
A financial safety net, thus, covers four main elements:
emergency liquidity assistance (Lender-of last resort
facility from the central bank), deposit protection
schemes, exil policies and prudential regulation and
supervision of financial institutions. In the absence of
such safety net arrangements, financial failures impose
enormous costs on individual investors and the economy
as a whole. Deposit insurance is one such safety
mechanism with which the losses of the so-called
“unsophisticated” depositors in banks can be mintmised,
albeii to a stipulated limit, in case banks fail, and thereby
help arrest the catachysmic impact of bank runs. However,
providing of deposit insurance alone is neither a

necessary, nor a sufficient condition for ensuring financial
stability. Deposit insurance poses moral hazard risks that
can invite imprudent behaviour by bank management ot
paor choices by depositors. Therefore, what is of
importance is to ensure thal deposit insurance is provided
un efficient lines and does not guarantee complete
reinstatement, i :

As Mr. Alan Greenspan, Chairman of the Board of
Governors of the US Federal Reserve System recently
pointed out, a safety net, along with improved
understanding of the use of monetary and fiscal policies,
has played a critical role in eliminating bank runs and in

assuaging financial crises, and reducing the frequency and

_amplitude of economic contractions. Deposit Insurance,
the discount window, and access to central bank
emergency liguidity provide depository institutions and
financial market pariicipants with safety and liquidity.
There are however costs of such safety net arrangements
in the form of distortions in price signals used to allocate
resources, excessive Tisk-taking and greater government
-supervision and regulation. '

Insured depositors may be simply indifferent, and
other creditors ton otten less sensitive than they would be
to the risks taken by banks because of both the reality and
the perception of their own safety under a deposit
insurance scheme. Market discipline in one form or
another has been the major governor of bank risk-taking.
By deterring liquidity panics, depesit insurance could
shield the economy fram some of the worst effects of
instability in the banking system. The safety net enables
banks 1o accumulate larger, riskier asset portfelios than
would be pussible in an intermediation process driven
sofely by market forces. In the absence of a safety net,
these higher lending risks would have to be reflected in
some combination of higher deposit costs, more liquid
asset holdings, or a larger capital base, Or, conversely,
these adjustments would constrain the risk-tuking by
banks. But, with the safety net, Jower inferest rates and
higher credit availability are accorded to riskier
borrowers, benefiting speculative and riskier ventures at
the expense of sounder ones.

The moralhazard costs of a safety net are significunt.
Nonetheless, safety nets, by providing access to real
resources, hag become capitalised inte a broad spectrum
of asset vadues, To lessen the moral hazard of the safety
net and to improve supervision and regulation, public
policy should attempt to simulate, in so far as possible,
what markets alone might do, or at least [o create market-
type incentives. Clearly one of those steps would be better
pricing of safely-net access.

There are a few countries like Singapore, South
Africa, New Zealand and Australia that do not have any
sort of deposil insurance system. It is worth examining
how these countries have managed without a formal
deposit insurance system, while many other countries
have them in place.

New Zealand does not have a deposit protection
scheme in any shape or form. The New Zealand banking
superyisory regime differs from the more conventional
approaches to financial regulation by placing greater
reliance on market discipline through an elaborate public
disclosure system, Under this system, each bank is
required to issue public disclosure statements every
guarter covering the bank’s credit rating, capital ratios,
gxposure concentration, exposure (o related parties, asset
quality, profitabitity, a summary of the prudential
regulations imposed on the bank by the regulator etc. This
extensive disclosure system is meant to induce prudent
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- Box 21 (contd.)

and responmb]e behavmur from ank management Wuh : -:system identn‘ymg, measunng and managing the financial
 information on the banks’ financial performance and risk - and commercial risks, instituting an effective system of
posmt}ns available frcquently and in a detailed manner.'.'ff asset. llabmty management and maintaining a proper
the markets can react to dcve]npmcnrs affecting their . cushion in the form of Capll&] reserves, Apart from capital
 financial condition rewarding those banks that are well ?adequacy standards, the new 1nternar:onal norms of
- managed and penalxsmg:'those that are not, t:onnxbiltlng to bankmg regulanon and supervision require a more pro-
the dcvelopmem and maintenan ofa sound and stable - active role for the regulator in enforcmg an effective
fmancml system A ;zlmporiant benefit, which the mechanism for evaluanng, momtonng and managing risks
y! e from a market-bas d regulatory"; in the financial system. This in turn would need stricter
i of | pressure on the. ;_,o\;ernment to accounting, \miuanon and reportmg norms on the part of
 rescue banks i in dr_ tress, given the devefopment of a ' banks. Transpmency and accountability demand realistic
: perccptmn that thc directors aione have the respom]blhtyj' . valuation of assets, public disclosure policies and
- for the. managemeat of banks. S_ophlst:catcd depositors: 'prudenua] rep_ rting by banks to help depositors and
exert this disuplme by demandmg higher deposit rates  investors form an informed opinion about the status of the
~ from weaker banks in ‘compensation for the higher risk ﬂf;'---:j financial system, theuby enabling them to react in an
loss that [hey agcept_.- In 0ther cxrcumstances, deposnors older]y fashion to asset price chan;,es i
. d func cu ) ~ Since the use of safety net instruments always
: : ' i 1'mp]1es some e]cment of moral hazard, even sensible
An mpor{ant issue thar needs to be addressed in the.. ~policies formulated to reduce damage arising from
- context of esidbhshmg a ﬁnanczal safety net is how to financial instability may have less desirable longer-term
~ ensure that individual banks govern themselves according - consequences. Policymakers continue to face a dilemma
_ to the best practices in corporate governance. This  with regard to the implementation of f'nancnal safely net'
~ involves according utmost importance to prudent business  ar ranﬂnmcms
].'H.lCtILES such as, developmg an effectwe mlema[ wmrul';" B
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