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Governor’s Foreword

The Financial System Stability Review (FSSR) is an 
a s s e s s m e n t  o f  t h e  f i n a n c i a l  s y s t e m  s t a b i l i t y  o f  S r i  
L a n k a ,  c a r r i e d  o u t  b y  t h e  C e n t r a l  B a n k ,  e n c o m p a s s i n g  
d e v e l o p m e n t s  i n  t h e  f i n a n c i a l  s y s t e m  a n d  a  
c o m p r e h e n s i v e  a n a l y s i s  o f  f a c t o r s  t h a t  m a y  a f f e c t  t h e  
s t a b i l i t y  a n d  r e s i l i e n c e  o f  t h e  f i n a n c i a l  s y s t e m .  T h e  
p r e s e n t  i s s u e  o f  t h e  F S S R  h i g h l i g h t s  c o n t e m p o r a r y  
i s s u e s  p e r t a i n i n g  t o  r i s k s  i n  t h e  f i n a n c i a l  s y s t e m  a n d  
t h e  p o l i c y  m e a s u r e s  t a k e n  b y  t h e  g o v e r n m e n t  a n d  
t h e  C e n t r a l  B a n k  t o  c o n t a i n  s u c h  r i s k s  d u r i n g  t h e  n i n e  
m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .

I d e n t i f y i n g  a n d  g a u g i n g  r i s k s  a n d  v u l n e r a b i l i t i e s  i n  t h e  
f i n a n c i a l  s y s t e m  a n d  t a k i n g  r e m e d i a l  a c t i o n  t o  m i t i g a t e  
t h e m  i n  o r d e r  t o  m a i n t a i n  t h e  f i n a n c i a l  s y s t e m  s t a b i l i t y  
w e r e  c h a l l e n g i n g  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w  
b e c a u s e  o f  t h e  u n c e r t a i n t i e s  a n d  a d v e r s e  i m p a c t s  o f  
the COVID-19 pandemic on the financial sector and 
t h e  e c o n o m y .  T h e  g l o b a l  e c o n o m y  e n c o u n t e r e d  o n e  
of its deepest recessions due to COVID- 19 pandemic. 
T h e s e  n e g a t i v e  d e v e l o p m e n t s  i n  t h e  g l o b a l  e c o n o m y  
h a v e  t r a n s m i t t e d  t o  t h e  d o m e s t i c  e c o n o m y ,  b r i n g i n g  
in unprecedented socio-economic problems. Despite 
s p i l l o v e r s  o f  t h e s e  u n f a v o r a b l e  c o n d i t i o n s ,  t h e  f i n a n c i a l  
s y s t e m  s t a b i l i t y  o f  S r i  L a n k a  w a s  m a i n t a i n e d  d u r i n g  t h i s  
p e r i o d ,  t h r o u g h  t i m e l y  a n d  p r o a c t i v e  p o l i c y  m e a s u r e s .  
A c c o m m o d a t i v e  m o n e t a r y  p o l i c y  m e a s u r e s  b r o u g h t  
o u t  a  r e d u c t i o n  i n  p o l i c y  r a t e s  a n d  t h e  s t a t u t o r y  
r e s e r v e  r a t i o .  T h e  c o n s e q u e n t  a v a i l a b i l i t y  o f  l i q u i d i t y  
i n  a b u n d a n c e  a n d  r e d u c e d  m a r k e t  i n t e r e s t  r a t e s  h a v e  
t h e  p o t e n t i a l  t o  s t i m u l a t e  e c o n o m i c  a c t i v i t i e s .  T h e  
i n t r o d u c t i o n  o f  c o n c e s s i o n a r y  c r e d i t  s c h e m e s  b y  t h e  
C e n t r a l  B a n k  e n c o u r a g e d  b a n k s  t o  g r a n t  c r e d i t  t o  
COVID-19 affected businesses and individuals. Further, 
r e g u l a t o r y  f o r b e a r a n c e s  o n  c a p i t a l  a n d  l i q u i d i t y  a r e  
f u r t h e r  m e a s u r e s  t h a t  w e r e  t a k e n  t o  r e d u c e  t h e  s t r e s s  
o n  t h e  f i n a n c i a l  s y s t e m .   M a c r o p r u d e n t i a l   m e a s u r e s   
s u c h  a s  h o l d i n g  c a p i t a l  c o n s e r v a t i o n  b u f f e r s  b y  
r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  w h i c h  w e r e  r e l e a s e d  
i n  r e s p o n s e  t o  t h e  c r i s i s ,  h e l p e d  t h o s e  i n s t i t u t i o n s  t o  
s t e e r  t h r o u g h  t h e  t u r b u l e n t  p e r i o d .  F u r t h e r ,  m i c r o -
p r u d e n t i a l  r e g u l a t i o n  a n d  s u p e r v i s i o n  c a r r i e d  o u t  b y  
t h e  C e n t r a l  B a n k  a n d  o t h e r  f i n a n c i a l  s e c t o r  r e g u l a t o r s  
e n s u r e d  t h a t  a d e q u a t e  r i s k  m a n a g e m e n t  t e c h n i q u e s  
w e r e  e m p l o y e d  b y  r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s .  
N e v e r t h e l e s s ,  f i n a n c i a l  i n s t i t u t i o n s  c o n t i n u e d  t o  
f a c e  c o n c e r n s  r e g a r d i n g  d e p l e t i n g  c r e d i t  q u a l i t y  d u e  

t o  i n c o m e  l o s s e s  l o w e r i n g  t h e  r e p a y m e n t  c a p a c i t y  
o f  b o r r o w e r s .  I n  a d d i t i o n ,  s o m e  L i c e n s e d  F i n a n c e  
Companies (LFCs) which were under-capitalized even 
p r i o r  t o  t h e  c r i s i s ,  f a c e d  c h a l l e n g e s  i n  c o n t i n u i n g  
their business operations. As such, a Master Plan is 
b e i n g  i m p l e m e n t e d  b y  t h e  C e n t r a l  B a n k  t o  i m p r o v e  
c a p i t a l  l e v e l s  a n d  e s t a b l i s h  a  s t r o n g  a n d  r e s i l i e n t  
L F C s  s e c t o r  i n  t h e  m e d i u m  t e r m .  M e a n w h i l e ,  t h e  
p e r f o r m a n c e  o f  f i n a n c i a l  m a r k e t s  w e a k e n e d  w i t h  h i g h  
volatility during the COVID-affectedQ2 2020, followed 
b y  a  r e c o v e r y  p h a s e  d u e  t o  i m p r o v e d  i n v e s t o r  
s e n t i m e n t s ,  p o l i t i c a l  s t a b i l i t y  a n d  f a v o u r a b l e  p o l i c y  
s t i m u l i .  I n  t h e  m e a n t i m e ,  f i n a n c i a l  i n f r a s t r u c t u r e  
p r o v e d  a d e q u a t e  f o r  t h e  s m o o t h  f u n c t i o n i n g  o f  t h e  
p a y m e n t  a n d  s e t t l e m e n t  s y s t e m s ,  w i t h  c o n s i d e r a b l e  
i m p r o v e m e n t s  i n  t h e  l e g a l  i n f r a s t r u c t u r e .  G i v e n  t h e  
r i s i n g  e a g e r n e s s  f o r  d i g i t a l  p a y m e n t s  d u e  t o  e f f e c t s  
of the COVID-19 pandemic, payment and settlement 
s y s t e m s ,  s u p p o r t e d  b y  t i m e l y  i s s u a n c e  o f  r e g u l a t o r y  
g u i d e l i n e s ,  d e m o n s t r a t e d  t h e i r  r e s i l i e n c e  i n  t h e  f a c e  
o f  h e i g h t e n e d  c y b e r  s e c u r i t y  t h r e a t s .

G o i n g  f o r w a r d ,  t h e  C e n t r a l  B a n k  w i l l  c o n t i n u e  t o  
m o n i t o r  a n d  b e  v i g i l a n t  o n  r i s k s  a n d  v u l n e r a b i l i t i e s  
a f f e c t i n g  i n d i v i d u a l  p a r t i c i p a n t s  o f  t h e  f i n a n c i a l  
s y s t e m  a s  w e l l  a s  t h e  e m e r g e n c e  o f  s y s t e m i c  r i s k s ,  t o  
s a f e g u a r d  t h e  f i n a n c i a l  s y s t e m  s t a b i l i t y ,  w h i c h  i s  o n e  
of the Central Bank’s main objectives. In conclusion, 
I  b e l i e v e  t h a t  t h i s  F S S R  w i l l  p r o v i d e  c o m p r e h e n s i v e  
r e f e r e n c e  m a t e r i a l  t o  a l l  s t a k e h o l d e r s  o f  t h e  f i n a n c i a l  
s e c t o r .  I t s  d e t a i l e d  a n a l y s i s  o f  r i s k s  a n d  v u l n e r a b i l i t i e s  
f a c e d  b y  t h e  f i n a n c i a l  s y s t e m  a n d  t h e  s u m m a r y  i t  
p r o v i d e s  a b o u t  r i s k  m i t i g a t i o n  m e a s u r e s  i m p l e m e n t e d  
b y  r e l e v a n t  a u t h o r i t i e s  a r e  b o u n d  t o  b e  e x t r e m e l y  
u s e f u l  f o r  t h e m  a s  w e l l  a s  m a n y  o t h e r s  e x a m i n i n g  
c o n d i t i o n s  o f  t h e  e c o n o m y .

D esh amanya P rof.  W  D  Laksh man
G o v e r n o r

Central Bank of Sri Lanka - Financial System Stability Review 2020



X

Central Bank of Sri Lanka - Financial System Stability Review 2020



Executive Summary

The outbreak of COVID-19 and its implications 
o n  e c o n o m i e s  e x t e n d  f ar  b e y o n d  t h e  h e al t h -
r e l a t e d  c o n c e r n s ,  t e s t i n g  t h e  r e s i l i e n c e  o f  g l o b al  
f i n an c i al  s e c t o r s .  T h e  S r i  L an k an  f i n an c i al  s e c t o r  
i s  n o  e x c e p t i o n  as  i t  w as  al s o  c o n f r o n t e d  w i t h  an  
ar r a y  o f  u n p r e c e d e n t e d  c h al l e n g e s .  N e v e r t h e l e s s ,  
c o u n t r y  m an ag e d  t o  p r e s e r v e  t h e  s t ab i l i t y  o f  t h e  
f i n an c i al  s y s t e m  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  i n  
S e p t e m b e r  2 0 2 0  t h r o u g h  m u l t i f ac e t e d  m e as u r e s  
am i d s t  s t r o n g  m ac r o e c o n o m i c  h e ad w i n d s .  I n  b u i l t  
s t r e n g t h s  a n d  c ap ac i t i e s  o f  t h e  f i n an c i al  s y s t e m  an d  
p r o m p t  ac t i o n s  t ak e n  b y  t h e  G o v e r n m e n t  an d  t h e  
C e n t r al  b an k  e as e d  t h e  p r e s s u r e  t r i g g e r e d  b y  t h e  
p an d e m i c  t o  a g r e a t e r  e x t e n t .  T h e  e f f i c ac y  o f  t h e  
p an d e m i c  c o n t ai n m e n t  m e as u r e s  e s p e c i al l y  d u r i n g  
Q2 2020, continued accommodative monetary 
p o l i c y  m e as u r e s  t o  e x e r t  d o w n w ar d  ad j u s t m e n t s  t o  
m ar k e t  i n t e r e s t  r a t e s ,  f ac i l i t a t i n g  ad e q u a t e  l i q u i d i t y  
an d  c r e d i t  i n  d o m e s t i c  m ar k e t s ,  i n t r o d u c t i o n  o f  
c o n c e s s i o n al  c r e d i t  s c h e m e s  an d  o f f e r i n g  d e b t  
m o r a t o r i a t o  b u s i n e s s e s  an d  i n d i v i d u al s  a f f e c t e d  
b y  t h e  p a n d e m i c  an d  r e g u l a t o r y  f o r b e ar an c e s  t o  
t h e  f i n an c i al  s e c t o r ,  p o s i t i v e l y  c o n t r i b u t e d  t o w ar d s  
t h e  r e s i l i e n c e  o f  t h e  f i n an c i al  s y s t e m  an d  r e s t o r i n g  
market confidence in Q3 2020. However, the 
resurgence of the COVID-19 pandemic in October 
2 0 2 0  c o u l d  e x e r t  f u r t h e r  s t r e s s  o n  t h e  f i n an c i al  
s e c t o r ,  i f  n o t  m an ag e d  e f f e c t i v e l y .

Immediately after the Presidential elections, a 
fiscal stimulus package was unveiled in late 2019 
t ar g e t i n g  t h e  c o r p o r a t e  s e c t o r  o f  S r i  L an k a w i t h  
a v i e w  t o  e n h an c i n g  p r o d u c t i o n  an d  e c o n o m i c  
g r o w t h .  H o w e v e r ,  d u e  t o  t h e  n e g a t i v e  e f f e c t s  
stemming from the COVID- 19 pandemic, the 
e c o n o m y  c o n t r ac t e d  b y  1 . 6  p e r  c e n t  d u r i n g  t h e  
f i r s t  q u ar t e r  o f  2 0 2 0  an d  1 6 . 3  p e r  c e n t  i n  s e c o n d  
q u ar t e r  2 0 2 0 ,  n e g a t i n g  t h e  i m p ac t  o f  t h e  f i s c al  
s t i m u l u s .  F u r t h e r ,  t h e  g l o b a l  e c o n o m i c  d o w n t u r n  
t r an s m i t t e d  t o  t h e  d o m e s t i c  e c o n o m y  t h r o u g h  
d e c l i n i n g  t o u r i s m  e ar n i n g s  an d  e x p o r t  e ar n i n g s  
w h i l e  r e c o r d i n g  f o r e i g n  c as h  o u t f l o w s  f r o m  f i n an c i al  
markets. Pandemic containment measures, 
i n c l u d i n g  m o b i l i t y  r e s t r i c t i o n s ,  r e l e n t l e s s l y  a f f e c t e d  
t h e  p e r f o r m an c e  o f  t h e  c o r p o r a t e  s e c t o r  an d  
h o u s e h o l d  i n c o m e s .  A s  s u c h ,  t h e  e c o n o m y  c o u l d  

n o t  r e ap  t h e  b e n e f i t s  o f  t h e  m as s i v e  t a x  r e l i e f s  an d   
p o s i t i v e  p o l i c y   s t i m u l i   p r o v i d e d  t o w ar d s  t h e  e n d  
of 2019. However, as a result of re-opening the 
country and positive policy stimuli a GDP growth of 
1 . 5  p e r  c e n t  w a s  r e c o r d e d  i n  t h i r d  q u ar t e r  o f  2 0 2 0 .
F i n an c i al  i n t e r m e d i a t i o n  w h i c h  i s  m e as u r e d  b y  t h e  
c r e d i t  t o  d e p o s i t  r a t i o  d e c r e a s e d  d u r i n g  t h e  p e r i o d  
u n d e r  r e v i e w  w h i c h  w as  a r e s u l t  o f  i n c r e as i n g  
d e p o s i t s .  A  m o d e s t  i n c r e as e  i n  c r e d i t  t o  t h e  p r i v a t e  
s e c t o r  w as  o b s e r v e d ,  w h i l e  c r e d i t  t o  t h e  s t a t e  s e c t o r  
e x p an d e d  r ap i d l y  am i d s t  i n c r e as e d  r e l i an c e  o f  t h e  
g o v e r n m e n t  o n  d o m e s t i c  f i n an c i n g  am i d s t  l i m i t e d  
ac c e s s  t o  f o r e i g n  s o u r c e s  an d  i n c r e as e d  b o r r o w i n g  
r e q u i r e m e n t s  o f  t h e  g o v e r n m e n t .  M e an w h i l e ,  t h e  
s o v e r e i g n  r a t i n g  o f  S r i  L an k a w as  d o w n g r ad e d  b y  
t h r e e  r a t i n g  ag e n c i e s ,  h e i g h t e n i n g  t h e  c h al l e n g e s  
to service the country’s external debt. Challenges 
t o  e x t e r n al  d e b t  s u s t ai n ab i l i t y  ar e  l o o m i n g  w i t h  t h e  
d e c l i n i n g  e x t e r n al  d e m an d  f o r  e x p o r t s  an d  m o b i l i t y  
r e s t r i c t i o n s  a f f e c t i n g  t o u r i s m  an d  o t h e r  i n f l o w s ,  
w e i g h i n g  h e a v i l y  o n  f o r e i g n  c u r r e n c y  i n f l o w s  am i d s t  
l i m i t e d  r e s e r v e  as s e t s  t o  d e f e n d  p l au s i b l e  r i s k s .  
H o w e v e r ,  t h e  f i s c al  p o l i c y  s t r a t e g y  o f  t h e  B u d g e t  
f o r  2 0 2 1  i s  e x p e c t e d  t o  s t r e n g t h e n  t h e  m e d i u m  
t e r m  f i s c al  c o n s o l i d a t i o n  p a t h  t h r o u g h  t a x  p o l i c y  
reforms, while further rationalization of recurrent 
expenditure and prioritizing public investment 
t o  s t i m u l a t e  t h e  e c o n o m y  as  e n u n c i a t e d  i n  t h e  
national policy framework, “Vistas of Prosperity 
an d  S p l e n d o u r ” .

COVID-19 pandemic brought in unprecedented 
volatility into national financial market. Despite 
s h o r t  l i v e d  u n p r e c e d e n t e d  v o l a t i l i t i e s  o b s e r v e d  
ac r o s s  al l  f i n an c i al  m ar k e t  s e g m e n t s  as  t h e  
p an d e m i c  b e f e l l ,  f i n an c i al  m ar k e t s  r e m ai n e d  
r e s i l i e n t  d u r i n g  t h e  t e n  m o n t h s  e n d i n g  i n  O c t o b e r  
2 0 2 0 .  T h e  p r i c e s  o f  r i s k y  as s e t s  p l u m m e t e d  w h i l e  
i n v e s t o r s  s o u g h t  r e f u g e  i n  s a f e  h a v e n  as s e t s ,  i n  
g l o b al  f i n an c i a l  m ar k e t s .  T h e  S r i  L an k an  f i n an c i al  
m ar k e t s  w e r e  n o  e x c e p t i o n  an d  w i t n e s s e d  i n v e s t o r s  
opting for more liquid and less risky assets. Despite 
p r o ac t i v e  p o l i c y  m e as u r e s  t ak e n  b y  t h e  r e g u l a t o r s  
that have been effective up to now, in stabilizing 
m ar k e t s ,  t h e  l o c al  f i n an c i al  m ar k e t s  r e m ai n  v o l a t i l e  
to COVID-19 pandemic related developments.
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T h e  C o l o m b o  S t o c k  E x c h an g e  c am e  u n d e r  s e v e r e  
s t r e s s  a t  t h e  o n s e t  o f  t h e  p an d e m i c ,  e x h i b i t i n g  
e x c e s s i v e  v o l a t i l i t y  w h i c h  t r i g g e r e d  i n d e x e d -
b as e d  c i r c u i t  b r e ak e r s  h al t i n g  t r ad e  i n  m ar k e t .  
N e v e r t h e l e s s ,  t h e  b o u r s e  h as  b e e n  r e c o v e r i n g  
since mid-May 2020 as domestic investors’ 
p r e f e r e n c e  s h i f t e d  t o w ar d s  e q u i t y  i n v e s t m e n t s  i n  
a l o w  i n t e r e s t  r a t e  r e g i m e  am i d s t  f o r e i g n  o u t f l o w s ,  
b e c o m i n g  o n e  o f  t h e  f as t e s t  r e c o v e r e d  m ar k e t s  
f r o m  t h e  p an d e m i c  i n  t h e  r e g i o n .  T h e  g o v e r n m e n t  
s e c u r i t i e s  m ar k e t  e x p an d e d  r ap i d l y  d u r i n g  t h e  
t e n  m o n t h s  e n d i n g  O c t o b e r  2 0 2 0  am i d s t  f o r e i g n  
o u t f l o w s ,  as  t h e  f o r m e r  b e n e f i t e d  f r o m  e x c e s s  
r u p e e  l i q u i d i t y  i n  t h e  b an k i n g  s e c t o r  r e s u l t i n g  
f r o m  m o d e r a t e d  p r i v a t e  s e c t o r  c r e d i t  d e m an d  
an d  e n h an c e d  i n v e s t o r  p r e f e r e n c e s  t o w ar d s  s a f e r  
as s e t s  d u r i n g  t h e  c h al l e n g i n g  b u s i n e s s  c o n d i t i o n s .  
T h e  g o v e r n m e n t  s e c u r i t i e s  m ar k e t  r e m ai n e d  
ac t i v e  t o  f i n an c e  t h e  f i s c al  o p e r a t i o n s  i n t e n s i f i e d  
by the pandemic. Yields on government securities 
w e r e  i m p ac t e d  b y  t h e  m o n e t ar y  p o l i c y  e as i n g ,  
s t r a t e g i c  i s s u a n c e  ar r an g e m e n t s  o f  g o v e r n m e n t  
s e c u r i t i e s ,  t h e  an n o u n c e m e n t  o f  m a x i m u m  
y i e l d  r a t e s  p r i o r  t o  au c t i o n  an d  p r i m ar y  m ar k e t  
p u r c h as e  o f  g o v e r n m e n t  s e c u r i t i e s  b y  t h e  C e n t r al  
B an k .  C o n s e q u e n t l y ,  h i s t o r i c al l y  l o w  y i e l d  r a t e s  
w e r e  o b s e r v e d  ac r o s s  al l  m a t u r i t i e s  d u r i n g  t h e  
p e r i o d ,  s h i f t i n g  t h e  s e c o n d a r y  m ar k e t  y i e l d  c u r v e  
downwards. Primary market activities of the 
c o r p o r a t e  b o n d  m ar k e t  w e r e  ad v e r s e l y  a f f e c t e d  
by the pandemic but rebounded towards Q3 2020, 
w i t h  m e as u r e s  b e i n g  t ak e n  t o  c o n t ai n  t h e  s p r e ad  o f  
t h e  d i s e as e .

T h e  m o n e y  m ar k e t  w as  r e s i l i e n t  r e p o r t i n g  e x c e s s  
liquidity during ten months’ period ending October 
2 0 2 0 .  U n p r e c e d e n t e d  m o n e t ar y  p o l i c y  e as i n g ,  
r e f i n an c e  f ac i l i t i e s  d i s b u r s e d  u n d e r  s p e c i al  l o an  
s c h e m e s  f o r  t h o s e  a f f e c t e d  b y  t h e  p an d e m i c ,  
p r o v i s i o n  o f  l o n g - t e r m  l i q u i d i t y  as s i s t an c e  t o  
c o m m e r c i al  b an k s  an d  e x t e n d i n g  t h e  L i q u i d i t y  
S u p p o r t  F ac i l i t y  f o r  s t an d al o n e  p r i m ar y  d e al e r s  
p o s i t i v e l y  c o n t r i b u t e d  t o w ar d s  e as i n g  t h e  p r e s s u r e  
i n  t h e  m o n e y  m ar k e t .  I n  r e s p o n s e ,  m o n e y  m ar k e t  
i n t e r e s t  r a t e s  s i g n i f i c an t l y  d e c l i n e d  d u r i n g  t h e  
p e r i o d .

T h e  d o m e s t i c  f o r e i g n  e x c h an g e  m a r k e t  c am e  
u n d e r  s e v e r e  s t r e s s  a t  t h e  o u t s e t  o f  t h e  p an d e m i c  
as  s u b s t an t i al  o u t f l o w s  w e r e  w i t n e s s e d  f r o m  
f i n an c i al  m ar k e t s ,  s i m i l ar  t o  o t h e r  e m e r g i n g  m ar k e t  
e c o n o m i e s .  T h e  p r e s s u r e  h ad  b e e n  g r a d u al l y  
e as i n g  s i n c e  M a y  2 0 2 0 ,  o w i n g  t o  t h e  p o l i c y  
m e as u r e s  i n t r o d u c e d ,  s u c h  as  t h e  i m p o s i t i o n  o f  
t e m p o r ar y  r e s t r i c t i o n s  o n  n o n - e s s e n t i al  i m p o r t s  

an d  s e l e c t e d  o u t w ar d  r e m i t t an c e s ,  m o d e s t  f o r e i g n  
e x c h an g e  i n t e r v e n t i o n s  b y  t h e  C e n t r al  B an k  an d  
favorable developments in workers’ remittances. 
C o n s e q u e n t l y ,  t h e  S r i  L an k an  r u p e e  r e c o r d e d  o n l y  
a s l i g h t  d e p r e c i a t i o n  o f  1 . 4  p e r  c e n t  ag ai n s t  t h e  
U S  d o l l ar  d u r i n g  t h e  t e n - m o n t h  p e r i o d  e n d i n g  i n  
O c t o b e r  2 0 2 0 .

T h e  b an k i n g  s e c t o r  w as  w e l l  p o i s e d  i n  t e r m s  o f  
c ap i t al  an d  l i q u i d i t y  a t  t h e  o n s e t  o f  t h e  p an d e m i c .  
A s  t h e  p an d e m i c  u n f o l d e d ,  t h e  b an k i n g  s e c t o r  
e x h i b i t e d  a d e t e r i o r a t i o n  i n  c r e d i t  q u al i t y  d u r i n g  
t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 ,  d e s p i t e  
t h e  m o r a t o r i u m  b e i n g  i n  e f f e c t .  T h e  c r e d i t  
g r o w t h  i n  2 0 2 0  w as  l ar g e l y  d r i v e n  b y  c r e d i t  t o  t h e  
government and State-Owned Enterprises (SOEs). 
T h e  b an k i n g  s e c t o r  e x h i b i t e d  a h i g h e r  r e s i l i e n c e  
ag ai n s t  l i q u i d i t y  r i s k  r e f l e c t i n g  t h e  u n p r e c e d e n t e d  
e as i n g  o f  m o n e t ar y  p o l i c y ,  r e g u l a t o r y  f o r b e ar an c e s  
an d  l o w  d e m an d  f o r  l o a n s .  R u p e e  d e p o s i t s  
r e c o r d e d  a n o t ab l e  g r o w t h  d u r i n g  t h e  n i n e  m o n t h s  
e n d i n g  S e p t e m b e r  2 0 2 0  an d  c o n t i n u e d  t o  b e  t h e  
m aj o r  s o u r c e  o f  f u n d i n g  f o r  t h e  b an k i n g  s e c t o r .  
T h e  c u m u l a t i v e  m a t u r i t y  g ap  as  a p e r c e n t ag e  o f  
t h e  c u m u l a t i v e  l i ab i l i t i e s  o f  t h e  b an k i n g  s e c t o r  
f o r  m a t u r i t y  b u c k e t s  u p  t o  s i x  m o n t h s  m ar g i n al l y  
w i d e n e d .  T h e  b an k i n g  s e c t o r  p r o f i t s  w e r e  i m p ac t e d  
d u e  t o  d o w n w ar d  ad j u s t m e n t  i n  N I M  an d  i n c r e as e  
i n  l o an  l o s s  p r o v i s i o n i n g .  N e v e r t h e l e s s ,  a n  i n c r e as e  
i n  n o n - i n t e r e s t  i n c o m e  an d  d e c r e as e  i n  n o n -  
i n t e r e s t  e x p e n s e s  an d  t a x e s  p o s i t i v e l y  c o n t r i b u t e d  
t o w ar d s  p r o f i t s .  A l l  b an k s  h ad  c o m p l i e d  w i t h  t h e  
minimum Capital Adequacy Requirement (CAR) 
w h i l e  t h e  b an k i n g  s e c t o r  C A R  r e m ai n e d  w e l l  ab o v e  
the regulatory minimum. Despite the marginal 
d e c l i n e  i n  t h e  l e v e r ag e  r a t i o ,  i t  r e m ai n e d  w e l l  ab o v e  
t h e  r e q u i r e m e n t .

2 0 2 0  t u r n e d  o u t  t o  b e  a c h al l e n g i n g  y e ar  f o r  t h e  
Licensed Finance Companies (LFCs) and Specialised 
Leasing Companies (SLCs) sector. The sector, which 
was vulnerable even before 2019, became more 
vulnerable as a result of the COVID-19 pandemic. 
T h e  c e n t r al  b an k  as s i s t e d  L F C  an d  S L C  s e c t o r  i n  
m an ag i n g  an d  r e d u c i n g  t h e s e  v o l a t i l i t i e s  w i t h  t h e i r  
e x t r ao r d i n ar y  p o l i c y  m e as u r e s .  T h e  l o an  b o o k  o f  
t h e  L F C  an d  S L C  s e c t o r  c o n t r ac t e d  d u r i n g  t h e  n i n e  
m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  an d  d e p i c t e d  
an  i n c r e as e  i n  n o n -  p e r f o r m i n g  l o an s  d e s p i t e  
t h e  d e b t  m o r a t o r i u m  o f f e r e d .  T h e  i n t r o d u c t i o n  
o f  i m p o r t  r e s t r i c t i o n s  t o  c u r t ai l  n o n - e s s e n t i al  
i m p o r t s ,  e s p e c i al l y  m o t o r  v e h i c l e s ,  a f f e c t e d  t h e  
LFC and SLC sector significantly. Profits of the 
L F C s  an d  S L C s  s e c t o r  d e c l i n e d  m ai n l y  d u e  t o  h i g h  
loan loss provisioning and drop in NIM. Despite 

X I I

Central Bank of Sri Lanka - Financial System Stability Review 2020



s e v e r al  c o m p an i e s  f ai l i n g  t o  m ai n t ai n  ad e q u a t e  
c ap i t al  l e v e l s ,  t h e  L F C  an d  S L C  s e c t o r  c o l l e c t i v e l y  
m ai n t ai n e d  c ap i t al  an d  l i q u i d i t y  b u f f e r s  w e l l  ab o v e  
t h e  r e g u l a t o r y  m i n i m u m  l e v e l s .  T h e  C e n t r al  B an k  
announced a Master Plan of consolidation aimed at 
s t r e n g t h e n i n g  t h e  L F C  an d  S L C  s e c t o r ,  b y  f ac i l i t a t i n g  
t h e  m e r g e r  o f  d i s t r e s s e d  f i n an c e  c o m p an i e s  w i t h  
s t r o n g e r  e n t i t i e s  i n  t h e  m e d i u m  t e r m ,  c o u p l e d  w i t h  
a p r o m p t  c o r r e c t i v e  ac t i o n  f r am e w o r k  t o  e n s u r e  
al l  L F C s  an d  S L C s  c o m p l y  w i t h  al l  t h e  p r u d e n t i al  
r e q u i r e m e n t s .  M e an w h i l e ,  t h e  i n s u r an c e  s e c t o r  
e x h i b i t e d  m i x e d  p e r f o r m an c e s  w i t h  s a t i s f ac t o r y  
c ap i t al  an d  l i q u i d i t y  l e v e l s  d u r i n g  t h e  p e r i o d  u n d e r  
c o n s i d e r a t i o n .  T h e  i n s u r an c e  s e c t o r  w e a t h e r e d  
s o c i o - e c o n o m i c  c h al l e n g e s  e n c o u n t e r e d  i n  2 0 2 0 ,  
s a f e g u ar d i n g  p o l i c y h o l d e r s  w i t h  c l ai m  p a y m e n t s  
w h i l e  a f f o r d i n g  r e l i e f  o n  p a y m e n t  o f  i n s u r an c e  
p r e m i u m s .

T h e  c o r p o r a t e  an d  h o u s e h o l d  s e c t o r  l e v e r ag e  
w as  h e a v i l y  i m p ac t e d  b y  t h e  p an d e m i c -  i n d u c e d  
e c o n o m i c  c o n t r ac t i o n  w h i c h  o u t w e i g h e d  t h e  
s l o w  g r o w t h  i n  c r e d i t  t o  t h e  p r i v a t e  s e c t o r .  T h e  
m o d e r a t i o n  o f  c r e d i t  i s  e v i d e n t  i n  t h e  h o u s e h o l d  
s e c t o r .  T h e  i n s t i t u t i o n al  s e c t o r  w h i c h  e n c o m p as s e s  
t h e  c o r p o r a t e  s e c t o r ,  g o v e r n m e n t  an d  S t a t e -  
Owned Enterprises (SOEs) reported a credit growth 
l ar g e l y  d u e  t o  t h e  i n c r e as e  i n  c r e d i t  t o  g o v e r n m e n t  
an d  S O E s .  N e v e r t h e l e s s ,  t h e  d e l i n q u e n c y  l e v e l s  o f  
h o u s e h o l d  an d  i n s t i t u t i o n al  s e c t o r s  h a v e  b e e n  r i s i n g ,  
r e s u l t i n g  i n  i n c r e as e d  n o n - p e r f o r m i n g  l o an  r a t i o s  i n  
t h e s e  s e c t o r s .  M o n e t ar y  p o l i c y  e as i n g  s i n c e  e ar l y  
2019 and tax stimulus unveiled in late 2019 had a 
f a v o r ab l e  i m p a c t  o n  c o r p o r a t e  s e c t o r  p e r f o r m an c e  
p r i o r  t o  t h e  p an d e m i c .  H o w e v e r ,  as  t h e  e f f e c t  
o f  t h e  p an d e m i c  h e i g h t e n e d ,  t h e  n o n - f i n an c i al  
c o r p o r a t e  s e c t o r  r e p o r t e d  a d i s m al  p e r f o r m an c e  i n  
t h e  f i r s t  h al f  o f  2 0 2 0 .  S u b d u e d  d e v e l o p m e n t s  i n  t h e  
c o r p o r a t e  s e c t o r  m a y  e v e n t u al l y  b e  t r an s m i t t e d  t o  
t h e  f i n an c i al  s e c t o r  e r o d i n g  i t s  p e r f o r m an c e  w h i l e  
h i n d e r i n g  i n t e r n al  c a p i t al  g e n e r a t i o n .  H o w e v e r ,  i t  i s  
ap p ar e n t  t h a t  t h e  d e b t  m o r a t o r i u m ,  c o n c e s s i o n ar y  
i n t e r e s t  r a t e s  an d  ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  
m e as u r e s  w o u l d  p r o v i d e  a c o n s i d e r ab l e  c o m f o r t  
t o  c o r p o r a t e s .  E f f e c t i v e  p an d e m i c  m an ag e m e n t  
e n ab l i n g  t h e  e c o n o m y  t o  r e t u r n  t o  i t s  g r o w t h  p a t h  
i s  a c r i t i c al  f ac t o r  t o  b o o s t  i n v e s t o r  c o n f i d e n c e  
an d  t o  r e v i v e  t h e  h o u s e h o l d  an d  c o r p o r a t e  s e c t o r  
p e r f o r m an c e  i n  2 0 2 1 ,  w h i l e  m i t i g a t i n g  r i s k s  t o  t h e  
f i n an c i al  s e c t o r .

The COVID-19 pandemic heightened the need for an 
e f f i c i e n t  an d  r e l i ab l e  f i n an c i al  s y s t e m  i n f r as t r u c t u r e  
i n  t h e  e c o n o m y  w i t h  a p h e n o m e n al  i n c r e as e  

i n  d i g i t al  t r an s ac t i o n s  i n  t h e  d i g i t al  l an d s c ap e .  
T h e  d o m e s t i c  f i n an c i al  s y s t e m  i n f r as t r u c t u r e  
d e m o n s t r a t e d  i t s  r e s i l i e n c e  as  i t  f u n c t i o n e d  
s e am l e s s l y  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  
S e p t e m b e r  2 0 2 0 .  T h e  y e ar  2 0 2 0  w as  d e c l ar e d  as  
“The Year of Digital Transactions” with the view of 
p r o m o t i n g  t h e  u s ag e  o f  s e c u r e d  an d  e f f i c i e n t  d i g i t al  
p a y m e n t  m e c h an i s m s .  R e g u l a t o r y  an d  s u p e r v i s o r y  
f r am e w o r k s  w e r e  s t r e n g t h e n e d  w i t h  ap p r o p r i a t e  
r e f o r m s  t o  s t r e am l i n e  t h e  f i n an c i al  s e c t o r  a n d  t o  
m ai n t ai n  an  e f f i c i e n t  an d  s t ab l e  f i n an c i al  s y s t e m .

F i n an c i al  i n c l u s i o n  an d  l i t e r ac y  h a v e  a c o n s i d e r ab l e  
s c o p e  an d  a r o l e  i n  r e s h ap i n g  t h e  f u t u r e  o f  t h e  
f i n an c i al  s e c t o r  o f  S r i  L an k a,  f e t c h i n g  n e w  g r o w t h  
p r o s p e c t s  t o  h o u s e h o l d s  an d  M i c r o - s m al l ,  M e d i u m  
Enterprises (MSMEs). Further, enhanced financial 
i n c l u s i o n  an d  l i t e r ac y  p o s i t i v e l y  c o n t r i b u t e  t o w ar d s  
t h e  f i n an c i al  s e c t o r  b y  ad d r e s s i n g  i s s u e s  s u c h  
as  o v e r  - i n d e b t e d n e s s  w h i l e  i n c u l c a t i n g  h e al t h y  
f i n an c i al  h ab i t s  am o n g  h o u s e h o l d s  an d  M S M E s .  
N e v e r t h e l e s s ,  f i n an c i al  i n c l u s i o n  w o u l d  b r i n g  n e w  
r i s k s  t o  t h e  f o r m al  f i n an c i al  s e c t o r  p r o m p t i n g  p o l i c y  
s e t t e r s  t o  t ak e  p r e - e m p t i v e  m e as u r e s  t o  m i t i g a t e  
t h e  p l au s i b l e  i m p ac t  o n  f i n an c i al  s y s t e m  s t ab i l i t y .

T h e  p an d e m i c  h as  b r o u g h t  u n p r e c e d e n t e d  
c h al l e n g e s  t o  t h e  g l o b al  e c o n o m i e s  an d  f i n an c i al  
s y s t e m s .  T h e  l o n g - t e r m  r e s i l i e n c e  o f  t h e  g l o b al  
f i n an c i al  s y s t e m  h i n g e s  u p o n  t h e  a v a i l ab i l i t y  o f  
vaccine for COVID-19 and the recovery of global 
e c o n o m i e s .  S r i  L an k a n e e d s  t o  r e - e m e r g e  f r o m  
t h e  p r e v al e n t  e c o n o m i c  c o n t r ac t i o n  an d  r e t u r n  t o  
a s u s t ai n ab l e  h i g h  g r o w t h  p a t h .  E c o n o m i c  r e v i v al  
an d  c o n t ai n m e n t  o f  t h e  s p r e ad  o f  t h e  v i r u s  ar e  
r e q u i r e d  f o r  a l as t i n g  f i n an c i al  s y s t e m  s t a b i l i t y .  
S t ab i l i t y  o f  t h e  f i n an c i al  s y s t e m  al s o  c o n t r i b u t e s  
t o w ar d s  i m p r o v i n g  m ac r o e c o n o m i c  f u n d am e n t al s  
t h r o u g h  m o n e t ar y  t r an s m i s s i o n  an d  f i n an c i al  
i n t e r m e d i a t i o n  w h i c h  i s  a p r e r e q u i s i t e  f o r  g r o w t h .  
L ar g e - s c al e  p o l i c y  s u p p o r t  p r o v i d e d  b y  t h e  C e n t r al  
B an k  an d  t h e  g o v e r n m e n t  i s  e x p e c t e d  t o  f ac i l i t a t e  
f as t  r e c o v e r y  o f  e c o n o m i c  ac t i v i t i e s  i n  t h e  n e ar  
t e r m ,  w h i l e  g r o w t h - o r i e n t e d  p o l i c i e s  o f  t h e  
g o v e r n m e n t  ar e  e x p e c t e d  t o  s u s t ai n  t h e  r e c o v e r y  
o v e r  t h e  m e d i u m  t e r m .  T ai l i n g  o f f  p o l i c y  s t i m u l i  
granted in response to the COVID-19 pandemic 
needs to be made prudently to minimize adverse 
implications while emphasizing the importance of 
p o l i c y  c o n s i s t e n c y  a n d  c o h e r e n c e .
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Ch ap ter 1

Macrofinancial	Conditions

M ac r o e c o n o m i c  h e ad w i n d s  s t e m m i n g  f r o m  t h e  
COVID-19 pandemic affected the global and 
d o m e s t i c  e c o n o m y  w h i c h  s p i l l e d  o v e r  t o  t h e  
f i n an c i al  s e c t o r  o f  S r i  L an k a,  d u r i n g  t h e  n i n e  
months ending September 2020. The COVID-19 
p an d e m i c  h a s  c r e a t e d  a h e al t h  c r i s i s  w h i c h  h as  
e x e r t e d  a s i g n i f i c an t  am o u n t  o f  s t r e s s  o n  t h e  g l o b al  
e c o n o m y  an d  t h e  f i n an c i al  s e c t o r ,  w h i c h  h as  a 
g r e a t e r  o u t p u t  l o s s  t h an  t h e  g l o b al  f i n an c i al  c r i s i s .  
F u r t h e r ,  t h e  i n h e r e n t  u n c e r t ai n t y ,  w h i c h  i s  u n i q u e  
t o  t h i s  c r i s i s ,  c o n t i n u e s  t o  c r e a t e  f u r t h e r  e c o n o m i c  
t u r m o i l  i n  b o t h  ad v an c e d  e c o n o m i e s ,  an d  E m e r g i n g  
Markets and Developing Economies (EMDEs). Drop 
i n  d e m a n d  d u e  t o  m o b i l i t y  r e s t r i c t i o n s  an d  d e c l i n e  
i n  p r o d u c t i o n  d u e  t o  i n t e r r u p t i o n s  i n  t h e  g l o b al  
s u p p l y  c h ai n s  r e s u l t e d  i n  f al l i n g  c o m m o d i t y  p r i c e s  
d u r i n g  t h i s  p e r i o d .  F u r t h e r ,  i n v e s t o r s  s h i f t i n g  t o  
l e s s  r i s k y  as s e t s  d u e  t o  u n c e r t ai n t i e s  c r e a t e d  b y  t h e  
p an d e m i c  w as  o b s e r v e d  i n  i n c r e as i n g  i n v e s t m e n t s  
i n  s a f e  h a v e n  as s e t s  s u c h  as  g o l d .  M e an w h i l e ,  
c e n t r al  b an k s  an d  g o v e r n m e n t s  i m p l e m e n t e d  
u n p r e c e d e n t e d  m o n e t ar y  an d  f i s c al  p o l i c i e s  t o  
r e v i v e  t h e  e c o n o m i e s  f r o m  t h e  i m p ac t  o f  t h e  
COVID-19 pandemic. These policies were aimed at 
s t i m u l a t i n g  t h e  e c o n o m i e s ,  b o o s t i n g  l i q u i d i t y  an d  
r e g ai n i n g  o f  b u s i n e s s  c o n f i d e n c e  i n  g l o b al  f i n an c i al  
m ar k e t s ,  p r e v e n t i n g  t h e  c r e a t i o n  o f  m ac r o  f i n an c i al  
f e e d b ac k  l o o p s .  H o w e v e r ,  as  m an y  f r o n t i e r  an d  
d e v e l o p i n g  e c o n o m i e s ,  S r i  L an k a,  t o o  e x p e r i e n c e d  
a d r y  d o w n  o f  l i q u i d i t y  i n  i t s  i n t e r n a t i o n al  c ap i t al  
m ar k e t s  f ac i n g  c h a l l e n g e s  t o  ac c e s s  f u n d i n g  as  
i n v e s t o r s  b e c o m e  i n c r e as i n g l y  r i s k  a v e r s e .  

Domestic macro-economic developments also 
e x e r t e d  p r e s s u r e  o n  t h e  f i n an c i al  s y s t e m .  F i n an c i al  
i n t e r m e d i a t i o n  o f  S r i  L an k a r e f l e c t e d  t h r o u g h  
t h e  c r e d i t  t o  d e p o s i t  r a t i o  d e c r e as e d  d u r i n g  t h e  
p e r i o d  u n d e r  r e v i e w  as  a r e s u l t  o f  i n c r e as i n g  
d e p o s i t s .  N e v e r t h e l e s s ,  an  i n c r e as e  o f  c r e d i t  w as  
al s o  r e p o r t e d  d u r i n g  t h i s  p e r i o d  d u e  t o  e n h an c e d  
l i q u i d i t y ,  c o n c e s s i o n ar y  l o an  s c h e m e s ,  l o w  i n t e r e s t  
r a t e s  an d  an  i n c r e as i n g  d e m an d  f o r  c r e d i t  b y  

t h e  g o v e r n m e n t .  T h e  c r e d i t  d e m an d  f r o m  t h e  
g o v e r n m e n t  s e c t o r  i n c r e as e d  s i g n i f i c an t l y  f o r  
f u n d i n g  t h e  f i s c al  d e f i c i t  an d  t o  m e e t  t h e  ad d i t i o n al  
expenses related to combating the COVID-19 
pandemic. Depleting credit quality despite the debt 
m o r a t o r i u m ,  as  a r e s u l t  o f  d e c r e as i n g  r e p a y m e n t  
c ap ac i t y  o f  c o r p o r a t e s  an d  i n d i v i d u al s  s t e m m i n g  
f r o m  t h e  e c o n o m i c  d o w n t u r n  i s  a m aj o r  r i s k  f ac e d  
b y  t h e  f i n an c i al  s e c t o r .  

I n  t h i s  b ac k g r o u n d ,  u n p r e c e d e n t e d  m o n e t ar y  
an d  f i s c al  p o l i c y  m e as u r e s  w e r e  t ak e n  b y  t h e  
C e n t r al  B an k  an d  t h e  g o v e r n m e n t ,  d e s p i t e  l i m i t e d  
f i s c al  s p ac e  a v ai l ab l e .  S u c h  p o l i c i e s  r e s u l t e d  i n  
c o n s i d e r ab l y  l o w e r i n g  m ar k e t  i n t e r e s t  r a t e s  h e ad i n g  
t o w ar d s  a n e g a t i v e  r e al  i n t e r e s t  r a t e  s c e n ar i o  f o r  
d e p o s i t s .  A s  s u c h ,  a s h i f t  i n  i n v e s t m e n t s  t o w ar d s  
v e n t u r e s  o t h e r  t h an  d e p o s i t s  w as  an t i c i p a t e d ,  
c r e a t i n g  an  u n d u e  p r i c e  i n c r e as e  i n  s u c h  v e n t u r e s .  
N e v e r t h e l e s s ,  s o  f ar ,  s u c h  an  i n c r e as e  i n  p r i c e s  
h as  n o t  b e c o m e  e v i d e n t  i n  t h e  r e al  e s t a t e  m ar k e t .  
H o w e v e r ,  an  i m p r o v e d  e n t h u s i as m  i n  d o m e s t i c  
investors was observed in the stock market. Yet, the 
s t o c k  m ar k e t  p e r f o r m an c e  al s o  w as  d i s m al ,  w i t h  
c o n t i n u o u s  f o r e i g n  o u t f l o w s  d u r i n g  t h e  p e r i o d  an d  
t h e  d i s r u p t i o n s  t o  i n c o m e  f l o w s  o f  h o u s e h o l d s  an d  
c o r p o r a t e s .  

S r i  L an k a m a y  e n c o u n t e r  e x t e r n al  s e c t o r  
v u l n e r a b i l i t i e s  as  d e c r e as i n g  e x p o r t  an d  t o u r i s m  
e ar n i n g s  w i t h  f o r e i g n  c as h  o u t f l o w s  w e i g h  h e a v i l y  
o n  f o r e i g n  c as h  i n f l o w s  am i d s t  l i m i t e d  r e s e r v e  
as s e t s  t o  c u s h i o n  p l au s i b l e  r i s k s .  M e an w h i l e ,  t h e  
r e q u i r e m e n t  o f  f i n an c i n g  t h e  g r o w i n g  f i s c al  d e f i c i t ,  
w h i c h  w as  r e s u l t an t  f r o m  m o d e r a t i n g  g o v e r n m e n t  
r e v e n u e  an d  e x p an d i n g  e x p e n s e s  i n c u r r e d  o n  
combating the COVID-19 pandemic has been 
c h al l e n g i n g .  N e v e r t h e l e s s ,  i t  i s  an t i c i p a t e d  t h a t  t h e  
f i s c al  c o n s o l i d a t i o n  an d  t a x  r e f o r m s  i n c l u d e d  i n  t h e  
B u d g e t  2 0 2 1  w i l l  i m p r o v e  t h e  f i s c al  p o s i t i o n  o f  S r i  
L an k a.  

1 . 1  O verview
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Despite all challenges, the financial sector has so far 
b e e n  r e s i l i e n t  o w i n g  t o  p o s i t i v e  p o l i c y  s t i m u l i  an d  
t h e  a v ai l ab i l i t y  o f  b u f f e r s  c r e a t e d  t h r o u g h  t i m e l y  
an d  ad v an c e d  r e g u l a t o r y  a n d  m ac r o p r u d e n t i al  
m e as u r e s .  H o w e v e r ,  g o i n g  f o r w ar d ,  r e v i v al  o f  
t h e  g l o b al  an d  d o m e s t i c  e c o n o m y  an d  s u s t ai n i n g  
m ac r o e c o n o m i c  p e r f o r m an c e  ar e  e s s e n t i al  t o  
m ai n t ai n i n g  f i n an c i al  s y s t e m  s t ab i l i t y  i n  S r i  L a n k a.  

1.2	International	Economic	
E nvironment and  Financial 
Condition

T h e  g l o b a l  e c o n o m y  s t e p p e d  i n  t o  t h e  y e ar  2 0 2 0  
w i t h  a m i x e d  p e r f o r m an c e ,  an t i c i p a t i n g  i m p r o v e d  
growth, but was stunned by the COVID-19 pandemic 
f r o m  t h e  b e g i n n i n g  o f  t h e  y e ar .  T o w ar d s  t h e  e n d  
of 2019, geopolitical and trade tensions amongst 
U S A  an d  i t s  t r a d e  p ar t n e r s  i n t e n s i f i e d ,  e m e r g i n g  
m ar k e t s  s u c h  as  I n d i a w as  u n d e r  s t r e s s  s i t u a t i o n s  
w i t h  c o n c e r n s  o n  t h e  s t ab i l i t y  o f  i t s  n o n - b an k  
f i n an c i al  s e c t o r  an d  n a t u r a l  c a t as t r o p h e s  f ac e d  
b y  U S A ,  E u r o p e ,  A u s t r al i a,  E as t e r n  an d  S o u t h e r n  
A f r i c a.  H o w e v e r ,  t h e  ac c o m m o d a t i v e  m o n e t ar y  
p o l i c y  an d  f i s c al  e as i n g  c ar r i e d  o u t  b y  c o u n t r i e s  l i k e  
U S A ,  C h i n a  an d  S o u t h  K o r e a g a v e  a p o s i t i v e  o u t l o o k  
f o r  g r o w t h  p r o s p e c t s  f o r  2 0 2 0 .  C o n s i d e r i n g  a 
c o n s o l i d a t e d  e f f e c t  f r o m  al l  s u c h  f ac t o r s  i n  J a n u ar y  
2020, the International Monetary Fund (IMF) 
p r o j e c t e d  t h a t  t h e  g l o b al  e c o n o m y  w i l l  g r o w  b y  3 . 3  
p e r  c e n t  i n  2 0 2 0 .  

However, the COVID-19 pandemic, which started in 
China in November 2019 spread to many parts of the 
world during Q1 of 2020. The COVID-19 pandemic 
hit the world in three forms of crises: health crisis, 
e c o n o m i c  c r i s i s  an d  f i n an c i al  c r i s i s  s t e m m i n g  f r o m  
a g l o b al  l o c k d o w n  c o u p l e d  w i t h  a m as s i v e  i n c r e as e  
i n  h e al t h c ar e  e x p e n s e s .  T h e  I M F  p r e d i c t s  t h a t  t h e  
w o r l d  w i l l  f ac e  a  r e c e s s i o n  g r e a t e r  t h an  t h e  G r e a t  
Depression and surpass the impact of the Global 
F i n an c i al  C r i s i s  d u e  t o  t h e  i n h e r e n t  u n c e r t ai n t y  o f  
t h i s  c r i s i s .  S u p p o r t i n g  t h i s ,  t h e  w o r l d  u n c e r t ai n t y  
i n d e x  an d  t h e  w o r l d  p an d e m i c  u n c e r t ai n t y  i n d e x  
h a v e  r e ac h e d  e x t r ao r d i n ar y  l e v e l s  as  a r e s u l t  o f  t h e  
COVID-19 pandemic, surpassing the uncertainty 
l e v e l s  c r e a t e d  b y  an y  o t h e r  p an d e m i c  o r  c r i s e s  
f ac e d  b y  t h e  w o r l d  i n  t h e  p as t .  H i g h  u n c e r t ai n t y  
as s o c i a t e d  w i t h  t h i s  p an d e m i c  i s  c au s e d  b y  t h e  
exponential possibility of  the spread of COVID-19 
w h i c h  i s  l i k e l y  t o  r e m ai n  u n t i l  a c u r e  i s  i d e n t i f i e d  o r  
a v ac c i n e  r o l l o u t  i s  c o m p l e t e d .

A s  p e r  t h e  I M F ,  t h e  o u t p u t  l o s s  i n  t h i s  s i t u a t i o n  i s  
m u c h  h i g h e r  t h an  d u r i n g  t h e  G l o b al  F i n an c i al  C r i s i s ,  
an d  m e as u r e s  t o  i m p r o v e  ag g r e g a t e  d e m an d  i n  an  
e n v i r o n m e n t  o f  e c o n o m i c  l o c k d o w n  w i t h  m o b i l i t y  
r e s t r i c t i o n s  ar e  m o r e  c h al l e n g i n g  t h an  i n  an y  o t h e r  
c r i s e s ,  m ak i n g  t h e  r e v i v al  o f  t h e  e c o n o m y  d i f f i c u l t .  
T h i s  i s  ap p ar e n t  f r o m  t h e  I M F  p r e d i c t i n g  i n  A p r i l  
2020, that the world GDP growth will contract by 
3  p e r  c e n t  i n  2 0 2 0 ,  w h i c h  i s  a d r o p  o f  o v e r  6  p e r  
c e n t  f r o m  t h e  p r e d i c t i o n s  m ad e  b e f o r e  t h e  g l o b al  
outbreak of the COVID-19 pandemic. Further, the 
COVID-19 pandemic has a higher impact on the 
s e r v i c e s  s e c t o r  d u e  t o  m o b i l i t y  r e s t r i c t i o n s  w h i c h  i s  
an o t h e r  p r o m i n e n t  v ar i an c e  f r o m  p r e v i o u s  c r i s e s .  
During Q1 2020, most countries were under total 
o r  p ar t i al  l o c k d o w n s  w h i c h  i n t e r r u p t e d  i n d u s t r i e s  
r e q u i r i n g  p h y s i c al  l ab o u r .  I m p ai r e d  h u m an  c ap i t al  
an d  r e d u c e d  p r o d u c t i v i t y  a f f e c t e d  g l o b al  p r o d u c t i o n  
a n d  d i s r u p t e d  s u p p l y  c h a i n s ,  c r e a t i n g  a  s i g n i f i c a n t  d r o p  
in the global supply. Due to broad based reduction in 
p r i v a t e  i n v e s t m e n t s  a n d  c o n s u m p t i o n ,  f i r m s  w e r e  
r e l u c t a n t  t o  i n c r e a s e  i n v e s t m e n t s  d u r i n g  t h e s e  t i m e s  
o f  u n c e r t a i n t y ,  f u r t h e r  d e p r e s s i n g  i m p r o v e m e n t s  i n  
t h e  s u p p l y  s i d e .   

I n  t h e  m e an t i m e ,  i t  w as  e v i d e n t  t h a t  d e m an d  
p a t t e r n s  h a v e  al s o  c h an g e d  v as t l y  f r o m  p r e - c r i s i s  
b e h a v i o r .  T h i s  w as  v i s i b l e  w i t h  p e o p l e  a v o i d i n g  m as s  
g a t h e r i n g s ,  s h o p p i n g  m al l s ,  p u b l i c  t r an s p o r t  an d  
leisure activities. Demand for sectors which need 
s o c i al  i n t e r ac t i o n  s u c h  as  t r a v e l ,  e n t e r t ai n m e n t  
an d  t o u r i s m  w as  m o r e  s e v e r e l y  a f f e c t e d  al l  ar o u n d  
t h e  w o r l d .  L o w  i n c o m e  l e v e l s  d u e  t o  l a y - o f f s  o r  
s al ar y  d e d u c t i o n s  m a y  h a v e  al s o  c o n t r i b u t e d  t o  
t h e  s l u g g i s h  d e m an d .  A s  a r e s u l t ,  t h e r e  w as  a 

Source: Ahir, H, N Bloom, and D Furceri (2018), “World Uncertainty 
I n d e x ” ,  S t an f o r d  m i m e o

11.00

9.26 2.50
3.40 1.60

5.87

5.96

 

 

 

 

 

 

 

 

 

 

U S  f i s c al  c l i f f  an d  
s o v e r e i g n  d e b t  
c r i s i s  i n  E u r o p e

COVID-19

G l o b al  
F i n an c i al  C r s i s

E b o l aA v i an  f l uS A R S

60,000

50,000

40,000

30,000

20,000

10,000

0

30

25

20

15

10

5

0

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
16

20
17

20
18

20
19

20
20

World Uncertainty Index

World Pandemic Uncertainty Index (RHS)

2

Central Bank of Sri Lanka - Financial System Stability Review 2020



W orking  H ou r Losses as a P ercentag e 
Comp ared  to 201 9  Q 4

Ch art 
1 . 2

n o t i c e ab l e  r e l u c t an c e  i n  c o n s u m e r s  t o  s p e n d  o n  
l u x u r y  an d  n o n - e s s e n t i al  p r o d u c t s  an d  s e r v i c e s .  
T h e  l ac k  o f  c o n f i d e n c e  i n  f u t u r e  e ar n i n g s  h a v e  al s o  
l e d  c o n s u m e r s  t o  f o l l o w  m o r e  c au t i o u s  s p e n d i n g  
h ab i t s .  

U n e m p l o y m e n t  h as  i n c r e as e d  s h ar p l y  d u r i n g  
t h e  c r i s i s  p e r i o d  d e s p i t e  v ar i o u s  m e as u r e s  t ak e n  
b y  g o v e r n m e n t s  ai m e d  a t  r e t ai n i n g  e m p l o y e e s .  
T h e  I n t e r n a t i onal Labour Organization (ILO) has 
e s t i m a t e d  t h a t  t h e  w o r k i n g  h o u r  l o s s e s  c o m p ar e d  
to Q4 of 2019 (pre-crisis baseline) is 12.1 per cent 
in Q3, 2020 which is equivalent to a loss of 345 
m i l l i o n  f u l l  t i m e  w o r k e r s .  F u r t h e r ,  i t  w as  o b s e r v e d  
t h a t  l o w e r - m i d d l e - i n c o m e  c o u n t r i e s  h a v e  r e p o r t e d  
t h e  h i g h e s t  w o r k i n g  h o u r  l o s s e s  as  w e l l  as  t h e  
h i g h e s t  l o s s  o f  l ab o u r  i n c o m e  d u r i n g  t h i s  p e r i o d .  
T h i s  m a y  b e  d u e  t o  l o w e r  i n f r as t r u c t u r e  f ac i l i t i e s  
an d  t e c h n o l o g i c al  ad v an c e m e n t s  i n  s u c h  c o u n t r i e s  
an d  al s o  m aj o r i t y  o f  t h e  w o r k f o r c e  b e i n g  e m p l o y e d  
i n  w o r k  r e q u i r i n g  m an u al  l ab o u r  w h i c h  i s  l e s s  
am e nable to work from home nature. Persons 
e m p l o y e d  i n  t h e  i n f o r m al  s e c t o r  ar e  m o r e  s e v e r e l y  
a f f e c t e d  w i t h  l e s s e r  o r  n o  g o v e r n m e n t  s u p p o r t  
i n  t h i s  t i m e  o f  c r i s i s .  T h e  I L O  h as  e s t i m a t e d  t h a t  
6 0 . 0  p e r  c e n t  o f  g l o b al  w o r k e r s  ar e  e m p l o y e d  i n  
t h e  i n f o r m al  s e c t o r .  S u c h  d i s r u p t i o n s  i n  t h e  l ab o u r  
m ar k e t  c an  s i g n i f i c an t l y  a f f e c t  t h e  g l o b al  s u p p l y  
an d  d e m an d  c o n d i t i o n s .  

The sharp drop in the Global Purchasing Managers’ 
Index (PMI) during April 2020 coincides with this 
d e c r e as i n g  g l o b al  d e m an d  a n d  s u p p l y  d u e  t o  t h e  
COVID-19 pandemic. The Global PMI which was 
g r ad u al l y  d e c l i n i n g  s i n c e  2 0 1 7 ,  i m p r o v e d  s l i g h t l y  
towards the end of 2019 owing to pessimistic 

G lobal P u rch asing  M anag ers’  I nd exCh art 
1 . 3

business sentiment. The Global PMI was slumped 
drastically with the COVID-19 pandemic indicating 
the low sentiment in Q1 and Q2 2020. However, 
it showed signs of significant recovery in Q3 of 
2 0 2 0  m ai n l y  d r i v e n  b y  t h e  c o n f i d e n c e  b o o s t  f r o m  
policy measures taken in response to the COVID-19 
p an d e m i c .

In Q2 of 2020, most countries re-opened from 
the stringent lockdown conditions imposed in Q1 
2 0 2 0 .  H o w e v e r ,  t h e  ag g r e g a t e  d e m an d  c o n t i n u e d  
to decline as a result of job and income losses in Q1 
2 0 2 0 ,  w h i l e  s u p p l y  d i s r u p t i o n s  al s o  c o n t i n u e d .  E v e n  
a f t e r  t h e  r e - o p e n i n g  o f  c o u n t r i e s  an d  c o m m e n c i n g  
o f  w o r k ,  t h e  p r o d u c t i v i t y  l o s s  h as  b e e n  i n e v i t ab l e .  
T h e  h i g h  c o s t  an d  t i m e  i n c u r r e d  f o r  m ai n t ai n i n g  
h e al t h  g u i d e l i n e s  i s s u e d  t o  m i t i g a t e  t h e  s p r e ad  
of COVID-19 have significantly contributed to the 
d e c l i n e  i n  p r o d u c t i v i t y .  T h e r e f o r e ,  i n  J u n e  2 0 2 0 ,  
the IMF predicted that the reduction in GDP will be 
s t e e p e r  t h an  p r e d i c t e d  i n  A p r i l  2 0 2 0 .  

I n  O c t o b e r  2 0 2 0 ,  t h e  I M F  p r e d i c t e d  t h a t  g l o b al  
g r o w t h  w i l l  c o n t r ac t  b y  4 . 4  p e r  c e n t  c o m p ar e d  
to the 4.9 per cent projection released in June 
2 0 2 0 .  T h e  r e c o v e r y  o f  g r o w t h  i n  e c o n o m i e s  h as  
b e e n  b e t t e r  t h an  e x p e c t e d  an d  e c o n o m i c  ac t i v i t y ,  
g l o b al  t r ad e  an d  r e t ai l  s al e s  h a v e  p i c k e d  u p  d u r i n g  
Q3 of 2020. Success in several vaccine trials and 
p e o p l e  ad ap t i n g  t h e i r  l i v e s  t o  t h e  n e w  n o r m al  
c o n d i t i o n s  c o n t r i b u t e d  t o  t h i s  r e c o v e r y .  H o w e v e r ,  
a rapid resurgence of COVID-19 was witnessed all 
o v e r  t h e  w o r l d  again during Q3 of 2020, urging 
s o m e  c o u n t r i e s  t o  r e - i m p o s e  s t r i n g e n t  l o c k d o w n s  
s i m i l ar  t o  t h o s e  i m p o s e d  d u r i n g  t h e  f i r s t  w a v e  o f  

Source: Bloomberg

S o u r c e : International Labour Organization

 * Estimation for first three quarters of 2020 and projection for q4 of  
     2020
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P olicy M easu res T aken Reg ard ing  th e 
CO V I D -1 9  P and emic as a P ercentag e of G D P

Ch art 
1 . 5G lobal E conomic G rowth

Ch art 
1 . 4

Source: IMF World Economic Outlook – October 2020 Source: International Monetary Fund

t h e  p an d e m i c ,  w h i c h  m a y  s l o w d o w n  t h e  e c o n o m i c  
r e v i v al  w o r l d w i d e  as  2 0 2 0  e n d s .  

M an y  e c o n o m i e s  h a v e  t ak e n  m u l t i - p r o n g e d  
m e as u r e s  t o  c o m b a t  al l  f o r m s  o f  c r i s e s  c r e a t e d  
from COVID-19 pandemic. Government spending 
o n  i m p r o v i n g  h e al t h  s e r v i c e s ,  i n c r e as i n g  r an d o m  
testing for COVID-19 virus, medicating and 
i s o l a t i n g  i n f e c t e d  p e o p l e ,  an d  f u n d i n g  r e s e ar c h  
an d  d e v e l o p m e n t  f o r  a v ac c i n e  ar e  s o m e  m e a s u r e s  
taken to withstand the health crisis. Providing low 
cost credit facilities subsidized by the government, 
c u s h i o n i n g  i n c o m e  l o s s e s ,  d e b t  m o r a t o r i a f o r  
industries affected by the COVID-19 pandemic, 
c r e d i t  g u a r an t e e  s c h e m e s ,  an d  p r i c e  r e s t r i c t i o n s  
t o  d e c r e as e  t h e  c o s t  o f  l i v i n g  w e r e  s o m e  m e as u r e s  
t a k e n  t o  r e l i e v e  t h e  e c o n o m y  d u r i n g  t h i s  t u r b u l e n t  
p e r i o d .  M e as u r e s  s u c h  as  e a s i n g  m o n e t ar y  p o l i c y ,  
as s e t  r e p u r c h a s e s  e n ab l e d  t o  i n c r e as e  t h e  l i q u i d i t y  
i n  t h e  e c o n o m y  t o  s t i m u l a t e  e c o n o m i c  ac t i v i t y  i n  a 
p e r i o d  o f  e c o n o m i c  d o w n t u r n .  

M e an w h i l e ,  i n t r o d u c i n g  r e g u l a t o r y  f o r b e ar an c e s  
e s p e c i al l y  i n  t e r m s  o f  c ap i t al  an d  l i q u i d i t y  
r e q u i r e m e n t s  o f  f i n an c i al  i n s t i t u t i o n s  an d  p r o v i d i n g  
l i q u i d i t y  as s i s t an c e  ar e  s o m e  m ac r o p r u d e n t i al  
measures taken to stabilize the financial sector 
d u r i n g  t h i s  p e r i o d .  M an y  c o u n t r i e s  h a v e  i s s u e d  
g u i d e l i n e s  t o  r e l e as e  t h e  c o u n t e r c y c l i c al  c ap i t al  
b u f f e r  an d  t h e  l i q u i d i t y  c o v e r ag e  r a t i o  w h i c h  ar e  
b u f f e r s  c r e a t e d  d u r i n g  f a v o u r ab l e  t i m e s  an d  m e an t  
t o  b e  u s e d  i n  t i m e s  o f  c r i s i s  s i t u a t i o n s .  F u r t h e r ,  
l i m i t i n g  d i s c r e t i o n ar y  p a y m e n t s  s u c h  as  d i v i d e n d s  
an d  p r o f i t  r e p a t r i a t i o n  w as  al s o  t ak e n  as  a m e as u r e  
t o  i m p r o v e  t h e  b u i l d i n g  u p  o f  c ap i t al  o f  f i n an c i al  
i n s t i t u t i o n s .  T h r o u g h  s u c h  m e as u r e s ,  l i q u i d i t y  w as  

f r e e d  u p  t o  f ac i l i t a t e  t h e  c o n t i n u a t i o n  o f  l e n d i n g  
d o n e  b y  f i n an c i al  i n s t i t u t i o n s .  T h e r e b y ,  e c o n o m i c  
ac t i v i t i e s  c o u l d  b e  c ar r i e d  o n  w i t h o u t  d i s r u p t i o n s  
f r o m  l ac k  o f  f u n d i n g .  

F i s c al  p o l i c y  m e as u r e s  t ak e n  b y  e c o n o m i e s ,  h a v e  
b e e n  i n  t h e  f o r m s  o f  “ A b o v e - t h e - l i n e ”  a n d  “ B e l o w -
t h e - l i n e ”  n a t u r e .  A b o v e - t h e - l i n e  p o l i c i e s  ar e  p o l i c i e s  
w h i c h  h a v e  a d i r e c t  i m p ac t  o n  t h e  f i s c al  b u d g e t  i n  
t h e  s h o r t  t e r m ,  s u c h  as  ad d i t i o n al  s p e n d i n g  an d  t a x  
c u t s .  A d d i t i o n a l  e x p e n s e s  o n  t h e  h e al t h  s e c t o r  a r e  
al s o  i n c l u d e d  u n d e r  s u c h  p o l i c i e s .  O n  t h e  c o n t r ar y ,  
b e l o w - t h e - l i n e  p o l i c i e s  ar e  p o l i c i e s  w h i c h  d o  n o t  
h a v e  a d i r e c t  i m p ac t  o n  t h e  f i s c al  b u d g e t  b u t  w i l l  
h a v e  an  i m p ac t  o n  i n c r e as i n g  d e b t  o r  ad d i t i o n al  
b o r r o w i n g s .  I t  i s  o b s e r v e d  t h a t  ad v an c e d  e c o n o m i e s  
h a v e  s p e n t  a s u b s t an t i al l y  h i g h e r  am o u n t  f o r  b o t h  
t y p e s  o f  p o l i c y  m e as u r e s ,  w h i c h  c o u l d  b e  d u e  t o  
the high impact of COVID-19 health related issues 
as  w e l l  as  t h e i r  ab i l i t y  t o  a f f o r d  s u c h  s p e n d i n g .

S u c h  u n p r e c e d e n t e d  m o n e t ar y  an d  f i s c al  s t i m u l i  
h a v e  u n d o u b t e d l y  s u p p o r t e d  i n  b u i l d i n g  i n v e s t o r  
c o n f i d e n c e  an d  d i l u t i n g  t h e  e f f e c t s  o f  t h e  s h o c k s  
t o  t h e  e c o n o m y .  F u r t h e r m o r e ,  s u c h  p o l i c i e s  h a v e  
c o n t r i b u t e d  t o  a v o i d  ad v e r s e  m ac r o - f i n an c i al  
f e e d b ac k  l o o p s .  

T h e  p o s i t i v e  i m p ac t  o f  t h e  t i m e l y  i m p l e m e n t a t i o n  o f  
ad e q u a t e  an d  e f f e c t i v e  p o l i c y  m e as u r e s  i s  r e f l e c t e d  
i n  t h e  i m p r o v i n g  f i n an c i al  c o n d i t i o n s  i n  t h e  F i n an c i al  
C o n d i t i o n s  I n d e x  o f  U S A  an d  t h e  E u r o p e an  U n i o n  
f r o m  M a y  2 0 2 0  o n w ar d s .  A  n o t e w o r t h y  d e c l i n e  
i n  f i n an c i al  c o n d i t i o n s  w as  o b s e r v e d  i n  M ar c h  
and April 2020, during which time the COVID-19 
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p an d e m i c  w as  a t  i t s  p e ak  an d  t h e  w o r l d  w as  
beginning to realize its magnitude and impact of 
t h i s  c r i s i s .  I t  i s  e v i d e n t  t h a t  t h e  u n c e r t ai n t y  h as  
s e v e r e l y  a f f e c t e d  b u s i n e s s  s e n t i m e n t .

Global inflation was muted in Q4 of 2019 as 
a r e s u l t  o f  t h e  d e c r e as i n g  p r i c e s  o f  m e t al  an d  
e n e r g y  s t e m m i n g  f r o m  l o w  d e m an d  w h i c h  w as  
attributable to the emerging COVID-19 situation in 
C h i n a w h i c h  l e d  t o  a c l o s e d o w n  o f  s e v e r al  f ac t o r i e s .  
T h e  l o w  ag g r e g a t e  d e m an d  d u r i n g  t h e  f i r s t  t w o  
q u ar t e r s  o f  2 0 2 0  c r e a t e d  a d o w n w ar d  p r e s s u r e  o n  
p r i c e s ,  d r i v i n g  t h e  g l o b al  i n f l a t i o n  l o w .  I t  w as  n o t e d  
t h a t  t h e  d o w n w ar d  p r e s s u r e  o n  p r i c e s  s u r p as s e d  
p o s s i b l e  u p w ar d  c o s t  p u s h  p r e s s u r e  s t e m m i n g  
f r o m  d i s r u p t i o n s  t o  t h e  s u p p l y  s i d e .  I n f l a t i o n  h as  
s l i g h t l y  p i c k e d  u p  f o r  ad v an c e d  e c o n o m i e s  d u r i n g  

Bloomberg	Financial	Conditions	Index
Ch art 

1 . 6

Source: Bloomberg

Q3 of 2020. However, countries like Japan continue 
t o  f ac e  d e f l a t i o n ar y  p r e s s u r e  w i t h  t h e  d o w n t u r n  i n  
d e m an d .

S h i f t  i n  t h e  f i n an c i al  s e n t i m e n t s  l e ad i n g  t o  m o v i n g  
p o r t f o l i o s  t o w ar d s  s a f e  as s e t s ,  s u c h  as  g o l d ,  
was observed during the COVID-19 crisis in the 
c o m m o d i t y  m ar k e t .  T h e  f l o o d  o f  l i q u i d i t y  f r o m  
c e n t r al  b an k s ,  c o m b i n e d  w i t h  r e c o r d - l o w  i n t e r e s t  
r a t e s ,  l i f t e d  g o l d  p r i c e s  f r o m  t h e  b e g i n n i n g  o f  t h e  
COVID-19 pandemic which showed corrections 
i n  A p r i l  an d  A u g u s t  2 0 2 0 .  T h i s  t r e n d  w as  f u r t h e r  
s t r e n g t h e n e d  w i t h  t h e  d e c l i n i n g  d e m an d  f o r  t h e  
U S  d o l l ar  w i t h  p o l i t i c al  u n c e r t ai n t i e s  a r i s i n g  f r o m  
the November 2020 Presidential elections in the 
U S A .  F u r t h e r ,  t o w ar d s  O c t o b e r  2 0 2 0  t h e  i n c r e as i n g  
number of COVID-19 infected people in the USA 

G old  P rices and  U SD  J P Y  E x ch ang e 
Rate	Fluctuation

Ch art 
1 . 8

Sources: World Bank 
 T h e  F e d e r al  R e s e r v e s  

Commod ity P rices
Ch art 

1 . 9

Source: World Bank

Global	Inflation
Ch art 

1 . 7

Source: IMF World Economic Outlook – October 2020
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A nnu al Ch ang e of Cred it to 
N on-bank Borrowers

Ch art 
1 . 1 0

and the resurgence of COVID-19 in other advanced 
c o u n t r i e s  h a v e  l e d  i n v e s t o r s  t o  m o v e  ag a i n  t o w ar d s  
i n v e s t i n g  i n  g o l d  w h i c h  h as  i n c r e as e d  i t s  p r i c e .  

T h e  d e m a n d  f o r  c o m m o d i t i e s  l i k e  o i l  an d  h e a v y  
m e t al  d e c l i n e d  c o n s i d e r ab l y  d u e  t o  s i g n i f i c an t l y  
l o w  c o m m u t i n g  d o n e  b y  t h e  w o r l d  an d  t h e  d r o p  
i n  p r o d u c t i o n  an d  i n d u s t r y  u s ag e  o f  s u c h  m a t e r i al .  
Further, due to the crisis situation, the OPEC+ 
c o al i t i o n  c o u l d  n o t  c o m e  i n t o  an  ag r e e m e n t  o n  
p r i c e s ,  r e s u l t i n g  i n  a p l u n g e  i n  o i l  p r i c e s  i n  M ar c h  
2020. However, in April 2020 the OPEC+ coalition 
r e s u m e d  d i s c u s s i o n s  an d  as  a r e s u l t  e n e r g y  p r i c e s  
have improved from May 2020 onwards. Yet, 
t h e s e  p r i c e s  r e m ai n  b e l o w  t h e  p r e - c r i s i s  l e v e l s .  
A s  s u c h ,  c u r r e n c i e s  o f  c o m m o d i t y  e x p o r t i n g  
e c o n o m i e s  h a v e  f ac e d  c o n s i d e r ab l e  d e p r e c i a t i o n .  
F u r t h e r ,  e c o n o m i e s  w h i c h  d e p e n d  o n  e x p o r t i n g  
c o m m o d i t i e s  ar e  e x p e r i e n c i n g  d i f f i c u l t i e s  d u e  t o  
t h e  u n c e r t ai n  c as h  f l o w s  f r o m  e x p o r t s .

1 . 2. 1  G lobal Financial M arkets

I n  t h e  b e g i n n i n g  o f  y e ar  2 0 2 0 ,  i n t e r n a t i o n al  
f i n an c i al  m ar k e t s  i n d i c a t e d  a d o w n t u r n  w i t h  t h e  
outbreak of the COVID-19 pandemic which created 
c o n s i d e r ab l e  l i q u i d i t y  c o n s t r ai n t s .  H o w e v e r ,  f r o m  
Q2 of 2020, a disconnection between financial 
m ar k e t s  an d  t h e  r e al  e c o n o m y  w as  o b s e r v e d  
w i t h  s u b s t an t i al  e as i n g  o f  f i n an c i al  c o n d i t i o n s  
w i t h  i m p r o v i n g  l i q u i d i t y  i n  t h e  m ar k e t s  d u e  t o  
u n p r e c e d e n t e d  m o n e t ar y  p o l i c y  m e as u r e s  t ak e n  b y  
c e n t r al  b an k s .  S u c h  m e as u r e s  h a v e  b o o s t e d  i n v e s t o r  
s e n t i m e n t ,  an d  as  a  r e s u l t  f i n an c i al  m a r k e t s  h a v e  
s t ar t e d  t o  i m p r o v e ,  i n d e p e n d e n t  o f  t h e  d o w n w ar d  
moving economy. Pertaining to monetary policy 
e as i n g  m e as u r e s ,  p o l i c y  r a t e s  w e r e  c u t  i n  s e v e r al  
instances in advanced economies and EMDEs. The 
F e d e r al  R e s e r v e  B an k ,  s l as h e d  i n t e r e s t  r a t e s  t w i c e  
in 2020 to near zero levels, cutting interest rates 
f r o m  1 . 7 5  p e r  c e n t  t o  0 . 2 5  p e r  c e n t .   A t  t h e  s am e  
t i m e ,  t h e  B an k  o f  E n g l an d  r e d u c e d  t h e  r a t e  b y  6 5  
b as i s  p o i n t s  t o  0 . 1 0  p e r  c e n t .  I n  s u c h  a s c e n ar i o ,  
r e al  y i e l d s  o f  b o n d s  i s s u e d  b y  ad v an c e d  e c o n o m i e s  
ar e  m o v i n g  t o w ar d s  n e g a t i v e  t e r r i t o r y  d u e  t o  
d e c r e as i n g  b o n d  y i e l d s  an d  i n f l a t i o n  i n c r e as i n g  t o  
p r e - p an d e m i c  l e v e l s .  M e an w h i l e ,  t h e  B an k  o f  J ap an  
h as  k e p t  p o l i c y  r a t e s  u n c h an g e d  as  t h e y  ar e  al r e ad y  
at a level below zero. Further, some large EMDEs 
like Brazil, India, Indonesia, Mal a y s i a,  M e x i c o  an d  
S o u t h  A f r i c a h a v e  al s o  c u t  p o l i c y  r a t e s  i n  r e s p o n s e  
to the COVID-19 pandemic. 

I n  t h i s  b ac k g r o u n d  o f  g l o b al  l i q u i d i t y ,  t h e  e as e  o f  
f i n an c i n g  i n  g l o b al  f i n an c i al  m ar k e t s  h as  i m p r o v e d  
in Q2 or 2020 facilitating foreign currency credit 
f l o w s  t o  n o n - b an k  b o r r o w e r s  as  p e r  t h e  G l o b al  
L i q u i d i t y  I n d i c a t o r s  c o m p i l e d  b y  t h e  B an k  f o r  
International Settlements (BIS). The annual growth 
o f  U S  d o l l ar  c r e d i t  t o  n o n - b a n k  b o r r o w e r s  o u t s i d e  
t h e  U S A  i n c r e as e d  t o  6 . 5  p e r  c e n t  a t  e n d  J u n e  
2 0 2 0  c o m p ar e d  t o  4 . 2  p e r  c e n t  r e p o r t e d  as  a t  e n d  
June 2019. Out of this, credit to Emerging Market 
Economies (EMEs) has improved to 7.4 per cent 
a t  e n d  J u n e  2 0 2 0  as  ag a i n s t  2 . 0  p e r  c e n t  r e p o r t e d  
at end June 2019. The annual growth rate of US 
d o l l ar  c r e d i t  t o  d e v e l o p ing Asia and the Pacific 
h as  i n c r e as e d  p h e n o m e n al l y  t o  8 . 7  p e r  c e n t  a t  
e n d  J u n e  2 0 2 0  w h e n  c o m p ar e d  t o  n e g a t i v e  0 . 6  
p e r  c e n t  r e c o r d e d  a t end June 2019. This increase 
w as  m ai n l y  d u e  t o  t h e  l ar g e  b o r r o w i n g s  d o n e  b y  
I n d o n e s i a,  I n d i a an d  C h i n a.  M e an w h i l e ,  f o r e i g n  
c u r r e n c y  c r e d i t  d e n o m i n a t e d  i n  E u r o s  an d  J ap an e s e  
yen increased at a slower pace at 3.9 per cent and 
2 . 2  p e r  c e n t ,  r e s p e c t i v e l y ,  c o m p ar e d  t o  U S  d o l l ar  
d e n o m i n a t e d  c r e d i t .  O v e r al l  i m p r o v e m e n t  o f  g l o b al  
l i q u i d i t y  c an  b e  a t t r i b u t e d  t o  t h e  f a v o r ab l e  p o l i c y  
responses to the COVID-19 outbreak by advanced 
economies and EMDEs during Q1 and Q2 of 2020. 

W i t h  r e g ar d  t o  t h e  b o n d  m ar k e t ,  i t  w as  n o t e d  
that yields and flow of portfolios to the EMDEs 
have increased towards end of 2019 due to a 
s h i f t  i n  i n v estor sentiment toward EMDEs from 
t h e  ad v an c e d  e c o n o m i e s  c a u s e d  b y  t h e  l i g h t e n i n g  

Source: Bank for International Settlements
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o f  t r ad e  t e n s i o n  b e t w e e n  U S  an d  C h i n a an d  t h e  
e x p e c t a t i o n  o f  n o t  p u r s u i n g  a n o - d e al  B r e x i t .  
However, during the surge of the pandemic in Q1 
2 0 2 0 ,  t h e  U S  d e n o m i n a t e d  b o n d  y i e l d s  d r o p p e d  
drastically and increased in Q2 2020 and thereafter 
t h e  b o n d  m ar k e t  y i e l d  h as  b e e n  c o n s i s t e n t  u p  t o  
n o w .

With the surge of the COVID-19 pandemic, EMDEs’ 
U S  d o l l ar  d e n o m i n a t e d  d e b t  s p r e ad  d e c l i n e d  w i t h  
r e t r ac t i n g  b o n d  y i e l d s .  F r o m  e n d  M ar c h  2 0 2 0 ,  t h e  
b o n d  s p r e ad  m o d e r a t e l y  d e c l i n e d  w i t h  b o n d  f l o w s  
reporting outflows for EMDEs. It was anticipated 
t h a t  r a t e  r e d u c t i o n s  i n  ad v an c e d  e c o n o m i e s  w i l l  
t r i g g e r  i n v e s t o r s  t o  m o v e  t h e i r  i n v e s t m e n t s  f r o m  
advanced economies to EMDEs. However, this did 

U S T reasu ry Y ield  Cu rveCh art 
1 . 1 2

Source: Department of Treasury, USA

not materialize owing to various reasons, such as 
e x c h an g e  r a t e  v o l a t i l i t y ,  c o n c e r n s  o n  e c o n o m i c  
s t ab i l i t y  an d  p o l i t i c al  u n c e r t ai n t y  i n  e m e r g i n g  
e c o n o m i e s .  F u r t h e r ,  t h e  s t r o n g e r  p r e s e n c e  o f  C h i n a 
i n  t h e  a f t e r m a t h  o f  t h e  p an d e m i c  r e c o v e r y  c o u l d  b e  
a p o t e n c y  f o r  t h e  e m e r g i n g  e c o n o m i e s  i n  t h e  A s i an  
r e g i o n  as  t h e  o u t l o o k  f o r  m o s t  o f  t h e  ad v an c e d  
c o u n t r i e s  ap p e ar  t o  b e  e x t r e m e l y  g l o o m y .

F u r t h e r ,  i t  w as  o b s e r v e d  t h a t  c r e d i t  m ar k e t  s p r e ad s  
o n  c o r p o r a t e  b o n d s  s i g n i f i c an t l y  i n c r e as e d  d u r i n g  
the COVID-19 pandemic accounting for the risk of 
d e f au l t  d u r i n g  an  e c o n o m i c  d o w n t u r n .  C o r p o r a t e s  
f ac e d  s e r i o u s  r e v e n u e  l o s s e s  d e s p i t e  h a v i n g  t o  
i n c u r  f i x e d  c o s t s ,  d e b t  r e p a y m e n t s  an d  s al ar i e s .  
T h e r e f o r e ,  c o r p o r a t e s  ar e  u n d e r  s i g n i f i c an t  l i q u i d i t y  
c o n s t r ai n t s  an d  s o m e  h a v e  f ac e d  b an k r u p t c y  d u e  
t o  t h i s  c r i s i s .  H o w e v e r ,  a n ar r o w  d o w n  o n  c r e d i t  
market spreads was observed from Q2 of 2020 
d e s p i t e  t h e  d e t e r i o r a t i n g  c r e d i t  q u al i t y  as  a r e s u l t  o f  
t h e  d i s c o n n e c t i o n  b e t w e e n  f i n an c i al  m ar k e t s  an d  
t h e  r e a l  e c o n o m y .  T h e  d e c l i n i n g  c o r p o r a t e  b o n d  
y i e l d  h as  b e e n  l e d  b y  t h e  d e c r e as e  i n  r i s k - f r e e  r a t e s  
w h i c h  h as  b e e n  i m p o s e d  t h r o u g h  p o l i c y  m e as u r e s .

F u r t h e r ,  i t  w a s  o b s e r v e d  t h a t  c r e d i t  m a r k e t  s p r e a d s  
o n  c o r p o r a t e  b o n d s  s i g n i f i c a n t l y  i n c r e a s e d  d u r i n g  
the COVID-19 pandemic accounting for the risk of 
d e f a u l t  d u r i n g  a n  e c o n o m i c  d o w n t u r n .  C o r p o r a t e s  
f a c e d  s e r i o u s  r e v e n u e  l o s s e s  d e s p i t e  h a v i n g  t o  
i n c u r  f i x e d  c o s t s ,  d e b t  r e p a y m e n t s  a n d  s a l a r i e s .  
T h e r e f o r e ,  c o r p o r a t e s  a r e  u n d e r  s i g n i f i c a n t  
l i q u i d i t y  c o n s t r a i n t s  a n d  s o m e  h a v e  f a c e d  
b a n k r u p t c y  d u e  t o  t h i s  c r i s i s .  H o w e v e r ,  a  n a r r o w  

U S d ollar D enominated  Bond s 
and  Cap ital Flows of E M D E s

Ch art 
1 . 1 3

Source: Bank for International Settlements

1 0-year G overnment Bond  
Y ield s

Ch art 
1 . 1 1

Source: Bank for International Settlements
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U S Corp orate Bond  Sp read
Ch art 
1 . 1 4

Source: Bloomberg

E q u ity M arket P erformance 
d u ring  th e CO V I D -1 9  P and emic

Ch art 
1 . 1 6

P erformance as p er Sectors in 
G lobal E q u ity M arkets

Ch art 
1 . 1 7

Source: Bank for International Settlements

*Current P/E ratio compared with long term historical distribution – 
1973 to current

Source: Bank for International Settlements

d o w n  o n  c r e d i t  m a r k e t  s p r e a d s  w a s  o b s e r v e d  f r o m  
Q2 of 2020 despite the deteriorating credit quality 
a s  a  r e s u l t  o f  t h e  d i s c o n n e c t i o n  b e t w e e n  f i n a n c i a l  
m a r k e t s  a n d  t h e  r e a l  e c o n o m y .  T h e  d e c l i n i n g  
c o r p o r a t e  b o n d  y i e l d  h a s  b e e n  l e d  b y  t h e  d e c r e a s e  
i n  r i s k - f r e e  r a t e s  w h i c h  h a s  b e e n  i m p o s e d  t h r o u g h  
p o l i c y  m e a s u r e s .

E q u i t y  m ar k e t s  h a v e  b e e n  r ap i d l y  r e p r i c i n g  
t h r o u g h o u t  2 0 2 0  d u e  t o  t h e  u n c e r t ai n  an d  
c o n t i n u o u s  d i s t u r b an c e s  t o  t h e  g l o b al  e c o n o m y  
d u r i n g  t h i s  p e r i o d .  F r o m  m i d - F e b r u ar y ,  t h e  
COVID-19 outbreak fears resulted in a rapid drop 
i n  e q u i t y  p r i c e s  w i t h  t h e  s h ar p e s t  d r o p  s e e n  i n  
M ar c h  2 0 2 0 .  H o w e v e r ,  t h e r e a f t e r  e q u i t y  m ar k e t s  

m an ag e d  t o  r e p o r t  s t e ad y  g ai n s .   N e v e r t h e l e s s ,  
s u c h  g ai n s  w e r e  n o t  e q u al l y  d i s t r i b u t e d  am o n g s t  
m ar k e t s  o r  s e c t o r s  as  a d v an c e d  e c o n o m i e s ,  
e s p e c i al l y  C h i n a an d  U S  r e p o r t e d  n o t ab l e  g ai n s  
c o m p ar e d  t o  o t h e r  e c o n o m i e s .  O t h e r  ad v an c e d  
economies rebounded during Q3 of 2020 with a 
c o m p ar a t i v e l y  l e s s e r  i n c r e as e .  C o n s i d e r ab l e  c ap i t al  
outflows from EMDEs were evident due to the 
deteriorating market sentiment during Q1 of 2020. 
However, from Q2 of 2020, investor sentiment has 
moderately improved on EMDEs as well. 

A  d i s c r e p a n c y  i n  e q u i t y  v a l u a t i o n s  w a s  o b s e r v e d  
w i t h i n  s e c t o r s  o f  e q u i t y .  E q u i t y  i n  s e c t o r s  w h i c h  

M SCI  Sh are P rice I nd ices
Ch art 
1 . 1 5

Source: Bloomberg
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Source: Bloomberg Source: Bloomberg

a r e  i n  a  b e t t e r  p o s i t i o n  f r o m  s t r u c t u r a l  c h a n g e s  
created by the COVID-19 pandemic, such as stocks 
o n  t e c h n o l o g y  a n d  h e a l t h ,  r e p o r t e d  t h e  h i g h e s t  
v a l u a t i o n .  T h e  r i s i n g  v a l u a t i o n  o f  t e c h n o l o g y -
r e l a t e d  s t o c k s  h a s  b e e n  a  p r i m a r y  r e a s o n  b e h i n d  
i n c r e a s i n g  p r i c e s  i n  U S  a n d  C h i n a  e q u i t y  m a r k e t s  
w h e r e  m o s t  o f  t h e  t e c h n o l o g y - r e l a t e d  s t o c k s  a r e  
l i s t e d .  M e a n w h i l e ,  f i n a n c i a l  s e r v i c e s  a n d  e n e r g y  
stocks reported lower valuations. Due to the 
d e p l e t i n g  c r e d i t  q u a l i t y ,  v a l u a t i o n  o f  f i n a n c i a l  
s e r v i c e s  w a s  l o w  a n d  t h e  l a c k  o f  d e m a n d  f o r  
e n e r g y  h a s  r e s u l t e d  i n  l o w  v a l u a t i o n  f o r  e n e r g y  
r e l a t e d  s t o c k s .

T h e  v o l a t i l i t y  o f  t h e  s t o c k  m ar k e t s  as  o b s e r v e d  
t h r o u g h  v o l a t i l i t y  i n d i c e s  w a s  al s o  h i g h  d u r i n g  t h e  
surge of the COVID-19 pandemic. The volatility of 
the stock markets dropped during Q2 of 2020 and 
i s  i n c r e a s i n g  ag ai n  d u e  t o  t h e  r e s u r g e n c e  o f  s e c o n d  
waves in many advanced economies and EMDEs. 
T h e  V I X  i n d e x  w h i c h  i n d i c a t e s  t h e  e x p e c t e d  p r i c e  
fluctuation of the S&P 500 index, the VSTOXX index 
which indicates the implied volatility of Eurozone 
Stocks, and the NKY volatility index which indicates 
t h e  e x p e c t e d  v o l a t i l i t y  o f  t h e  T o k y o  S t o c k  E x c h an g e  
al l  m o v e d  i n  al m o s t  i d e n t i c al  p a t h s  t h r o u g h o u t  
2 0 2 0 .

W i t h  s u c h  d e v e l o p m e n t s  i n  t h e  g l o b a l  f i n a n c i a l  
m a r k e t s ,  n o t e w o r t h y  m o v e m e n t s  i n  c u r r e n c i e s  
w e r e  a l s o  o b s e r v e d .  T h e  U S  d o l l a r  i n d e x  e r a s e d  
m o r e  t h a n  o n e  y e a r  o f  g a i n s  i n  a  m a t t e r  o f  t h r e e  
w e e k s  a s  f a l l i n g  e q u i t i e s ,  a n d  U S  b o n d - y i e l d s  
a r e  w e i g h i n g  h e a v i l y  o n  t h e  U S  d o l l a r .  H o w e v e r ,  

Behavior	of	Volatility	Indices
Ch art 
1 . 1 8

t h e  s t r e n g t h  o f  t h e  U S  d o l l a r  d e p e n d e d  o n  a  
f e w  k e y  f a c t o r s ,  n a m e l y ;  t h e  a b i l i t y  t o  m a i n t a i n  
t h e  s a f e  h a v e n  d e m a n d  m o m e n t u m ,  t h e  p a c e  o f  
t h e  e x p e c t e d  e c o n o m i c  r e c o v e r y  i n  t h e  U S A ,  t h e  
w a y  i n  w h i c h  t h e  n e w  p o l i t i c a l  r e g i m e s  w o u l d  
r e a c t  t o  t h e  p r e v a i l i n g  s o c i o - e c o n o m i c  c r i s i s ,  a n d  
t h e  p a c e  a t  w h i c h  o t h e r  m a r k e t s  w o u l d  r e c o v e r  
f r o m  t h e  o n g o i n g  c r i s i s .  A t  t h e  s a m e  t i m e ,  t h e  
E u r o  w e a k e n e d  d r a s t i c a l l y  w i t h  t h e  o u t b r e a k  
o f  t h e  p a n d e m i c  a c r o s s  t h e  r e g i o n  i n  d i f f e r e n t  
m a g n i t u d e s  a n d  i n  d i f f e r e n t  f r e q u e n c i e s .  H o w e v e r ,  
with the European Central Bank (ECB) adopting 
v e r y  q u i c k  m e a s u r e s  t o  a v o i d  t h e  p o s s i b i l i t y  o f  a  
v i r u s - i n d u c e d  d e b t  c r i s i s ,  t h e  E u r o  h a s  r e c o v e r e d  
f r o m  i t s  l o w e r  l e v e l s  r e p o r t e d  i n  M a r c h  2 0 2 0  
w i t h  a n  o p t i m i s m  f o r  e c o n o m i c  r e c o v e r y  i n  t h e  
p o s t  p a n d e m i c  p e r i o d .  S i m i l a r l y ,  t h e  f u n d a m e n t a l  
outlook for the GBP remains negative with 
p r i c e  a c t i o n  s k e w e d  d o w n s i d e  w i t h  t h e  s e v e r e  
e c o n o m i c  d o w n t u r n  a n d  t h e  u n c e r t a i n t y  c a u s e d  
b y  B r e x i t  n e g o t i a t i o n s  w h i c h  s t i l l  r e m a i n  i n  a  
d e a d l o c k  s t a t u s  a n d  h a s  n o t  p r o d u c e d  a n y  p o s i t i v e  
headlines. On the contrary, the Japanese Yen has 
b e e n  o n  a  c o n t i n u o u s l y  a p p r e c i a t i n g  t r e n d  i n  t h e  
r e c e n t  p a s t  m a i n l y  s u p p o r t e d  b y  t h e  s a f e  h a v e n  
d e m a n d .

1.2.2	 Financial	Institutions	

U p  t o  n o w ,  r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  w e r e  
n o t  a s  d e p r i v e d  a s  t h e y  w e r e  d u r i n g  t h e  G l o b a l  
F i n a n c i a l  C r i s i s ,  d e s p i t e  t h e  h i g h e r  s e v e r i t y  o f  t h i s  
c r i s i s .  H i g h  r e g u l a t o r y  r e q u i r e m e n t  o f  c a p i t a l  a n d  
l i q u i d i t y  l e v e l s  o f  r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  

U S D ollar I nd ex  and  E merg ing  
M arket Cu rrency I nd ex

Ch art 
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w h i c h  w e r e  i m p o s e d  a f t e r  t h e  G l o b a l  F i n a n c i a l  
C r i s i s  a n d  m a c r o p r u d e n t i a l  m e a s u r e s  a d o p t e d  
h a v e  s a f e g u a r d e d  r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  
s o  f a r  f r o m  t h e  p a n d e m i c  i n d u c e d  v u l n e r a b i l i t i e s .  
F u r t h e r ,  s u c h  l i q u i d i t y  a n d  c a p i t a l  l e v e l s  a r e  s t r e s s  
t e s t e d  i n  a c c o r d a n c e  w i t h  B a s e l  p r i n c i p l e s  i n  o r d e r  
t o  e n s u r e  h i g h e r  a b s o r b e n c y  o f  l o s s e s  a n d  f u n d i n g  
pressures. Due to the building up of buffers, 
r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  a r e  l e s s  v u l n e r a b l e  
t o  p r o c y c l i c a l  c o r r e c t i o n s  i n  t h e  f a c e  o f  e x t e r n a l  
s h o c k s .  T i m e l y  p o l i c y  m e a s u r e s  t a k e n  b y  r e g u l a t o r s  
a r o u n d  t h e  w o r l d  t o  e a s e  t h e  p r e s s u r e  o n  f i n a n c i a l  
i n s t i t u t i o n s  m a y  a l s o  h a v e  c o n t r i b u t e d  t o w a r d s  t h e  
s t a b i l i t y  o f  f i n a n c i a l  i n s t i t u t i o n s .  E v e n  s o ,  t h r o u g h  
d e b t  m o r a t o r i a  a n d  o t h e r  c o n c e s s i o n a r y  m e a s u r e s  
the realization of losses has been delayed at 
t h e  m o m e n t .  I n  a d d i t i o n ,  t h e  d e c l i n i n g  c r e d i t  
q u a l i t y ,  w h i c h  m a y  b e  a g g r a v a t e d  i f  t h e  e c o n o m i c  
d o w n t u r n  c o n t i n u e s ,  p o s e s  a  t h r e a t  t o  f i n a n c i a l  
i n s t i t u t i o n s  t h r o u g h  r i s i n g  u n e m p l o y m e n t  l e v e l s  
a n d  b a n k r u p t c i e s  o f  c o r p o r a t e s .  L o a n s  t a k e n  b y  
i n d i v i d u a l s  w h o s e  e m p l o y m e n t  i s  t h r e a t e n e d  o r  
i n c o m e  i s  d e p l e t e d  a r e  p r o n e  t o  b e  d e f a u l t e d .  
F u r t h e r ,  c a s h  f l o w  c o n s t r a i n t s  o f  c o r p o r a t e s  m a y  
l e a d  t h e m  t o  d e f a u l t  c r e d i t  t a k e n  f r o m  f i n a n c i a l  
i n s t i t u t i o n s .  A s  a  r e s u l t ,  f i n a n c i a l  i n s t i t u t i o n s  
m a y  s h o w  s o m e  r e l u c t a n c e  t o  l e n d .  S u c h  d e c l i n e  
i n  c r e d i t  w i l l  i n  t u r n  l e a d  t o  w o r s e n i n g  o f  t h e  
e c o n o m i c  d o w n t u r n  c r e a t i n g  a  m a c r o f i n a n c i a l  
f e e d b a c k  l o o p  b e t w e e n  t h e  r e a l  e c o n o m y  a n d  
t h e  f i n a n c i a l  s e c t o r .  I n  a d d i t i o n ,  p r o l o n g e d  s t r e s s  
i n  f i n a n c i a l  m a r k e t s  m a y  a l s o  e x a c e r b a t e  a s  a  
s h o c k  t o  f i n a n c i a l  i n s t i t u t i o n s  a s  f u n d i n g  s o u r c e s  
a r e  a f f e c t e d .  T h e r e b y ,  t h e  p o s s i b i l i t y  o f  a  c r e d i t  
c r u n c h  s i m i l a r  t o  t h e  g l o b a l  f i n a n c i a l  c r i s i s  w h i c h  
m a y  a f f e c t  n o n - f i n a n c i a l  c o r p o r a t e s ,  i n d i v i d u a l s  
a n d  t h e  g l o b a l  e c o n o m y  c a n n o t  b e  r u l e d  o u t  i n  
t h e  f u t u r e .

The economic turmoil created by the COVID-19 
p a n d e m i c  h a s  a f f e c t e d  a d v a n c e d  e c o n o m i e s  a n d  
EMDEs in a myriad of ways. The future outlook 
o f  t h e  e c o n o m y  a n d  t h e  f i n a n c i a l  s e c t o r  i s  w i d e l y  
u n c e r t a i n  g i v e n  t h e  i m p o s s i b i l i t y  o f  p r e d i c t i n g  
when COVID-19 will be eradicated from the 
w o r l d .  A t  t h e  m o m e n t ,  f i n a n c i a l  m a r k e t s  h a v e  
r e b o u n d e d  t o  a l m o s t  n o r m a l c y  a n d  f i n a n c i a l  
i n s t i t u t i o n s  h a v e  r e m a i n e d  r e s i l i e n t .  H o w e v e r ,  a  
d i s c o n n e c t i o n  b e t w e e n  t h e  f i n a n c i a l  m a r k e t s  a n d  
t h e  r e a l  e c o n o m y  i s  o b s e r v e d  i n  t h e  b o n d  m a r k e t s  
a s  w e l l  a s  t h e  e q u i t y  m a r k e t s .  I t  i s  a p p a r e n t  t h a t  
i n v e s t o r s  a r e  e x p e c t i n g  a  q u i c k  “ V ”  s h a p e  r e c o v e r y  
o f  t h e  e c o n o m y .  A t  t h e  m o m e n t ,  t h i s  s c e n a r i o  
a p p e a r s  t o  k e e p  t h e  f i n a n c i a l  m a r k e t s  a n d  t h e  

f i n a n c i a l  s y s t e m  o n  a  p o s i t i v e  o u t l o o k .  H o w e v e r ,  
i f  t h e  e c o n o m y  d o e s  n o t  r e c o v e r  a s  e x p e c t e d  o r  
p o l i c y  s t i m u l u s  b e c o m e s  u n a f f o r d a b l e  f o r  s o m e  
e c o n o m i e s ,  a  c o r r e c t i o n  i n  t h e  f i n a n c i a l  m a r k e t s  
will be unavoidable. Prolonged contagion, failure 
o f  v a c c i n e  t r i a l s ,  r e - e m e r g e n c e  o f  t r a d e  t e n s i o n s ,  
s o c i a l  u n r e s t  s t e m m i n g  f r o m  i n c r e a s i n g  i n e q u a l i t y  
m a y  l e a d  t o  a  p o s s i b l e  p r i c e  c o r r e c t i o n .  W h e t h e r  
f i n a n c i a l  m a r k e t s  a r e  a b l e  t o  w i t h s t a n d  s u c h  a  
c o r r e c t i o n  a n d  w h e t h e r  i t  w i l l  t r i g g e r  a  s h o c k  
t o  t h e  e n t i r e  f i n a n c i a l  s y s t e m  r e m a i n  a  m a j o r  
c h a l l e n g e  f a c e d  b y  t h e  g l o b a l  f i n a n c i a l  s y s t e m .  
F i n a n c i a l  i n s t i t u t i o n s  h a v e  n o t  y e t  r e f l e c t e d  t h e  
impact of COVID-19 on depleting credit quality 
d u e  t o  t h e  m o r a t o r i a  a n d  o t h e r  p o l i c y  m e a s u r e s  
t a k e n  b y  r e g u l a t o r s .  F u r t h e r ,  f i n a n c i a l  i n s t i t u t i o n s  
are utilizing the buffers created during favorable 
t i m e s  a n d  e x p e c t  t o  b e  r e s c u e d  b y  t h e  r e g u l a t o r s  
i n  c a s e  o f  s e v e r e  l i q u i d i t y  c o n s t r a i n t s .  

I t  i s  ap p ar e n t  t h a t  ad v an c e d  e c o n o m i e s  h a v e  b e e n  
ab l e  t o  p r o v i d e  h i g h e r  r e l i e f  an d  d i r e c t  s p e n d i n g  t o  
w i t h s t an d  t h e  d r o p  i n  ag g r e g a t e  d e m an d  c o m p ar e d  
t o  o t h e r  e c o n o m i e s  w i t h  l e s s e r  f i s c al  s p ac e .  
H o w e v e r ,  i f  t h e  p an d e m i c  c o n t i n u e s  an d  a v ac c i n e  
r o l l o u t  t o  t h e  w h o l e  w o r l d  t ak e s  a p r o l o n g e d  
p e r i o d  o f  t i m e ,  b an k r u p t c i e s ,  l o w  i n c o m e  l e v e l s  
an d  j o b  l o s s e s  w i l l  c o n t i n u e  i n  al l  e c o n o m i e s  w h i c h  
w i l l  a f f e c t  t h e  f i n an c i al  s y s t e m  as  w e l l .  T h e r e b y ,  
ad v an c e d  e c o n o m i e s  m a y  n o t  b e  ab l e  t o  c o n t i n u e  
l e n d i n g  o r  t o  p r o v i d e  f i n an c i al  s u p p o r t  t o  o t h e r  
v u l n e r ab l e  c o u n t r i e s .  T h e r e f o r e ,  s u s t ai n ab i l i t y  o f  
p o l i c y  r e s p o n s e s  i s  an  i m p o r t an t  f ac t o r  f o r  b o t h  
advanced economies and EMDEs in withstanding 
u n f o r e s e e n  r i s k s  w h i c h  m a y b e  f ac e d  b y  t h e  w o r l d  
i n  t h e  f u t u r e ,  e s p e c i al l y  r i s k s  as s o c i a t e d  w i t h  a 
prolonged COVID-19 pandemic. 

1.3	Domestic	Macrofinancial	
Conditions

U n f a v o r a b l e  d o m e s t i c  m a c r o e c o n o m i c  
d e v e l o p m e n t s  i n t e n s i f i e d  a s  t h e  o u t b r e a k  o f  t h e  
COVID-19 pandemic exerted pressure on the 
f i n a n c i a l  s e c t o r  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  
September 2020. In the latter part of 2019, 
s u b s e q u e n t  t o  t h e  p r e s i d e n t i a l  e l e c t i o n s ,  t h e  
n e w l y  a p p o i n t e d  g o v e r n m e n t  i n t r o d u c e d  m a s s i v e  
f i s c a l  s t i m u l i  m a i n l y  t a r g e t i n g  t h e  c o r p o r a t e  s e c t o r  
o f  S r i  L a n k a ,  w i t h  a  v i e w  t o  e n h a n c i n g  p r o d u c t i o n  
and stimulating economic growth. Yet, GDP 
contracted by 1.6 per cent in Q1 2020 and 16.3 
per cent in Q2 2020. Though the impact of the 
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f i s c a l  s t i m u l i  w a s  e x p e c t e d  t o  b e  w i t n e s s e d  w i t h  
some time lag, the COVID-19 pandemic affecting 
t h e  g l o b a l  e c o n o m y  a n d  t h e  p a n d e m i c  e m e r g i n g  
i n  S r i  L a n k a  s i n c e  M a r c h  2 0 2 0  n e g a t i v e l y  a f f e c t e d  
t h e  e c o n o m i c  p e r f o r m a n c e  o f  S r i  L a n k a .  T h e  g l o b a l  
e c o n o m i c  d o w n t u r n  t r a n s m i t t e d  t o  t h e  S r i  L a n k a n  
e c o n o m y  t h r o u g h  l o w e r i n g  t o u r i s m  e a r n i n g s ,  
e x p o r t  e a r n i n g s  a n d  m i g r a n t  w o r k e r  r e m i t t a n c e s  
w h i l e  r e c o r d i n g  c a s h  o u t f l o w s  f r o m  f i n a n c i a l  
m a r k e t s .  M e a s u r e s  t a k e n  t o  c u r t a i l  t h e  s p r e a d  o f  
COVID-19 virus, such as lockdown of the country 
f o r  o v e r  t w o  m o n t h s ,  m o b i l i t y  r e s t r i c t i o n s  a n d  
s o c i a l  d i s t a n c i n g  a d v e r s e l y  a f f e c t e d  t h e  p r o d u c t i o n  

Business	Conditions
Ch art 
1 . 20

a n d  p r o d u c t i v i t y .  T h i s  i n  t u r n ,  r e l e n t l e s s l y  a f f e c t e d  
t h e  p e r f o r m a n c e  o f  t h e  c o r p o r a t e  s e c t o r  a n d  
h o u s e h o l d  i n c o m e s .  A s  s u c h ,  t h e  e c o n o m y  c o u l d  
n o t  r e a p  t h e  b e n e f i t s  o f  t h e  m a s s i v e  t a x  r e l i e f s  
a n d  p o s i t i v e  p o l i c y  s t i m u l i  p r o v i d e d  t o w a r d s  t h e  
end of 2019. However, as a result of re-opening 
the country and positive policy stimuli, a GDP 
growth of 1.5 per cent was reported in Q3 2020. 
F u r t h e r ,  n u m e r o u s  t a x  p o l i c y  r e f o r m s  a n d  o t h e r  
p o l i c y  m e a s u r e s  a n n o u n c e d  b y  t h e  G o v e r n m e n t  
B u d g e t  f o r  2 0 2 1 ,  m a y  s t i m u l a t e  t h e  e c o n o m y  t o  
e n t e r  i n t o  a  s u s t a i n a b l e  h i g h  g r o w t h  p a t h  i n  t h e  
m e d i u m  t e r m .

T h e  B u s i n e s s  O u t l o o k  S u r v e y  c o n d u c t e d  b y  t h e  
C e n t r al  B a n k  al s o  i n d i c a t e s  t h e  d e t e r i o r a t i o n  o f  
b u s i n e s s  c o n d i t i o n s  r e s u l t i n g  f r o m  m e as u r e s  t ak e n  
to combat the COVID-19 pandemic. Business 
c o n d i t i o n s  h a v e  b e e n  i n  a n e g a t i v e  t e r r i t o r y ,  
r e p o r t i n g  t h e  b al an c e  o f  o p i n i o n  b e l o w  1 0 0  f o r  
1 4  c o n s e c u t i v e  q u a rters with an increase in Q4 of 
2019. However, with the impact of the COVID-19 
p an d e m i c ,  t h e  b al an c e  o f  o p i n i o n  h as  d r as t i c al l y  
r e d u c e d  r e c ording its worse in Q2 of 2020. The 
b al an c e  o f  o p i n i o n  o n  b o t h  s al e s  an d  d e m an d  w as  
s i g n i f i c an t l y  b e l o w  t h e  n e u t r al  l e v e l  d u r i n g  t h i s  
quarter, when compared to Q2 of 2019. However, 
i t  w as  p r o j e c t e d  t h a t  t h e  b al an c e  o f  o p i n i o n  w i l l  
recover in Q3 of 2020.

Source: Central Bank of Sri Lanka
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the economy could not reap the benefits of the 
massive tax reliefs and positive policy stimuli 
provided towards the end of 2019. However, as a 
result of re-opening the country and positive 
policy stimuli, a GDP growth of 1.5 per cent was 
reported in Q3 2020. Further, numerous tax policy 
reforms and other policy measures announced by 

the Government Budget for 2021, may stimulate 
the economy to enter into a sustainable high 
growth path in the medium term.The Business 
Outlook Survey conducted by the Central Bank 
also indicates the deterioration of business 
conditions resulting from measures taken to 
combat the COVID-19 pandemic. Business 
conditions have been in a negative territory, 
reporting the balance of opinion below 100 for 14 
consecutive quarters with an increase in Q4 of 
2019. However, with the impact of the COVID-19 
pandemic, the balance of opinion has drastically 
reduced recording its worse in Q2 of 2020. The 
balance of opinion on both sales and demand was 
significantly below the neutral level during this 
quarter, when compared to Q2 of 2019. However, 
it was projected that the balance of opinion will 
recover in Q3 of 2020.  

                                                                                                                     

Such downturns in the global and domestic 
economy and business conditions spilled over to 
the financial sector of Sri Lanka, mainly through 

Source: Central Bank of Sri Lanka 

Chart 1.21: Number of COVID-19 Patients and Key 

Incidents related to COVID-19 outbreak in Sri Lanka 

Source: Health Promotion Bureau 

Chart 1.22: Credit to Deposits Ratio of the 
Banking Sector 
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S u c h  d o w n t u r n s  i n  t h e  g l o b al  an d  d o m e s t i c  
e c o n o m y  an d  b u s i n e s s  c o n d i t i o n s  s p i l l e d  o v e r  t o  
t h e  f i n a n c i al  s e c t o r  o f  S r i  L an k a,  m ai n l y  t h r o u g h  
d e p l e t i n g  c r e d i t  q u al i t y  d u e  t o  t h e  d r o p  i n  t h e  
r e p a y m e n t  c ap ac i t y  o f  c o r p o r a t e s  an d  i n d i v i d u al s .  

F i n an c i al  i n t e r m e d i a t i o n  as  r e f l e c t e d  b y  t h e  c r e d i t  
t o  d e p o s i t  r a t i o  o f  b an k s  h as  d e c r e as e d  d u r i n g  t h e  
n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  T h i s  w as  
a t t r i b u t ab l e  t o  t h e  r ap i d  i n c r e as e  o f  d e p o s i t s  w i t h  
a c o m p ar a t i v e l y  l o w  l e v e l  o f  c r e d i t  g r o w t h  r e p o r t e d  
d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  M o b i l i t y  r e s t r i c t i o n s  
an d  t h e  l ac k  o f  s p e n d i n g  a v e n u e s  m ai n l y  r e s u l t e d  
i n  i n c r e as i n g  d e p o s i t s  d u r i n g  t h i s  p e r i o d  e v e n  w i t h  
l o w  i n t e r e s t  r a t e s .  F u r t h e r ,  as  a r e s u l t  o f  p o l i c y  
m e as u r e s  o n  i n c r e as i n g  l i q u i d i t y  i n  t h e  e c o n o m y ,  
d e c r e as i n g  i n t e r e s t  r a t e s  an d  t h e  i m p l e m e n t a t i o n  
o f  s p e c i al  c o n c e s s i o n ar y  l o an 1   s c h e m e s ,  t h e  c r e d i t  
g r o w t h  w as  c o m p ar a t i v e l y  h i g h e r  c o m p ar e d  t o  t h e  
drop in credit growth during 2019 with the impact 
o f  E as t e r  S u n d a y  a t t ac k s .  

Due to the high borrowing requirement of the 
g o v e r n m e n t  an d  l o w  d e m a n d  f o r  c r e d i t  b y  t h e  
c o r p o r a t e  an d  h o u s e h o l d  s e c t o r 2 ,  c r e d i t  t o  t h e  
p u b l i c  s e c t o r   e x p an d e d  n o t ab l y  d u r i n g  t h e  n i n e  
m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  N e t  c r e d i t  
t o  t h e  g o v e r n m e n t  i n c r e a s e d  s i g n i f i c an t l y  b y   

1 Following the provisions of the Monetary Law Act, No. 58 of 1949 
(MLA), the Central Bank facilitated special credit schemes to 
provide finance to the needy sectors of the economy, particularly 
t o  S M E s ,  a t  a c o n c e s s i o n al  i n t e r e s t  r a t e  o f  4 . 0 0  p e r  c e n t  p e r  an n u m .

2  C r e d i t  t o  t h e  p u b l i c  s e c t o r  i s  c r e d i t  g i v e n  b y  L C B s ,  L S B s  an d  L F C s  
to the Government and Public Corporations as per the Financial 
S u r v e y .

Credit	to	Deposits	Ratio	of	
th e Banking  Sector

Ch art 
1 . 22

3  O n l y  i n v e s t m e n t s  m ad e  b y  l i c e n s e d  b an k s  ar e  i n c l u d e d .  

Ch art 
1 . 23

G rowth  in Cred it to G overnment and  
Public	Corporations	and	Investments	

on	Government	Securities

Source: Central Bank of Sri Lanka Source: Central Bank of Sri Lanka

Rs. 1,294.9 billion during the nine months ending 
S e p t e m b e r  2 0 2 0 ,  c o m p ar e d  t o  t h e  i n c r e as e  o f   
R s .  2 8 5 . 0  b i l l i o n  i n  t h e  c o r r e s p o n d i n g  p e r i o d  o f  
2019. This was mainly due to the increased reliance 
o f  t h e  g o v e r n m e n t  o n  d o m e s t i c  f i n an c i n g  am i d s t  
l i m i t e d  f o r e i g n  f i n an c i al  f l o w s  an d  t h e  s h o r t f al l  i n  
g o v e r n m e n t  r e v e n u e  c o l l e c t i o n .  C r e d i t  t o  p u b l i c  
c o r p o r a t i o n s  h as  al s o  i n c r e as e d  p r o m i n e n t l y  b y  
R s .  2 0 0 . 3  b i l l i o n  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  
S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  t h e  c o n t r ac t i o n  o f  
R s .  4 8 . 4  m i l l i o n  i n  t h e  c o r r e s p o n d i n g  p e r i o d  o f  
2019, reflecting the weak financial positions of 
m o s t  p u b l i c  c o r p o r a t i o n s  w h i c h  h a v e  b e e n  f u r t h e r  
ag g r a v a t e d  b y  t h e  p an d e m i c .  I n  t o t al ,  c r e d i t  t o  
g o v e r n m e n t  an d  p u b l i c  c o r p o r a t i o n s  h ad  i n c r e as e d  
by 39.3 per cent at end September 2020. 

F u r t h e r m o r e ,  d u e  t o  l o w e r i n g  o f  c r e d i t  d e m an d  
f r o m  t h e  p r i v a t e  s e c t o r  an d  b an k s  f o l l o w i n g  m o r e  
c au t i o u s  l e n d i n g  p r ac t i c e s ,  e x c e s s  f u n d s  w e r e  
i n v e s t e d  m o s t l y  i n  G o v e r n m e n t  s e c u r i t i e s 3   a n d  
the Standing Deposit Facility of the Central Bank. 
R e l a x i n g  r e g u l a t i o n s  o n  l i q u i d i t y  r e q u i r e m e n t s  h a v e  
al s o  i n c r e as e d  t h e  a v ai l ab i l i t y  o f  f u n d s  f o r  b an k s .  
At end September 2020, the growth of banks’ 
i n v e s t m e n t s  i n  t r e as u r y  b i l l s ,  t r e as u r y  b o n d s  an d  
SLDBs were reported at 28.5 per cent compared 
to 12.8 per cent reported at end September 2019. 
H e n c e ,  i n v e s t m e n t s  i n  g o v e r n m e n t  s e c u r i t i e s  an d  
c r e d i t  t o  t h e  g o v e r n m e n t  an d  p u b l i c  c o r p o r a t i o n s  
f r o m  l i c e n s e d  b an k s  h a v e  i n c r e as e d ,  w h i c h  
e n h an c e d  t h e  e x p o s u r e  o f  t h e  b an k i n g  s e c t o r  
t o w ar d s  g o v e r n m e n t  an d  p u b l i c  c o r p o r a t i o n s .
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4  C r e d i t  t o  p r i v a t e  s e c t o r  i s  c r e d i t  g i v e n  b y  L C B s ,  L S B s  an d  L F C s  t o  t h e  
p r i v a t e  s e c t o r  as  p e r  t h e  F i n an c i al  S u r v e y .

5  I n c l u d e s  t o t al  c r e d i t  d i s b u r s e d  b y  l i c e n s e d  b an k s  t o  e c o n o m i c  
s e c t o r s .

During the nine months ending September 2020, 
c r e d i t  t o  t h e  p r i v a t e  s e c t o r 4   i n c r e as e d  b y  3 . 4  p e r  
c e n t  as  ag ai n s t  1 . 8  p e r  c e n t  g r o w t h  r e p o r t e d  d u r i n g  
the nine months ending September 2019. However, 
i t  i s  s t i l l  a c o n s i d e r ab l e  d r o p  f r o m  1 1 . 2  p e r  c e n t  c r e d i t  
t o  p r i v a t e  s e c t o r  g r o w t h  r e p o r t e d  d u r i n g  t h e  n i n e  
m o n t h s  e n d i n g  S e p t e m b e r  2 0 1 8 .  F u r t h e r ,  p r i v a t e  
s e c t o r  c r e d i t  d e c l i n e d  d u r i n g  t h e  p e r i o d  f r o m  M a y  
t o  J u l y  b u t  s h o w e d  a s i g n i f i c an t  i m p r o v e m e n t  i n  
August. Private sector credit reported a growth 
o f  5 . 6  p e r  c e n t  i n  S e p t e m b e r  2 0 2 0 .  F u r t h e r m o r e ,  
it is observed that private sector credit to GDP 
h as  s l i g h t l y  i n c r e as e d  ab o v e  t h e  l o n g - t e r m  t r e n d  
i n  S e p t e m b e r  2 0 2 0 ,  d e s p i t e  t h e  d o w n w ar d  t r e n d  
i n  c r e d i t  t o  p r i v a t e  s e c t o r .  I t  w as  e v i d e n t  t h a t  t h e  
c o n t r ac t i o n  o f  t h e  e c o n o m y  h ad  a g r e a t e r  i m p ac t  
on the private sector credit to nominal GDP ratio 
w h i c h  o u t w e i g h e d  t h e  d e c l i n i n g  t r e n d  o f  p r i v a t e  
s e c t o r  c r e d i t  g r o w t h .  A s  s u c h ,  t h e  g ap  b e t w e e n  
private sector credit and GDP which was negative 
from April 2019 with few exemptions in March and 
A p r i l  2 0 2 0 ,  t u r n e d  p o s i t i v e  i n  S e p t e m b e r  2 0 2 0 .  

A s  p e r  t h e  c r e d i t  s u r v e y  c o n d u c t e d  b y  t h e  
C e n t r al  B an k ,  t h e  o v e r al l  w i l l i n g n e s s  t o  l e n d  an d  
d e m an d  f o r  l o an s  h as  b e e n  h i g h  f o r  S t a t e  O w n e d  
Enterprises (SOEs) during Q2 of 2020 due to their 
h i g h  b o r r o w i n g  r e q u i r e m e n t s .  O n  t h e  c o n t r ar y ,  
t h e  d e m an d  f o r  l o an s  b y  o t h e r  s e c t o r s  h as  b e e n  
n e g a t i v e  d u e  t o  l o w  e c o n o m i c  ac t i v i t y ,  d e s p i t e  
favourable interest rates prevailed during Q2. 
N e v e r t h e l e s s ,  i t  i s  e x p e c t e d  t h a t  t h e  w i l l i n g n e s s  an d  
demand for loans during Q3 of 2020 will improve 

G rowth  in P rivate Sector Cred it      Ch art 
1 . 24

Source: C e n t r al  B a n k  o f  S r i  L an k a

Cred it to G D P  Ch art 
1 . 25

Source: C e n t r al  B an k  o f  S r i  L an k a

c o r r e s p o n d i n g  t o  t h e  p o s i t i v e  p o l i c y  s t i m u l i  t ak e n  
in response to the COVID-19 outbreak. The lowest 
w i l l i n g n e s s  t o  l e n d  h as  b e e n  t o  t h e  c o r p o r a t e  
s e c t o r  as  b an k s  h a v e  p e r c e i v e d  p r o f i t  d e c l i n e s  
an d  d i m i n i s h i n g  r e p a y m e n t  c ap ac i t y  o f  c o r p o r a t e s  
i n  t h e  c u r r e n t  e c o n o m i c  s c e n ar i o .  H o w e v e r ,  t h e  
l o w e s t  d e m an d  f o r  c r e d i t  h a s  al s o  b e e n  r e p o r t e d  
f r o m  t h e  c o r p o r a t e  s e c t o r .  I t  i s  al s o  o b s e r v e d  t h a t ,  
banks perceive that NPLs in all sectors especially in 
t h e  S M E  s e c t o r  will increase in Q2 and thereafter 
ease in Q3.

O u t  o f  t o t al  l e n d i n g  i n  t h e  f o r m al  f i n an c i al  s e c t o r ,  
5 8 . 3  p e r  c e n t  h as  b e e n  t o w ar d s  t h e  i n s t i t u t i o n al  
s e c t o r ,  w h e r e as  4 1 . 7  p e r  c e n t  h as  b e e n  t o w ar d s  
t h e  h o u s e h o l d  s e c t o r  as  a t  J u n e  2 0 2 0 .  T h e  g r o w t h  
i n  c r e d i t  t o w ar d s  t h e  i n s t i t u t i o n al  s e c t o r  h as  
increased in Q2 of 2020 reporting a growth of 11.6 
p e r  c e n t .  T h i s  m a y  b e  d u e  t o  t h e  i n c r e as e  i n  l e n d i n g  
t o  t h e  g o v e r n m e n t  an d  S O E s .  M e an w h i l e ,  c r e d i t  t o  
t h e  h o u s e h o l d  s e c t o r  h as  o n l y  i n c r e as e d  b y  2 . 7  p e r  
cent in Q2 of 2020, which is a decline from 4.3 per 
c e n t  r e p o r t e d  i n  t h e  p r e v i o u s  q u ar t e r .  

During the nine months ending September 
2 0 2 0 ,  c r e d i t  f r o m  l i c e n s e d  b an k s  t o  al l  e c o n o m i c  
s e c t o r s 5  i m p r o v e d  c o n s i d e r ab l y  c o m p ar e d  t o  e n d  
of 2019. However, credit disbursed to economic 
s e c t o r s  s u c h  as  ag r i c u l t u r e  an d  c o n s u m p t i o n  h as  
decelerated in Q3 2020 compared to the first two 
q u ar t e r s  o f  2 0 2 0 ,  w h i l e  c r e d i t  t o  i n d u s t r y  an d  
s e r v i c e s  i n c r e as e d  s l i g h t l y .  C r e d i t  t o  s e r v i c e s  s e c t o r  
w h i c h  e n c o m p as s e s  t o u r i s m ,  t r an s p o r t a t i o n  an d  
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Agriculture Industry

Services Total
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(2)

Credit to Agriculture Credit to Services

Credit to Industry Credit to Consumption

W illing ness to Lend  and  
D emand  for Loans

Ch art 
1 . 26

Q u arterly Sectoral Cred it 
G rowth  of Licensed  Banks

Ch art 
1 . 27

Q u arterly Sectoral G D P  
G rowth

Ch art 
1 . 28

Source: C e n t r al  B an k  o f  S r i  L a n k a

Source: Department of Census and Statistics

s t o r ag e ,  w h o l e s al e / r e t ai l  t r ad e  an d  i n f o r m a t i o n  
t e c h n o l o g y - r e l a t e d  s e r v i c e  r e p o r t e d  a n o t ab l e  
d e c l i n e  s t e m m i n g  f r o m  t h e  s e t b ac k  c r e a t e d  b y  t h e  
Easter Sunday attacks towards the end of 2019. In 
2 0 2 0 ,  d e s p i t e  t h e  ad v e r s e  i m p ac t  o n  t h i s  s e c t o r  
from COVID-19 pandemic, credit towards this 
s e c t o r  h as  s l i g h t l y  i m p r o v e d .

S e c t o r - w i s e  c r e d i t  g r o w t h  i s  m o r e  o r  l e s s  a f f e c t e d  
by sectoral GDP growth of the economy, and during 
the Q1 2020 the agriculture and industry sectors 
h a v e  c o n t r ac t e d  w h i l e  t h e  s e r v i c e s  s e c t o r  h as  
reported a growth. However, in Q2 2020 all sectors 
i n d i c a t e d  a c o n t r ac t i o n  w i t h  a s t e e p e r  c o n t r ac t i o n  
in the industry sector. Thereafter, in Q3 2020, all 
s e c t o r s  i m p r o v e d  w i t h  a g r o w t h  o f  4 . 3  p e r  c e n t  i n  
t h e  ag r i c u l t u r e  s e c t o r ,  0 . 6  p e r  c e n t  i n  t h e  i n d u s t r y  
s e c t o r  an d  2 . 1  p e r  c e n t  i n  t h e  s e r v i c e s  s e c t o r .

E v e n  t h o u g h  c r e d i t  o f  t h e  b an k i n g  s e c t o r  i s   
recovering compared to 2019, credit quality 
c o n t i n u e s  t o  d e t e r i o r a t e  d e s p i t e  t h e  d e b t  
m o r a t o r i u m .  T h e  i n c r e as i n g  t r e n d  o f  n o n -
performing loans (NPLs) continued for all product 
c a t e g o r i e s  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  
S e p t e m b e r  2 0 2 0 .  L ac k  o f  e c o n o m i c  ac t i v i t y  l e ad i n g  
t o  l o w e r i n g  c as h  f l o w s  f o r  c o r p o r a t e s  an d  i n d i v i d u al s  
due to the Island-wide lockdown during Q2 of 2020 
was reflected by increasing NPLs. Even though a 
d e b t  m o r a t o r i u m  h as  b e e n  g r an t e d ,  b u s i n e s s e s  an d  
i n d i v i d u al s  n o t  q u al i f y i n g  f o r  t h e  d e b t  m o r a t o r i u m  
m a y  h a v e  al s o  f ac e d  d i f f i c u l t i e s  i n  h o n o r i n g  d e b t  
r e p a y m e n t s  d u e  t o  r e d u c t i o n  i n  i n c o m e  l e v e l s .  

F u r t h e r ,  m e as u r e s  s u c h  as  l i m i t i n g  r e c o v e r y  ac t i o n  
an d  l o w e r i n g  p e n al  i n t e r e s t  r a t e s  w e r e  i n t r o d u c e d  
as  c o n c e s s i o n s  f o r  b o r r o w e r s .  S u c h  c o n c e s s i o n s  
ad v e r s e l y  a f f e c t e d  t h e  r e c o v e r y  p r o c e s s  o f  l o an s  
of financial institutions increasing their NPL rates. 
Nevertheless, in Q3 2020, improvement in credit 
q u al i t y  w as  o b s e r v e d  i n  c r e d i t  c ar d s  an d  p a w n i n g  
p r o d u c t  c a t e g o r i e s .  O n  t h e  c o n t r ar y ,  c r e d i t  q u al i t y  
c o n t i n u e d  t o  d e c r e as e  o n  l e as i n g  an d  h i r e  p u r c h a s e  
category during Q3 of 2020. After the lapse of the 
debt moratorium if higher NPLs are realized that 
will have a severe impact on financial institution’s 
p r o f i t ab i l i t y  an d  e v e n t u al l y  o n  t h e i r  c ap i t al  l e v e l s .

Source: C e n t r al  B a n k  o f  S r i  L an k a
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Further, increasing NPLs in household and the 
consumption loans was observed during Q3 of 2020. 
It is apparent that the low Labour Force Participation 
Rate (LFPR) and the high unemployment rate in 
t h e  f i r s t  h al f  o f  2 0 2 0  h a v e  a f f e c t e d  t h e  r e p a y m e n t  
c ap ac i t y  o f  i n d i v i d u al s  an d  h o u s e h o l d s  r e s u l t i n g  i n  
notable NPLs. The unemployment rate of Sri Lanka 
i n c r e as e d  t o  5 . 6  p e r  c e n t  i n  t h e  f i r s t  h al f  o f  2 0 2 0 ,  
c o m p ar e d  t o  t h e  u n e m p l o y m e n t  r a t e  o f  4 . 8  p e r  c e n t  
in the corresponding period in 2019. Meanwhile, 
the LFPR declined to 50.6 per cent in the first half 
o f  2 0 2 0  f r o m  5 2 . 6  p e r  c e n t  i n  t h e  c o r r e s p o n d i n g  
p e r i o d  o f  t h e  p r e c e d i n g  y e ar .  F u r t h e r ,  s al ar i e d  
e m p l o y e e s  h a v e  e x p e r i e n c e d  s al ar y  r e d u c t i o n  d u e  
t o  e c o n o m i c  d o w n t u r n  an d  w o r s e n i n g  p r o f i t ab i l i t y  
o f  c o r p o r a t e s  w h i c h  al s o  c o n t r i b u t e s  t o  t h e  l o w e r i n g  
r e p a y m e n t  c ap ac i t y .

W i t h  a v i e w  t o  m i n i m i s i n g  t h e  e c o n o m i c  i m p ac t  o f  
the spread of COVID-19 pandemic and the resultant 
c o n t ai n m e n t  m e as u r e s ,  t h e  C e n t r al  B an k  e as e d  
m o n e t ar y  c o n d i t i o n s  s u b s t an t i al l y  an d  c o n t i n u e d  
an  ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  s t an c e  t h u s  
f ar  i n  2 0 2 0 ,  s u p p o r t e d  b y  m u t e d  i n f l a t i o n ar y  
p r e s s u r e s  an d  w e l l  an c h o r e d  i n f l a t i o n  e x p e c t a t i o n s .  
A c c o r d i n g l y ,  t h e  C e n t r al  B an k  h as  r e d u c e d  t h e  
policy rates, namely, the Standing Deposit Facility 
Rate (SDFR) and the Standing Lending Facility Rate 
(SLFR), by a total of 250 basis points each to a 
h i s t o r i c  l o w  l e v e l  o f  4 . 5 0  p e r  c e n t  an d  5 . 5 0  p e r  c e n t ,  
r e s p e c t i v e l y ,  t h u s  f ar  i n  2 0 2 0 .  T h e  C e n t r al  B an k  
also reduced the Statutory Reserve Ratio (SRR) by 
a t o t al  o f  3 . 0 0  p e r c e n t ag e  p o i n t s  d u r i n g  t h e  y e ar  

N P Ls of Selected  Loan 
Categ ories of th e Banking  Sector

Ch art 
1 . 29

Source: C e n t r al  B a n k  o f  S r i  L an k a

Consumption	LoansCh art 
1 . 3 0

Source: C e n t r al  B an k  o f  S r i  L an k a

i n  t w o  s t e p s ,  i n  M ar c h  an d  J u n e ,  t o  2 . 0 0  p e r  c e n t ,  
t h u s  i n j e c t i n g  a l ar g e  am o u n t  o f  l i q u i d i t y  t o  t h e  
d o m e s t i c  m o n e y  m ar k e t .  I n  ad d i t i o n ,  i n d i c a t i n g  
t h e  a v ai l ab i l i t y  o f  e m e r g e n c y  f u n d i n g  t o  b a n k i n g  
i n s t i t u t i o n s  a t  r e as o n ab l e  i n t e r e s t  r a t e s ,  t h e  C e n t r al  
B an k  l o w e r e d  t h e  B an k  R a t e ,  b y  5 0 0  b as i s  p o i n t s  
i n  A p r i l  2 0 2 0 ,  w h i l e  al l o w i n g  i t  t o  b e  d e t e r m i n e d  
au t o m a t i c al l y  w i t h  a m ar g i n  o f  3 0 0  b as i s  p o i n t s  
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pandemic, credit towards this sector has slightly 
improved.  

 Sector-wise credit growth is more or less affected 
by sectoral GDP growth of the economy, and 
during the Q1 2020 the agriculture and industry 
sectors have contracted while the services sector 
has reported a growth. However, in Q2 2020 all 
sectors indicated a contraction with a steeper 
contraction in the industry sector. Thereafter, in 
Q3 2020, all sectors improved with a growth of 4.3 
per cent in the agriculture sector, 0.6 per cent in 
the industry sector and 2.1 per cent in the services 
sector.  

Even though credit of the banking sector is 
recovering compared to 2019, credit quality 
continues to deteriorate despite the debt 
moratorium. The increasing trend of non-
performing loans (NPLs) continued for all product 
categories during the nine months ending 
September 2020. Lack of economic activity leading 
to lowering cash flows for  corporates and 
individuals due to the Island-wide lockdown 
during Q2 of 2020 was reflected by increasing 
NPLs. Even though a debt moratorium has been 
granted, businesses and individuals not qualifying 
for the debt moratorium may have also faced 
difficulties in honoring debt repayments due to 
reduction in income levels. Further, measures 
such as limiting recovery action and lowering 
penal interest rates were introduced as 
concessions for borrowers. Such concessions 
adversely affected the recovery process of loans of 
financial institutions increasing their NPL rates. 
Nevertheless, in Q3 2020, improvement in credit 
quality was observed in credit cards and pawning 
product categories. On the contrary, credit quality 
continued to decrease on leasing and hire 
purchase category during Q3 of 2020. After the 
lapse of the debt moratorium if higher NPLs are 
realized that will have a severe impact on financial 

                                                            
6 For the purpose of calculation of NPL ratio is 
based on the borrowing from banks and LFCs/SLCs 
sector, NPL is classified when a payment is not 

institution’s profitability and eventually on their 
capital levels.  

Further, increasing NPLs in household and the 
consumption loans was observed during Q3 of 
2020. It is apparent that the low Labour Force 
Participation Rate (LFPR) and the high 
unemployment rate in the first half of 2020 have 
affected the repayment capacity of individuals and 
households resulting in notable NPLs. The 
unemployment rate of Sri Lanka increased to 5.6 
per cent in the first half of 2020, compared to the 
unemployment rate of 4.8 per cent in the 
corresponding period in 2019. Meanwhile, the 

made within 90 days from the end of the agreed 
due date.  
 

Chart 1.31: NPL Ratio of the Household Sector 
(with IIS)6 

Chart 1.30: Consumption Loans 
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LFPR declined to 50.6 per cent in the first half of 
2020 from 52.6 per cent in the corresponding 
period of the preceding year. Further, salaried 
employees have experienced salary reduction due 
to economic downturn and worsening profitability 
of corporates which also contributes to the 
lowering repayment capacity.  

With a view to minimising the economic impact of 
the spread of COVID-19 pandemic and the 
resultant containment measures, the Central Bank 
eased monetary conditions substantially and 
continued an accommodative monetary policy 
stance thus far in 2020, supported by muted 

inflationary pressures and well anchored inflation 
expectations. Accordingly, the Central Bank has 
reduced the policy rates, namely, the Standing 
Deposit Facility Rate (SDFR) and the Standing 
Lending Facility Rate (SLFR), by a total of 250 basis 
points  
each to a historic low level of 4.50 per cent and 
5.50 per cent, respectively, thus far in 2020. The 
Central Bank also reduced the Statutory Reserve 
Ratio (SRR) by a total of 3.00 percentage points 
during the year in two steps, in March and June, to 

Chart 1.32: Market Interest Rates 
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Chart 1.33: Real Interest Rate 
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Chart 1.34: Land Valuation Indicator 

0.

5.

10.

15.

20.

25.

0.0

37.5

75.0

112.5

150.0

2018H1 2018H2 2019H1 2019H2 2020H1

Pe
r c

en
t

In
de

x 
Va

lu
e

Residential LPI
Commercial LPI
Industrial LPI
Overall LPI
Residential YoY Change (RHS)
Commercial YoY Change (RHS)
Industrial YoY Change (RHS)
Overall YoY Change (RHS)

Source: Central Bank of Sri Lanka 

-20

-8

5

18

30

0.0

100.0

200.0

300.0

400.0

2018
Q1

2018
Q3

2019
Q1

2019
Q3

2020
Q1

2020
Q3

P
er

 c
en

t

R
s.

 m
ill

io
n

Sri Lanka overall house sale prices
Colombo Advertised House Sale Price
Colombo Advertised Commercial Buildings Sale Price
Sri Lanka overall house sale price growth QoQ (RHS)
Colombo House Sale Price Growth QoQ (RHS)
Colombo Commercial Buildings Sale Price Growth QoQ (RHS)

Chart 1.35: Advertised Property Prices 
– Houses and Commercial Buildings 

Source: Lanka Property Web 

Real I nterest Rate
Ch art 
1 . 3 3

Land	Valuation	Indicator
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ab o v e  t h e  S L F R .  A c c o r d i n g l y ,  t h e  B an k  R a t e  w h i c h  
w as  1 5 . 0 0  p e r  c e n t  as  a t  A p r i l  2 0 2 0  d e c l i n e d  b y  a 
t o t al  o f  6 5 0  b as i s  p o i n t s  t o  8 . 5 0  p e r  c e n t  b y  e n d  
S e p t e m b e r  2 0 2 0 .  F u r t h e r ,  i n  v i e w  o f  e x p e d i t i n g  
t h e  m o n e t ar y  p o l i c y  t r an s m i s s i o n  p r o c e s s  an d  
h e l p i n g  m ar g i n al  b o r r o w e r s ,  t h e  C e n t r al  B an k  
i m p o s e d  m a x i m u m  i n t e r e s t  r a t e s  o n  s p e c i f i c  
l e n d i n g  p r o d u c t s ,  n am e l y ,  c r e d i t  c ar d s ,  p a w n i n g ,  
p r e - ar r an g e d  t e m p o r ar y  o v e r d r a f t s  as  w e l l  as  p e n al  
i n t e r e s t  r a t e s .  

R e s p o n d i n g  t o  s i g n i f i c an t  m o n e t a r y  e as i n g  
m e as u r e s ,  d e p o s i t  i n t e r e s t  r a t e s  d e c l i n e d  m ar k e d l y  
d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  

M arket I nterest Rates 
Ch art 
1 . 3 2

2 0 2 0 ,  r e s u l t i n g  i n  n e g a t i v e  r e al  r e t u r n s  f o r  s o m e  
d e p o s i t  p r o d u c t s  i n  a l o w  i n f l a t i o n  e n v i r o n m e n t .  
A l t h o u g h  d e p o s i t  g r o w t h  o f  t h e  b an k i n g  s e c t o r  
i s  a t  a s a t i s f ac t o r y  l e v e l ,  r e al  i n t e r e s t  r a t e s  h a v e  
d e c l i n e d  t o  1 . 3 1  p e r  c e n t  a t  e n d  S e p t e m b e r  2 0 2 0 .  
I n  an  e n v i r o n m e n t  o f  n e g a t i v e  r e al  i n t e r e s t  r a t e s ,  
t h e r e  i s  a p o s s i b i l i t y  t h a t  d e p o s i t o r s  m a y  s h i f t  
t o w ar d s  u n au t h o r i s e d  d e p o s i t  t ak i n g  i n s t i t u t i o n s  o r  
i n v e s t i n g  i n  o t h e r  a v e n u e s  s u c h  as  t h e  s t o c k  m ar k e t  
an d  r e a l  e s t a t e  m ar k e t .  A  s h i f t  t o w ar d s  t h e  s t o c k  
m ar k e t  an d  r e al  e s t a t e  m ar k e t  w o u l d  e n c o u r ag e  
g r o w t h ,  as  c o r p o r a t e s  an d  t h e  c o n s t r u c t i o n  s e c t o r  
g ai n  b e t t e r  ac c e s s  t o  f u n d s ,  w h i c h  w o u l d  s t i m u l a t e  
t h e  e c o n o m y .  H o w e v e r ,  e x c e s s i v e  i n v e s t m e n t  
i n  r e al  e s t a t e  m a y  r e s u l t  i n  an  u n d u e  i n c r e as e  o f  
p r i c e s  i n  t h e  r e al  e s t a t e  s e c t o r  i f  t h e  l o w  i n t e r e s t  
r a t e s  p r e v ai l  f o r  a l o n g e r  p e r i o d  o f  t i m e .  

E v e n  t h o u g h  an  i n c l i n e  i n  p r o p e r t y  p r i c e s  w as  
an t i c i p a t e d  d u e  t o  n e g a t i v e  r e al  i n t e r e s t  r a t e s ,  as  
p e r  t h e  a v ai l ab l e  d a t a,  a s u r g e  i n  p r o p e r t y  p r i c e s  
w as  n o t  w i t n e s s e d .  T h e  C o l o m b o  L an d  p r i c e  i n d e x  
which declined in the first half of 2019 continued 
t o  d e c l i n e  r e p o r t i n g  a g r o w t h  o f  7 . 1  p e r  c e n t  i n  t h e  
f i r s t  h al f  o f  2 0 2 0 ,  w h e n  c o m p ar e d  t o  1 3 . 6  p e r  c e n t  
reported in the first half of 2019. All sub sectors in 
t h e  i n d e x ,  r e s i d e n t i al ,  i n d u s t r i al  an d  c o m m e r c i al  
l an d  p r i c e  i n d i c e s  g r o w t h  d e c l i n e d  d u r i n g  t h e  f i r s t  
h al f  o f  2 0 2 0 .  M e an w h i l e ,  ad v e r t i s e d  p r o p e r t y  
prices indicated an overall increase during Q3 
2 0 2 0 ,  w h i c h  m a y  b e  a t t r i b u t ab l e  t o  t h e  r e g ai n i n g  
o f  i n v e s t o r  c o n f i d e n c e .  H o w e v e r ,  C o l o m b o  
p r o p e r t y  p r i c e s  h a v e  r e p o r t e d  a d e c l i n i n g  g r o w t h  
and apartment sales prices have contracted in Q3 
2 0 2 0 .  A  p o s s i b l e  r e l u c t an c e  t o  i n v e s t  i n  l o n g - t e r m  
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v e n t u r e s  m a y  ar i s e  f r o m  t h e  u n c e r t ai n t y  c r e a t e d  b y  
the COVID-19 pandemic. Such reluctance may have 
r e s u l t e d  i n  c r e a t i n g  a l o w e r  d e m an d  f o r  r e al  e s t a t e  
i n v e s t m e n t s  w h i c h  i n  t u r n  l e d  t h e  p r i c e s  t o  d e c l i n e .

A s  e x p e c t e d  d u r i n g  a  l o w  i n t e r e s t  r a t e  r e g i m e ,  a s h i f t  
in domestic investors’ preference towards equity 
i n v e s t m e n t s  w as  o b s e r v e d  f r o m  m i d - M a y  2 0 2 0  i n  
the Colombo Stock Exchange (CSE). However, the 
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2.00 per cent, thus injecting a large amount of 
liquidity to the domestic money market. In 
addition, indicating the availability of emergency 
funding to banking institutions at reasonable 
interest rates, the Central Bank lowered the Bank 
Rate, by 500 basis points in April 2020, while 
allowing it to be determined automatically with a 
margin of 300 basis points above the SLFR. acent 
as at April 2020 declined by a total of 650 basis 
points to 8.50 per cent by end September 2020. 
Further, in view of expediting the monetary policy 
transmission process and helping marginal 
borrowers, the Central Bank imposed maximum 
interest rates on specific lending products, 
namely, credit cards, pawning, pre-arranged 
temporary overdrafts as well as penal interest 
rates.  

Responding to significant monetary easing 
measures, deposit interest rates declined 
markedly during the nine months ending in 
September 2020, resulting in negative real returns 
for some deposit products in a low inflation 
environment. Although deposit growth of the 
banking sector is at a satisfactory level, real 
interest rates have declined to 1.31 per cent at 
end September 2020. In an environment of 
negative real interest rates, there is a possibility 
that depositors may shift towards unauthorised 
deposit taking institutions or investing in other 
avenues such as the stock market and real estate 
market. A shift towards the stock market and real 
estate market would encourage growth, as 
corporates and the construction sector gain better 
access to funds, which would stimulate the 
economy. However, excessive investment in real 
estate may result in an undue increase of prices in 
the real estate sector if the low interest rates 
prevail for a longer period of time.  

Even though an incline in property prices was 
anticipated due to negative real interest rates, as 
per the available data, a surge in property prices 
was not witnessed. The Colombo Land price index 
which declined in the first half of 2019 continued 
to decline reporting a growth of 7.1 per cent in the 

first half of 2020, when compared to 13.6 per cent 
reported in the first half of 2019. All sub sectors in 
the index, residential, industrial and commercial 
land price indices growth declined during the first 
half of 2020. Meanwhile, advertised property 
prices indicated an overall increase during Q3 
2020, which may be attributable to the regaining 
of investor confidence. However, Colombo 
property prices have reported a declining growth 
and apartment sales prices have contracted in Q3 
2020. A possible reluctance to invest in long-term 
ventures may arise from the uncertainty created 

Source: Lanka Property Web 
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2.00 per cent, thus injecting a large amount of 
liquidity to the domestic money market. In 
addition, indicating the availability of emergency 
funding to banking institutions at reasonable 
interest rates, the Central Bank lowered the Bank 
Rate, by 500 basis points in April 2020, while 
allowing it to be determined automatically with a 
margin of 300 basis points above the SLFR. acent 
as at April 2020 declined by a total of 650 basis 
points to 8.50 per cent by end September 2020. 
Further, in view of expediting the monetary policy 
transmission process and helping marginal 
borrowers, the Central Bank imposed maximum 
interest rates on specific lending products, 
namely, credit cards, pawning, pre-arranged 
temporary overdrafts as well as penal interest 
rates.  

Responding to significant monetary easing 
measures, deposit interest rates declined 
markedly during the nine months ending in 
September 2020, resulting in negative real returns 
for some deposit products in a low inflation 
environment. Although deposit growth of the 
banking sector is at a satisfactory level, real 
interest rates have declined to 1.31 per cent at 
end September 2020. In an environment of 
negative real interest rates, there is a possibility 
that depositors may shift towards unauthorised 
deposit taking institutions or investing in other 
avenues such as the stock market and real estate 
market. A shift towards the stock market and real 
estate market would encourage growth, as 
corporates and the construction sector gain better 
access to funds, which would stimulate the 
economy. However, excessive investment in real 
estate may result in an undue increase of prices in 
the real estate sector if the low interest rates 
prevail for a longer period of time.  

Even though an incline in property prices was 
anticipated due to negative real interest rates, as 
per the available data, a surge in property prices 
was not witnessed. The Colombo Land price index 
which declined in the first half of 2019 continued 
to decline reporting a growth of 7.1 per cent in the 

first half of 2020, when compared to 13.6 per cent 
reported in the first half of 2019. All sub sectors in 
the index, residential, industrial and commercial 
land price indices growth declined during the first 
half of 2020. Meanwhile, advertised property 
prices indicated an overall increase during Q3 
2020, which may be attributable to the regaining 
of investor confidence. However, Colombo 
property prices have reported a declining growth 
and apartment sales prices have contracted in Q3 
2020. A possible reluctance to invest in long-term 
ventures may arise from the uncertainty created 

Source: Lanka Property Web 
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Source: C o l o m b o  S t o c k  E x c h an g e  

C S E  w as  u n d e r  p r e s s u r e  an d  e x p e r i e n c e d  v o l a t i l i t i e s  
developing from the COVID-19 pandemic. 
F u r t h e r ,  f o r e i g n  i n v e s t o r s  c o n t i n u e d  t o  w i t h d r a w  
i n v e s t m e n t s  f r o m  e m e r g i n g  m ar k e t s  i n c l u d i n g  S r i  
L an k a,  d u e  t o  t h e  u n c e r t ai n t i e s  c r e a t e d  t h r o u g h  
COVID-19 pandemic. As such the stock market 
p e r f o r m e d  d i s m al l y  r e p o r t i n g  a r ap i d  d r o p  i n  t h e  
All Share Price Index during mid-March to mid-
May  corresponding to the peak of the COVID-19 
p an d e m i c  e f f e c t  i n  S r i  L an k a.  T h e r e a f t e r ,  a s l i g h t  
r e c o v e r y  i n  p r i c e s  w as  o b s e r v e d  w h i c h  c o n t i n u e d  
t i l l  O c t o b e r  w i t h  s o m e  f l u c t u a t i o n s .  I t  w as  
o b s e r v e d  t h a t ,  p o s i t i v e  an d  t i m e l y  p o l i c y  m e as u r e s  

Source: C e n t r al  B an k  o f  S r i  L an k a
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by the COVID-19 pandemic. Such reluctance may 
have resulted in creating a lower demand for real 
estate investments which in turn led the prices to 
decline.  

 

As expected during a low interest rate regime, a 
shift in domestic investors’ preference towards 
equity investments was observed from mid-May 
2020 in the Colombo Stock Exchange (CSE). 
However, the CSE was under pressure and 
experienced volatilities developing from                                                                    
the COVID-19 pandemic. Further, foreign 
investors continued to withdraw investments 
from emerging markets including Sri Lanka, due to 
the uncertainties created through COVID-19 
pandemic. As such the stock market performed 
dismally reporting a rapid drop in the All Share 
Price Index during mid-March to mid-May7 
corresponding to the peak of the COVID-19 
pandemic effect in Sri Lanka. Thereafter, a slight 
recovery in prices was observed which continued 
till October with some fluctuations. It was 
observed that, positive and timely policy 

                                                            
7 The stock market was closed for 7 weeks during 
the period from March to May 2020 at a stretch. 

measures to recover from the COVID-19 pandemic 
have been able to re-establish the  
confidence towards equity investments. However, 
with the resurgence of the COVID-19 outbreak, 
prices have indicated a downturn.                                                                                                 

At the same time, the external sector of Sri Lanka 
was also affected severely by the COVID-19 
pandemic at the beginning of year 2020 and 
gradually recovered thereafter. The trade deficit 
declined during the nine months ending 
September 2020 as merchandise imports started 
to decline due to disruptions in import related 
supply chains, economic lockdown, falling 
commodity prices and Government restrictions on 
the facilitation of motor vehicle imports and 

suspending importation of non-essential 
consumer goods. Meanwhile, exports which 
initially dropped due to low global demand 
rebounded with time. On the contrary, the current 
account was severely hit by the tourism earnings 

Chart 1.38: Trade balance, Worker 
Remittances and Earnings from Tourism 
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Chart 1.39: Foreign Investments in CSE 
and Government Securities Market 
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by the COVID-19 pandemic. Such reluctance may 
have resulted in creating a lower demand for real 
estate investments which in turn led the prices to 
decline.  

 

As expected during a low interest rate regime, a 
shift in domestic investors’ preference towards 
equity investments was observed from mid-May 
2020 in the Colombo Stock Exchange (CSE). 
However, the CSE was under pressure and 
experienced volatilities developing from                                                                    
the COVID-19 pandemic. Further, foreign 
investors continued to withdraw investments 
from emerging markets including Sri Lanka, due to 
the uncertainties created through COVID-19 
pandemic. As such the stock market performed 
dismally reporting a rapid drop in the All Share 
Price Index during mid-March to mid-May7 
corresponding to the peak of the COVID-19 
pandemic effect in Sri Lanka. Thereafter, a slight 
recovery in prices was observed which continued 
till October with some fluctuations. It was 
observed that, positive and timely policy 

                                                            
7 The stock market was closed for 7 weeks during 
the period from March to May 2020 at a stretch. 

measures to recover from the COVID-19 pandemic 
have been able to re-establish the  
confidence towards equity investments. However, 
with the resurgence of the COVID-19 outbreak, 
prices have indicated a downturn.                                                                                                 

At the same time, the external sector of Sri Lanka 
was also affected severely by the COVID-19 
pandemic at the beginning of year 2020 and 
gradually recovered thereafter. The trade deficit 
declined during the nine months ending 
September 2020 as merchandise imports started 
to decline due to disruptions in import related 
supply chains, economic lockdown, falling 
commodity prices and Government restrictions on 
the facilitation of motor vehicle imports and 

suspending importation of non-essential 
consumer goods. Meanwhile, exports which 
initially dropped due to low global demand 
rebounded with time. On the contrary, the current 
account was severely hit by the tourism earnings 

Chart 1.38: Trade balance, Worker 
Remittances and Earnings from Tourism 
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Chart 1.39: Foreign Investments in CSE 
and Government Securities Market 
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turning to zero with travel restrictions since March 
2020. Nevertheless, worker remittances had a 
more fluctuating impact on the current account 
during this period. Initially, worker remittances 
declined with migrant workers returning to Sri 
Lanka, and thereafter a gradual increase was 
witnessed supporting the current account and the 
domestic foreign exchange market since June 
2020.  

                                                                             The 
financial account of the external sector faced 
continuous outflows from the government 
securities market and the CSE due to negative 
investor sentiments, and this was observed in 
other EMDEs as well. Nevertheless, the financial 
account improved by the receipt of a US dollars 
500 million syndicated loan in March 2020, a 
SAARCFINANCE Swap of US dollars 400 million and 

several other loans amidst several repayments. 

High foreign currency debt service payments 
falling due in 2021 and over the medium term will 
continue to be a major concern in the external 
sector. 

Further, gross official reserves of Sri Lank stood at 
US dollars 6.7 billion which was equivalent to 4.7 
months of imports by end September 2020. The 
total foreign assets which consist of both the gross 
official reserves and the foreign assets of the 
banking sector stood at US dollars 9.2 billion as at 
end September 2020 covering 6.5 months of 
imports.  

As the government expenditure increased beyond 
the moderated government revenue, all fiscal 
balances weakened notably during the seven 
months ending July 2020. Subsequent to the 
presidential election, tax concessions granted to 
stimulate economic activities resulted in 
moderated government revenue. Thereafter, in 
2020 a myriad of concessions on tax was granted 
due to the COVID-19 pandemic which aggravated 
the declining government revenue. Further, a 
notable 

increase in recurrent expenditure was observed 
on subsidies and transfers during the seven 
months ending July 2020. Nonetheless, as new 
capital projects were not implemented during this 

Chart 1.40: Reserve Adequacy 
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Chart 1.41: Major Fiscal Balances 
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Chart 1.42: Total Outstanding Domestic 
and Foreign Debt 
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to recover from the COVID-19 pandemic have 
b e e n  ab l e  t o  r e - e s t ab l i s h  t h e  c o n f i d e n c e  t o w ar d s  
e q u i t y  i n v e s t m e n t s .  H o w e v e r ,  w i t h  t h e  r e s u r g e n c e  
of the COVID-19 outbreak, prices have indicated a 
d o w n t u r n .

A t  t h e  s am e  t i m e ,  t h e  e x t e r n al  s e c t o r  o f  S r i  L an k a 
was also affected severely by the COVID-19 
p an d e m i c  a t  t h e  b e g i n n i n g  o f  y e ar  2 0 2 0  an d  
g r ad u al l y  r e c o v e r e d  t h e r e a f t e r .  T h e  t r ad e  d e f i c i t  
d e c l i n e d  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  
2 0 2 0  as  m e r c h an d i s e  i m p o r t s  s t ar t e d  t o  d e c l i n e  
d u e  t o  d i s r u p t i o n s  i n  i m p o r t  r e l a t e d  s u p p l y  c h ai n s ,  
e c o n o m i c  l o c k d o w n ,  f al l i n g  c o m m o d i t y  p r i c e s  an d  
G o v e r n m e n t  r e s t r i c t i o n s  o n  t h e  f ac i l i t a t i o n  o f  m o t o r  

v e h i c l e  i m p o r t s  an d  s u s p e n d i n g  i m p o r t a t i o n  o f  n o n -
e s s e n t i al  c o n s u m e r  g o o d s .  M e an w h i l e ,  e x p o r t s  
w h i c h  i n i t i al l y  d r o p p e d  d u e  t o  l o w  g l o b al  d e m an d  
r e b o u n d e d  w i t h  t i m e .  O n  t h e  c o n t r ar y ,  t h e  c u r r e n t  
ac c o u n t  w as  s e v e r e l y  h i t  b y  t h e  t o u r i s m  e ar n i n g s  
turning to zero with travel restrictions since March 
2 0 2 0 .  N e v e r t h e l e s s ,  w o r k e r  r e m i t t an c e s  h ad  a m o r e  
f l u c t u a t i n g  i m p ac t  o n  t h e  c u r r e n t  ac c o u n t  d u r i n g  
t h i s  p e r i o d .  I n i t i al l y ,  w o r k e r  r e m i t t an c e s  d e c l i n e d  
w i t h  m i g r an t  w o r k e r s  r e t u r n i n g  t o  S r i  L an k a,  an d  
t h e r e a f t e r  a g r ad u al  i n c r e as e  w as  w i t n e s s e d  
s u p p o r t i n g  t h e  c u r r e n t  ac c o u n t  an d  t h e  d o m e s t i c  
f o r e i g n  e x c h an g e  m ar k e t  s i n c e  J u n e  2 0 2 0 .

T h e  f i n an c i al  ac c o u n t  o f  t h e  e x t e r n al  s e c t o r  
f a c e d  c o n t i n u o u s  o u t f l o w s  f r o m  t h e  g o v e r n m e n t  
s e c u r i t i e s  m ar k e t  an d  t h e  C S E  d u e  t o  n e g a t i v e  
i n v e s t o r  s e n t i m e n t s ,  an d  t h i s  w as  o b s e r v e d  i n  o t h e r  
EMDEs as well. Nevertheless, the financial account 
i m p r o v e d  b y  t h e  r e c e i p t  o f  a U S  d o l l ar s  5 0 0  m i l l i o n  
s y n d i c a t e d  l o a n  i n  M ar c h  2 0 2 0 ,  a S A A R C F I N A N C E  
S w ap  o f  U S  d o l l ar s  4 0 0  m i l l i o n  an d  s e v e r al  o t h e r  
l o an s  am i d s t  s e v e r al  r e p a y m e n t s .  H i g h  f o r e i g n  
c u r r e n c y  d e b t  s e r v i c e  p a y m e n t s  f al l i n g  d u e  i n  2 0 2 1  
an d  o v e r  t h e  m e d i u m  t e r m  w i l l  c o n t i n u e  t o  b e  a 
m aj o r  c o n c e r n  i n  t h e  e x t e r n al  s e c t o r .

F u r t h e r ,  g r o s s  o f f i c i al  r e s e r v e s  o f  S r i  L an k  s t o o d  
a t  U S  d o l l ar s  6 . 7  b i l l i o n  w h i c h  w as  e q u i v al e n t  t o  
4 . 7  m o n t h s  o f  i m p o r t s  b y  e n d  S e p t e m b e r  2 0 2 0 .  
T h e  t o t al  f o r e i g n  as s e t s  w h i c h  c o n s i s t  o f  b o t h  t h e  
g r o s s  o f f i c i al  r e s e r v e s  an d  t h e  f o r e i g n  as s e t s  o f  
the banking sector stood at US dollars 9.2 billion 
as  a t  e n d  S e p t e m b e r  2 0 2 0  c o v e r i n g  6 . 5  m o n t h s  o f  
i m p o r t s .

M aj or Fiscal Balances
Ch art 
1 . 4 1

Source: C e n t r al  B an k  o f  S r i  L a n k a
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A s  t h e  g o v e r n m e n t  e x p e n d i t u r e  i n c r e as e d  b e y o n d  
t h e  m o d e r a t e d  g o v e r n m e n t  r e v e n u e ,  al l  f i s c al  
b al an c e s  w e a k e n e d  n o t ab l y  d u r i n g  t h e  s e v e n  
m o n t h s  e n d i n g  J u l y  2 0 2 0 .  S u b s e q u e n t  t o  t h e  
p r e s i d e n t i al  e l e c t i o n ,  t a x  c o n c e s s i o n s  g r an t e d  
t o  s t i m u l a t e  e c o n o m i c  ac t i v i t i e s  r e s u l t e d  i n  
m o d e r a t e d  g o v e r n m e n t  r e v e n u e .  T h e r e a f t e r ,  i n  
2 0 2 0  a m y r i ad  o f  c o n c e s s i o n s  o n  t a x  w as  g r an t e d  
due to the COVID-19 pandemic which aggravated 
t h e  d e c l i n i n g  g o v e r n m e n t  r e v e n u e .  F u r t h e r ,  a 
n o t ab l e  i n c r e as e  i n  r e c u r r e n t  e x p e n d i t u r e  w as  
o b s e r v e d  o n  s u b s i d i e s  an d  t r an s f e r s  d u r i n g  t h e  
s e v e n  m o n t h s  e n d i n g  J u l y  2 0 2 0 .  N o n e t h e l e s s ,  as  
n e w  c ap i t a l  p r o j e c t s  w e r e  n o t  i m p l e m e n t e d  d u r i n g  
t h i s  p e r i o d ,  c ap i t al  e x p e n d i t u r e  c o n t r ac t e d .  T h e  
o v e r al l  d e f i c i t  o f  t h e  s e v e n  m o n t h s  e n d i n g  J u l y  as  a 
per cent of GDP increased to 5.6 per cent, from the 
d e f i c i t  o f  4 . 6  p e r  c e n t  r e c o r d e d  i n  s e v e n  m o n t h s  
ending July 2019.

T h e  b u d g e t  d e f i c i t  f o r  t h e  s e v e n  m o n t h s  e n d i n g  
J u l y  2 0 2 0  w a s  m ai n l y  f i n an c e d  t h r o u g h  d o m e s t i c  
s o u r c e s  v i a i s s u i n g  g o v e r n m e n t  s e c u r i t i e s  an d  l o an s  
o b t ai n e d  f r o m  l i c e n s e d  b an k s  an d  t h e  C e n t r al  B an k .  
F i n an c i n g  f r o m  d o m e s t i c  s o u r c e s  am o u n t e d  t o   
R s .  1 , 0 6 7 . 0  m i l l i o n  d u r i n g  t h e  s e v e n  m o n t h s  e n d i n g  
J u l y  2 0 2 0 ,  c o m p ar e d  t o  R s .  5 7 1 . 4  m i l l i o n  d u r i n g  
the corresponding period of 2019. Meanwhile, 
f i n an c i n g  f r o m  f o r e i g n  s o u r c e s  r e c o r d e d  a n e t  
repayment of Rs. 194.5 billion, compared to the net 
f i n an c i n g  o f  R s .  1 1 2 . 7  b i l l i o n  i n  t h e  c o r r e s p o n d i n g  
period of 2019. The repayment of loans and 
declining non-residents’ Treasury bill and bond 
h o l d i n g s  r e s u l t e d  i n  t h i s  n e t  r e p a y m e n t  p o s i t i o n .
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turning to zero with travel restrictions since March 
2020. Nevertheless, worker remittances had a 
more fluctuating impact on the current account 
during this period. Initially, worker remittances 
declined with migrant workers returning to Sri 
Lanka, and thereafter a gradual increase was 
witnessed supporting the current account and the 
domestic foreign exchange market since June 
2020.  

                                                                             The 
financial account of the external sector faced 
continuous outflows from the government 
securities market and the CSE due to negative 
investor sentiments, and this was observed in 
other EMDEs as well. Nevertheless, the financial 
account improved by the receipt of a US dollars 
500 million syndicated loan in March 2020, a 
SAARCFINANCE Swap of US dollars 400 million and 

several other loans amidst several repayments. 

High foreign currency debt service payments 
falling due in 2021 and over the medium term will 
continue to be a major concern in the external 
sector. 

Further, gross official reserves of Sri Lank stood at 
US dollars 6.7 billion which was equivalent to 4.7 
months of imports by end September 2020. The 
total foreign assets which consist of both the gross 
official reserves and the foreign assets of the 
banking sector stood at US dollars 9.2 billion as at 
end September 2020 covering 6.5 months of 
imports.  

As the government expenditure increased beyond 
the moderated government revenue, all fiscal 
balances weakened notably during the seven 
months ending July 2020. Subsequent to the 
presidential election, tax concessions granted to 
stimulate economic activities resulted in 
moderated government revenue. Thereafter, in 
2020 a myriad of concessions on tax was granted 
due to the COVID-19 pandemic which aggravated 
the declining government revenue. Further, a 
notable 

increase in recurrent expenditure was observed 
on subsidies and transfers during the seven 
months ending July 2020. Nonetheless, as new 
capital projects were not implemented during this 

Chart 1.40: Reserve Adequacy 
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Chart 1.41: Major Fiscal Balances 
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period, capital expenditure contracted. The 
overall deficit of the seven months ending July as 

a per cent of GDP increased to 5.6 per cent, from 
the deficit of 4.6 per cent recorded in seven 
months ending July 2019.  

The budget deficit for the seven months ending 
July 2020 was mainly financed through domestic 
sources via issuing government securities and 
loans obtained from licensed banks and the 
Central Bank. Financing from domestic sources 
amounted to Rs. 1,067.0 million during the seven 
months ending July 2020, compared to Rs. 571.4 
million during the corresponding period of 2019. 
Meanwhile, financing from foreign sources 
recorded a net repayment of Rs. 194.5 billion, 
compared to the net financing of Rs. 112.7 billion 
in the corresponding period of 2019. The 
repayment of loans and declining non-residents’ 
Treasury bill and bond holdings resulted in this net 
repayment position.  

The Government took measures to promptly 
settle all maturing obligations, including the ISBs 
that matured in October 2020, despite adverse 
speculation and concerns raised by international 
rating agencies. Yet, the ability of the foreign 
reserves to meet short term debt obligations 
remains a concern  as sovereign repayment 

                                                            
8 For analysis purposes, the risk premium is 
calculated based on the difference between ten 

capacity indicated through the short term debt 
liabilities to official reserves ratio has increased to 
112.6 per cent as at June 2020 compared to 107.9 
per cent reported at end 2019. The short-term 
debt to official reserves ratio has been over 100 
per cent from 2015 with a slight dip below 100 per 
cent in year 2017. This ratio being above 100 per 
cent indicates that either the sovereign 
repayment capacity of Sri Lanka or reserves needs 
a considerable improvement.  

The risk premium8 has been in a rising trend from 
beginning of 2020 as the yield of Sri Lankan ISBs 
increased with the declining US Treasury yield. 
Towards the end of Q1 2020, the yield of Sri 
Lankan ISBs sky rocketed with the negative market 
sentiments caused by the COVID-19 pandemic and 
peaked in mid-May 2020. However, thereafter 
with positive policy stimuli the yields came down 
till September 2020. At this point, Moody’s 
downgraded Sri Lanka’s rating two notches down 
from B2 to Caa1 on 28 September 2020, mainly 
citing wide budget deficit, external sector 
exposure and weakening institutions and 
governance. Further, in November 2020, Fitch 
Ratings downgraded Sri Lanka’s rating to CCC from 

year US Treasury yields and the ten year Sri 
Lankan ISB yields. 

Chart 1.44: ISB Maturity Profile as at 
End October 2020 
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Chart 1.43: Short Term Debt as a 
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T h e  G o v e r n m e n t  t o o k  m e as u r e s  t o  p r o m p t l y  
s e t t l e  al l  m a t u r i n g  o b l i g a t i o n s ,  i n c l u d i n g  t h e  I S B s  
t h a t  m a t u r e d  i n  O c t o b e r  2 0 2 0 ,  d e s p i t e  ad v e r s e  
s p e c u l a t i o n  an d  c o n c e r n s  r ai s e d  b y  i n t e r n a t i o n al  
rating agencies. Yet, the ability of the foreign 
r e s e r v e s  t o  m e e t  s h o r t  t e r m  d e b t  o b l i g a t i o n s  
r e m ai n s  a c o n c e r n   as  s o v e r e i g n  r e p a y m e n t  
c ap ac i t y  i n d i c a t e d  t h r o u g h  t h e  s h o r t  t e r m  d e b t  
l i ab i l i t i e s  t o  o f f i c i al  r e s e r v e s  r a t i o  h as  i n c r e as e d  
t o  1 1 2 . 6  p e r  c e n t  as  a t  J u n e  2 0 2 0  c o m p ar e d  t o  
107.9 per cent reported at end 2019. The short-
t e r m  d e b t  t o  o f f i c i al  r e s e r v e s  r a t i o  h as  b e e n  o v e r  
1 0 0  p e r  c e n t  f r o m  2 0 1 5  w i t h  a s l i g h t  d i p  b e l o w  

Source: C e n t r al  B an k  o f  S r i  L an k a
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period, capital expenditure contracted. The 
overall deficit of the seven months ending July as 

a per cent of GDP increased to 5.6 per cent, from 
the deficit of 4.6 per cent recorded in seven 
months ending July 2019.  

The budget deficit for the seven months ending 
July 2020 was mainly financed through domestic 
sources via issuing government securities and 
loans obtained from licensed banks and the 
Central Bank. Financing from domestic sources 
amounted to Rs. 1,067.0 million during the seven 
months ending July 2020, compared to Rs. 571.4 
million during the corresponding period of 2019. 
Meanwhile, financing from foreign sources 
recorded a net repayment of Rs. 194.5 billion, 
compared to the net financing of Rs. 112.7 billion 
in the corresponding period of 2019. The 
repayment of loans and declining non-residents’ 
Treasury bill and bond holdings resulted in this net 
repayment position.  

The Government took measures to promptly 
settle all maturing obligations, including the ISBs 
that matured in October 2020, despite adverse 
speculation and concerns raised by international 
rating agencies. Yet, the ability of the foreign 
reserves to meet short term debt obligations 
remains a concern  as sovereign repayment 

                                                            
8 For analysis purposes, the risk premium is 
calculated based on the difference between ten 

capacity indicated through the short term debt 
liabilities to official reserves ratio has increased to 
112.6 per cent as at June 2020 compared to 107.9 
per cent reported at end 2019. The short-term 
debt to official reserves ratio has been over 100 
per cent from 2015 with a slight dip below 100 per 
cent in year 2017. This ratio being above 100 per 
cent indicates that either the sovereign 
repayment capacity of Sri Lanka or reserves needs 
a considerable improvement.  

The risk premium8 has been in a rising trend from 
beginning of 2020 as the yield of Sri Lankan ISBs 
increased with the declining US Treasury yield. 
Towards the end of Q1 2020, the yield of Sri 
Lankan ISBs sky rocketed with the negative market 
sentiments caused by the COVID-19 pandemic and 
peaked in mid-May 2020. However, thereafter 
with positive policy stimuli the yields came down 
till September 2020. At this point, Moody’s 
downgraded Sri Lanka’s rating two notches down 
from B2 to Caa1 on 28 September 2020, mainly 
citing wide budget deficit, external sector 
exposure and weakening institutions and 
governance. Further, in November 2020, Fitch 
Ratings downgraded Sri Lanka’s rating to CCC from 

year US Treasury yields and the ten year Sri 
Lankan ISB yields. 

Chart 1.44: ISB Maturity Profile as at 
End October 2020 
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B. S & P Global Ratings also downgraded Sri 
Lanka’s rating to CCC+ from B- in December 2020. 
Negative sentiment caused by such rating 
downgrades may have an impact on increasing risk 
premiums exposing the country to high sovereign 
risks and vulnerabilities to systemic imbalances.   

Despite difficult circumstances, the Sri Lankan 
economy is expected to rebound in 2021 as 
evidenced by the fast recovery of activity since the 
relaxation of the lockdown in May 2020, though a 
resurgence of COVID-19 cases, as observed in 
October, could affect this momentum to some 
extent. The large scale policy support provided by 
the Central Bank and the government is expected 
to facilitate a fast recovery of economic activities 
in the near term, while growth oriented policies of 
the Government are expected to sustain the 
recovery over the medium term. The lagged effect 
of extensive fiscal and monetary policy stimuli 
provided thus far may also improve the 
performance of the economy in the near future. 
The fiscal policy strategy for 2021 is expected to 
aim at strengthening the medium term fiscal 
consolidation path through tax policy reforms, 
while further rationalising recurrent expenditure 
and prioritising public investment to stimulate the 
economy as enunciated in the national policy 
framework, “Vistas of Prosperity 

and Splendour”. However, external debt 
obligations remain large as decrease of external 
demand on exports, mobility restrictions on 
tourism and lack of portfolio inflows weigh heavily 
on foreign currency inflows amidst limited reserve 
assets to defend plausible risks.  

The financial sector experienced the spillover 
effects of the risks and vulnerabilities faced by the 
global and domestic economy during the nine 
months ending September 2020. The uncertainty 
of the prevalence of the COVID-19 pandemic 
questions the extent to which policy stimuli can be 
sustained by Sri Lanka. As such, the resilience of 
the financial system depends largely on the 
availability of vaccines for as many countries as 
possible to overcome this virus facilitating the 
recovery of the global and domestic economy. 
Even when the COVID-19 pandemic is eradicated 
from the world, the social, economic and financial 
sector recovery will be at a gradual pace due to the 
severity of damage caused by this pandemic. 
Therefore, it is important to tail off the policy 
stimuli granted in response to the COVID-19 
pandemic without creating a shock to the system. 
Therefore, the emphasis should be on the 
sustainability of the policy measures to effectively 
facilitate the recovery process. 

Chart 1.45: Assumed Risk Premiums on 
10 Year International Sovereign Bonds 
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8  F o r  an al y s i s  p u r p o s e s ,  t h e  r i s k  p r e m i u m  i s  c al c u l a t e d  b as e d  o n  t h e  
difference between ten year US Treasury yields and the ten year 
S r i  L an k an  I S B  y i e l d s .

Sources: C e n t r al  B an k  o f  S r i  L an k a
 B l o o m b e r g

1 0 0  p e r  c e n t  i n  y e ar  2 0 1 7 .  T h i s  r a t i o  b e i n g  ab o v e  
1 0 0  p e r  c e n t  i n d i c a t e s  t h a t  e i t h e r  t h e  s o v e r e i g n  
r e p a y m e n t  c ap ac i t y  o f  S r i  L an k a o r  r e s e r v e s  n e e d s  
a c o n s i d e r ab l e  i m p r o v e m e n t .

T h e  r i s k  p r e m i u m 8   h as  b e e n  i n  a r i s i n g  t r e n d  f r o m  
b e g i n n i n g  o f  2 0 2 0  as  t h e  y i e l d  o f  S r i  L an k an  I S B s  
i n c r e as e d  w i t h  t h e  d e c l i n i n g  U S  T r e a s u r y  y i e l d .  
Towards the end of Q1 2020, the yield of Sri 
L an k an  I S B s  s k y  r o c k e t e d  w i t h  t h e  n e g a t i v e  m ar k e t  
sentiments caused by the COVID-19 pandemic 
an d  p e ak e d  i n  m i d - M a y  2 0 2 0 .  H o w e v e r ,  t h e r e a f t e r  
w i t h  p o s i t i v e  p o l i c y  s t i m u l i  t h e  y i e l d s  c am e  d o w n  
till September 2020. At this point, Moody’s 
downgraded Sri Lanka’s rating two notches down 
f r o m  B 2  t o  C aa 1  o n  2 8  S e p t e m b e r  2 0 2 0 ,  m ai n l y   
c i t i n g  w i d e  b u d g e t  d e f i c i t ,  e x t e r n al  s e c t o r  e x p o s u r e  
an d  w e a k e n i n g  i n s t i t u t i o n s  an d  g o v e r n an c e .   
F u r t h e r ,  i n  N o v e m b e r  2 0 2 0 ,  F i t c h  R a t i n g s   
downgraded Sri Lanka’s rating to CCC from B.  
S & P Global Ratings also downgraded Sri Lanka’s 
rating to CCC+ from B- in December 2020. Negative 
s e n t i m e n t  c au s e d  b y  s u c h  r a t i n g  d o w n g r ad e s  
m a y  h a v e  an  i m p ac t  o n  i n c r e as i n g  r i s k  p r e m i u m s  
e x p o s i n g  t h e  c o u n t r y  t o  h i g h  s o v e r e i g n  r i s k s  an d  
v u l n e r ab i l i t i e s  t o  s y s t e m i c  i m b al an c e s .

Despite difficult circumstances, the Sri Lankan 
e c o n o m y  i s  e x p e c t e d  t o  r e b o u n d  i n  2 0 2 1  as  
e v i d e n c e d  b y  t h e  f as t  r e c o v e r y  o f  ac t i v i t y  s i n c e  t h e  
r e l a x a t i o n  o f  t h e  l o c k d o w n  i n  M a y  2 0 2 0 ,  t h o u g h  
a resurgence of COVID-19 cases, as observed in 
O c t o b e r ,  c o u l d  a f f e c t  t h i s  m o m e n t u m  t o  s o m e  
e x t e n t .  T h e  l ar g e  s c al e  p o l i c y  s u p p o r t  p r o v i d e d  b y  
t h e  C e n t r a l  B an k  an d  t h e  g o v e r n m e n t  i s  e x p e c t e d  
t o  f ac i l i t a t e  a f a s t  r e c o v e r y  o f  e c o n o m i c  ac t i v i t i e s  
i n  t h e  n e ar  t e r m ,  w h i l e  g r o w t h  o r i e n t e d  p o l i c i e s  
o f  t h e  G o v e r n m e n t  ar e  e x p e c t e d  t o  s u s t ai n  t h e  
r e c o v e r y  o v e r  t h e  m e d i u m  t e r m .  T h e  l ag g e d  
e f f e c t  o f  e x t e n s i v e  f i s c al  an d  m o n e t ar y  p o l i c y  
s t i m u l i  p r o v i d e d  t h u s  f ar  m a y  al s o  i m p r o v e  t h e  
p e r f o r m an c e  o f  t h e  e c o n o m y  i n  t h e  n e ar  f u t u r e .  
T h e  f i s c al  p o l i c y  s t r a t e g y  f o r  2 0 2 1  i s  e x p e c t e d  
t o  ai m  a t  s t r e n g t h e n i n g  t h e  m e d i u m  t e r m  f i s c al  
c o n s o l i d a t i o n  p a t h  t h r o u g h  t a x  p o l i c y  r e f o r m s ,  
w h i l e  f u r t h e r  r a t i o n al i s i n g  r e c u r r e n t  e x p e n d i t u r e  
an d  p r i o r i t i s i n g  p u b l i c  i n v e s t m e n t  t o  s t i m u l a t e  
t h e  e c o n o m y  as  e n u n c i a t e d  i n  t h e  n a t i o n al  p o l i c y  

framework, “Vistas of Prosperity and Splendour”. 
H o w e v e r ,  e x t e r n al  d e b t  o b l i g a t i o n s  r e m ai n  l ar g e  as  
d e c r e as e  o f  e x t e r n al  d e m an d  o n  e x p o r t s ,  m o b i l i t y  
r e s t r i c t i o n s  o n  t o u r i s m  an d  l ac k  o f  p o r t f o l i o  i n f l o w s  
w e i g h  h e a v i l y  o n  f o r e i g n  c u r r e n c y  i n f l o w s  am i d s t  
l i m i t e d  r e s e r v e  as s e t s  t o  d e f e n d  p l au s i b l e  r i s k s .  

T h e  f i n an c i al  s e c t o r  e x p e r i e n c e d  t h e  s p i l l o v e r  
e f f e c t s  o f  t h e  r i s k s  an d  v u l n e r ab i l i t i e s  f ac e d  b y  
t h e  g l o b al  an d  d o m e s t i c  e c o n o m y  d u r i n g  t h e  n i n e  
m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  T h e  u n c e r t ai n t y  
of the prevalence of the COVID-19 pandemic 
q u e s t i o n s  t h e  e x t e n t  t o  w h i c h  p o l i c y  s t i m u l i  c an  b e  
s u s t ai n e d  b y  S r i  L an k a.  A s  s u c h ,  t h e  r e s i l i e n c e  o f  t h e  
f i n an c i al  s y s t e m  d e p e n d s  l ar g e l y  o n  t h e  a v ai l ab i l i t y  
o f  v ac c i n e s  f o r  as  m an y  c o u n t r i e s  as  p o s s i b l e  t o  
o v e r c o m e  t h i s  v i r u s  f ac i l i t a t i n g  t h e  r e c o v e r y  o f  
t h e  g l o b al  an d  d o m e s t i c  e c o n o m y .  E v e n  w h e n  t h e  
COVID-19 pandemic is eradicated from the world, 
t h e  s o c i al ,  e c o n o m i c  an d  f i n a n c i al  s e c t o r  r e c o v e r y  
w i l l  b e  a t  a g r ad u al  p ac e  d u e  t o  t h e  s e v e r i t y  o f  
d am ag e  c au s e d  b y  t h i s  p an d e m i c .  T h e r e f o r e ,  i t  
i s  i m p o r t an t  t o  t ai l  o f f  t h e  p o l i c y  s t i m u l i  g r an t e d  
in response to the COVID-19 pandemic without 
c r e a t i n g  a s h o c k  t o  t h e  s y s t e m .  T h e r e f o r e ,  t h e  
e m p h as i s  s h o u l d  b e  o n  t h e  s u s t ai n ab i l i t y  o f  t h e  
p o l i c y  m e as u r e s  t o  e f f e c t i v e l y  f ac i l i t a t e  t h e  r e c o v e r y  
p r o c e s s .
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Box  
Article	1

Key	Policy	Changes	and	Regulatory	Actions	
I mp lemented  for th e Financial Sector in 2020

Financial	Institutions
Licensed  Banks

3 0  J an u ar y  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  l i c e n s e d  b an k s  p r o v i d i n g  g u i d e l i n e s  f o r  t h e  i m p l e m e n t a t i o n  
o f  a s p e c i al  c r e d i t  s u p p o r t  s c h e m e  t o  p r o v i d e  c r e d i t  s u p p o r t  t o  e l i g i b l e  S m al l  an d  
Medium Enterprise (SME) borrowers.

0 1  M ar c h  2 0 2 0 A Circular was issued to Licensed Commercial Banks (LCBs) informing to extend the 
m a x i m u m  p e r i o d  f o r  t h e  s e t t l e m e n t  o f  e x p o r t  c r e d i t  f ac i l i t i e s  o u t  o f  e x p o r t  p r o c e e d s  
u p  t o  1 8 0  d a y s  f r o m  t h e  d a t e  o f  s h i p m e n t .

19 March 2020 Banking Act Directions were issued to LCBs and the National Savings Bank (NSB) 
i n f o r m i n g  t o  s u s p e n d  f ac i l i t a t i o n  o f  t h e  i m p o r t a t i o n  o f  s e l e c t e d  m o t o r  v e h i c l e s  u n d e r  
L C s  an d  t h e  i m p o r t a t i o n  o f  s e l e c t e d  n o n - e s s e n t i al  g o o d s  u n d e r  L C s ,  d o c u m e n t s  
ag ai n s t  ac c e p t an c e  a n d  ad v an c e  p a y m e n t s .  F u r t h e r ,  p u r c h as i n g  o f  I n t e r n a t i o n al  
S o v e r e i g n  B o n d s  b y  L C B s  an d  N S B  w as  s u s p e n d e d .

2 4  M ar c h  2 0 2 0 A Circular was issued to LCBs and Licensed Specialised Banks (LSBs) informing 
t h e m  o f  t h e  r e l i e f  m e as u r e s  t o  b e  p r o v i d e d  t o  b u s i n e s s e s  an d  i n d i v i d u al s  w h o  w e r e  
adversely affected by the COVID-19 outbreak in line with the Direction issued by His 
Excellency the President and the decision taken by the Cabinet of Ministers.

2 7  M ar c h  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  L C B s  an d  L S B s  i n f o r m i n g  t h e m  o f  t h e  e l i g i b i l i t y  t o  p ar t i c i p a t e  
in a refinancing facility to support the businesses affected by the COVID-19 outbreak, 
i n c l u d i n g  s e l f - e m p l o y e d  b u s i n e s s e s  an d  i n d i v i d u al s ,  c o m m e n c i n g  f r o m  2 5  M ar c h  
2 0 2 0 .  T h i s  C i r c u l ar  w as  i s s u e d  t o  s u p p l e m e n t  t h e  C i r c u l ar  N o .  0 4  o f  2 0 2 0 ,  d a t e d  2 4  
M ar c h  2 0 2 0 ,  an d  s e t  o u t  t h e  o p e r a t i o n al  g u i d e l i n e s  t o  g i v e  e f f e c t  t o  t h e  r e f i n an c i n g  
f ac i l i t y .

A f t e r  as s e s s i n g  t h e  s a f e t y  an d  s o u n d n e s s  o f  t h e  b an k i n g  s e c t o r ,  t h e  C e n t r al  B an k  
d e c i d e d  t o  i n t r o d u c e  e x t r ao r d i n ar y  r e g u l a t o r y  m e as u r e s  t o  b e  i m p l e m e n t e d  b y  
l i c e n s e d  b an k s  t o  s u p p o r t  b u s i n e s s e s  an d  i n d i v i d u al s  a f f e c t e d  b y  t h e  o u t b r e ak  o f  
COVID-19. Accordingly, the extraordinary regulatory measures were informed 
inter alia permitting Domestic Systemically Important Banks (D-SIBs) and non 
D-SIBs to draw down their Capital Conservation Buffers, allowing classification of 
n o n - p e r f o r m i n g  l o an s  an d  r e c o v e r y  o f  f o r e i g n  c u r r e n c y  l o an s  an d  d e f e r r i n g  t h e  
e n h an c e m e n t  o f  c ap i t al  b y  l i c e n s e d  b an k s  w h i c h  ar e  y e t  t o  m e e t  t h e  m i n i m u m  
c ap i t al  r e q u i r e m e n t s  o f  e n d  2 0 2 0  u n t i l  e n d  2 0 2 2 .

1 7  A p r i l  2 0 2 0 T h e  m i n i m u m  d ai l y  d e p o s i t  r e q u i r e d  t o  b e  h e l d  b y  a L C B  i n  t h e  C e n t r al  B an k  w as  
reduced to 20 per cent from 90 per cent with effect from the reserve maintenance 
p e r i o d  c o m m e n c i n g  o n  1 6  A p r i l  2 0 2 0 .

2 7  A p r i l  2 0 2 0 A  M o n e t ar y  L a w  A c t  O r d e r  w as  i s s u e d  i n f o r m i n g  t h e  m a x i m u m  r a t e  o f  i n t e r e s t  
c h ar g e a b l e  b y  l i c e n s e d  b an k s  o n  p a w n i n g  ad v an c e s  c o l l a t e r al i s e d  b y  p e r s o n al  g o l d  
j e w e l l e r y ,  c o n s i d e r i n g  t h e  n e c e s s i t y  t o  p r o v i d e  r e l i e f  f o r  l o w  i n c o m e  e ar n e r s  w h o  
o b t ai n  p a w n i n g  ad v an c e s  t o  f i n an c e  t h e i r  s h o r t  t e r m  f u n d i n g  r e q u i r e m e n t s  am i d s t  
the COVID-19 pandemic.  
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0 5  M a y  2 0 2 0 E x t r ao r d i n ar y  r e g u l a t o r y  m e as u r e s  w e r e  i m p l e m e n t e d  t o  p r o v i d e  l i q u i d i t y  t o  l i c e n s e d  
banks with a view to negating any potential impact on banks’ liquidity positions 
due to the COVID-19 pandemic. Accordingly, Banking Act Directions were issued to 
l i c e n s e d  b an k s  p e r m i t t i n g  c e r t ai n  as s e t s  t o  b e  c o n s i d e r e d  as  l i q u i d  as s e t s ,  s u b j e c t  t o  
conditions, for the purpose of computation of Statutory Liquid Assets Ratio (SLAR), 
and reduced the minimum requirement for Liquidity Coverage Ratio (LCR) and Net 
Stable Funding Ratio (NSFR) subject to enhanced supervision and frequent reporting 
u p  t o  3 0  J u n e  2 0 2 1 .  F u r t h e r ,  l i c e n s e d  b an k s  w e r e  al s o  al l o w e d  t o  a v ai l  l i q u i d i t y  i n  
r u p e e s ,  i f  r e q u i r e d ,  u n d e r  t h e  f r am e w o r k  o f  e m e r g e n c y  l o an s  an d  ad v an c e s  t o  
l i c e n s e d  b an k s  b as e d  o n  ac c e p t ab l e  c o l l a t e r al  an d  l i q u i d i t y  f o r e c as t s .

1 3  M a y  2 0 2 0 Banking Act Directions were issued restricting discretionary payments of licensed 
b an k s  s u c h  as  c as h  d i v i d e n d s ,  p r o f i t  r e p a t r i a t i o n ,  s h ar e  b u y - b ac k  an d  i n c r e a s i n g  
management allowances and payments to the Board of Directors to ensure 
m ai n t ai n i n g  ap p r o p r i a t e  l e v e l s  o f  l i q u i d i t y  an d  p r u d e n t  m an ag e m e n t  o f  c as h  f l o w s  
b y  l i c e n s e d  b an k s .  F u r t h e r ,  b a n k s  w e r e  i n f o r m e d  t o  e x e r c i s e  p r u d e n c e  an d  e x t r e m e  
d u e  d i l i g e n c e  w h e n  i n c u r r i n g  c ap i t al  e x p e n d i t u r e  an d  t o  r e f r ai n  t o  t h e  e x t e n t  p o s s i b l e  
f r o m  i n c u r r i n g  n o n - e s s e n t i al  e x p e n d i t u r e .

1 5  M a y  2 0 2 0 Banking Act Directions were issued on loan to value ratios for credit facilities granted 
in respect of motor vehicles replacing the previous Banking Act Directions issued on 
t h e  s am e .

19 June 2020 Banking Act Directions were issued to LCBs and NSB suspending the purchase of Sri 
Lanka International Sovereign Bonds (ISBs) for a period of three months unless such 
p u r c h as e  o f  I S B s  i s  f u n d e d  b y  u s i n g  n e w  f o r e i g n  c u r r e n c y  i n f l o w s .

1 6  J u l y  2 0 2 0 * Banking Act Directions were issued permitting banks to consider new credit 
f ac i l i t i e s  g r an t e d  u n d e r  t h e  l i q u i d i t y  f ac i l i t y  s c h e m e  t o  t h e  c o n s t r u c t i o n  s e c t o r  
against Letters of Acceptance of Payments of Outstanding Bills to Contractors 
i s s u e d  b y  t h e  G o v e r n m e n t  t o  s e t t l e  d u e s  t o  c o n t r ac t o r s  b y  3 1 . 1 2 . 2 0 2 0 ,  as  l i q u i d  
as s e t s  f o r  t h e  p u r p o s e  o f  c o m p u t a t i o n  o f  S L A R  u n t i l  3 1 . 1 2 . 2 0 2 0 ,  s u b j e c t  t o  a 
h ai r c u t  o f  1 0  p e r  c e n t .  S u c h  f ac i l i t i e s  g r an t e d  f o r  n e w  e c o n o m i c  ac t i v i t i e s  w e r e  
p e r m i t t e d  t o  b e  c o n s i d e r e d  as  p e r f o r m i n g  l o an s  w i t h o u t  c o n s i d e r i n g  t h e  c u r r e n t  
c l as s i f i c a t i o n  s t a t u s  o f  o t h e r  e x i s t i n g  f ac i l i t i e s  o f  t h e  b o r r o w e r .  T h e s e  L e t t e r  o f  
Acceptance of Payment of Outstanding Bills and the credit guarantee provided 
under Phase III of the Saubagya COVID-19 Renaissance Facility to be considered 
as  ac c e p t ab l e  c r e d i t  r i s k  m i t i g an t s  f o r  c r e d i t  f ac i l i t i e s  g r an t e d  ag ai n s t  t h e  s am e  
and to be risk weighted at zero per cent.

* A Circular was issued to licensed banks, licensed finance companies and 
s p e c i al i s e d  l e as i n g  c o m p an i e s  r e q u i r i n g  f i n an c i al  i n s t i t u t i o n s  t o  e x t e n d  t h e  
e x i s t i n g  m o r a t o r i u m  p e r i o d  i n  r e s p e c t  o f  c ap i t al  o u t s t an d i n g  o f  l e as i n g  f ac i l i t i e s  
g r an t e d  t o  t o u r i s m  r e l a t e d  v e h i c l e s .  F i n an c i al  i n s t i t u t i o n s  m a y  r e c o v e r  i n t e r e s t  
d u r i n g  t h e  m o r a t o r i u m  p e r i o d  i n  a m an n e r  t h a t  i s  n o t  i n c o n v e n i e n t  t o  s u c h  
b o r r o w e r s  an d  t h e  ac c r u e d  p e n al  i n t e r e s t  i n  r e s p e c t  o f  s u c h  l e as i n g  f ac i l i t i e s  t o  
b e  w ai v e d  o f f .  F u r t h e r ,  l i c e n s e d  b an k s  w e r e  i n f o r m e d  o f  t h e  m a x i m u m  ad d i t i o n al  
i n t e r e s t  r a t e  c h ar g e ab l e  d u r i n g  t h e  m o r a t o r i u m  p e r i o d  an d  t h e  m an n e r  i n  w h i c h  
s u c h  ad d i t i o n a l  i n t e r e s t  i s  t o  b e  r e c o v e r e d  i n  r e l a t i o n  t o  l e as i n g  f ac i l i t i e s  g r an t e d  
f o r  b u s e s  p r o v i d i n g  p u b l i c  t r an s p o r t  s e r v i c e s  an d  t h e  E q u al  M o n t h l y  I n s t al m e n t  
(EMI) loans.

* An amendment was issued for licensed banks, with respect to the Banking 
Act Directions on Capital Requirements under Basel III, to increase the annual 
t u r n o v e r  t h r e s h o l d  f o r  S M E s  t o  R s .  1  b i l l i o n .
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2 1  A u g u s t  2 0 2 0 A  M o n e t ar y  L a w  A c t  O r d e r  w as  i s s u e d  i n f o r m i n g  t h e  m a x i m u m  i n t e r e s t  r a t e s  
ap p l i c ab l e  o n  L K R  d e n o m i n a t e d  l o an s  an d  ad v an c e s  g r an t e d  b y  l i c e n s e d  b an k s ,  
r e p l ac i n g  t h e  p r e v i o u s  M o n e t ar y  L a w  A c t  O r d e r s  i s s u e d  i n  t h i s  r e g ar d .  A c c o r d i n g l y ,  
m a x i m u m  i n t e r e s t  r a t e s  ap p l i c ab l e  f o r  c r e d i t  c ar d s ,  p r e - ar r an g e d  t e m p o r ar y  
o v e r d r a f t s ,  p a w n i n g  ad v an c e s ,  p e n al  i n t e r e s t  r a t e s  o n  al l  l o an s  an d  ad v an c e s  an d  
e n h an c e d  r a t e s  o n  ac c o m m o d a t i o n s  f o r  e x p o r t e r s  w e r e  r e d u c e d  i n  l i n e  w i t h  t h e  
r e d u c e d  m ar k e t  i n t e r e s t  r a t e s .

2 6  A u g u s t  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  l i c e n s e d  b an k s  e x t e n d i n g  t h e  m o r a t o r i u m  s c h e m e  g r an t e d  
to COVID-19 affected businesses and individuals engaged in the tourism sector.

0 8  S e p t e m b e r  
2 0 2 0

Banking Act Directions were issued increasing the limit on acquiring a material interest 
o f  i s s u e d  c ap i t al  c ar r y i n g  v o t i n g  r i g h t s  o f  l i c e n s e d  b an k s .  A c c o r d i n g l y ,  M u l t i l a t e r al  
F i n an c i al  O r g an i s a t i o n s  w e r e  p e r m i t t e d  t o  ac q u i r e  a m a t e r i al  i n t e r e s t  n o t  e x c e e d i n g  
2 0  p e r  c e n t  o f  l i c e n s e d  b an k s  s u b j e c t  t o  t h e  c o n d i t i o n  t h a t  s u c h  m a t e r i al  i n t e r e s t  
ac q u i r e d  s h al l  r e d u c e  t o  1 5  p e r  c e n t  w i t h i n  1 0  y e ar s  f r o m  t h e  d a t e  o f  s t i p u l a t i o n .

3 0  S e p t e m b e r  
2 0 2 0

Banking Act Directions were issued amending the general terms and conditions 
ap p l i c ab l e  f o r  f i n an c i al  d e r i v a t i v e  t r an s ac t i o n s  o f  l i c e n s e d  b an k s  t o  f ac i l i t a t e  t h e  
i m p l e m e n t a t i o n  o f  I n w ar d  I n v e s t m e n t  S w ap s .

1 4  F e b r u ar y  2 0 2 0 A Direction was issued on Classification and Measurement of Credit Facilities, setting 
o u t  t h e  m i n i m u m  r e q u i r e m e n t s  t o  L F C s  w i t h  t h e  ad o p t i o n  o f  S r i  L an k a A c c o u n t i n g  
Standards, SLFRS 9: Financial Instruments issued by the Council of Chartered 
A c c o u n t an t s  an d  p r u d e n t i al  r e q u i r e m e n t  o f  t h e  C e n t r al  B an k .

1 7  F e b r u ar y  2 0 2 0 A Direction was issued on Classification and Measurement of Credit Facilities, setting 
o u t  t h e  m i n i m u m  r e q u i r e m e n t s  t o  S L C s  w i t h  t h e  ad o p t i o n  o f  S r i  L an k a A c c o u n t i n g  
Standards, SLFRS 9: Financial Instruments issued by the Council of Chartered 
A c c o u n t an t s  an d  p r u d e n t i al  r e q u i r e m e n t  o f  t h e  C e n t r al  B an k .

1 0  M ar c h  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  L F C s  an d  S L C s  p r o v i d i n g  g u i d e l i n e s  f o r  t h e  i m p l e m e n t a t i o n  o f  
a s p e c i al  c r e d i t  s u p p o r t  s c h e m e  t o  p r o v i d e  c r e d i t  s u p p o r t  t o  e l i g i b l e  S M E  b o r r o w e r s .

2 4  M ar c h  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  L F C s  an d  S L C s  p r o v i d i n g  r e l i e f  m e as u r e s  f o r  b u s i n e s s e s  an d  
individuals affected by the COVID-19 outbreak.

2 7  M ar c h  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  t o  L F C s  an d  S L C s  t o  s u p p l e m e n t  t h e  C i r c u l ar  d a t e d  2 4  M ar c h  
2 0 2 0  an d  s e t  o u t  t h e  o p e r a t i o n al  g u i d e l i n e s  t o  g i v e  e f f e c t  t o  a R s .  5 0  b i l l i o n ,  s i x  m o n t h  
r e f i n an c i n g  f ac i l i t y  t o  s u p p o r t  t h e  b u s i n e s s e s  i n c l u d i n g  s e l f - e m p l o y e d  b u s i n e s s e s  
and individuals affected by the COVID-19 outbreak.

3 1  M ar c h  2 0 2 0 C o n s i d e r i n g  t h e  c u r r e n t  m ar k e t  c o n d i t i o n s ,  an  am e n d m e n t  w as  i s s u e d  w i t h  r e s p e c t  
to the existing Direction on liquid assets to be maintained by LFCs that shall be 
effective for a period of six months from the date of this Direction.

2 4  A p r i l  2 0 2 0 The existing Loan to Value (LTV) Direction issued to LFCs and SLCs was revised 
al l o w i n g  h i g h e r  L T V  r a t i o s  f o r  l o c al l y  as s e m b l e d  m o t o r  c ar s ,  S U V s  an d  v an s .

The Direction on maximum interest rates on deposits and debt instruments of LFCs 
an d  S L C s  w as  r e v i s e d  w i t h  m ar g i n al l y  r e d u c e d  r a t e s .

1 8  J u n e  2 0 2 0 An amendment to the Corporate Governance Direction of LFCs was issued permitting 
a d i r e c t o r  o f  an  L F C  w h o  i s  al r e ad y  h o l d i n g  o f f i c e  an d  r e ac h e s  t h e  ag e  o f  7 0  y e a r s  t o  
c o n t i n u e  i n  o f f i c e  as  a d i r e c t o r  w i t h  t h e  p r i o r  ap p r o v al  o f  t h e  M o n e t ar y  B o ar d .

Licensed  Finance Comp anies ( LFCs)  and  
Sp ecialised  Leasing  Comp anies ( SLCs)
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2 6  J u n e  2 0 2 0 An amendment to the Corporate Governance Direction of SLCs was issued permitting 
a d i r e c t o r  o f  an  S L C  w h o  i s  al r e ad y  h o l d i n g  o f f i c e  an d  r e ac h e s  t h e  ag e  o f  7 0  y e a r s  t o  
c o n t i n u e  i n  o f f i c e  as  a d i r e c t o r  w i t h  t h e  p r i o r  ap p r o v al  o f  t h e  M o n e t ar y  B o ar d .

1 6  J u l y  2 0 2 0 * A Direction on Business Expansion and Operations was issued to LFCs revisiting 
t h e  ap p r o v al  p r o c e s s ,  s e t t i n g  o u t  m i n i m u m  c r i t e r i a o n  p l an n i n g  t o  o p e n  
new business places, vesting responsibilities in Boards of Directors and key 
m an ag e m e n t  p e r s o n n e l ,  s e t t i n g  o u t  m i n i m u m  r i s k  m an ag e m e n t  s t an d ar d s  an d  
t h e  r e q u i r e m e n t  t o  s t an d ar d i s e  t h e  e x i s t i n g  o t h e r  o u t l e t s .

* A Circular was issued to LFCs and SLCs extending the existing six months 
m o r a t o r i u m  p e r i o d  g r an t e d  i n  t e r m s  o f  C i r c u l ar  N o .  0 5  o f  2 0 2 0  i s s u e d  o n  2 7  
M ar c h  2 0 2 0  f o r  a f u r t h e r  p e r i o d  o f  s i x  m o n t h s  i n  r e s p e c t  o f  c ap i t al  o u t s t an d i n g  
o f  l e as i n g  f ac i l i t i e s  g r an t e d  t o  t o u r i s m  r e l a t e d  v e h i c l e s .

3 0  J u l y  2 0 2 0 T h e  d e f i n i t i o n  o f  L i q u i d  A s s e t s  o f  L F C s  w as  am e n d e d  u n d e r  S e c t i o n  7 4  o f  t h e  F i n an c e  
B u s i n e s s  A c t ,  N o .  4 2  o f  2 0 1 1 ,  t o  i n c l u d e  T r e as u r y  B o n d s  i s s u e d  b y  t h e  G o v e r n m e n t  
o f  S r i  L an k a m a t u r i n g  i n  m o r e  t h an  1 2  m o n t h s ,  f r e e  f r o m  an y  l i e n  o r  c h ar g e  an d  
Sri Lanka Development Bonds and International Sovereign Bonds issued by the 
G o v e r n m e n t  o f  S r i  L an k a f r e e  f r o m  an y  l i e n  o r  c h ar g e .

2 0  A u g u s t  2 0 2 0 A Direction on Business Expansion and Operations was issued to SLCs revisiting the 
ap p r o v al  p r o c e s s ,  s e t t i n g  o u t  m i n i m u m  c r i t e r i a i n  p l an n i n g  t o  o p e n  n e w  b u s i n e s s  
places, vesting responsibilities in Boards of Directors and key management 
p e r s o n n e l ,  s e t t i n g  o u t  m i n i m u m  r i s k  m an ag e m e n t  s t an d a r d s  an d  t h e  r e q u i r e m e n t  
to standardize the existing other outlets.

2 8  S e p t e m b e r  
2 0 2 0

L F C s  w e r e  r e q u e s t e d  t o  f o l l o w  a n e w  f o r m a t  f o r  p u b l i c a t i o n  o f  f i n an c i al  i n f o r m a t i o n  
an d  k e y  p e r f o r m an c e  i n d i c a t o r s  i n  t h e i r  o f f i c i al  w e b s i t e  an d  i n  n e w s p ap e r s  i n  al l  
three languages. Further, LFCs are also required to publish the independent auditor’s 
r e p o r t  al o n g  w i t h  t h e  au d i t e d  f i n an c i al  s t a t e m e n t s  an d  c r e d i t  r a t i n g  r e p o r t s  i n  t h e  
o f f i c i al  w e b s i t e  i n  al l  t h r e e  l an g u ag e s .

3 0  S e p t e m b e r  
2 0 2 0

* A Circular was issued to LFCs and SLCs on Extending Debt Moratorium for 
COVID-19 affected businesses and individuals in the tourism industry for a 
f u r t h e r  p e r i o d  o f  s i x  m o n t h s  f r o m  0 1  O c t o b e r  2 0 2 0  t o  3 1  M ar c h  2 0 2 1 .  T h e  
C i r c u l ar  d a t e d  1 6  J u l y  2 0 2 0  w as  r e v o k e d  w i t h  t h e  i n t r o d u c t i o n  o f  t h i s  C i r c u l ar .

* An amendment to the Direction was issued extending the effective date of the 
Direction on Liquid Assets issued on 31 March 2020, for another period of six 
m o n t h s  u n t i l  3 1  M ar c h  2 0 2 1 ,  c o n s i d e r i n g  t h e  c h al l e n g i n g  o p e r a t i n g  e n v i r o n m e n t  
due to the prolonged impact of the COVID-19 pandemic.

19 February 2020 The Consumer Education Strategy (CES) under Technical Assistance of the Capital 
Market Development Programme (CMDP) of the Asian Development Bank (ADB) 
w as  i m p l e m e n t e d .

2 5  F e b r u ar y  2 0 2 0 Circular No. 42 was issued on ‘Loss Adjuster Registration Rules’, published in 
Extraordinary Gazette No. 2026/27 dated 05 July 2017, requiring all insurers to 
r e f r ai n  f r o m  o b t ai n i n g  l o s s  ad j u s t i n g  s e r v i c e s  f r o m  u n l i c e n s e d  l o s s  ad j u s t e r .

1 1  A p r i l  2 0 2 0 M o n i t o r  t h e  s u s p e n s i o n  o n  p a y m e n t  o f  t h e  f i r s t  an d  f i n al  d i v i d e n d  t o  s h ar e h o l d e r s  
for the year ended 31 December 2019 as a relief to policyholders and as support 
needed from the Insurance Regulatory Commission of Sri Lanka (IRCSL) due to the 
COVID-19 pandemic.

I nsu rance
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Other relief measures related to the COVID-19 pandemic:

* For policies underwritten from 01 March 2020 to 30 June 2020, permit Long 
T e r m  an d  G e n e r al  I n s u r an c e  C o m p an i e s  t o  c o n s i d e r  t h e  p r e m i u m  r e c e i v ab l e s  
outstanding for 90 days for solvency purposes, subject to specific confirmation 
g i v e n  b y  t h e  p r i n c i p al  o f f i c e r  o f  t h e  c o m p an y .

* Closely monitor ‘Monthly Certification/ Reporting of Risk Based Capital Adequacy 
Requirements (e.g. Capital Adequacy Ratio (CAR), Total Available Capital (TAC) 
and Risk Capital Requirement (RCR) and Determination 01 Compliance for Long 
Term and General Insurance Businesses’ from the month ended 31 March 2020 
p r o v i d e d  b y  t h e  p r i n c i p al  o f f i c e r .

* Oversee whether Long Term and General insurance companies use the Risk Free 
Interest Rate (RFR) as per the Rules gazetted in 2015 to compute Solvency.

* Further, the IRCSL will consider negative impacts to the solvency and 
Determination- 01 due to the COVID-19 pandemic and on extended credit 
g r an t e d  o n  p a y m e n t  o f  p r e m i u m ,  o n  a c as e  b y  c as e  b as i s .

0 3  J u n e  2 0 2 0 Direction No. 19 on ‘Compliance with Minimum Net Capital Requirement’ was 
am e n d e d  t o  ad d r e s s  e n f o r c e m e n t  ac t i o n  t h a t  w o u l d  b e  t ak e n  b y  t h e  I R C S L  w h e n  
b r o k e r i n g  c o m p an i e s  t ak e  e x t e n s i v e  p e r i o d s  o f  t i m e  t o  m e e t  n e t  c ap i t al  r e q u i r e m e n t .

0 8  J u n e  2 0 2 0 Direction No. 17 on Corporate Governance Framework for insurance companies 
w as  am e n d e d  c o n s i d e r i n g  t h e  v i e w s  o b t ai n e d  f r o m  t h e  I n s u r an c e  A s s o c i a t i o n  o f  S r i  
Lanka (IASL) and a few insurers.

0 2  J u l y  2 0 2 0 A  C i r c u l ar  w as  i s s u e d  m an d a t i n g  al l  i n s u r e r s  t o  i s s u e  p o l i c i e s  i n  S i n h al a,  T am i l  an d  
E n g l i s h  t o  e n s u r e  c o m p r e h e n s i o n  o f  p o l i c y  t e r m s  an d  c o n d i t i o n s  b y  p o l i c y h o l d e r s .

3 0  J an u ar y  2 0 2 0 Standing Deposit Facility Rate (SDFR) and Standing Lending Facility Rate (SLFR) were 
r e d u c e d  b y  5 0  b as i s  p o i n t s  t o  6 . 5 0  p e r  c e n t  an d  7 . 5 0  p e r  c e n t ,  r e s p e c t i v e l y .

1 7  M ar c h  2 0 2 0 * SDFR and SLFR were reduced by 25 basis points to 6.25 per cent and 7.25 per 
c e n t ,  r e s p e c t i v e l y .  

* Statutory Reserve Ratio (SRR) applicable on all rupee deposit liabilities of 
Licensed Commercial Banks (LCBs) was reduced by 1.00 percentage point to 
4 . 0 0  p e r  c e n t  f r o m  5 . 0 0  p e r  c e n t  w i t h  e f f e c t  f r o m  t h e  r e s e r v e  m ai n t e n an c e  
p e r i o d  c o m m e n c i n g  o n  1 6  M ar c h  2 0 2 0 .

0 3  A p r i l  2 0 2 0 SDFR and SLFR were reduced by 25 basis points to 6.00 per cent and 7.00 per cent, 
r e s p e c t i v e l y ,  w i t h  e f f e c t  f r o m  t h e  c l o s e  o f  b u s i n e s s  o n  0 3  A p r i l  2 0 2 0 .

1 6  A p r i l  2 0 2 0 B an k  R a t e  w as  r e d u c e d  b y  5 0 0  b as i s  p o i n t s  t o  1 0 . 0 0  p e r  c e n t  an d  al l o w e d  t o  
automatically adjust in line with SLFR, with a margin of +300 basis points.

0 6  M a y  2 0 2 0 SDFR and SLFR were reduced by 50 basis points to 5.50 per cent and 6.50 per cent, 
r e s p e c t i v e l y ,  w i t h  e f f e c t  f r o m  t h e  c l o s e  o f  b u s i n e s s  o n  0 6  M a y  2 0 2 0 .  B an k  R a t e  w as  
automatically reduced to 9.50 per cent from 10.00 per cent.

Financial M arkets
M oney M arket
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0 1  J an u ar y  2 0 2 0 Actions were taken to record relevant information (including settlement value, price 
and interest rate) of the transactions in the Scripless Securities Settlement System 
(SSSS) to capture more attributes of transactions carried out in the government 
securities market (secondary market).

29 March 2020 A c t i o n s  w e r e  t ak e n  t o  f ac i l i t a t e  T r e as u r y  b i l l  s u b s c r i p t i o n  b y  t h e  C e n t r al  B an k  t o  
c o v e r  an y  s h o r t f al l  ar i s i n g  a t  w e e k l y  T r e as u r y  b i l l  au c t i o n s .

0 6  M a y  2 0 2 0 * Measures were taken to publish the maximum yield rate for acceptance for all 
m a t u r i t i e s  o f f e r e d  a t  T r e as u r y  b i l l  an d  T r e as u r y  b o n d  au c t i o n s  u n t i l  t h e  f i n an c i al  
m ar k e t s  r e t u r n  t o  n o r m al c y .

* Activation of the Phase III of Treasury bond auction system was temporarily 
h al t e d  u n t i l  n o r m al  p r o c e d u r e s  o f  t h e  au c t i o n  ar e  r e i n t r o d u c e d  o n c e  t h e  m ar k e t  
r e t u r n s  t o  n o r m al c y .

G overnment 
Securities	Market	

Cap ital M arket 

1 6  J u n e  2 0 2 0 S R R  ap p l i c ab l e  o n  al l  r u p e e  d e p o s i t  l i ab i l i t i e s  o f  L C B s  w as  r e d u c e d  b y  2 . 0 0  p e r c e n t ag e  
p o i n t s  t o  2 . 0 0  p e r  c e n t  w h i l e  t i l l  c as h  c o n t r i b u t i o n  t o  S R R  w as  r e d u c e d  t o  1 . 0 0  p e r  
cent from 2.0 per cent (only 1 per cent over and above the 2 per cent of the currency 
notes and coins shall be considered as a part of its reserves) with effect from the 
r e s e r v e  m ai n t e n an c e  p e r i o d  c o m m e n c i n g  o n  1 6  J u n e  2 0 2 0 .

09 July 2020 SDFR and SLFR were reduced by 100 basis points to 4.50 per cent and 5.50 per cent, 
respectively, with effect from the close of business on 09 July 2020. Bank Rate was 
automatically reduced to 8.50 per cent from 9.50 per cent.

3 1  M ar c h  2 0 2 0 W i t h  a v i e w  t o  g r an t i n g  r e l i e f  t o  i n v e s t o r s  a f f e c t e d  b y  t h e  m ar k e t  d o w n t u r n  c au s e d  
by the COVID-19 pandemic, all registered Margin Providers/Licensed Stockbrokers 
w e r e  d i r e c t e d  t o  p as s  o n  t h e  b e n e f i t  d e r i v e d  f r o m  t h e  d e c i s i o n s  an n o u n c e d  b y  
t h e  C e n t r al  B an k  t o  t h e i r  c l i e n t s  an d  w e r e  d i r e c t e d  t o  r e f r ai n  f r o m  c h ar g i n g  an d  
r e c o v e r i n g  i n t e r e s t  o n  c r e d i t  e x t e n d e d  t o  t h e i r  c l i e n t s  u n t i l  3 0  J u n e  2 0 2 0 .  F u r t h e r ,  al l  
registered Margin Providers/Licensed Stockbrokers were required to act in the best 
i n t e r e s t  o f  an d  i n  a m an n e r  e q u i t ab l e  t o  al l  c l i e n t s  i n  c ar r y i n g  o u t  f u n c t i o n s .

3 0  A p r i l  2 0 2 0 -  T h e  t i m e f r am e  f o r  s u b m i s s i o n  o f  r e p o r t s  b y  l i c e n s e d / r e g i s t e r e d  e n t i t i e s  w a s  
extended due to the COVID-19 pandemic as follows:

* The due date for the submission of the Unaudited Financial Statements, the 
Compliance Officers’ Reports and the Unit Trust Returns for the months of 
M ar c h ,  A p r i l  an d  M a y  2 0 2 0  w as  e x t e n d e d  b y  a p e r i o d  o f  t h r e e  w e e k s  f r o m  
t h e  s t i p u l a t e d  t i m e  f r am e .

* The due date for submission of Audited Financial Statements was extended 
b y  a p e r i o d  o f  t w o  m o n t h s  f r o m  t h e  s t i p u l a t e d  t i m e  f r a m e  f o r  f i n an c i al  
years ending 31 December 2019 and 31 March 2020, respectively.

* The submission of Annual and Interim Reports for Unit Trust Funds was 
e x t e n d e d  b y  a p e r i o d  o f  t w o  m o n t h s  f r o m  t h e  s t i p u l a t e d  t i m e  f r am e .
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* The licensed/registered entities were advised to diligently monitor their 
r i s k  p r o f i l e  a n d  r e s o u r c e s  d u r i n g  t h e  p an d e m i c  p e r i o d  t o  e n s u r e  s a f e t y  an d  
s o u n d n e s s  o f  t h e  i n d u s t r y .

* Notwithstanding the above extensions of the timeframe, the entities were 
r e q u e s t e d  t o  p r o m p t l y  r e p o r t  t o  t h e  S e c u r i t i e s  an d  E x c h an g e  C o m m i s s i o n  
(SEC) regarding any exceptional matters which adversely affect or is likely 
t o  ad v e r s e l y  a f f e c t  t h e  ab i l i t y  o f  s u c h  e n t i t i e s  t o  m e e t  t h e i r  o b l i g a t i o n s  i n  
r e s p e c t  o f  t h e i r  l i c e n s e d  o r  r e g i s t e r e d  b u s i n e s s  o r  an y  m a t t e r ,  w h i c h  m a y  
i n d i c a t e  t h a t  t h e  f i n an c i al  s t an d i n g  o r  f i n an c i al  i n t e g r i t y  o f  s u c h  e n t i t y  o r  i t s  
Chief Executive Officer (CEO) or directors or the key management personnel 
i s  i n    q u e s t i o n  o r  m a y  r e as o n ab l y  b e  a f f e c t e d .

- A deferment of the SEC’s annual licensing/registration fees for the year 2020 
w as  g r an t e d  o n  t h e  c o r e  r e g u l a t e d  ac t i v i t y  o f  al l  l i c e n s e d / r e g i s t e r e d  e n t i t i e s  b y  
a p e r i o d  o n e  y e a r  u p o n  a r e q u e s t  b e i n g  m ad e .

- The condition to fulfill the mandatory Continuous Professional Development 
(CPD) requirement to transfer all Investment Advisors from the previous 
Qualification Framework (QF) to the new QF was extended by six months (until 
30 June 2021).

- All Investment Advisors, who are required to obtain a minimum of two CPD 
s e m i n ar  c r e d i t s  f o r  t h e  r e n e w al  o f  l i c e n s e  o f  t h e i r  r e s p e c t i v e  S t o c k b r o k e r /
Dealer company, where such date of renewal falls within March to September 
2 0 2 0 ,  w e r e  g r an t e d  an  e x t e n s i o n  o f  s i x  m o n t h s  f r o m  t h e  d a t e  o f  t h e  d u e  d a t e  f o r  
renewal in order to meet the aforesaid CPD requirement.

2 8  M a y  2 0 2 0 Amendments were introduced to the Colombo Stock Exchange (CSE) Rules to 
f ac i l i t a t e  t h e  c o n d u c t i n g  o f  al l  c o r e  ac t i v i t i e s  d i g i t al l y .

1 1  J u n e  2 0 2 0 * The Empower Board-Listing rule revision was implemented. The segment of 
r u l e s  t h a t  r e q u i r e d  i m m e d i a t e  a t t e n t i o n  h as  b e e n  c o m p l e t e d .  A s  p ar t  o f  t h e  
c o n t i n u o u s  i m p r o v e m e n t  p r o c e s s ,  t h e  o t h e r s  ar e  u n d e r  r e v i e w  t o  as c e r t ai n  
w h e t h e r  u r g e n t  c h an g e s  ar e  r e q u i r e d ,  p ar t i c u l ar l y ,  t o  m i n i m i s e  r e g u l a t o r y  
burden to the listed entities impacted by the COVID-19 pandemic.

* A regulatory paper was submitted on multi-currency debt listing by local entities.

1 5  J u l y  2 0 2 0 Real Estate Investment Trusts (SL-REITs) were introduced.

2 0  J an u ar y  2 0 2 0 General Direction No. 1 of 2020 on fees chargeable on the transactions effected 
through the Common ATM Switch was issued replacing General Direction No. 1 of 
2 0 1 4  t o  i n c l u d e  m a x i m u m  f e e s  t h a t  c an  b e  c h ar g e d  f o r  A T M  t r an s ac t i o n s  c ar r i e d  o u t  
u s i n g  p a y m e n t  c ar d s  i s s u e d  u n d e r  t h e  N a t i o n al  C ar d  S c h e m e .

1 4  M a y  2 0 2 0 Payment and Settlement Systems Circular No. 13 of 2020 was issued to mandate 
l i c e n s e d  c o m m e r c i al  b an k s  i n c o r p o r a t e d  i n  S r i  L an k a a n d  o p e r a t o r s  o f  m o b i l e  
phone based e-money systems joining LANKAQR as issuers and acquirers in order 
to promote LANKAQR for retail payments.

0 1  J u n e  2 0 2 0 G u i d e l i n e  N o .  0 1 / 2 0 2 0  o n  m i n i m u m  c o m p l i an c e  s t an d a r d  f o r  p a y m e n t  r e l a t e d  
m o b i l e  ap p l i c a t i o n s  w as  i s s u e d  r e p l ac i n g  t h e  G u i d e l i n e  N o .  0 1 / 2 0 1 8  i n  o r d e r  t o  
u p d a t e  t h e  G u i d e l i n e s  t o  c o v e r  n e w  d e v e l o p m e n t s  i n  p a y m e n t  r e l a t e d  m o b i l e  
ap p l i c a t i o n s .

Financial I nfrastru ctu re
Payments	and	Settlements	
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0 5  F e b r u ar y  2 0 2 0 G u i d e l i n e  N o .  1  o f  2 0 2 0  w as  i s s u e d  o n  s c e n ar i o  b as e d  L an k aF I N  r e p o r t i n g  f o r  L F C s ,  
i n s u r an c e  c o m p an i e s  an d  s t o c k  b r o k e r  c o m p an i e s .

1 0  J u n e  2 0 2 0 G u i d e l i n e  N o .  2  o f  2 0 2 0  w as  i s s u e d  o n  A n t i - M o n e y  L au n d e r i n g  an d  C o u n t e r i n g  
t h e  F i n an c i n g  o f  T e r r o r i s m  C o m p l i an c e  O b l i g a t i o n s  f o r  A c c o u n t an t s  an d  T r u s t s  o r  
Company Service Providers.

1 5  J u n e  2 0 2 0 C i r c u l ar  N o .  0 3  o f  2 0 2 0  w as  i s s u e d  t o  F i n an c i al  I n s t i t u t i o n s  ad v i s i n g  t o  b e  v i g i l an t  t o  
e m e r g i n g  M o n e y  L au n d e r i n g / T e r r o r i s t  F i n an c i n g  r i s k s .

2 2  O c t o b e r  2 0 2 0 G u i d e l i n e  N o .  3  o f  2 0 2 0  w as  i s s u e d  o n  N o n - F ac e - t o - F ac e  C u s t o m e r  I d e n t i f i c a t i o n  an d  
Verification Using Electronic Interface Provided by the Department for Registration 
of Persons

Anti-Money	Laundering	and	Countering	the	Financing	of	Terrorism	

19 March 2020 Direction No. 01 of 2020 was issued to Authorised Dealers (ADs) informing them to 
limit the release of foreign currency notes up to USD 5,000 or its equivalent in other 
foreign currency (from the previously permitted foreign currency travel allowance 
of USD 10,000) to persons resident in Sri Lanka travelling abroad for any purpose 
i n c l u d i n g  f o r  l e i s u r e ,  b u s i n e s s ,  t r ai n i n g ,  m e d i c al  t r e a t m e n t  e t c .

2 0  M ar c h  2 0 2 0 * Direction No. 02 of 2020 was issued to ADs requesting them to suspend the 
r e l e as e  o f  f o r e i g n  e x c h an g e ,  f o r  a p e r i o d  o f  t h r e e  m o n t h s  w i t h  i m m e d i a t e  
e f f e c t ,  f o r  t h e  i m p o r t a t i o n  o f  c e r t ai n  n o n  e s s e n t i al  c o n s u m e r  g o o d s  u n d e r  
Documents Against Payments and Open Account Payment terms in line with the 
Banking Act Directions issued on curtailing certain imports and foreign currency 
i n v e s t m e n t s .

* Sell-Buy Forex SWAP Auctions were introduced to fulfill the FX liquidity 
r e q u i r e m e n t  i n  t h e  d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t  t o  m an ag e  t h e  e x c e s s i v e  
v o l a t i l i t y  i n  t h e  e x c h an g e  r a t e .

0 2  A p r i l  2 0 2 0 Extraordinary Gazette Notification No. 2169/3 was issued to impose certain measures 
o n  o u t w ar d  r e m i t t an c e s  o n  C ap i t al  T r an s ac t i o n s  f o r  a p e r i o d  o f  t h r e e  m o n t h s  w i t h  a 
v i e w  t o  m i n i m i s i n g  t h e  p r e s s u r e  o n  t h e  e x c h an g e  r a t e  an d  p o s s i b l e  n e g a t i v e  i m p ac t  
o f  t h e  e c o n o m y .

* Suspending the general permission granted to make outward remittances for 
i n v e s t m e n t s  o v e r s e as  t h r o u g h  t h e  O u t w ar d  I n v e s t m e n t  A c c o u n t s  b y  p e r s o n s  
resident in Sri Lanka excluding the following:

a) investment to be financed out of a foreign currency loan obtained by the 
i n v e s t o r  f r o m  a p e r s o n  r e s i d e n t  o u t s i d e  S r i  L an k a u n d e r  t h e  p r o v i s i o n s  o f  
F o r e i g n  E x c h an g e  A c t ,  o r

b) investment to be made to fulfill the regulatory requirement in that country.

Foreig n E x ch ang e M arket

0 8  J u n e  2 0 2 0 Payment and Settlement Systems Circular No. 16 of 2020 on maximum limits on 
transaction value and fees of Common Electronic Fund Transfer Switch (CEFTS) was 
i s s u e d  t o  i n c l u d e  p r o c e d u r e  f o r  d e t e r m i n i n g  m a x i m u m  p e r  t r an s ac t i o n  v al u e  l i m i t s  
for CEFTS transactions carried out through LankaPay Online Payment Platform.

1 7  S e p t e m b e r  
2 0 2 0

Payment and Settlement Systems Circular No. 18 of 2020 was issued to revise the 
t r an s ac t i o n  f e e s  o f  L an k aS e t t l e  S y s t e m  an d  t o  e x t e n d  t h e  c u t - o f f  t i m e  f o r  ac c e p t i n g  
c u s t o m e r  t r an s ac t i o n s .

28

Central Bank of Sri Lanka - Financial System Stability Review 2020



* Suspending the outward remittances through Business Foreign Currency 
Accounts (BFCAs) or Personal Foreign Currency Accounts (PFCAs) held by 
p e r s o n s  i n ,  o r  r e s i d e n t  i n ,  S r i  L an k a,  o t h e r  t h an  f o r  t h e  r e m i t t an c e s  o n  c u r r e n t  
t r an s ac t i o n s .

* Suspending the repatriation of funds under the migration allowance through 
Capital Transactions Rupee Accounts (CTRAs) by the emigrants who have already 
c l ai m e d  m i g r a t i o n  al l o w an c e .

* Limiting the eligible migration allowance for the emigrants who are claiming the 
migration allowance for the first time up to a maximum of USD 30,000.

* Limiting the authority of the Monetary Board of the Central Bank  to grant 
s p e c i al  p e r m i s s i o n  f o r  i n v e s t m e n t  o n  a c as e  b y  c as e  b as i s ,  w h i c h   e x c e e d s  t h e  
l i m i t s  s p e c i f i e d  i n  t h e  g e n e r al  p e r m i s s i o n ,  o n l y  t o  t h o s e  s a t i s f y i n g  t h e  c r i t e r i a 
mentioned in (a) and (b) above.

0 3  A p r i l  2 0 2 0 Directions No. 03 of 2020 were issued to ADs informing them to recover any foreign 
c u r r e n c y  l o an s  g r an t e d  t o  h o l d e r s  o f  B F C A s  i n  S r i  L an k a R u p e e s ,  w h e n  r e c o v e r y  o f  
s u c h  l o an s  i n  f o r e i g n  c u r r e n c y  i s  r e m o t e ,  as  a l as t  r e s o r t  b y  c o n v e r t i n g  s u c h  l o an s  t o  
S r i  L an k a R u p e e  d e n o m i n a t e d  l o an s ,  w h e r e  n e c e s s ar y .

0 8  A p r i l  2 0 2 0 Extraordinary Gazette Notification No. 2170/4 was issued to introduce a Special 
Deposit Account (SDA) for any Sri Lankan individual resident in or outside Sri Lanka 
including Dual Citizens, Citizens of other States with Sri Lankan origin and any person 
r e s i d e n t  o u t s i d e  S r i  L an k a i n c l u d i n g  f u n d s ,  c o r p o r a t e  b o d i e s ,  as s o c i a t i o n s  an d  o t h e r  
w e l l - w i s h e r s .

09 April 2020 Directions No. 04 of 2020 were issued to ADs specifying the criteria of opening and 
maintaining SDAs and permitted debits and credits.

1 6  A p r i l  2 0 2 0 Directions No. 05 of 2020 were issued to ADs informing, loans granted to Sri Lankans 
e m p l o y e d  ab r o ad  t o  b e  r e c o v e r e d  i n  S r i  L an k a R u p e e s ,  as  a l as t  r e s o r t ,  w h e r e  
n e c e s s ar y ,  w h e n  r e c o v e r y  o f  s u c h  l o an s  i n  f o r e i g n  c u r r e n c y  i s  r e m o t e .

0 1  J u l y  2 0 2 0 * Extraordinary Gazette Notification No. 2182/33 was issued to increase the 
am o u n t  o f  f o r e i g n  c u r r e n c y  t h a t  c an  b e  r e t ai n e d  b y  a p e r s o n  i n ,  o r  r e s i d e n t  i n  S r i  
Lanka in his possession up to USD 15,000 from the previously permitted amount 
of USD 10,000.

* Extraordinary Gazette Notification No. 2182/32 was issued to expand the 
sources of funding of SDAs, while permitting SDA holders to obtain loans from 
ADs against SDAs.

0 2  J u l y  2 0 2 0 Extraordinary Gazette Notification No. 2182/37 was issued, with the expiration of 
Extraordinary Gazette Notification No. 2169/3, to impose new measures on outward 
r e m i t t an c e s  o n  C ap i t al  T r an s ac t i o n s  f o r  a p e r i o d  o f  s i x  m o n t h s .

* Suspending the general permission granted to make outward remittances for 
i n v e s t m e n t s  o v e r s e a s  t h r o u g h  t h e  O u t w ar d  I n v e s t m e n t  A c c o u n t s  b y  p e r s o n s  
resident in Sri Lanka excluding the following:

a) investments to be financed out of foreign currency loans obtained by the 
i n v e s t o r  f r o m  a p e r s o n  r e s i d e n t  o u t s i d e  S r i  L an k a u n d e r  t h e  p r o v i s i o n s  o f  
t h e  F o r e i g n  E x c h an g e  A c t ,  N o .  1 2  o f  2 0 1 7 ,

b) an additional investment to be made to fulfill the regulatory requirement 
in the investee’s country applicable on the investment already made in a 
c o m p an y  o r  a b r an c h  o f f i c e  i n  t h a t  c o u n t r y ,
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c) an additional investment/infusion of funds to be made by eligible resident 
c o m p an i e s  i n  al r e ad y  e s t ab l i s h e d  s u b s i d i ar i e s  o r  b r an c h  o f f i c e s  i n  o v e r s e as  
up to a maximum of USD 20,000, for the purpose of working capital 
r e q u i r e m e n t s  o f  t h e  i n v e s t e e ,

d) the remittances up to a maximum of USD 20,000, for the purpose of 
m ai n t e n an c e  o f  l i ai s o n ,  m ar k e t i n g ,  ag e n c y ,  p r o j e c t ,  r e p r e s e n t a t i v e  o r  an y  
o t h e r  s i m i l ar  o f f i c e s  al r e ad y  e s t ab l i s h e d  o v e r s e as .

0 2  J u l y  2 0 2 0 * Suspending the outward remittances through BFCAs or PFCAs held by persons 
r e s i d e n t  i n  S r i  L an k a,  o t h e r  t h an  f o r  t h e  r e m i t t an c e s  o n  c u r r e n t  t r an s ac t i o n s  u p  
to any amount or capital transactions up to a maximum of USD 20,000.

* Limiting the eligible migration allowance for the emigrants who are claiming the 
migration allowance for the first time, up to a maximum of USD 30,000.

* Limiting the repatriation of funds under the migration allowance by the 
e m i g r an t s  w h o  h a v e  al r e ad y  c l ai m e d  m i g r a t i o n  al l o w an c e  u p  t o  a m a x i m u m  o f  
USD 20,000.

* Limiting the authority of the Monetary Board of the Central Bank to grant 
s p e c i al  p e r m i s s i o n  f o r  i n v e s t m e n t  o n  a c as e  b y  c as e  b as i s ,  w h i c h  e x c e e d s  t h e  
l i m i t s  s p e c i f i e d  i n  t h e  g e n e r al  p e r m i s s i o n ,  o n l y  t o  t h o s e  s a t i s f y i n g  t h e  c r i t e r i a 
mentioned in (a) and (b) above.

0 6  J u l y  2 0 2 0 Directions No. 06 of 2020 were issued to ADs specifying the further criteria of opening 
and maintaining SDAs and permitted debits, credits and other requirements.

2 3  S e p t e m b e r  
2 0 2 0

Operating Instructions issued to LCBs on the new USD/LKR Buy-Sell currency SWAPs 
f o r  t e n o r s  b e y o n d  o n e  y e ar  an d  u p  t o  t w o  y e ar s  p e r i o d  u n d e r  t h e  S c h e m e  n am e d  
“Inward Investments SWAPs” to hedge the foreign exchange risk pertaining to foreign 
c u r r e n c y  i n f l o w s  t h a t  ar e  c h an n e l e d  t h r o u g h  t h e  I n w ar d  I n v e s t m e n t s  A c c o u n t s  o f  
n o n - r e s i d e n t s .  T h i s  i s  t o  e n c o u r ag e  t h e  f r e s h  f o r e i g n  i n f l o w s  t o  t h e  c o u n t r y .

0 6  O c t o b e r  2 0 2 0    Extraordinary Gazette Notification No. 2196/22 was issued permitting renewal and 
continuation of SDAs, beyond the designated date of maturity with the interest rates 
offered by the ADs for normal term deposits and to freely convertible and repatriable 
o u t s i d e  S r i  L an k a o n  t h e  m a t u r i t y  o f  t h e  t e r m  d e p o s i t .

0 7  O c t o b e r  2 0 2 0 * Directions No. 07 of 2020 were issued to ADs informing them to facilitate 
maturity proceeds including the interest of SDAs as a permitted credit to PFCA, 
provided that such SDA holder is eligible to open and maintain a PFCA.

* Directions No. 08 of 2020 were issued to ADs informing them to facilitate 
maturity proceeds including the interest of SDAs as a permitted credit to Inward 
Investment Account (IIA), provided that such SDA holder is eligible to open and 
m ai n t ai n  an  I I A .

* Directions No. 09 of 2020 were issued to ADs informing them to continue 
to maintain SDAs as normal term deposits in the name of SDAs beyond the 
designated date of maturity of such SDAs, whilst to facilitating transfers of 
maturity proceeds including the interest of SDAs to IIAs or PFCAs, provided that 
such SDA holders are eligible to open and maintain such accounts.
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Financial M arkets

S t ab i l i t y  o f  t h e  f i n an c i al  m ar k e t s ,  as  i n d i c a t e d  b y  
the Financial Market Stability Index (FMSI), was at a 
s a t i s f ac t o r y  l e v e l ,  t h o u g h  s h o r t  t e r m  v o l a t i l i t i e s  w e r e  
o b s e r v e d  d u e  t o  u n p r e c e d e n t e d  c h al l e n g e s  i n  t h e  
g l o b al  an d  d o m e s t i c  e n v i r o n m e n t  c r e a t e d  t h r o u g h  
COVID-19 pandemic during the ten months ending 
in October 2020. With the spread of COVID-19 
g l o b al l y ,  t h e  p r i c e s  o f  r i s k y  as s e t s  p l u m m e t e d  
w h i l e  i n v e s t o r s  s o u g h t  f o r  s a f e  h a v e n  as s e t s ,  i n  t h e  
g l o b al  f i n an c i a l  m ar k e t s .  T h e  S r i  L an k an  f i n an c i al  
m ar k e t  w as  n o  e x c e p t i o n ,  an d  b e h a v e d  i n  l i n e  
w i t h  o t h e r  g l o b al  m ar k e t s  as  d o m e s t i c  i n v e s t o r s  
al s o  s o u g h t  f o r  m o r e  l i q u i d  an d  l e s s  r i s k y  as s e t s .  
A l m o s t  al l  o f  t h e  d o m e s t i c  f i n an c i al  m ar k e t s  c am e  
u n d e r  p r e s s u r e  an d  e x h i b i t e d  am p l i f i e d  v o l a t i l i t y  
d u r i n g  t h i s  s h o r t  p e r i o d .   H o w e v e r ,  p r o ac t i v e  an d  
e x t r ao r d i n ar y  p o l i c y  m e as u r e s  t ak e n  b y  p o l i c y  
makers and regulators supported stabilization of 
m ar k e t s  t o  a c e r t ai n  e x t e n t .  N e v e r t h e l e s s ,  t h e  
o u t l o o k  r e m ai n s  u n c e r t ai n  an d  m ar k e t s  r e m ai n  
volatile with the continuing COVID-19 pandemic 
r e l a t e d  d e v e l o p m e n t s .

2. 1  O verview

N et Foreig n Flows in th e E q u ity and  
Government	Securities	Market

Ch art 
2. 1

Sources: Central Bank of Sri Lanka
C o l o m b o  S t o c k  E x c h an g e

Ch ap ter 2

-

 

A s  e x p e r i e n c e d  b y  o t h e r  e m e r g i n g  m ar k e t s ,  t h e  
m aj o r  c o n c e r n  w i t h  t h e  S r i  L an k an  f i n an c i al  m a r k e t s  
d u r i n g  2 0 2 0  w as  t h e  s u b s t an t i al  f o r e i g n  o u t f l o w s  
f r o m  d o m e s t i c  c ap i t al  m ar k e t s .  T h e  g o v e r n m e n t  
s e c u r i t i e s  m ar k e t ,  w i t h  t h e  l ar g e s t  s h ar e  i n  t h e  
S r i  L an k an  c ap i t al  m ar k e t s ,  r e c o r d e d  an  o u t f l o w  
o f  U S  d o l l ar s  5 3 1 . 8  m i l l i o n  d u r i n g  t h e  t e n  m o n t h s  
e n d i n g  O c t o b e r  2 0 2 0 ,  e v e n  t h o u g h  i t  s h o w e d  s o m e  
r e c o v e r y  i n  S e p t e m b e r  2 0 2 0 .  T h e  C o l o m b o  S t o c k  
Exchange (CSE) also recorded a significant flight of 
f o r e i g n  f u n d s  an d  r e c o r d e d  an  o u t f l o w  o f  U S  d o l l ar s  
2 4 3 . 6  m i l l i o n  o n  a n e t  b as i s  d u r i n g  t h e  p e r i o d  u n d e r  
r e v i e w .  F o r e i g n  o u t f l o w s  f r o m  S r i  L an k an  c ap i t al  
m ar k e t s  w e r e  m o s t l y  t r i g g e r e d  b y  c o u n t r y  s p e c i f i c  
c i r c u m s t an c e s  w h i c h  w e r e  am p l i f i e d  b y  t h e  g l o b al  
p an d e m i c  i n  2 0 2 0 .  

T h e  C S E  w as  n o t ab l y  v o l a t i l e  i n  m i d - M ar c h  an d  
e ar l y - M a y  2 0 2 0  s u b s e q u e n t  t o  t h e  o u t b r e ak  o f  
COVID-19 in the country. Nevertheless, markets 
recovered since mid-May due to domestic investors’ 
p r e f e r e n c e  s h i f t i n g  t o w ar d s  e q u i t y  i n v e s t m e n t s  i n  
a l o w  i n t e r e s t  r a t e  e n v i r o n m e n t  al t h o u g h  f o r e i g n  
o u t f l o w s  c o n t i n u e d .  T h e  y i e l d  c u r v e  o f  g o v e r n m e n t  
s e c u r i t i e s  ad j u s t e d  d o w n w ar d  t o w ar d s  h i s t o r i c al l y  
l o w  l e v e l s  m ai n l y  d u e  t o  t h e  ac c o m m o d a t i v e  
m o n e t ar y  p o l i c y  m e as u r e s  ad o p t e d  b y  t h e  C e n t r al  
B an k ,  s t r a t e g i c  i s s u an c e  ar r an g e m e n t s ,  an n o u n c i n g  
o f  m a x i m u m  y i e l d  r a t e  p r i o r  t o  au c t i o n  as  p e r  t h e  
p o l i c y  d i r e c t i o n  o f  t h e  g o v e r n m e n t  t o  f ac i l i t a t e  
l o w  b e n c h m ar k  i n t e r e s t  r a t e s  an d  p r i m ar y  m ar k e t  
p u r c h as e s  o f  T r e as u r y  b i l l s  b y  t h e  C e n t r al  B an k .   
M e an w h i l e ,  t h e  c o r p o r a t e  d e b t  m ar k e t  r e c o r d e d  
a s l o w d o w n  m ai n l y  d u e  t o  t h e  l i m i t e d  s p ac e  f o r  
c o r p o r a t e s  t o  e x p an d  t h e i r  b u s i n e s s e s  d u r i n g  t h e  
p e r i o d  an d  t e m p o r ar y  c l o s u r e  o f  t h e  C S E .  T h e  
d o m e s t i c  m o n e y  m ar k e t  c o n t i n u o u s l y  r e c o r d e d  
s u r p l u s  l i q u i d i t y ,  m ai n l y  d r i v e n  b y  t h e  p o l i c y  ac t i o n s  
t ak e n  b y  t h e  C e n t r al  B an k ,  s u c h  as  r e d u c t i o n  i n  t h e  
Statutory Reserve Requirement (SRR), policy rate 
r e d u c t i o n s ,  p r i m ar y  m ar k e t  p u r c h as e  o f  T r e as u r y  
b i l l s  an d  f u n d s  d i s b u r s e d  u n d e r  s p e c i al  l o an  
s c h e m e s .  S i n c e  m i d - M ar c h ,  t h e  d o m e s t i c  f o r e i g n  
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9 The FMSI is the composite indicator depicting financial stability 
sensitive developments. It is compiled by tracking 13 partial 
i n d i c a t o r s ,  c o v e r i n g  t h e  f o r e i g n  e x c h an g e  m ar k e t ,  m o n e y  m ar k e t ,  
b o n d  m ar k e t  an d  e q u i t y  m ar k e t .  T h e  b as e  y e ar  o f  t h e  F M S I  i s  t h e  
y e ar  2 0 1 0 .

10 Volatility of Market Liquidity also contributed towards the 
deterioration of market stability in March 2020. However, it was 
not statistically significant in the model for March 2020.

11 The FMSI was estimated excluding the equity market data for the 
m o n t h  o f  A p r i l  2 0 2 0  s i n c e  t h e  C S E  w as  c l o s e d  d u r i n g  t h e  m o n t h .  
The estimated values are shown with a dashed line.

12 Thirteen partial variables covering the foreign exchange market, 
m o n e y  m ar k e t ,  b o n d  m ar k e t  an d  e q u i t y  m ar k e t  ar e  c o n s i d e r e d  f o r  
the compilation of FMSI. Namely: (1) Volatility of call money market 
rate; (2) Volatility of total money market liquidity; (3) Volatility of 
secondary market 91 days T-bill rates; (4) Term spread between 
secondary market 91 days T-bill rates and 5-year T-bond rates; (5) 
Term spread between 1 to 7 days Treasury bill (secondary market) 
and   AWCMR; (6) Term spread between secondary market 91 days 
T-bill rates and 3 month London Inter-Bank Offer Rate (LIBOR); (7) 
Volatility of LKR-USD exchange rate; (8) FX market intervention 
including SWAPS; (9) 3 months forward premium; (10) (11) Daily 
Turnover at CSE; (12) Volatility of Price Earnings Ratio (PER) and 
(13) Net Foreign Inflows at CSE

13 Deviation from the center indicates a positive impact to the 
financial system stability.

Financial M arket Stability I nd ex  
( 201 0 = 1 00)

Ch art 
2. 2

Financial M arket Stability M ap  - 
Comparison	of	Partial	Variables1 2 

( 201 0 = 1 00)  1 3

Ch art 
2. 3

Sources: Central Bank of Sri Lanka
C o l o m b o  S t o c k  E x c h an g e

Sources: Central Bank of Sri Lanka
C o l o m b o  S t o c k  E x c h an g e

e x c h an g e  m ar k e t  c a m e  u n d e r  p r e s s u r e  d r i v e n  b y  
l o w e r  l e v e l  o f  e x p o r t  c o n v e r s i o n s ,  l o w e r  i n w ar d  
r e m i t t an c e s  an d  f o r e i g n  o u t f l o w s  f r o m  c ap i t al  
m ar k e t s .  H o w e v e r ,  d u e  t o  t h e  d e c i s i v e  p o l i c y  
m e as u r e s  t ak e n ,  t h e  p r e s s u r e  o n  t h e  e x c h an g e  r a t e  
h as  c o n t i n u e d  t o  e as e  s i n c e  m i d - M a y  2 0 2 0 .

2. 2 Financial M arket Stability 
I nd ex  
T h e  f i n an c i al  m ar k e t  s t ab i l i t y  as  r e f l e c t e d  b y  
the Financial Market Stability Index (FMSI)9 w as  
p r e s e r v e d  e x c e p t  f o r  s h o r t  t e r m  d e t e r i o r a t i o n  
o b s e r v e d  d u r i n g  M ar c h  an d  A p r i l  2 0 2 0 1 0  i n  an  
e n v i r o n m e n t  o f  u n c e r t ai n  m ar k e t  d y n am i c s  d u e  t o  
the COVID-19 pandemic. Volatility of ASPI, Volatility 
of LKR-USD exchange rate, volatility of money 
m ar k e t  l i q u i d i t y  an d  m ar k e t  i n t e r v e n t i o n  w e r e  t h e  
m ai n  r e as o n  f o r  d e c l i n e d  s t ab i l i t y  i n  M ar c h   an d  
A p r i l  2 0 2 0 .  T h e  e s t i m a t e d  v al u e  o f  t h e  f i n an c i al  
m ar k e t  s t ab i l i t y  f o r  A p r i l  2 0 2 0 1 1   w as  t h e  l o w e s t  
s i n c e  i n c e p t i o n  o f  c o m p i l i n g  t h e  i n d e x .

H o w e v e r ,  s i n c e  M a y  2 0 2 0 ,  t h e  m ar k e t  s t ab i l i t y  
i m p r o v e d  an d  h o v e r e d  ar o u n d  t h e  b as e  v al u e  
(100). Improvements in all three market segments 
c o n t r i b u t e d  t o  t h e  i m p r o v e m e n t  o f  e s p e c i al l y  t h e  
e q u i t y  m ar k e t .  H o w e v e r ,  n e t  f o r e i g n  o u t f l o w s  
f r o m  t h e  e q u i t y  m ar k e t ,  o n e  o f  t h e  m aj o r  p ar t i al  
i n d i c a t o r s  o f  F M S I ,  r e m a i n e d  as  a c o n c e r n  
t h r o u g h o u t  t h e  p e r i o d .  E v e n  t h o u g h  m aj o r i t y  o f  
e m e r g i n g  m ar k e t s  e x p e r i e n c e d  s i m i l ar  f o r e i g n  
o u t f l o w s ,  f o r e i g n  o u t f l o w s  o f  C S E  w e r e  am p l i f i e d  
d u e  t o  c o u n t r y  s p e c i f i c  i s s u e s  s u c h  as  s o v e r e i g n  
rating downgrades. Delay in structural reforms such 
as demutualization, lack of diversified investment 
o p p o r t u n i t i e s  an d  l ac k  o f  ar r an g e m e n t  f o r  r i s k  
s h ar i n g  al s o  w e i g h e d  i n  f o r  t h e  f o r e i g n  o u t f l o w .

I n  O c t o b e r  2 0 2 0 ,  F M S I  r e m ai n e d  i n  a r e l a t i v e l y  
f a v o r ab l e  p o s i t i o n .  T h i s  w as  m ai n l y  d u e  t o  
i m p r o v e m e n t s  i n  p ar t i al  v ar i ab l e s  o f  t h e  b o n d  
m ar k e t ,  r e d u c e d  v o l a t i l i t y  o f  c al l  m o n e y  m ar k e t  r a t e  
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and reduced volatility of PE ratio. Nevertheless, 
partial variables such as volatility of ASPI and net 
f o r e i g n  o u t f l o w s  h a d  a n e g a t i v e  i m p ac t  o n  F M S I  
i n  O c t o b e r  2 0 2 0 .   I n  ad d i t i o n ,  v o l a t i l i t y  o f  m o n e y  
market liquidity and volatility of the LKR-USD 
e x c h an g e  r a t e  al s o  r e m ai n e d  s l i g h t l y  b e l o w  t h e  
base year’s value.

2. 3  E q u ity M arket
T h e  E q u i t y  M ar k e t  w as  v o l a t i l e  d u r i n g  t h e  t e n  
m o n t h s  e n d i n g  O c t o b e r  2 0 2 0  i n  t h e  b ac k g r o u n d  o f  
numerous uncertainties created by the COVID-19 
p an d e m i c .  T h e  C S E  e x h i b i t e d  h i g h  s e n s i t i v i t y  t o  
adverse news on COVID-19 pandemic and the 
volatility of the All Share Price Index (ASPI) and 
S&P SL 20 indices increased significantly during this 
p e r i o d .  I n d e x - b as e d  c i r c u i t  b r e ak e r s  w e r e  ac t i v a t e d  
o n  s e v e r al  o c c as i o n s  d u e  t o  e x c e s s i v e  v o l a t i l i t y .  
I t  w as  n o t e d  t h a t ,  v o l a t i l i t y  i n  s t o c k  m ar k e t s  
w as  c o m m o n  i n  al l  g l o b al  m ar k e t s  e s p e c i al l y  i n  
emerging markets as the COVID-19 pandemic 
i m p ac t e d  e q u i t y  m a r k e t s  t h r o u g h  a c o m b i n a t i o n  o f  
u n p r e c e d e n t e d  d o m e s t i c  an d  e x t e r n al  s h o c k s .

Among the stock exchanges of Sri Lanka’s regional 
peers, the Philippines, Thailand, Indonesia and 
S i n g a p o r e  d e p i c t e d  t h e  h i g h e s t  d e c l i n e s  i n  M ar c h  
2 0 2 0 .  T h e s e  c o u n t r i e s  w e r e  ab l e  t o  s l i g h t l y  r e v e r s e  
t h e s e  n e g a t i v e  d e v e l o p m e n t s  b y  e n d  O c t o b e r  2 0 2 0 .  
O n  t h e  c o n t r ar y ,  t h e  s t o c k  e x c h an g e s  i n  C h i n a,  
T ai w an  an d  S o u t h  K o r e a s i g n i f i c an t l y  i m p r o v e d  an d  
w e r e  ab l e  t o  r e c o r d  a p o s i t i v e  g r o w t h  b y  t h e  e n d  o f  
O c t o b e r  2 0 2 0 .

G rowth  of O verall Stock M arket 
I nd ex  of Reg ional P eers as at E nd  

O ctober 2020

Ch art 
2. 4

Source: World Federation of Exchanges

M ovements of P rice I nd ices and  
Market	Capitalization	1 4

Ch art 
2. 5

-

 

Source: Colombo Stock Exchange 

S i m i l ar  t o  t h e  p o o r  p e r f o r m an c e  o f  t h e  g l o b al  
s t o c k  m ar k e t s ,  as  i n v e s t o r s  r u s h e d  t o  m o r e  l i q u i d  
and safe assets with the spread of COVID-19, a 
s h ar p  d e t e r i o r a t i o n  i n  t h e  p e r f o r m an c e  o f  t h e  S r i  
L an k an  e q u i t y  m ar k e t  w as  o b s e r v e d  i n  M ar c h  2 0 2 0 .  

Volatility	of	Price	Indices1 5
Ch art 

2. 6

Source: Colombo Stock Exchange

1 4  T h e  m ar k e t  w as  t e m p o r ar y  h al t e d /  c l o s e d  o n  s e v e r al  d a y s  d u e  t o  
Circuit Breakers applied as a precautionary measure to eradicate 
distortion in the S&P SL20 Index. Further, The CSE was closed from 
20 March 2020 until 11 May 2020 due to the lockdown imposed by 
the government to prevent the spread of COVID–19.

1 5  E x c l u d i n g  t h e  d a y s  t h e  m ar k e t  w as  c l o s e d .  
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Market	Price	Earnings	Ratio	of	
Reg ional Cou ntries at E nd  201 9

Ch art 
2. 7

Market	Price	Earnings	Ratio	and	
M arket P rice to Book V alu e

Ch art 
2. 8

Contribution	of	Domestic	and	Foreign	
I nvestors to th e T otal T u rnover

Ch art 
2. 9

N et Foreig n Flows to th e CSE  
( M onth ly)

 Source: World Federation of Exchanges

Source: Colombo Stock Exchange 

Source: Colombo Stock Exchange

Source: Colombo Stock Exchange

H o w e v e r ,  f r o m  m i d - M a y  2 0 2 0 ,  t h e  C o l o m b o  b o u r s e  
s t ar t e d  t o  r e c o v e r  f r o m  i t s  s u b d u e d  p e r f o r m an c e  
and the ASPI recorded a positive year-to-date 
g r o w t h  t o w ar d s  t h e  l a t t e r  p ar t  o f  N o v e m b e r ,  f o r  
t h e  f i r s t  t i m e  i n  2 0 2 0 .  T h i s  r e c o v e r y  w as  m ai n l y  
driven by domestic investors’ preference shifting 
t o w ar d s  e q u i t y  i n v e s t m e n t s  d u e  t o  t h e  p r e v ai l i n g  
l o w  i n t e r e s t  r a t e  r e g i m e ,  r e v i v al  o f  t h e  e c o n o m i c  
ac t i v i t i e s  o f  t h e  c o u n t r y  a f t e r  t h e  c o m p l e t e  
l o c k d o w n  w as  l i f t e d  an d  i n c r e as e d  c o n f i d e n c e  w i t h  
t h e  r e n e w e d  p o l i t i c al  s t ab i l i t y .  T h e  C S E  h as  b e c o m e  
o n e  o f  t h e  m ar k e t s  t h a t  h as  r e c o v e r e d  f as t e s t  f r o m  
the impact of the COVID-19 pandemic in the Asian 
r e g i o n  w i t h  i m p r o v e d  m ar k e t  i n d i c e s  an d  r e c o r d  
h i g h  t u r n o v e r  s o  f ar  d u r i n g  t h e  y e ar .

Even though the ASPI and S&P SL20 recorded 
a y e ar - t o - d a t e  d e c l i n e  b y  6 . 6  p e r  c e n t  an d  2 2 . 3  
p e r  c e n t ,  r e s p e c t i v e l y ,  b y  e n d  O c t o b e r  2 0 2 0 ,  t h e  
indices gained by 29.0 and 30.0 respectively since 
1 5  M a y  2 0 2 0 .  H o w e v e r ,  t h e  m ar k e t  r e m ai n e d  
sensitive to COVID-19 pandemic related news and 
i n d i c e s  p l u m m e t e d  o n  1 3  J u l y  2 0 2 0  an d  0 5  O c t o b e r  
2 0 2 0  f o l l o w i n g  m ar k e t  p an i c  i m m e d i a t e l y  a f t e r  
the identification of new COVID-19 clusters in the 
c o u n t r y .

Sri Lanka recorded the lowest Price to Earnings 
Ratio (PER) among its regional peers, as at end 
2019. With the positive sentiments that remained 
at the beginning of 2020, the PER hovered around 
1 1 . 0  t i m e s ,  w h i c h  w as  t h e  m a x i m u m  v al u e  
r e c o r d e d  d u r i n g  t h e  y e ar .  A l o n g  w i t h  t h e  o t h e r  
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1 6  T h i s  v al u e  i n c l u d e s  R s .  2 3 . 6  b i l l i o n  w h i c h  w as  a s i n g l e  d a y  t u r n o v e r  
recorded on 9 January 2020, which includes the second highest 
single transaction in the CSE’s history. However, the total turnover 
for the ten months even without the turnover on 9 January, 
surpasses the last year’s total turnover value

market indicators, the PER fluctuated throughout 
t h e  y e ar  r e ac h i n g  i t s  m i n i m u m  o f  7 . 8  t i m e s  i n  m i d -
May. It remained at 9.7 at end October 2020. The 
Price to Book Value (PBV) also showed a similar 
p a t t e r n ,  r an g i n g  f r o m  0 . 8  t o  1 . 1  d u r i n g  t h e  p e r i o d  
u n d e r  c o n s i d e r a t i o n .  W i t h  t h e  c o n t ai n m e n t  o f  t h e  
first wave of COVID-19 within the country, along 
with these attractive PER and PBV valuations, 
d o m e s t i c  i n v e s t o r s  s t ar t e d  t o  i n v e s t  i n  s t o c k s  w i t h  
an  an t i c i p a t i o n  o f  g ai n s  i n  t h e  f u t u r e .

With a favorable PER, a favorable PBV and a low 
i n t e r e s t  r a t e  s c e n ar i o  d o m e s t i c  b u y e r s  c o n t i n u e d  
t o  b u y  s o u n d  s t o c k s  e n ab l i n g  t h e  C S E  t o  r e c o r d  
i t s  h i g h e s t  t u r n o v e r  i n  t h e  l as t  f i v e  y e ar s .  T o t al  
t u r n o v e r  i n  t h e  s e c o n d ar y  m ar k e t  d u r i n g  t h e  t e n  
m o n t h s  e n d i n g  O c t o b e r  2 0 2 0  am o u n t e d  t o  R s .  
2 7 6 . 0  b i l l i o n 1 6   w h i c h  s u r p as s e d  t h e  R s .  1 7 1 . 4  b i l l i o n  
of the total turnover recorded in 2019.

H o w e v e r ,  f o r e i g n  c o n t r i b u t i o n  t o w ar d s  t h e  t o t al  
t u r n o v e r  w a s  s u b p ar  c o m p a r e d  t o  t h e  p r e v i o u s  
y e ar .  O n l y  1 7 . 8  p e r  c e n t  o f  t h e  t o t a l  t u r n o v e r  
o r i g i n a t e d  f r o m  f o r e i g n  p u r c h as e s  as  ag ai n s t  3 3 . 0  
p e r  c e n t  r e p o r t e d  i n  t h e  p r e v i o u s  y e ar .

Despite other positive developments, net foreign 
o u t f l o w s  c o n t i n u e  t o  r e m ai n  a c o n c e r n .  T h i s  y e ar ,  
t h e  d e p t h  o f  o u t f l o w s  w as  s u b s t an t i a l  f o r  m an y  
e m e r g i n g  m a r k e t  c o u n t r i e s  as  w e l l  a s  s o m e  o f  
t h e  ad v an c e d  e c o n o m i e s  m ai n l y  d u e  t o  t h e  s h i f t  
i n  i n v e s t o r  s e n t i m e n t  t o w ar d s  s a f e  h a v e n  as s e t s  
as  a r e s u l t  o f  t h e  u n c e r t ai n t i e s  c r e a t e d  b y  t h e  

N et Foreig n Flows to th e CSE  
( A nnu al)

Ch art 
2. 1 1

Source: Colombo Stock Exchange

Foreig n H old ing s of E q u ity
Ch art 
2. 1 2

Source: Central Depository Systems

COVID-19 pandemic. Nevertheless, lower foreign 
p ar t i c i p a t i o n  an d  o u t f l o w s  f r o m  t h e  C S E  h a v e  b e e n  
m aj o r  c o n c e r n s  f o r  S r i  L an k a f o r  y e ar s .

C o n t i n u e d  f o r e i g n  o u t f l o w s  f r o m  t h e  e q u i t y  m ar k e t  
e x e r t e d  s o m e  p r e s s u r e  o n  t h e  e x c h an g e  r a t e  an d  
r e s e r v e s .  F o r e i g n  h o l d i n g s  s i g n i f i c an t l y  d e c l i n e d  b y  
1 5 . 7  p e r  c e n t  t o  R s .  5 8 3 . 2  b i l l i o n  b y  e n d  O c t o b e r  
2020 from Rs. 691.8 billion in December 2019. 
Accordingly, foreign investors’ holdings of total 
equity declined to 23.9 per cent by end October 
2020 compared to 26.1 per cent in December 2019.

T h e  C S E  r e m ai n s  o n e  o f  t h e  s m al l e s t  m ar k e t s  am o n g  
i t s  p e e r s  al t h o u g h  t h e r e  i s  h u g e  p o t e n t i al  f o r  f u r t h e r  
e x p an s i o n  an d  a t t r ac t i n g  f o r e i g n  i n v e s t m e n t s .  
As at end 2019, the size of the Sri Lankan equity 

Comp arison of G lobal Stock M arkets 
A ccord ing  to Siz e as at E nd  201 9

Ch art 
2. 1 3

Sources: World Bank

Note: The size of the sphere is proportional to market 
capitalization as a percentage of GDP
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Market	Capitalization	as	a	
P ercentag e of G D P  ( A nnu al)

Ch art 
2. 1 4

Sources: Department of Census and Statistics
C o l o m b o  S t o c k  E x c h an g e

Market	Capitalisation	as	a	
P ercentag e of G D P  as at E nd  201 9

Ch art 
2. 1 5

Source: World Bank

O u tstand ing  T reasu ry bond sCh art 
2. 1 6

Source: Central Bank of Sri Lanka

market in terms of market capitalization, average 
d ai l y  t u r n o v e r  an d  n u m b e r  o f  c o m p an i e s  l i s t e d  i n  
t h e  m ar k e t ,  f e l l  b e h i n d  i t s  p e e r s .  E v e n  t h o u g h  a 
s i g n i f i c an t  i m p r o v e m e n t  w as  o b s e r v e d  i n  t e r m s  o f  
turnover, market capitalization further contracted 
to Rs. 2,494.3 billion at end October 2020 compared 
to Rs. 2,851.3 billion at end 2019 recording a 12.5 
p e r  c e n t  d e c l i n e .

Market capitalization as a percentage of GDP 
declined over the recent years. Market capitalization 
as  a t  e n d  O c t o b e r  2 0 2 0  as  a p e r c e n t ag e  o f  e s t i m a t e d  
GDP remained at 16.7 per cent compared to 19.0 
per cent recorded at the end of 2019. Further, 
t h e  n u m b e r  o f  l i s t e d  c o m p an i e s  h as  al s o  r e d u c e d  
to 285 as at end October 2020 compared to 289 
as at end 2019. There was only one Initial Public 
Offering (IPO) in the CSE during the ten months 
e n d i n g  i n  O c t o b e r  2 0 2 0  w h i c h  r ai s e d  R s .  8 . 1  b i l l i o n  
while there were no IPOs during the corresponding 
period of 2019.

T h e  l ac k  o f  d i v e r s i f i e d  i n v e s t m e n t  o p p o r t u n i t i e s  
h as  al s o  r e m a i n e d  an  i n h e r e n t  i m p e d i m e n t  t o  

a t t r ac t  f o r e i g n  i n v e s t m e n t  t o  t h e  s t o c k  m ar k e t  o v e r  
t h e  y e ar s .  A d d r e s s i n g  t h i s  i s s u e  t o  s o m e  e x t e n t ,  
n u m e r o u s  p r o d u c t s  w e r e  i n t r o d u c e d  w i t h i n  t h e  
y e ar ,  i n c l u d i n g  t h e  l au n c h  o f  R e al  E s t a t e  I n v e s t m e n t  
Trusts (REITs) which enables investors to benefit 
f r o m  i n v e s t m e n t s  i n  t h e  r e a l  e s t a t e  s e c t o r  w h i l e  
o p e n i n g  u p  n e w  f u n d i n g  a v e n u e s  f o r  r e al  e s t a t e  
d e v e l o p e r s .   H o w e v e r ,  t h e s e  n e w  p r o d u c t s  w i l l  
al s o  b r i n g  n e w  d i m e n s i o n s  o f  r i s k s  t o  t h e  s y s t e m  
an d  m a y  c o n t i n u o u s l y  r e q u i r e  i m p r o v e m e n t s  i n  
t h e  r e g u l a t o r y  s p h e r e  an d  ap p r o p r i a t e  u p g r ad e  i n  
i n f r as t r u c t u r e .

2. 4  T reasu ry Bond  M arket
T h e  T r e as u r y  b o n d  m ar k e t  e x p an d e d  s u b s t an t i al l y  
s i n c e  M ar c h  2 0 2 0  w i t h  e x c e s s  d e m an d  an d  t h e  
i n c r e as e d  b o r r o w i n g  w i t n e s s e d  i n  t h e  p r i m ar y  
T r e as u r y  b o n d  m ar k e t .  I n c r e as e d  d o m e s t i c  i n v e s t o r s  
ap p e t i t e  f o r  i n v e s t i n g  i n  r i s k  f r e e  g o v e r n m e n t  
s e c u r i t i e s ,  i n c r e as e d  c as h  f l o w  r e q u i r e m e n t s  o f  
t h e  g o v e r n m e n t  an d  c o n d u c i v e  l i q u i d i t y  c o n d i t i o n s  
c o n t r i b u t e d  t o w ar d s  t h e  e x p a n s i o n  o f  t h e  T r e as u r y  
b o n d  m ar k e t .  

T h e  o u t s t an d i n g  T r e as u r y  b o n d  v al u e  am o u n t e d  t o  
R s .  5 , 3 3 7 . 3  b i l l i o n  a t  e n d  O c t o b e r  2 0 2 0 ,  r e c o r d i n g  
a s u b s t an t i al  y e ar - o n - y e ar  g r o w t h  o f  1 4 . 5  p e r  c e n t .  
The total size of the Treasury bond market was 31.2 
per cent of GDP as at end 2019 compared to 30.2 
per cent of GDP as at end 2018. By end October 
2020, the size of the Treasury bond market as a 
percentage of GDP is estimated to be increased to 
3 5 . 8 .   T h i s  i n c r e as e  i s  t h e  c o m b i n e d  e f f e c t  o f  b o t h  
increased market size and a relatively lower GDP 
e s t i m a t e d  w i t h  c o n t r ac t i o n s  i n  d o m e s t i c  e c o n o m i c  
activities due to the COVID-19 pandemic.
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D emand  for T reasu ry Bond s at 
P rimary M arket

Ch art 
2. 1 7

Source: Central Bank of Sri Lanka

E n h an c e d  p r e f e r e n c e  f r o m  d o m e s t i c  i n v e s t o r s  w as  
o b s e r v e d  i n  t h e  p r i m ar y  m ar k e t  f o r  T r e as u r y  b o n d s ,  
p r i m ar i l y  t o  m ak e  q u i c k  g ai n s  f r o m  t h e  l o w  i n t e r e s t  
r a t e s  i n  m o n e y  m ar k e t s .   A t  t h e  e ar l y  p ar t  o f  t h e  
y e ar ,  b i d s  t o  o f f e r  r a t i o  r e m a i n e d  a t  ap p r o x i m a t e l y  
3  t i m e s  i n d i c a t i n g  a v e r y  h i g h e r  d e m an d .  T h e  
p r e v ai l i n g  e x c e s s  l i q u i d i t y  i n  t h e  b an k i n g  s e c t o r ,  
l o w e r  d e m an d  f o r  l o an s  an d  ad v an c e s  d u e  t o  
c h al l e n g i n g  b u s i n e s s  c o n d i t i o n s  an d  s h i f t e d  
i n v e s t o r  s e n t i m e n t  t o w ar d s  s a f e r  as s e t s  i n  t h e  
u n c e r t ai n  e c o n o m i c  e n v i r o n m e n t  c o n t r i b u t e d  t o  
t h e  i n c r e as e  i n  d e m an d  b y  d o m e s t i c  i n v e s t o r s .  A s  a 
r e s u l t ,  t h e  T r e as u r y  b o n d  m ar k e t  e x p an d e d  d e s p i t e  
l o w  f o r e i g n  p ar t i c i p a t i o n .

Foreign investors’ appetite in Treasury Bonds 
r e d u c e d  s i g n i f i c an t l y  d u r i n g  t h e  p e r i o d .  T h e  
s u b s t an t i al l y  l o w e r  i n t e r e s t  r a t e s  m ai n t ai n e d  t o  
s u p p o r t  t h e  d o m e s t i c  e c o n o m y ,  l e d  t h e  y i e l d -
s e e k i n g  f o r e i g n  i n v e s t o r s  t o  m o v e  o u t  o f  t h e  S r i  
L an k an  g o v e r n m e n t  s e c u r i t i e s  m ar k e t .   E x c e p t  f o r  

S e p t e m b e r  2 0 2 0 ,  n o t ab l e  f o r e i g n  o u t f l o w s  f r o m  
t h e  g o v e r n m e n t  s e c u r i t i e s  m ar k e t  w e r e  o b s e r v e d .  
A c c o r d i n g l y ,  f o r e i g n  i n v e s t m e n t s  as  a p e r c e n t ag e  o f  
o u t s t an d i n g  T r e as u r y  b i l l s  l o w e r e d  t o  0 . 2  p e r  c e n t  
b y  O c t o b e r  2 0 2 0 ,  c o m p ar e d  t o  t h e  2 . 1  p e r  c e n t  
which remained at end October 2019. In addition, 
t h e  o u t s t an d i n g  T r e a s u r y  b o n d  h o l d i n g s  b y  f o r e i g n  
p ar t i e s  s u n k  t o  R s .  8 . 6  b i l l i o n  a t  e n d  O c t o b e r  2 0 2 0  
compared to Rs. 95.9 billion as at end October 
2019.

S i m i l ar  t o  t h e  p r e v i o u s  y e ar ,  t h e  s e c o n d ar y  
m ar k e t  f o r  T r e as u r y  b o n d s  r e c o r d e d  m o d e r a t e  
t r ad e  ac t i v i t i e s .  S i g n i f i c an t  v o l a t i l i t y  i n  t e r m s  o f  
t h e  n u m b e r  o f  t r an s ac t i o n s  an d  t r ad e  v o l u m e  
w as  o b s e r v e d .  T h e  a v e r ag e  n u m b e r  o f  t r ad e s  p e r  
d a y  d e c l i n e d  t o  4 6  d u r i n g  t h e  c o n s i d e r e d  p e r i o d  
c o m p ar e d  t o  t h e  a v e r ag e  o f  5 1  r e c o r d e d  d u r i n g  t h e  
p r e v i o u s  y e ar .  H o w e v e r ,  t h e  a v e r ag e  t r ad e  v o l u m e  
increased to Rs. 7,590.7 million from Rs. 7,346.8 
m i l l i o n  r e c o r d e d  i n  t h e  p r e v i o u s  y e ar .

Foreig n H old ing s of T reasu ry Bond s
Ch art 
2. 1 8

Source: Central Bank of Sri Lanka

Second ary T reasu ry Bond  M arket 
Transactions

Ch art 
2. 1 9

Source: Central Bank of Sri Lanka

Second ary M arket Y ield  Cu rve
Ch art 
2. 20

Source: Central Bank of Sri Lanka
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Second ary T reasu ry Bond  
M arket Y ield  1 7

Ch art 
2. 21

1 7  E x c l u d e s  d a y s  w i t h o u t  an y  t r ad e s

Source: Central Bank of Sri Lanka

P olicy Rates and  T reasu ry Bond  Y ield
Ch art 
2. 22

Source: Central Bank of Sri Lanka

I n  t h e  s e c o n d a r y  m ar k e t ,  h i s t o r i c al l y  l o w  y i e l d  
r a t e s  w e r e  o b s e r v e d  ac r o s s  al l  m a t u r i t i e s  d u r i n g  
t h e  p e r i o d .  T h i s  d o w n w ar d  s h i f t  o b s e r v e d  i n  t h e  
s e c o n d ar y  m ar k e t  y i e l d  c u r v e  w as  m ai n l y  d r i v e n  
b y  t h e  ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  s t an c e  
ad o p t e d  b y  t h e  C e n t r al  B an k ,  t h e  p o l i c y  d i r e c t i o n  
o f  t h e  g o v e r n m e n t  t o  f ac i l i t a t e  l o w  b e n c h m ar k  
i n t e r e s t  r a t e s  an d  s t r a t e g i c  i s s u an c e  ar r an g e m e n t s  
carried out by the Public Debt Department of the 
C e n t r al  B an k  i n  l i n e  w i t h  r e s o u r c e  a v ai l ab i l i t y .  S i n c e  
M ar c h  2 0 2 0  t h e  y i e l d  c u r v e  h as  s h i f t e d  d o w n w ar d s  
an d  c o n t i n u e d  t o  b e h a v e  i n  a s i m i l ar  m an n e r  f r o m  

J u l y  2 0 2 0  u n t i l  e n d  O c t o b e r  2 0 2 0 .  H o w e v e r ,  t h e  
d o w n w ar d  s h i f t  o f  t h e  m ar k e t  y i e l d  c u r v e  o b s e r v e d  
f o r  l o n g e r - t e r m  m a t u r i t i e s  i n  J u n e  2 0 2 0 ,  s l i g h t l y  
r e v e r s e d  i n  O c t o b e r  2 0 2 0 .

T h e  s e c o n d ar y  m ar k e t  y i e l d  f o r  T r e as u r y  b o n d s  
w h i c h  e x h i b i t s  t h e  l o n g - t e r m  m o v e m e n t  o f  i n t e r e s t  
r a t e s  c o n t i n u e d  t o  d e c l i n e  s i n c e  t h e  l a t t e r  p ar t  o f  
2 0 1 8 .  A  s i g n i f i c an t  d e c l i n e  i n  y i e l d  r a t e s  w as  n o t i c e d  
s i n c e  M ar c h  2 0 2 0  w i t h  a s i g n i f i c an t  p l u n g e  i n  J u l y  
2 0 2 0 .  A c c o r d i n g l y ,  a h i g h e r  v o l a t i l i t y  h as  b e e n  
o b s e r v e d  i n  t h e  s e c o n d ar y  m ar k e t  y i e l d  c u r v e  f o r  
T r e as u r y  b o n d s .  E x h i b i t i n g  l o w e r  ap p e t i t e  am o n g  
i n v e s t o r s  f o r  l o n g e r - t e r m  m a t u r i t i e s ,  t h e  t e r m  
p r e m i u m  b e t w e e n  t h e  t w o - y e ar  an d  t h e  t e n - y e ar  
T r e as u r y  b o n d  y i e l d s  w h i c h  w i d e n e d  d u r i n g  m i d -
2019, continued throughout the year 2020.

Domestic market liquidity together with monetary 
p o l i c y  ac t i o n s  i n f l u e n c e d  t h e  T r e as u r y  b o n d  
s e c o n d ar y  m ar k e t  y i e l d  r a t e s .  S p r e ad s  b e t w e e n  
t h e  t w o - y e ar  T r e as u r y  b o n d  y i e l d  an d  S t an d i n g  
Deposit Facility Rate (SDFR) have narrowed down 
s i g n i f i c an t l y  s i n c e  l a t e - J u n e  2 0 2 0 .  F u r t h e r ,  t h e  t w o -
y e ar  T r e as u r y  b o n d  y i e l d  r a t e s  w e n t  b e l o w  t h e  
Standing Lending Facility Rate (SLFR) since late-
J u n e  2 0 2 0 .

T h e  f r e q u e n c y  o f  T r e as u r y  b o n d  au c t i o n s  w as  
i n c r e as e d  t o  t w o  au c t i o n s  a m o n t h  d e v i a t i n g  f r o m  
t h e  e s t ab l i s h e d  p r ac t i c e  o f  o n e  au c t i o n  a m o n t h  t o  
facilitate the government’s cash flow requirements 
d u r i n g  t h e  p e r i o d  f r o m  M a y  t o  J u l y  2 0 2 0 .  I n  o r d e r  t o  
i m p r o v e  t h e  t r an s p ar e n c y  o f  t h e  p r i m ar y  i s s u an c e  
p r o c e s s ,  t h e  C e n t r al  B an k  s t ar t e d  t o  an n o u n c e  t h e  
m a x i m u m  y i e l d  r a t e  f o r  ac c e p t an c e  f o r  al l  m a t u r i t i e s  
o f f e r e d  a t  T r e as u r y  b i l l  an d  T r e as u r y  b o n d  au c t i o n s  
t o  m ar k e t  p ar t i c i p an t s  p r i o r  t o  au c t i o n s  f r o m  M a y  
2 0 2 0 .  T h i s  f ac i l i t a t e d  i n f o r m e d  d e c i s i o n - m ak i n g  
w h i l e  e n h an c i n g  s y m m e t r y  o f  i n f o r m a t i o n  am o n g  
au c t i o n  p ar t i c i p an t s .

2. 5  Corp orate Bond  M arket
T h e  ac t i v i t i e s  o f  t h e  c o r p o r a t e  b o n d  m ar k e t ,  w h i c h  
i s  a s m al l  s e g m e n t  o f  t h e  c ap i t al  m ar k e t  i n  S r i  L an k a 
w as  f u r t h e r  a f f e c t e d  b y  s l u g g i s h  e c o n o m i c  ac t i v i t i e s  
an d  t e m p o r ar y  c l o s u r e  o f  t h e  C S E  f o r  a p e r i o d  o f  
s e v e n  w e e k s .

T h e  p r i m ar y  m ar k e t  ac t i v i t i e s  r e m ai n e d  l o w  d u r i n g  
t h e  t e n  m o n t h s  e n d i n g  i n  O c t o b e r  2 0 2 0  c o m p ar e d  
t o  t h e  p r e v i o u s  y e ar .  S i x t e e n  d i f f e r e n t  t y p e s  o f  
d e b e n t u r e s  w e r e  i s s u e d  b y  e i g h t  i n s t i t u t i o n s  d u r i n g  
t h i s  p e r i o d  c o m p ar e d  t o  2 1  t y p e s  o f  d e b e n t u r e s  
i s s u e d  b y  1 1  i n s t i t u t i o n s  d u r i n g  t h e  c o r r e s p o n d i n g  
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Listed  D ebentu res Based  on M atu rity
Ch art 
2. 23

Source: Colombo Stock Exchange

period of 2019. Accordingly, the total funds 
mobilized through debentures declined to Rs. 
21.9 billion during the period under consideration, 
c o m p ar e d  t o  R s .  5 0 . 6  b i l l i o n  r e c o r d e d  i n  t h e  
c o r r e s p o n d i n g  p e r i o d  o f  t h e  p r e v i o u s  y e ar .

T h e  r e d u c t i o n  i n  ac t i v i t i e s  o f  t h e  p r i m ar y  m ar k e t  
c an  b e  l ar g e l y  a t t r i b u t e d  t o  t h e  l o c k d o w n  an d  
s l u g g i s h  b u s i n e s s  e x p an s i o n  d u r i n g  t h e  f i r s t  h al f  
o f  2 0 2 0 .  H o w e v e r ,  ac t i v i t i e s  o f  t h e  p r i m ar y  m ar k e t  
s l o w l y  p i c k e d  u p  a f t e r  t h e  l o c k d o w n  w as  l i f t e d  i n  
t h e  t h i r d  q u ar t e r  o f  2 0 2 0 .  O u t  o f  t h e  t o t al  am o u n t  
raised through debentures, only Rs. 2.9 billion (13.3 
per cent) was raised during the first six months of 
the year, while Rs. 19.0 billion (86.7 per cent) was 
r ai s e d  d u r i n g  t h e  f o u r  m o n t h s  b e t w e e n  J u l y  an d  
O c t o b e r  2 0 2 0 .

Sector -wise Listed  D ebentu res
Ch art 
2. 24

Source: Colombo Stock Exchange

W h e n  c o n s i d e r i n g  t h e  m a t u r i t y  p e r i o d  o f  d e b e n t u r e  
i s s u an c e ,  s i m i l ar  t o  p r e v i o u s  y e ar s ,  t h e  d e b e n t u r e s  
w i t h  a m a t u r i t y  p e r i o d  o f  f i v e  y e ar s  d o m i n a t e d  t h e  
m ar k e t .  N o  d e b e n t u r e s  w i t h  m o r e  t h an  1 0  y e ar s  
w e r e  i s s u e d  i n  2 0 2 0 .

O v e r  t h e  y e ar s ,  t h e  b an k s  an d  d i v e r s i f i e d  f i n an c i al  
i n s t i t u t i o n s  h a v e  b e e n  t h e  m aj o r  d e b t  i s s u e r s  i n  t h e  
d e b e n t u r e  m ar k e t  an d  t h e  d e b e n t u r e  i s s u an c e s  
f r o m  o t h e r  s e c t o r s  r e m ai n e d  l o w .  I n  2 0 2 0 ,  al l  o f  t h e  
d e b e n t u r e s  w e r e  i s s u e d  b y  b an k s  an d  d i v e r s i f i e d  
f i n an c i al  i n s t i t u t i o n s .  I t  i s  e v i d e n t  t h a t  t h e  
diversified financial institutions’ share in debenture 
i s s u an c e  h as  g r o w n  s i g n i f i c an t l y  d u r i n g  2 0 2 0 .  T h e  
r e q u i r e m e n t s  i m p o s e d  b y  t h e  C e n t r al  B an k  i n  2 0 1 7  
t o  e n h an c e  t h e  m i n i m u m  c ap i t al  r e q u i r e m e n t  o f  
f i n an c i al  i n s t i t u t i o n s  b y  e n d  2 0 2 0  h as  b e e n  a k e y  
c o n t r i b u t o r  i n  t e r m s  o f  t h e  d o m i n an c e  o f  b an k s  an d  
d i v e r s i f i e d  f i n a n c i al  i n s t i t u t i o n s  i n  t h e  c o r p o r a t e  
d e b t  m ar k e t .

Distribution	of	Annualized	Interest	
Rates of Fix ed  I nterest Five-year 

D ebentu res

Ch art 
2. 25

Source: Colombo Stock Exchange

Secondary	Market	Transactions	of	
th e Corp orate D ebt M arket

Ch art 
2. 26

Source: Colombo Stock Exchange
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Foreig n H old ing s - Corp orate D ebt 
M arket

Ch art 
2. 27

Source: Central Depository Systems

Market	Capitalization-	Corporate	
D ebt M arket

Ch art 
2. 28

Source: Central Depository Systems

Ch art 
2. 29

Factors  Contribu ted  toward s 
Liquidity	on	a	Cumulative	Basis	

( J an - end  O ct 2020)

Source: Central Bank of Sri Lanka

O u t  o f  1 6  d e b e n t u r e s  i s s u e d ,  t h r e e  d e b e n t u r e s  
w e r e  i s s u e d  w i t h  a f l o a t i n g  r a t e  an d  t h e  r e s t  o f  t h e  
d e b e n t u r e s  w e r e  i s s u e d  w i t h  a f i x e d  r a t e  d u r i n g  t h e  
period under review. The annualized fixed interest 
r a t e s  p e r t ai n i n g  t o  d e b e n t u r e s  i s s u e d  d u r i n g  t h e  
p e r i o d  u n d e r  c o n s i d e r a t i o n  w e r e  i n  t h e  r an g e  o f  
9.00 -13.30 per cent, compared to the annualized 
i n t e r e s t  r a t e s  o f  1 2 . 3 0  -  1 5 . 6 0  p e r  c e n t  o b s e r v e d  
during the ten months ending October 2019. In 
t e r m s  o f  t h e  d e b e n t u r e s  w i t h  t h e  5 - y e ar  m a t u r i t y  
p e r i o d ,  i t  i s  e v i d e n t  t h a t  i n t e r e s t  r a t e s  h a v e  
s i g n i f i c an t l y  d e c l i n e d  c o m p ar e d  t o  p r e v i o u s  y e ar s ,  
i n  l i n e  w i t h  t h e  r e d u c t i o n  i n  m ar k e t  i n t e r e s t  r a t e s .

 

 

 

T h e  s e c o n d ar y  m ar k e t  f o r  l i s t e d  c o r p o r a t e  d e b t  
w as  r e l a t i v e l y  ac t i v e  i n  2 0 2 0  c o m p ar e d  t o  t h e  
p r e v i o u s  y e ar .  T h e  s e c o n d ar y  m ar k e t  t u r n o v e r  f o r  
t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  i n c r e as e d  
t o  R s .  5 . 4  b i l l i o n ,  c o m p ar e d  t o  R s .  4 . 3  b i l l i o n  
recorded in the corresponding period of 2019. 
T h e  f o r e i g n  p ar t i c i p a t i o n  i n  t h e  s e c o n d ar y  m ar k e t  
w as  a t  an  u n s a t i s f ac t o r y  l e v e l .  S h ar e  o f  t u r n o v e r  
b y  f o r e i g n  n a t i o n al s  f u r t h e r  r e d u c e d  t o  0 . 0 1  p e r  
c e n t ,  c o m p ar e d  t o  0 . 1 8  p e r  c e n t  r e c o r d e d  i n  t h e  
c o r r e s p o n d i n g  p e r i o d  o f  t h e  p r e v i o u s  y e ar .

T h e  am o u n t  o f  f o r e i g n  h o l d i n g s  h as  s i g n i f i c an t l y  
d e t e r i o r a t e d  s i n c e  t h e  l a t t e r  p ar t  o f  2 0 1 8 .  A t  e n d  
O c t o b e r  2 0 2 0 ,  t h e  s h ar e  o f  f o r e i g n  h o l d i n g s  as  a 
p e r c e n t ag e  o f  t o t al  o u t s t an d i n g  m ar k e t  v al u e  w as  
0 . 2  p e r  c e n t  an d  f o r e i g n  h o l d i n g s  am o u n t e d  o n l y  t o  
R s .  0 . 6  b i l l i o n .

T h e  c o r p o r a t e  d e b t  m ar k e t  i n  t e r m s  o f  m ar k e t  
capitalization has stagnated around the Rs. 250 – 
3 0 0  b i l l i o n  r an g e  an d  d e c e l e r a t e d  o v e r  t h e  r e c e n t  
years. The market capitalization of the debentures 
m ar k e t  as  a t  e n d  S e p t e m b e r  2 0 2 0  s t o o d  a t  R s .  
258.0 billion compared to Rs.293.6 billion as at 
end September 2019. A developed corporate debt 
m ar k e t  i s  a n e c e s s i t y  f o r  S r i  L an k a t o  f ac i l i t a t e  
e x p an s i o n  i n  t h e  c o r p o r a t e  s e c t o r .

2.6	Domestic	Money	Market
T h e  m o n e y  m ar k e t  l i q u i d i t y  e n d u r e d  s i g n i f i c an t  
v o l a t i l i t y  an d  r e c o r d e d  a l i q u i d i t y  s u r p l u s  d u r i n g  t h e  
t e n  m o n t h s  e n d i n g  O c t o b e r  2 0 2 0 .  T h i s  w as  m ai n l y  
d r i v e n  b y  t h e  u n p r e c e d e n t e d  m o n e t ar y  p o l i c y  
e as i n g  d o n e  b y  t h e  C e n t r al  B an k .  I n  ad d i t i o n ,  a 
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M oney M arket Liq u id ity and  I ts 
Volatility

Ch art 
2. 3 0

Source: Central Bank of Sri Lanka

1 8  T h e  C e n t r al  B an k  r e d u c e d  i t s  p o l i c y  i n t e r e s t  r a t e s  b y  2 5 0  b as i s  
points in five stages in January, March, April, May and early July 
2020, bringing the SDFR and SLFR to 4.50 per cent and 5.50 per 
cent, respectively, with a view to support continued reduction in 
m ar k e t  l e n d i n g  r a t e s .  T h e  C e n t r al  B an k  al s o  r e d u c e d  S R R  ap p l i c ab l e  
on rupee deposit liabilities of Licensed Commercial Banks (LCBs) 
b y  3 . 0 0  p e r c e n t ag e  p o i n t s  d u r i n g  t h e  y e ar  i n  t w o  s t ag e s  i n  M ar c h  
and June 2020, to 2.00 per cent, by injecting around Rs. 180 billion 
liquidity to the domestic money market. In addition, since mid-
April 2020, with the view to provide more flexibility in liquidity 
m an ag e m e n t  o f  L C B s ,  t h e  m i n i m u m  d ai l y  r e s e r v e  r e q u i r e m e n t  
to be held by a LCB with the Central Bank was reduced from 90 
p e r  c e n t  t o  2 0  p e r  c e n t  o f  t h e  r e q u i r e d  r e s e r v e s  o n  an y  g i v e n  d a y .  
F u r t h e r m o r e ,  t o  e n s u r e  t h e  a v ai l ab i l i t y  o f  e m e r g e n c y  f u n d i n g  t o  
banking institutions at reasonable interest rates, the Central Bank 
reduced the Bank Rate, which is an administratively determined 
i n t e r e s t  r a t e  b y  t h e  C e n t r al  B an k  b y  5 0 0  b as i s  p o i n t s  i n  A p r i l  2 0 2 0  
to 8.5 per cent, while allowing it to be determined automatically 
w i t h  a m ar g i n  o f  3 0 0  b as i s  p o i n t s  ab o v e  t h e  S L F R .

 

r an g e  o f  o t h e r  f ac t o r s  s u c h  as  p r i m ar y  p u r c h as e s  o f  
T r e as u r y  b i l l s ,  f o r e i g n  e x c h an g e  r e l a t e d  t r an s ac t i o n s  
c ar r i e d  o u t  w i t h  t h e  ai m  o f  r e d u c i n g  p r e s s u r e  o n  
e x c h an g e  r a t e  as  w e l l  as  t h e  f u n d s  d i s b u r s e d  u n d e r  
s p e c i al  l o an  s c h e m e s  i n t r o d u c e d  b y  t h e  C e n t r al  
B an k  f o r  i n d i v i d u al s  an d  c o r p o r a t e s  a f f e c t e d  b y  t h e  
COVID-19 pandemic contributed to the elevated 
s u r p l u s  l i q u i d i t y  p o s i t i o n .

T h e  C e n t r al  B an k  i n t r o d u c e d  s e v e r al  m o n e t ar y  
p o l i c y  r e l a x a t i o n  m e as u r e s  i n  2 0 2 0 . 1 8  M o n e t ar y  
p o l i c y  i m p l e m e n t a t i o n  o f  t h e  C e n t r al  B an k  d u r i n g  
the COVID-19 pandemic was aimed at assuring the 
a v ai l a b i l i t y  o f  ad e q u a t e  l i q u i d i t y  i n  t h e  d o m e s t i c  
m o n e y  m ar k e t  an d  t o  i n d u c e  a l o w  i n t e r e s t  
r a t e  e n v i r o n m e n t ,  p ar t i c u l a r l y  c o n s i d e r i n g  t h e  
n e e d  f o r  s u p p o r t i n g  t h e  s m o o t h  f u n c t i o n i n g  o f  
t h e  f i n an c i al  s y s t e m  an d  s t i m u l a t i n g  e c o n o m i c  
activities during the COVID-19 pandemic period. 

C o n s e q u e n t l y ,  m ar k e t  l i q u i d i t y  b e c am e  v o l a t i l e  
d u r i n g  t h e  t e n  m o n t h s  e n d i n g  i n  O c t o b e r  2 0 2 0 .  
R e l a t i v e l y  s i g n i f i c an t  v o l a t i l i t y  i n  m ar k e t  l i q u i d i t y  
w as  o b s e r v e d  i n  M a r c h  an d  J u n e  2 0 2 0 ,  c o i n c i d i n g  
w i t h  r e d u c t i o n s  i n  S R R .

A l t h o u g h  t h e  m ar k e t  w as  i n  s u r p l u s  l e v e l s  d u r i n g  t h e  
p e r i o d  f r o m  e n d  M ar c h  t o  J u n e  2 0 2 0 ,  t h e  C e n t r al  
Bank conducted open market operations (OMOs) 
w i t h  a v i e w  t o  i n d u c i n g  a d o w n w ar d  a d j u s t m e n t  
i n  t h e  A v e r ag e  W e i g h t e d  C al l  M o n e y  M ar k e t  R a t e  
(AWCMR), considering the asymmetric distribution 
o f  l i q u i d i t y  am o n g  t h e  m o n e y  m ar k e t  p ar t i c i p an t s ,  
as  w e l l  as  t o  e n s u r e  c e r t ai n t y  o f  l i q u i d i t y  i n  t h e  
m ar k e t .  A s y m m e t r i c  d i s t r i b u t i o n  o f  l i q u i d i t y  am o n g  
the Participating Institutions (PIs) of the money 
m ar k e t  w as  o n e  o f  t h e  m ai n  c h al l e n g e s  o b s e r v e d  
i n  t h e  m o n e y  m ar k e t .  C e r t ai n  d o m e s t i c  p r i v a t e  
b an k s  an d  f o r e i g n  b an k s  c o n t i n u e d  t o  m ai n t ai n  
a c o n s i d e r ab l e  l e v e l  o f  s u r p l u s  l i q u i d i t y  i n  t h e  
ab s e n c e  o f  s i g n i f i c an t  c r e d i t  d e m an d  an d  l e n d i n g  
o p e r a t i o n s ,  w h i l e  s t a t e  b an k s  w e r e  o p e r a t i n g  w i t h  
v ar y i n g  l i q u i d i t y  p o s i t i o n s .  W i t h  t h e  p r e v ai l i n g  
e x c e s s  l i q u i d i t y  p o s i t i o n  i n  t h e  d o m e s t i c  m o n e y  
market, PIs continued to deposit excess funds in 
substantially high amounts under the SDF of the 
C e n t r al  B an k .

W i t h  t h e  c o n t i n u o u s  s u r p l u s  l i q u i d i t y  p o s i t i o n  
i n  t h e  d o m e s t i c  m o n e y  m ar k e t ,  au c t i o n s  u n d e r  
O M O s  w e r e  n o t  c o n d u c t e d  d u r i n g  t h e  p e r i o d  
f r o m  1 7  J u n e  2 0 2 0  t o  2 4  S e p t e m b e r  2 0 2 0 .  H e n c e ,  

 

 

 

  

Beh avior of M oney M arket Liq u id ity 
and  A W CM R

Ch art 
2. 3 1

Source: Central Bank of Sri Lanka
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Sp read  between A W CM R and  A W RRCh art 
2. 3 2

Source: Central Bank of Sri Lanka

D emand  for T reasu ry Bills at P rimary 
M arket

Ch art 
2. 3 3

Source: Central Bank of Sri Lanka

t h e  C e n t r al  B an k  ab s o r b e d  e x c e s s  l i q u i d i t y  i n  t h e  
domestic money market through the SDF on an 
o v e r n i g h t  b as i s .  H o w e v e r ,  au c t i o n s  u n d e r  O M O s  
c o m m e n c e d  o n  2 5  S e p t e m b e r  2 0 2 0 ,  am i d s t  t h e  
c o n t i n u e d  s u r p l u s  l i q u i d i t y  i n  t h e  d o m e s t i c  m o n e y  
market, recognizing the need for ensuring the 
a v ai l a b i l i t y  o f  ad e q u a t e  l i q u i d i t y  m ai n l y  i n  v i e w  o f  
f o r e i g n  l o an  r e p a y m e n t s .   A c c o r d i n g l y ,  l o n g - t e r m  
an d  s h o r t - t e r m  r e v e r s e  r e p o  au c t i o n s  f o r  L C B s  as  
w e l l  as  l o n g  t e r m  l i q u i d i t y  s u p p o r t  f ac i l i t y  au c t i o n s  
for Standalone Primary Dealers (SPDs) were also 
c o n d u c t e d  o n  a n e e d  b as i s .  

M o n e y  m ar k e t  i n t e r e s t  r a t e s  s i g n i f i c an t l y  d e c l i n e d  
d u r i n g  t h e  p e r i o d  i n  r e s p o n s e  t o  t h e  m o n e t ar y  
p o l i c y  r e l a x i n g  m e as u r e s .  T h e  A v e r ag e  W e i g h t e d  
Repo Rate (AWRR) also moved along with the trend 
o f  A W C M R ,  r e f l e c t i n g  a r e l a t i v e l y  l o w e r  s p r e ad  
b e t w e e n  t h e  t w o  r a t e s .  B y  e n d  O c t o b e r  2 0 2 0 ,  t h e  
A W C M R  r e m a i n e d  a t  4 . 5 3  p e r  c e n t .  M e an w h i l e  
t h e  A W R R ,  i n d i c a t e d  s o m e  u p t i c k  i n  t h e  m o n t h s  
o f  S e p t e m b e r  an d  O c t o b e r  2 0 2 0  m ai n l y  d u e  t o  
borrowings by a few SPDs, at relatively higher rates 
i n  t h e  r e p o  m a r k e t .  H o w e v e r ,  i t  r e m ai n e d  b r o ad l y  
closer to the AWCMR, which was at 4.59 per cent 
as  a t  e n d  O c t o b e r  2 0 2 0 .

I n  2 0 2 0 ,  t h e  C e n t r al  B an k  t o o k  s e v e r al  m e as u r e s  t o  
s m o o t h e n  t h e  m o n e y  m ar k e t  ac t i v i t i e s .  T h e  C e n t r al  
B an k  p r o v i d e d  l o n g - t e r m  l i q u i d i t y  as s i s t an c e  t o  
L C B s  t h r o u g h  l o n g - t e r m  r e v e r s e  r e p o  au c t i o n s  w i t h  
an  e x t e n d e d  m a t u r i t y  u p  t o  t h r e e  m o n t h s  d u r i n g  
f o u r  d a y s  i n  e ar l y  A p r i l  2 0 2 0 .  C o n s i d e r i n g  t h e  n e e d  
f o r  p r o v i d i n g  l o n g - t e r m  l i q u i d i t y  as s i s t an c e  f o r  
SPDs during the COVID-19 pandemic, the Liquidity 
Support Facility (LSF) was extended for a period of 
u p  t o  1 5  d a y s .  S i n c e  J u l y  2 0 2 0 ,  t h e  C e n t r al  B an k  

 

 

 

  

 

 

 

  

i n t r o d u c e d  m o d i f i c a t i o n s  t o  t h e  e x i s t i n g  s t an d i n g  
f ac i l i t i e s  b y  w a y  o f  r e d u c i n g  m an u al  i n t e r v e n t i o n  
and extending cutoff time to PIs to utilize the 
s t an d i n g  f ac i l i t i e s .

2. 7  T reasu ry Bill M arket 
T h e  T r e as u r y  b i l l  m ar k e t ,  b e i n g  a s h o r t - t e r m  r i s k -
f r e e  s e c u r i t i e s  m ar k e t ,  w as  r e l a t i v e l y  ac t i v e  an d  
l i q u i d  d u r i n g  t h e  t e n  m o n t h s  e n d i n g  O c t o b e r  2 0 2 0 .  
S t r o n g  d e m an d  w as  w i t n e s s e d  t h r o u g h o u t  t h e  y e ar  
i n  t h e  p r i m ar y  m ar k e t  f o r  T r e as u r y  b i l l s  e s p e c i a l l y  
i n  t h e  m o n t h s  o f  J u n e  2 0 2 0  al o n g  w i t h  d e c l i n i n g  
y i e l d  r a t e s .  T h i s  t r e n d  c o n t i n u e d  m ai n l y  d u e  t o  
i n v e s t o r s  s h i f t i n g  t o  m o r e  r i s k  a v e r s e  p r o d u c t s  as  a 
result of the uncertainties created by the COVID-19 
p an d e m i c ,  an d  t h e  b an k i n g  s e c t o r  i n v e s t i n g  h e a v i l y  
i n  T r e as u r y  b i l l s  d u e  t o  t h e  l o w  d e m an d  f o r  l o a n s  
an d  ad v an c e s .  T h e  am o u n t  o f  T r e as u r y  b i l l s  d i r e c t l y  
p u r c h as e d  b y  t h e  C e n t r al  B an k  i n  t h e  p r i m ar y  
m ar k e t  d u r i n g  t h e  t e n  m o n t h s  e n d i n g  O c t o b e r  
2 0 2 0  am o u n t s  t o  R s .  7 5 8 . 5 6  b i l l i o n ,  w h i c h  i n c l u d e s  
Rs 239.88 billion issuance for the purposes of 
p r o v i s i o n al  ad v an c e s  an d  r e t i r e d  t h e  s am e  o n  t h e  
following business day. Direct purchase of Treasury 
b i l l s  b y  t h e  C e n t r al  B an k  i n  t h e  p r i m ar y  m ar k e t  
al s o  s u p p o r t e d  t o  m ai n t ai n  a l o w e r  y i e l d  i n  t h e  
p r i m ar y  m ar k e t  f o r  T r e as u r y  b i l l s .  N e v e r t h e l e s s ,  i n  
N o v e m b e r  2 0 2 0 ,  a d e c l i n e  i n  d e m an d  f o r  T r e as u r y  
b i l l s  w as  o b s e r v e d  w i t h  r e c e n t  au c t i o n s  b e i n g  n o t  
f u l l y  al l o c a t e d  t o  m ar k e t  p ar t i c i p an t s  w i t h i n  t h e  
an n o u n c e d  m a x i m u m  y i e l d  r a t e s .

T h e  y i e l d  r a t e s  o f  t h e  p r i m ar y  m ar k e t  f o r  T r e as u r y  
b i l l s  s h o w e d  a s u b s t an t i al  d e c l i n e  ac r o s s  al l  
m a t u r i t i e s  d u e  t o  s t r a t e g i c  i s s u an c e  ar r an g e m e n t s ,  
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Second ary M arket A verag e Q u otes 
on T reasu ry Bills

Ch art 
2. 3 4

O u tstand ing  T reasu ry billsCh art 
2. 3 5

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

 

 

 

  

an n o u n c i n g  o f  m a x i m u m  y i e l d  r a t e  p r i o r  t o  au c t i o n  
as  p e r  t h e  p o l i c y  d i r e c t i o n  o f  t h e  g o v e r n m e n t  t o  
f ac i l i t a t e  l o w  b e n c h m ar k  i n t e r e s t  r a t e s  as  w e l l  
as  e x c e s s  l i q u i d i t y  i n  t h e  m ar k e t  as  a r e s u l t  o f  
t h e  ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  s t an c e  an d  
p r i m ar y  m ar k e t  p u r c h as e  o f  T r e as u r y  b i l l s  b y  t h e  
C e n t r al  B a n k .  A  s i m i l ar  t r e n d  w as  o b s e r v e d  i n  t h e  
s e c o n d ar y  m ar k e t  y i e l d  c u r v e  as  w e l l .  A c c o r d i n g l y ,  
the yield rates for 91 days, 182 days and 364 days 
Treasury bills declined by 298 bps, 322 bps and 345 
b p s ,  r e s p e c t i v e l y  d u r i n g  t h e  t e n  m o n t h s  e n d i n g  
O c t o b e r  2 0 2 0 .

S i n c e  F e b r u ar y  2 0 2 0 ,  t h e  o u t s t an d i n g  v al u e  o f  
t h e  T r e as u r y  b i l l  m ar k e t  r e c o r d e d  a n o t e w o r t h y  
i n c r e as e ,  r e c o r d i n g  a y e ar - o n - y e ar  g r o w t h  o f  5 8 . 0  
per cent from Rs. 893.0 billion by end October 2019 
t o  R s .  1 , 4 1 0 . 8  b i l l i o n  b y  e n d  O c t o b e r  2 0 2 0 .

 

 

 

  

 

 

 

  

F o r e i g n  i n v e s t m e n t s  i n  T r e as u r y  b i l l s  g r ad u al l y  
increased during the latter part of 2019 and early 
2 0 2 0  w i t h  t h e  r e n e w e d  p o l i t i c al  s t ab i l i t y .  H o w e v e r ,  
with the spread of COVID-19 within the country, 
t h e  s h ar e  o f  f o r e i g n  i n v e s t m e n t s  i n  T r e as u r y  b i l l s  
p l u m m e t e d  t o  a n e w  r e c o r d  l o w  o f   0 . 1  p e r  c e n t  
o f  t o t al  o u t s t an d i n g  v o l u m e  b y  O c t o b e r  2 0 2 0 .  
T h e  o u t s t an d i n g  f o r e i g n  T r e as u r y  b i l l  h o l d i n g s  
am o u n t e d  t o  R s .  1 . 7  b i l l i o n  a t  e n d  O c t o b e r  2 0 2 0  
compared to Rs. 16.6 billion at end October 2019. 
T h e  s u b s t an t i al l y  l o w e r  r a t e s  m ai n t ai n e d  t o  s u p p o r t  
t h e  d o m e s t i c  e c o n o m y ,  an d  d e v e l o p m e n t s  i n  g l o b al  
m ar k e t s  l e d  t o  f o r e i g n  f u n d s  m o v i n g  o u t  o f  t h e  S r i  
L an k an  T r e as u r y  b i l l  m ar k e t .

2.8	Domestic	Foreign	Exchange	
M arket
T h e  d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t  c am e  u n d e r  
s e v e r e  p r e s s u r e  s u b s e q u e n t  t o  t h e  o u t b r e ak  o f  
COVID-19 in mid-March 2020. However, owing 
t o  t h e  p o l i c y  d e c i s i o n s  t ak e n  b y  t h e  g o v e r n m e n t  
an d  t h e  C e n t r al  B an k ,  t h e  p r e s s u r e  e x e r t e d  o n  t h e  
e x c h an g e  r a t e  g r ad u al l y  e as e d  s i n c e  M a y  2 0 2 0 .  
C o n s e q u e n t l y ,  t h e  S r i  L an k an  r u p e e  r e c o r d e d  o n l y  
a s l i g h t  d e p r e c i a t i o n  o f  1 . 4  p e r  c e n t  ag ai n s t  t h e  
U S  d o l l ar  d u r i n g  t h e  t e n  m o n t h  p e r i o d  e n d i n g  i n  
O c t o b e r  2 0 2 0 .  H o w e v e r ,  t h e  r e c e n t  c o u n t r y  r a t i n g  
d o w n g r ad e  b y  F i t c h  R a t i n g s  i n  N o v e m b e r  2 0 2 0  
together with the impact of second wave of COVID 
-19 pandemic, resulted in the exchange rate to be 
u n d e r  p r e s s u r e  ag ai n  s i n c e  N o v e m b e r  m ak i n g  t h e  
d e p r e c i a t i o n  o f  t h e  S r i  L an k an  R u p e e  ag ai n s t  U S  
Dollar to rise up to 2.3% by 11 December 2020.

Foreig n H old ing s of T reasu ry Bills
Ch art 
2. 3 6

Source: Central Bank of Sri Lanka
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USD:	LKR	Exchange	Rate	Movements
Ch art 
2. 3 7

Source: Central Bank of Sri Lanka

T ech nical A nalysis of E x ch ang e Rate 
movements ( Bolling er band s ) 1 9

Ch art 
2. 3 8

Source: Central Bank of Sri Lanka

19  Bollinger bands are a method of technical analysis widely used 
to measure the volatility of exchange rates and asset prices. The 
B o l l i n g e r  b an d s  i n  C h ar t  2  ar e  c o n s t r u c t e d  u s i n g  t h e  s t an d ar d  
deviation of the exchange rate over the previous 20 days.

E x ch ang e Rate M ovements
Ch art 
2. 3 9

Source: Central Bank of Sri Lanka

T h e  m o v i n g  a v e r ag e  b an d s  o f  e x c h an g e  r a t e  c l e ar l y  
d e p i c t s  t h e  m o v e m e n t s  an d  t h e  p r e s s u r e  i n  t h e  
d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t  d u r i n g  t h e  
p e r i o d  u n d e r  c o n s i d e r a t i o n .  I n  e ar l y  2 0 2 0 ,  t h e  g ap  
b e t w e e n  t h e  m o v i n g  a v e r ag e  b an d s  n ar r o w e d  d o w n  
r e f l e c t i n g  t h e  s t ab i l i t y  o f  t h e  e x c h an g e  r a t e  t h a t  

 

 

 

 

prevailed at the latter part of 2019 which continued 
t i l l  e n d  F e b r u ar y  2 0 2 0  w i t h  t h e  p o s t - e l e c t i o n  
p o l i t i c al  s t ab i l i t y  i n  t h e  c o u n t r y .  H o w e v e r ,  t h e  
p e r c e i v e d  e x c h an g e  r a t e  s t ab i l i t y  w as  n o t  s u s t ai n e d  
f o r  l o n g ,  an d  s i g n i f i c an t  p r e s s u r e  o n  t h e  e x c h an g e  
r a t e  w as  o b s e r v e d  s i n c e  m i d - M ar c h  2 0 2 0  l e ad i n g  
t h e  e x c h an g e  r a t e  t o  r e ac h  R s .  2 0 0  i n  A p r i l  2 0 2 0  
d u e  t o  t h e  l o w e r  l e v e l s  o f  t o u r i s m  r e l a t e d  i n f l o w s ,  
e x p o r t s  c o n v e r s i o n s  an d  l o w e r  r e m i t t an c e s  as  w e l l  
as  i n c r e as e d  r e p a t r i a t i o n s  o f  f o r e i g n  i n v e s t m e n t s  
f r o m  t h e  g o v e r n m e n t  s e c u r i t i e s  an d  e q u i t y  m ar k e t s ,  
al o n g  w i t h  n e g a t i v e  m ar k e t  s e n t i m e n t s .  W i t h  t h e  
s t ar t  o f  t h e  d e p r e c i a t i o n  p r e s s u r e  s i n c e  m i d - M ar c h  
2 0 2 0  t h e  g ap  b e t w e e n  t h e  t h r e e  m o v i n g  a v e r ag e  
b an d s  i n c r e as e d .

N e v e r t h e l e s s ,  t h e  p r e s s u r e  e x e r t e d  o n  t h e  e x c h an g e  
r a t e  h as  g r ad u al l y  e as e d  s i n c e  M a y  2 0 2 0 ,  o w i n g  t o  
t h e  p o l i c y  d e c i s i o n s  t o  i m p o s e  t e m p o r ar y  r e s t r i c t i o n s  
o n  n o n - e s s e n t i al  i m p o r t s  an d  s e l e c t e d  o u t w a r d  
remittances, improved workers’ remittances, and 
m o d e s t  f o r e i g n  e x c h an g e  i n t e r v e n t i o n s  b y  t h e  
C e n t r al  B an k  al o n g  w i t h  t h e  i n t r o d u c t i o n  o f  S e l l  –  
Buy Forex SWAP auctions to the market, and the 
r e s u m p t i o n  o f  d o m e s t i c  e c o n o m i c  ac t i v i t i e s .  W i t h  
t h e  e as e  o f  e x c h an g e  r a t e  p r e s s u r e  s i n c e  J u l y ,  t h e  
90 day average band which remained well above 
t h e  1 8 0  d a y  m o v i n g  a v e r ag e  b an d  h as  s t ar t e d  t o  
c o m e  d o w n  r e d u c i n g  t h e  g ap  b e t w e e n  t h e  l i n e s .  
During the four months between July to October 
2 0 2 0 ,  t h e  S r i  L an k an  r u p e e  ag ai n s t  U S  d o l l ar  h as  
h o v e r e d  ar o u n d  t h e  l e v e l s  o f  R s .  1 8 4  -  R s .  1 8 5 .

T h e  c o n s t r u c t e d  B o l l i n g e r  b an d  d e m o n s t r a t e s  t h e  
ab o v e  d e s c r i b e d  f u n d am e n t al s .  T h e  e x c h an g e  r a t e  
w as  a t  t h e  u p p e r  B o l l i n g e r  b an d  d u r i n g  M ar c h  t o  
A p r i l  2 0 2 0  w h i c h  g r ad u al l y  m o v e d  d o w n w ar d s  
an d  c r o s s e d  t h e  2 0  d a y  m o v i n g  a v e r ag e  i n  m i d -
M a y  2 0 2 0  i n d i c a t i n g  a t r e n d  o f  ap p r e c i a t i o n .  
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Source: Central Bank of Sri Lanka

V olu mes of Cash ,  Sp ot,  T om and  
Forward	Transactions

Ch art 
2. 4 0

 

 

With the stabilization of the exchange rate the 
B o l l i n g e r  b an d s  n ar r o w e d .  H o w e v e r ,  d u r i n g  t h e  
p e r i o d  f r o m  m i d - A u g u s t  t o  e n d  S e p t e m b e r  2 0 2 0  
B o l l i n g e r  b an d s  s l i g h t l y  w i d e n e d  an d  t h e  e x c h an g e  
r a t e  r e m a i n e d  c l o s e  t o  t h e  m i d d l e  o f  t h e  B o l l i n g e r  
b an d s .  N e v e r t h e l e s s ,  t h e  B o l l i n g e r  b an d s  n ar r o w e d  
i n  O c t o b e r  2 0 2 0  ag ai n .

M e an w h i l e ,  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w ,  i n t e r e s t  
r a t e  c u t  b y  R e s e r v e  B an k  o f  I n d i a an d  l e s s  ap p e t i t e  
f o r  e m e r g i n g  m ar k e t  c u r r e n c i e s  l e d  t h e  S r i  L an k an  
r u p e e  t o  ap p r e c i a t e  ag ai n s t  t h e  I n d i an  r u p e e .  
H o w e v e r ,  t h e  S r i  L an k an  r u p e e  d e p r e c i a t e d  ag ai n s t  
other major currencies such as the Australian Dollar, 
Sterling Pound, Euro, Swiss Franc and Japanese 
Yen, mainly due to the increased demand for safe 
heaven currencies. The Covid-19 impact across 
i n t e r n a t i o n al  f o r e i g n  e x c h an g e  m ar k e t s  e x e r t e d  
s i g n i f i c an t  p r e s s u r e s  o n  d e v e l o p i n g  an d  e m e r g i n g  
c o u n t r y  f o r e x  m ar k e t s .  

A d v an c e d  e c o n o m i e s  ar e  l i k e l y  t o  c o n t i n u e  t h e i r  
ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  p r ac t i c e d  d u r i n g  
t h e  y e ar  f o r  t h e  f o r e s e e ab l e  f u t u r e .  A l t h o u g h  
e m e r g i n g  m ar k e t s  ar e  e x p e c t e d  t o  h a v e  a p o s i t i v e  
i m p ac t  w i t h  t h e  v ar i o u s  k i n d s  o f  e as i n g  m e as u r e s  
i n t r o d u c e d  b y  ad v an c e d  e c o n o m i e s ,  w h e r e  
f o r e i g n  c u r r e n c y  i n f l o w s  ar e  e x p e c t e d  t o  f l o w  f r o m  
advanced economies with the view to capitalizing 
o n  t h e  i n t e r e s t  r a t e  d i f f e r e n t i al ,  i t  h as  n o t  h ap p e n e d  
as expected. This may have not materialized owing 
t o  v ar i o u s  r e as o n s  s u c h  as  e x c h an g e  r a t e  v o l a t i l i t y ,  
e c o n o m i c  an d  p o l i t i c al  u n c e r t ai n t y  e t c .  i n  e m e r g i n g  
e c o n o m i e s .  H e n c e ,  i t  i s  u n l i k e l y  t o  e x p e c t  s i g n i f i c an t  
c ap i t al  i n f l o w s  f r o m  t h e  ad v an c e d  e c o n o m i e s ,  e v e n  
t h o u g h  i n t e r e s t  r a t e  d i f f e r e n t i al s  p r e v ai l e d .

T h e  t o t al  t r ad i n g  v o l u m e  i n  t h e  d o m e s t i c  f o r e i g n  
e x c h an g e  i n t e r - b an k  m ar k e t  d u r i n g  t h e  s ai d  

period from November 2019 to end October 2020 
r e c o r d e d  a m ar g i n al  d e c r e as e  o f  1 . 8  p e r  c e n t  
from US dollars 19.5 billion in 2019 to US dollars 
19.1 billion in 2020. The temporary closure of the 
d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t  f o r  a f e w  d a y s  
i n  M ar c h  2 0 2 0 ,  r e s t r i c t e d  m ar k e t  o p e r a t i n g  h o u r s  
d u r i n g  M ar c h  t o  J u n e  2 0 2 0  an d  t h e  r e d u c e d  l e v e l  
o f  e c o n o m i c  ac t i v i t i e s  i n  t h e  c o u n t r y  s i n c e  M ar c h  
2020 due to the spread of COVID-19, contributed 
t o  t h e  d e c r e a s e  i n  t h e  t r ad i n g  v o l u m e s  i n  t h e  
d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t .  H o w e v e r ,  t h e  
d ai l y  a v e r ag e  v o l u m e s  i n  t h e  i n t e r - b an k  f o r e i g n  
e x c h an g e  m ar k e t  h a v e  m ar g i n al l y  i n c r e as e d  b y  0 . 2  
p e r  c e n t  t o  U S  d o l l ar s  8 0 . 4  m i l l i o n  d u r i n g  t h e  s ai d  
period from November 2019 to end October 2020, 
f r o m  U S  d o l l ar s  8 0 . 2  m i l l i o n  i n  t h e  c o r r e s p o n d i n g  
period from November 2018 to October 2019. This 
w as  m ai n l y  s u p p o r t e d  b y  t h e  p ar t i c i p a t i o n  o f  s i x  o f  
t h e  l ar g e s t  b an k s  o p e r a t i n g  i n  t h e  d o m e s t i c  f o r e i g n  
e x c h an g e  m ar k e t ,  w h i c h  c o n t r i b u t e d  t o  6 6 . 0  p e r  
c e n t  o f  t h e  t r an s ac t i o n  v o l u m e  d u r i n g  t h e  p e r i o d  
u n d e r  r e v i e w .

Despite the significant challenges faced in terms of 
m ai n t ai n i n g  t h e  e x c h an g e  r a t e  d u r i n g  t h e  f i r s t  f i v e  
m o n t h s  o f  2 0 2 0 ,  t h e  C e n t r al  B an k  w as  a n e t  b u y e r  
i n  t h e  d o m e s t i c  f o r e i g n  e x c h an g e  m ar k e t  d u r i n g  
the period from November 2019 to October 2020. 
E v e n  w i t h  t h e  m o d e s t  s al e s  d u r i n g  t h e  p e r i o d s  o f  
e x c e s s i v e  v o l a t i l i t y ,  s p e c i f i c al l y  f r o m  M ar c h  t o  m i d -
M a y  2 0 2 0 ,  t h e  C e n t r al  B an k  w as  ab l e  t o  r e s u m e  
p u r c h as e  o f  f o r e i g n  e x c h an g e  f r o m  t h e  m ar k e t  t o  
b u i l d  u p  r e s e r v e s  o f  t h e  c o u n t r y  s i n c e  M a y  2 0 2 0  
with the receipt of inflows on account of workers’ 
r e m i t t an c e s  i n t o  t h e  d o m e s t i c  f o r e i g n  e x c h an g e  
m ar k e t  an d  t h e  c o n d e n s e d  i m p o r t  d e m an d  d u e  t o  

Intervention	in	the	Domestic	Foreign	
E x ch ang e M arket

Ch art 
2. 4 1

Source: Central Bank of Sri Lanka
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W eekly Forward  P remiu m ( p er cent 
p er annu m)  20

Ch art 
2. 4 2

Source: Central Bank of Sri Lanka

2 0  E x c l u d i n g  t h e  d a y s  w i t h o u t  an y  t r ad e s .

i m p o r t  r e s t r i c t i o n s .  A c c o r d i n g l y ,  d u r i n g  t h e  t w e l v e  
month period from November 2019 to October 
2 0 2 0 ,  t h e  C e n t r a l  B an k  ab s o r b e d  U S  d o l l ar s  7 6 7 . 2  
m i l l i o n  an d  s u p p l i e d  U S  d o l l ar s  3 8 0 . 4  m i l l i o n ,  
r e s u l t i n g  i n  a  n e t  p u r c h a s e  o f  U S  d o l l a r s  3 8 6 . 8  m i l l i o n .

T h e  C e n t r al  B an k  t o o k  s e v e r al  i n i t i a t i v e s  t o  m i t i g a t e  
t h e  e x c e s s i v e  v o l a t i l i t y  o f  t h e  f o r e i g n  e x c h an g e  
m ar k e t  as  a r e s u l t  o f  t h e  u n c e r t ai n t i e s  c r e a t e d  
by the COVID-19 pandemic. The Central Bank 
i n t e r v e n e d  i n  b o t h  s p o t  an d  f o r w ar d  m ar k e t s  
w h e n e v e r  e x c e s s i v e  v o l a t i l i t y  i n  t h e  e x c h an g e  r a t e  
w as  o b s e r v e d ,  i n  o r d e r  t o  e n s u r e  o r d e r l y  b e h a v i o r  
i n  t h e  e x c h an g e  r a t e .  T h e  C e n t r al  B an k  c o n d u c t e d  

several Sell–Buy Forex SWAPs auctions to ease the 
p r e s s u r e  i n  t h e  d o m e s t i c  m ar k e t ,  a t  t h e  h e i g h t  o f  
t h e  l o c k d o w n  i n  M ar c h  an d  A p r i l  2 0 2 0  t o  e n s u r e  
t h e  a v ai l ab i l i t y  o f  ad e q u a t e  l i q u i d i t y  i n  t h e  d o m e s t i c  
f o r e i g n  e x c h an g e  m ar k e t  w i t h o u t  d e p l e t i n g  t h e  
f o r e i g n  e x c h an g e  r e s e r v e s  o f  t h e  c o u n t r y .

M an ag i n g  t h e  p r e s s u r e  o n  t h e  e x c h an g e  r a t e s  i s  
o n e  o f  t h e  m ai n  c h al l e n g e s  b e i n g  f ac e d  b y  m an y  
countries during the COVID-19 pandemic. This is 
m u c h  m o r e  s e v e r e  f o r  e m e r g i n g  m ar k e t s  w h i c h  
w e r e  al r e ad y  e x p e r i e n c i n g  s i g n i f i c an t  p o r t f o l i o  
outflows from capital markets. If the COVID-19 
p an d e m i c  c o n t i n u e s  f u r t h e r ,  t h e r e  m i g h t  b e  
c o n t i n u o u s  p r e s s u r e  o n  t h e  e x c h an g e  r a t e ,  d u e  t o  
t h e  v o l a t i l e  e x p o r t  d e m an d  an d  t h e  r e d u c t i o n  o f  
e ar n i n g s  f r o m  t o u r i s m  an d  o t h e r  f o r e i g n  f l o w s .  

T h e  S r i  L an k an  f i n an c i al  m ar k e t s  r e m ai n  v u l n e r ab l e  
t o  g l o b al  an d  d o m e s t i c  m ar k e t  d e v e l o p m e n t s .  O n  a 
positive note, breakthroughs relating to COVID-19 
v ac c i n e s  h a v e  b o o s t e d  o p t i m i s m  i n  f i n an c i al  
m ar k e t s  w o r l d w i d e .  C o n t i n u a t i o n  o f  t h e  s e c o n d  
w ave of COVID-19 remains a challenge for the 
p e r f o r m an c e  o f  f i n an c i al  m ar k e t s  i n  S r i  L an k a.  T h e  
speed of the containment of the COVID-19 second 
w a v e  w i t h i n  t h e  c o u n t r y ,  i m p r o v e d  m ac r o e c o n o m i c  
s t ab i l i t y ,  an d  b u i l d u p  o f  b u s i n e s s  c o n f i d e n c e  w i l l  
b e  k e y  t o  t h e  n e ar - t e r m  s t ab i l i t y  o f  t h e  f i n an c i al  
m ar k e t s .
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FSI

T h e  i m p o r t a n c e  o f  m e t h o d o l o g i e s  t o  as c e r t ai n  
t h e  b u i l d u p  o f  f i n an c i al  s t r e s s  i n  t h e  f i n an c i al  
s y s t e m  as  a w h o l e ,  e m e r g e  i n  t h e  a f t e r m a t h  o f  a 
g l o b al  f i n an c i a l  c r i s i s .  A  p e r i o d  o f  f i n an c i al  s t r e s s  
i s  d e f i n e d  as  a n  e p i s o d e  w h e r e  e c o n o m i c  ag e n t s  
ar e  s u b j e c t  t o  e x t r e m e  u n c e r t ai n t y  an d  v ar y i n g  
expectations of loss in financial markets (Illing and 
Liu, 2004).  However, financial stress is not directly 
m e as u r e d  b u t  b e l i e v e d  t o  b e  r e f l e c t e d  b y  m an y  
v ar i ab l e s  r e l a t e d  t o  f i n an c i a l  m ar k e t s .  T h e r e f o r e ,  
a single measure that summarizes different stress 
c o m p o n e n t s  f r o m  al l  t h e s e  m ar k e t s  i s  u s e f u l  i n   
as s e s s i n g   v u l n e r ab i l i t i e s  a n d  p r e d i c t i n g  f u t u r e  
c r i s e s  t h a t  c o u l d  e m an t e  f o m  d i f f e r e n t  c o n s t i t u e n t s  
i n  t h e  f i n an c i al  s y s t e m .   T h u s ,  t h e  F S I  h as  b e c o m e  
a p o p u l ar  t o o l  am o n g  m an y  p o l i c y  m ak e r s  an d  
r e s e ar c h e r s .  

T h e  F S I  i s  a c o n t i n u u m  v ar i ab l e  w h i c h  c o m b i n e s  
v ar i o u s  f i n an c i al  m ar k e t  i n d i c a t o r s  i n t o  a c o m p o s i t e  
i n d e x ,  t h e r e b y  e l i m i n a t i n g  t h e  d e p e n d e n c y  o n  
several indicators in measuring financial stress (Park 
and Mercdo, 2014). In addition, the FSI allows to 
m e as u r e  t h e  d e g r e e  an d  s e v e r i t y  o f  f i n an c i al  s t r e s s  
i n  a  w a y  t h a t  s p i k e s  i n  t h e  s t r e s s  i n d e x  c o r r e s p o n d  
t o  t h e  p e r i o d s  o f  s e v e r e  f i n an c i al  s t r e s s ,  p r o v i d i n g  
t i m e l y  s n ap s h o t s  o f  c o n t e m p o r an e o u s  s t r e s s  i n  
o r d e r  t o  g au g e  t h e  s e v e r i t y  o f  f i n an c i al  e v e n t s  

Box  
Article	2 Financial Stress I nd ex  for Sri Lanka

The purpose of this box article is to introduce the Financial Stress Index (FSI), one of the new tools 
added to the Macroprudential toolkit of the Central Bank during the year 2020.

Introduction (Illing and Liu, 2014). Further, as a measure of the 
i n t e n s i t y  o f  a c r i s i s ,  t h e  F S I  p r o v i d e s  i n d i c a t i o n s  o f  
n e ar - m i s s  e v e n t s .  N e ar - m i s s  e v e n t s  ar e  p e r i o d s  
o f  h e i g h t e n e d  f i n an c i al  m ar k e t  s t r e s s ,  b u t  d o  n o t  
e v o l v e  i n t o  a f u l l - b l o w n  f i n an c i al  c r i s i s .  H o w e v e r ,  
t h e  F S I  h as  i t s  o w n  l i m i t a t i o n s ,  p ar t i c u l ar l y  r e l a t i n g  
t o  i t s  m e t h o d o l o g y  e m p l o y e d  i n  c o n s t r u c t i o n  o f  
t h e  i n d e x  i n c l u d i n g  c h o i c e  v ar i ab l e s ,  m e t h o d  o f  
aggregation, and frequency (Park and Mercdo, 
2014).

Methodology	of	Constructing	the	FSI
Compilation of the FSI generally involves four steps: 
(1) Variable selection; (2) Variable transformation; 
(3) Aggregating into single index; and (4) Identifying 
s t r e s s  e p i s o d e s .  T h e  s e l e c t i o n  o f  v ar i ab l e s  an d  
m e t h o d o l o g y  d i f f e r  ac r o s s  d i f f e r e n t  c o u n t r i e s  
and researchers (Mahmood and Hussain, 2016). 
I n  c o m p i l a t i o n  o f  a F S I  f o r  S r i  L an k a,  a s i m i l ar  
methodology and variables suggested by Park 
and Mercado (2014) were employed considering 
d a t a a v ai l ab i l i t y ,  s i m p l i c i t y  o f  t h e  m e t h o d o l o g y  
an d  t h e  f i n an c i al  s e c t o r  d y n am i c s  o f  S r i  L an k a.  T h e  
v ar i ab l e s  w e r e  s e l e c t e d  t o  r e f l e c t  v u l n e r ab i l i t i e s  i n  
the four sectors of the financial system covering 
(1) Equity Market; (2) Debt Securities Market; (3) 
Foreign Exchange Market; and (4) Banking Sector 
an d  M o n e y  M ar k e t .

E q u ity M arket
* Stock returns

* Volatility of All Share 
Price Index (ASPI)

Foreig n E x ch ang e M arket
* Exchange Market Pressure 

Index (EMPI)

D ebt Secu rities M arket
* Term Spread between 91 day Treasury bill rate and 

10 Year Bond rate 
* Spread between the Sri Lankan and US long term (10 

year) yield rates

Banking  Sector and  
M oney M arket

* Banking Sector beta
* Spread between Average Weighted Call Money 

Market Rate (AWCMR) and Average Weighted  Repo 
Rate (AWRR)

* Volatility of  AWCMR
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F o r  t h e  p u r p o s e  o f  ag g r e g a t i n g  t h e  p ar t i al  v ar i ab l e s  
f o r  o n e  s i n g l e  i n d e x ,  t h e  V ar i an c e - E q u al  W e i g h t i n g  
M e t h o d ,  t h e  m o s t  c o m m o n l y  u s e d  m e t h o d  i n  
o t h e r  c o u n t r i e s ,  w as  ad o p t e d .  A c c o r d i n g l y ,  t h e  
p ar t i al  f i n an c i a l  s t r e s s  i n d i c e s  f o r  e ac h  m ar k e t  ar e  
c o m p i l e d  b y  g i v i n g  e q u al  w e i g h t  t o  e a c h  v a r i ab l e  
w i t h i n  t h e  m ar k e t .  T h e n ,  t h e  p ar t i al  f i n a n c i al  s t r e s s  
indices are standardized and added together to 
c o m p i l e  t h e  F S I .  S t r e s s  p e r i o d s  ar e  i d e n t i f i e d  b as e d  
o n  t h e  s t an d ar d  d e v i a t i o n  o f  t h e  h i s t o r i c  v al u e s  
o f  F S I .  I f  t h e  i n d e x  r e m ai n s  ab o v e  o n e  s t a n d ar d  
d e v i a t i o n  o f  i t s  h i s t o r i c al  m e an ,  t h a t  p ar t i c u l ar  
p e r i o d  i s  c l as s i f i e d  as  a p e r i o d  w i t h  a m o d e r a t e l y  
h i g h  l e v e l  o f  f i n a n c i al  s t r e s s .  S i m i l ar l y ,  i f  t h e  i n d e x  
v al u e  r e ac h e d  ab o v e  t w o  s t an d ar d  d e v i a t i o n ,  t h e  
p e r i o d  i s  c l as s i f i e d  as  a p e r i o d  w i t h  s e v e r e  l e v e l  o f  
f i n an c i al  s t r e s s .

4 3   A  p e r i o d  w i t h  h i g h e r  s t r e s s  l e v e l  t h a t  t ak e s  p l ac e  w i t h i n  3  m o n t h s  
from previously identified stress period, is considered as a one 
s t r e s s  e p i s o d e .

44 The FSI was estimated excluding the equity market data for the 
m o n t h  o f  A p r i l  2 0 2 0  s i n c e  t h e  C S E  w as  c l o s e d  d u r i n g  t h e  m o n t h .  
The estimated values are shown with a dashed  line.

45 There is a slight difference in the two methodologies of computing 
t h e  d ai l y  an d  m o n t h l y  F S I s .  I n  t e r m s  o f  t h e  m o n t h l y  F S I ,  i n  o r d e r  t o  
avoid the impact of extreme values observed in 2011, the volatility 
of ASPI is calculated using particular month’s observations for each 

Financial Stress I nd ex  -M onth ly 4 4Fig u re 
2

Source: The Central Bank of Sri Lanka, Colombo Stock Exchange
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Beh aviou r of M onth ly FSI
T h e  F S I  c o n s t r u c t e d  o n  a  m o n t h l y  b a s i s  f r o m  J a n u a r y  
2 0 1 0  t o  J u l y  2 0 2 0  i s  s h o w n  i n  F i g u r e  2 .  T h e  m o n t h l y  
F S I  h a s  i d e n t i f i e d  f i v e  s t r e s s  e p i s o d e s  s i n c e  2 0 1 0 . 4 3

O n e  o f  t h e  m a i n  b e n e f i t s  o f  t h e  F S I  i s  i t s  a b i l i t y  t o  
s i g n a l  t h e  b u i l d - u p  o f  f u t u r e  s t r e s s  p e r i o d s  a t  a  g i v e n  
t i m e  d u e  t o  t h e  a v a i l a b i l i t y  o f  h i g h  f r e q u e n c y  m a r k e t  
data. Accordingly, the MSD decided to compile the 
F S I  u s i n g  d a i l y  d a t a  t o  d e t e c t  b u i l d i n g  u p  o f  r i s k s  i n  
t h e  f i n a n c i a l  s y s t e m .  W h e n  c o m p i l i n g  t h e  d a i l y  F S I ,  a  
m e t h o d o l o g y  s i m i l a r  t o  t h e  m o n t h l y  F S I  w a s  u s e d . 4 5

T h e  f i g u r e  3  i l l u s t r a t e s  t h e  d ai l y  F S I  c o m p u t e d  f o r  
the recent period since the beginning of 2019. 
During the considered period, five stress episodes 
h a v e  b e e n  i d e n t i f i e d  b y  t h e  F S I . 4 6

m o n t h .  I n  t e r m s  o f  t h e  d ai l y  F S I ,  t h e  v ar i an c e  o f  t h e  w h o l e  s e r i e s  
is considered, which is the mostly accepted method of computing 
volatility. Further, it was assumed that there are 21 Market days 
p e r  m o n t h  an d  2 4 2  M ar k e t  d a y s  p e r  y e ar .  T h e  s e v e n - d a y  m o v i n g  
a v e r ag e s  o f  e ac h  i n d i c a t o r  w e r e  u s e d  t o  s m o o t h e n  v ar i ab l e s  i n  
order to avoid the impact of high volatility in daily values.

4 6   I t  i s  as s u m e d  t h a t  a p e r i o d  w i t h  h i g h e r  s t r e s s  l e v e l  t h a t  t a k e s  
place within a 3 day from a previously identified stress period is 
considered as one stress episode. A stress period consisting only 
one day without any heightened stress levels in next consecutive 
d a y s  i s  n o t  c o n s i d e r e d  as  s t r e s s e d  p e r i o d s .
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Source: The Central Bank of Sri Lanka, Colombo Stock Exchange
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Stress E p isod es Stressed  M onth s P artial V ariables Contribu ted / Reasons
1

(Nov 2011 – Feb 2013)

O c t  2 0 1 1 -  J u l y  2 0 1 2 (1) Rapid Expansion of Credit

(2) Change in Ex. Rate management policies 
r e s p o n d i n g  t o  w i d e n i n g  t r ad e  d e f i c i t  an d  w e e k  
g l o b al  m ar k e t  ac t i v i t i e s

(3) Price corrections in stock market due to policies 
i m p o s e d  b y  S E C

O c t  - N o v  2 0 1 2

F e b  2 0 1 3

2 J u l y  2 0 1 3 (1) Mainly driven by pressure in the forex market 
ar i s i n g  f r o m  c o n c e r n s  a f t e r  w i t h d r a w al  o f  
m o n e t ar y  ac c o m m o d a t i o n  i n  U S A

(2) This coincided with volatility in the money 
m ar k e t  a f t e r  2 0 0  b as i s  p o i n t  r e d u c t i o n  i n  t h e  
S R R  i n  J u l y  2 0 1 3  

3 - 4

(Sep 2018 – Nov 2018)

S e p  2 0 1 8  -  N o v  2 0 1 8 C o n s t i t u t i o n al  C r i s i s / p o l i t i c al  u n c e r t ai n t y  r e m ai n e d  
d u r i n g  t h e  p e r i o d

4

(Apr 2019 – July 2019)

Apr 2019- July 2019 V o l a t i l i t y  o b s e r v e d  i n  al l  f i n an c i al  m ar k e t s  i n  t h e  
a f t e r m a t h  o f  E as t e r  S u n d a y  a t t ac k s

5 M ar c h  - J u l y  2 0 2 0 Financial Market Volatility during the COVID 
p an d e m i c  an d  h i g h  v o l a t i l i t y  c au s e d  b y  t h e  s u d d e n  
r e l i e f  m e as u r e s  p r o v i d e d

Stress	Periods	Identified	by	the	Monthly	FSI	(Since	2010)T able 1

47 The FSI was estimated excluding the equity market data from 20 
M ar c h  t o  1 1  M a y  2 0 2 0  s i n c e  t h e  C S E  w as  c l o s e d  d u r i n g  t h e  p e r i o d .  
The estimated values are shown with a dashed line.
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T h e  F S I  i d e n t i f i e s  t h e  s t r e s s  e p i s o d e  b e t w e e n  8  
May 2019 to 11 June 2019 which corresponds to 
t h e  s t r e s s  p e r i o d  w h i c h  o c c u r r e d  i n  t h e  a f t e r m a t h  
of the Easter Sunday attacks. Partial Indicators 
such as EMPI, Banking Sector Beta, Stock Returns 
an d  T e r m  s p r e ad  i n  g o v e r n m e n t  s e c u r i t i e s  m ar k e t  
c o n t r i b u t e d  t o  t h i s  i n c r e as e d  s t r e s s  l e v e l .  T h e  
o t h e r  f o u r  p e r i o d s  c o r r e s p o n d  t o  t h e  u n c e r t ai n t y  
caused by the COVID-19 pandemic and the high 
v o l a t i l i t y  c au s e d  b y  t h e  s u d d e n  r e l i e f  m e a s u r e s  
p r o v i d e d  d u e  t o  t h e  p an d e m i c .  T h e  s e c o n d  s t r e s s  
p e r i o d  w h i c h  o c c u r r e d  d u r i n g  1 1  M ar c h  t o  2 0  
M ar c h  2 0 2 0  w as  m ai n l y  d r i v e n  b y  t h e  v o l a t i l i t y  i n  
s t o c k  m ar k e t  w i t h  t h e  p an i c  a t  t h e  e ar l y  s t ag e  o f  
t h e  p an d e m i c .  A f t e r  t h e  t e m p o r ar y  c l o s u r e  o f  t h e  
C S E  o n  2 0  M ar c h  2 0 2 0 ,  t h e  F S I  r e m ai n e d  a t  a s t ab l e  
l e v e l  f o r  s e v e r al  d a y s  u n t i l  3  A p r i l  2 0 2 0 .  T h i s  t h i r d  
stress episode lasted until 29 April 2020, and was 
d r i v e n  b y  e x c h a n g e  m ar k e t  p r e s s u r e .  T h e  f o u r t h  
s t r e s s  p e r i o d  w as  i d e n t i f i e d  t o  b e  f r o m  1 1  M a y  t o  
1 2  J u n e  2 0 2 0 ,  d r i v e n  b y  t h e  v o l a t i l i t y  e x p e r i e n c e d  
i n  t h e  s t o c k  m ar k e t  a f t e r  i t s  r e o p e n i n g  o n  1 1  M a y  
2 0 2 0 .  A  s h o r t  p e r i o d  b e t w e e n  1 4  t o  2 0  J u l y  w as  
i d e n t i f i e d  as  a h i g h e r  s t r e s s  p e r i o d  m ai n l y  d u e  t o  
t h e  r e d u c t i o n  o f  p o l i c y  r a t e s  b y  t h e  C e n t r al  B an k  

by 100 basis points on 09 July 2020. However, the 
s t r e s s  l e v e l s  h a v e  r e m ai n e d  a t  a l o w  l e v e l  s i n c e  t h e  
l a t t e r  p ar t  o f  J u l y  2 0 2 0 .  T h e  S p r e ad  b e t w e e n  l o c al  
an d  U S  T r e as u r y  b o n d  r a t e s  an d  S p r e ad  b e t w e e n  
A W C M R  a n d  A W R R  ar e  t h e  m ai n  r e as o n s  f o r  t h e  
r e d u c e d  s t r e s s  l e v e l .

The computed FSI will be presented in numerous 
analysis and publications to evaluate the stress in 
the financial system from year 2020.
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Box  
Article	3 Systemic Risk Su rvey - 2020

The Systemic Risk Survey (SRS) captures the views 
o f  a  w i d e  r an g e  o f  m ar k e t  p ar t i c i p an t s ,  i n  o r d e r  t o  
quantify and track market participants’ perceptions 
o n  f i n an c i al  s y s t e m  s t ab i l i t y  w h i c h  m a y  s i g n al  an y  
b u i l d - u p  o f  s y s t e m i c  v u l n e r ab i l i t i e s .  T h e  S R S  al s o  
h e l p s  t o  v al i d a t e  t h e  i n t e r n al  as s e s s m e n t s  o f  t h e  
Macroprudential Surveillance Department (MSD) 
o f  t h e  C e n t r al  B an k  o n  v u l n e r ab i l i t i e s  e m a n a t i n g  
f r o m  t h e  f i n a n c i al  s y s t e m  an d  t o  f ac i l i t a t e  t h e  
i m p l e m e n t a t i o n  o f  ap p r o p r i a t e  p o l i c y  m e a s u r e s  
t o  m ai n t ai n  f i n an c i a l  s y s t e m  s t ab i l i t y . 4 8  T h e  e i g h t h  
round of the survey for second half of 2020 (2020 
H2) was conducted during May/June 2020 amidst 
n u m e r o u s  u n c e r t ai n t i e s  an d  c h al l e n g e s  c r e a t e d  b y  
the COVID-19 pandemic. 

48 The Central Bank introduced the Systemic Risk Survey (SRS) in the 
first half of 2017, to strengthen its macroprudential surveillance 
toolkit. The SRS covers perceptions of Risk officers of financial 
institutions such as licensed banks, Licensed Finance Companies 

(LFCs) and Specialized Leasing Companies (SLCs), insurance 
c o m p an i e s ,  u n i t  t r u s t s  m an ag i n g  c o m p an i e s ,  s t o c k  b r o k e r i n g  
companies, and rating agencies.

Confidence	on	the	Financial	System	
A significant deterioration of market participants’ 
c o n f i d e n c e  o n  s t ab i l i t y  w as  o b s e r v e d  i n  2 0 2 0  H 2  
compared to the first half of 2020 (2020 H1), in 
an  e n v i r o n m e n t  o f  m ar k e t  s t r e s s  c r e a t e d  b y  t h e  
COVID-19 pandemic. Confidence on the financial 
s y s t e m  w h i c h  s t ar t e d  t o  d e t e r i o r a t e  s i g n i f i c an t l y  
f r o m  s e c o n d  2 0 1 8  H 2  r e f l e c t i n g  t h e  p o l i t i c al  
u n c e r t ai n t y  w h i c h  p r e v ai l e d  i n  t h e  c o u n t r y  a t  
that time, remained at a low level until 2019 H2, 
r e f l e c t i n g  t h e  u n c e r t ai n t y  c r e a t e d  b y  t h e  E as t e r  
S u n d a y  a t t ac k s .  C o n f i d e n c e  o n  t h e  s t ab i l i t y  o f  t h e  
f i n an c i al  s y s t e m  i m p r o v e d  t o  a g r e a t e r  e x t e n t  w i t h  
t h e  c h an g e  i n  t h e  p o l i t i c al  r e g i m e .  H o w e v e r ,  t h e  
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Confidence	on	the	Stability	of	the	Financial	System
Ch art 

1

e c o n o m i c  l o c k d o w n  r e s u l t e d  i n  d e t e r i o r a t i o n  o f  
c o n f i d e n c e  d u r i n g  t h e  2 0 2 0  H 1 .  C o n f i d e n c e  o v e r  
t h e  m e d i u m  t e r m  w h i c h  i m p r o v e d  t o  a s i g n i f i c an t l y  
h i g h e r  l e v e l  i n  2 0 2 0  H 1  w i t h  t h e  i m p r o v e d  p o l i t i c al  
s t ab i l i t y ,  al s o  d e c l i n e d  i n  2 0 2 0  H 2  r e f l e c t i n g  t h e  
impact of the COVID-19 pandemic.

Sou rces of Risks to th e Financial 
System4 9

I n  2 0 2 0  H 2 ,  c o n c e r n s  o v e r  g l o b a l  m a c r o e c o n o m i c  
r i s k  i n c r e a s e d  s i g n i f i c a n t l y  c o m p a r e d  t o  t h e  
p r e v i o u s  s u r v e y ,  m a i n l y  d u e  t o  t h e  b l e a k  g l o b a l  
economic outlook created by the COVID-19 
p a n d e m i c .  T h e r e f o r e ,  r e l a t i v e  c o n c e r n s  o v e r  
m a c r o e c o n o m i c  r i s k s  d e c l i n e d  i n  2 0 2 0  H 2  w h i c h  
w a s  t h e  m o s t  p r o m i n e n t  r i s k  i n  2 0 2 0  H 1  s u r v e y .  
T h e  c o n c e r n s  o v e r  f i n a n c i a l  i n s t i t u t i o n a l  r i s k s ,  
m a r k e t s  r i s k s ,  i n f r a s t r u c t u r e  r i s k s  a n d  g e n e r a l  
r i s k s  r e m a i n e d  a t  a  s i m i l a r  l e v e l  d u r i n g  t h e  2 0 2 0  
H 2  s u r v e y .

T op  M ost Cited  Su b-Risks
The global economic outlook and GDP growth 
e m e r g e d  as  t h e  t w o  t o p  m o s t  c i t e d  r i s k s  i n  
2 0 2 0  H 2 .  M o r e  t h an  5 0  p e r c e n t  o f  r e s p o n d e n t s  
h a v e  h i g h l i g h t e d  t h e  g l o b al  m ac r o e c o n o m i c  
o u t l o o k  as  o n e  o f  t h e  t o p  r i s k  c a t e g o r i e s .  W i t h  
t h e  e s t ab l i s h m e n t  o f  p o l i t i c al  s t ab i l i t y  a f t e r  t h e  

49 The respondents were asked to rank the potential risks in the order 
of their severity on the Sri Lankan financial system stability. For this 
purpose, a grid of 62 sub risk categories which are classified into 
six major risk categories namely (1) Global Macroeconomic Risk, 
(2) Domestic Macroeconomic Risk, (3) Risk related to Financial 
Infrastructure, (4) Financial Markets Risk, (5) Financial Institution 
Risk, and (6)General Risk were provided to the respondents.

Note: The net percentage balance is calculated by weighing 0.5 for ‘Completely confident’, 0 for ‘Fairly confident’, and 
-0.5 for ‘Not very confident’ response

Presidential election, political risk which remained 
i n  t h e  m o s t  c i t e d  r i s k s  d u r i n g  n u m b e r  o f  r e c e n t  
s u r v e y s  h as   d r o p p e d  o u t  f r o m  t h e  t w e l v e  m o s t  
c i t e d  s u b - r i s k s .

P erceived  P robability of a H ig h  I mp act 
E vent 5 0

T h e  p e r c e i v e d  p r o b ab i l i t y  o f  a h i g h - i m p ac t  e v e n t  
i n  t h e  f i n an c i al  s y s t e m  t h a t  m a y  ad v e r s e l y  a f f e c t  
t h e  f i n an c i al  s y s t e m  as  a w h o l e  o v e r  t h e  s h o r t  

Perception	on		Major	Risk	
Categ ories

Ch art 
2

2020 H1 2020 H2  
  
 

General Risks

Global Macroeconomic 
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5 0   R e s p o n d e n t s  w e r e  as k e d  f o r  t h e i r  o p i n i o n s  o n  t h e  p r o b ab i l i t y  o f  
materializing a high impact event in the financial system in the 
short (6-months ahead) and medium (12-months ahead) term.
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H1 H2H1 H2

t e r m  an d  m e d i u m  t e r m  i n c l i n e d  s i g n i f i c an t l y  f o r  
2 0 2 0  H 2  c o m p ar e d  t o  2 0 2 0  H 1 .  A  l o w e r  p e r c e i v e d  
p r o b ab i l i t y  o f  a  h i g h - i m p ac t  e v e n t  w a s  o b s e r v e d  
i n  2 0 2 0  H 1  s u r v e y ,  w i t h  t h e  c h an g e  o f  t h e  p o l i t i c al  
r e g i m e  a t  t h e  b e g i n n i n g  o f  t h e  y e ar .

Conclu sion
Due to the continuous adverse developments 
e x p e r i e n c e d  b y  t h e  S r i  L an k an  e c o n o m y  i n c l u d i n g  
t h e  p o l i t i c al  u n c e r t ai n t y  w h i c h  r e m ai n e d  i n  t h e  
s e c o n d  h al f  o f  2 0 1 8 ,  t h e  E as t e r  S u n d a y  a t t ac k s  
in April 2019 and the economic lockdown due 
to the COVID-19 pandemic in 2020, the market 
participants’ confidence in the financial system 
h as  d e c l i n e d  s i g n i f i c an t l y ,  w h i l e  t h e  p e r c e i v e d  
p r o b ab i l i t y  o f  ad v e r s e  e v e n t  h as  i n c l i n e d .  H o w e v e r ,  
c o n f i d e n c e  o v e r  t h e  m e d i u m  t e r m  e n t e r e d  a 
p o s i t i v e  t e r r i t o r y  i n  2 0 2 0  H 1 ,  an d  r e m ai n e d  a t  a 
p o s i t i v e  l e v e l  i n  2 0 2 0 .

M ost Cited  Risk
Ch art 

3
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Perceived	Probabilities	of	Materializing	a	High	Impact	Event	in	the	Financial	SystemCh art 
4

Note: The net percentage balance is calculated by weighing 1 for ‘very high’, 0.5 for ‘high’ responses, 0 for ‘Medium’, 
-0.5 for ‘low’ and -1 for ‘very low’ likelihood.
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Ch ap ter 3

Financial	Institutions

Financial Institutions (FIs) of the country remained 
r e s i l i e n t  am i d s t  u n p r e c e d e n t e d  s h o c k s  t o  e c o n o m i c  
activities caused by the COVID-19 pandemic globally 
an d  d o m e s t i c al l y  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  
S e p t e m b e r  2 0 2 0 .  H e ad w i n d s  o f  s l u g g i s h  e c o n o m i c  
p e r f o r m an c e  an d  t h e  E as t e r  S u n d a y  a t t ac k s  h ad  
already affected the performance of FIs in 2019, 
as  r e f l e c t e d  b y  t h e  d e t e r i o r a t i o n  i n  as s e t  q u al i t y  
an d  p r o f i t ab i l i t y .  I n  s u c h  a n  e n v i r o n m e n t ,  t h e  
spread of COVID-19 in 2020 and associated public 
h e al t h  c o n c e r n s  t o  c o n t ai n  t h e  o u t b r e ak  c au s e d  
s u b s t an t i al  d i s r u p t i o n s  t o  d o m e s t i c  e c o n o m i c  
an d  b u s i n e s s  ac t i v i t i e s .  T r a v e l  r e s t r i c t i o n s  ac r o s s  
p r o v i n c i al  b o r d e r s  an d  e c o n o m i c  l o c k d o w n s  l e d  t o  
a s i g n i f i c an t  d e c l i n e  i n  r e v e n u e s  o f  c o r p o r a t e s  an d  
h o u s e h o l d  s e c t o r  o f  t h e  c o u n t r y .  I n  an  e n v i r o n m e n t  
o f  l i m i t e d  f i s c al  s p ac e  a v ai l ab l e  t o  s t i m u l a t e  
the economy hit by the COVID-19 pandemic, a 
d e b t  m o r a t o r i u m  w as  i m p l e m e n t e d  t h r o u g h  t h e  
f i n an c i al  s e c t o r  t o  s u p p o r t  b o r r o w e r s  w h o  h ad  l o s t  
t h e i r  i n c o m e . 2 1  T h e  p e r f o r m an c e  o f  s o m e  F I s  h as  
b e e n  al s o  i m p ac t e d  b y  t h e  i n t r o d u c t i o n  o f  i m p o r t  
r e s t r i c t i o n s  t o  c u r t ai l  n o n - e s s e n t i al  i m p o r t s  an d  
t h e  s o v e r e i g n  r a t i n g  d o w n g r ad e .  L o w e r  d e m an d  
f o r  l o a n s  an d  ad v an c e s  f o r c e d  b an k s  t o  d i v e r t  
t h e i r  f u n d s  t o  l i q u i d  as s e t s  s u c h  as  T r e as u r y  b i l l s  
an d  T r e as u r y  b o n d s  w i t h  l o w e r  r e t u r n s .  A s  a 
r e s u l t ,  y e ar - o n - y e ar  g r o w t h  i n  i n v e s t m e n t s  o f  t h e  
b an k i n g  s e c t o r  i n c r e as e d  c o n s i d e r ab l y .  T i m e l y  an d  
ap p r o p r i a t e  r e g u l a t o r y  f o r b e ar an c e s  i n t r o d u c e d  
b y  t h e  C e n t r al  B an k  as s u r e d  t h e  o v e r al l  s t ab i l i t y  
o f  t h e  f i n an c i al  s y s t e m  w i t h o u t  c au s i n g  a n y  m aj o r  
m ac r o p r u d e n t i al  c o n c e r n s  d u r i n g  t h e  n i n e  m o n t h s  
e n d i n g  S e p t e m b e r  2 0 2 0 .  U n p r e c e d e n t e d  e as i n g  
o f  m o n e t ar y  p o l i c y  w as  ad o p t e d  i n  r e s p o n s e  
to Covid-19 pandemic to ensure availability of 
ad e q u a t e  l i q u i d i t y  i n  i n t e r - b an k  m ar k e t s  an d  al s o  
t o  s u p p o r t  F I s  t o  m ai n t ai n  r e s i l i e n c e .

3 . 1  O verview
T h e  b an k i n g  s e c t o r ,  t h e  d o m i n an t  s e c t o r  o f  t h e  
f i n an c i al  s y s t e m  w as  w e l l  p o s i t i o n e d  i n  c ap i t al  
an d  l i q u i d i t y  t o  w e a t h e r  u n e x p e c t e d  s h o c k s  a t  
t h e  b e g i n n i n g  o f  2 0 2 0  t h o u g h  b an k i n g  s e c t o r  
experienced increased NPLs and decreasing 
p r o f i t ab i l i t y .  I n  r e s p o n s e  t o  m e e t  t h e  r e g u l a t o r y  
m i n i m u m  c ap i t al  r e q u i r e m e n t ,  t h e  b an k i n g  s e c t o r  
b u i l t  t h e i r  c a p i t al  l e v e l  d u r i n g  t h e  l as t  c o u p l e  
o f  y e ar s .  I m p l e m e n t a t i o n  o f  i n t e r n a t i o n al  b e s t  
p r ac t i c e s  f o r  c r e a t i n g  b u f f e r s  a t  t h e  f a v o u r ab l e  t i m e  
al o n g  w i t h  r e g u l a t o r y  f o r b e ar an c e s  a t  t u r b u l e n t  
t i m e  e n ab l e d  t h e  b an k i n g  s e c t o r  t o  m ai n t ai n  an  
ad e q u a t e  l e v e l  o f  l i q u i d i t y  an d  c ap i t al  d u r i n g  t h i s  
period of turmoil. Despite the debt moratorium 
provided to COVID-19 affected businesses and 
individuals, increasing NPL has become a concern in 
c r e d i t  r i s k  m an ag e m e n t  o f  t h e  b an k i n g  s e c t o r  an d  
t h e  r e a l  i m p ac t  o f  t h e  p an d e m i c  o n  as s e t  q u al i t y  
is expected to be realized upon cessation of the 
m o r a t o r i u m .  T h e r e f o r e ,  t h e  d e b t  m o r a t o r i u m  an d  
o t h e r  c o n c e s s i o n s  g r an t e d  o n  r e p a y m e n t  o f  l o an s  
due to the COVID-19 pandemic, understate the 
d e t e r i o r a t i n g  c r e d i t  q u al i t y  o f  t h e  b an k i n g  s e c t o r ,  
w h i c h  i f  n o t  ad e q u a t e l y  m an ag e d ,  m a y  t h r e a t e n  
t h e  s o l v e n c y  an d  l i q u i d i t y  o f  t h e  s e c t o r .    

T h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  w e r e  
a c h al l e n g i n g  p e r i o d  f o r  t h e  L i c e n s e d  F i n an c e  
Companies (LFCs) and Specialised Leasing 
Companies (SLCs) sector in terms of higher credit 
r i s k ,  d e c l i n i n g  p r o f i t ab i l i t y  an d  i n ad e q u a t e  c ap i t al  
l e v e l s  f o r  a n u m b e r  o f  c o m p an i e s .   T h e  L F C s  an d  
S L C s  s e c t o r  w as  m o r e  v u l n e r ab l e  t h an  t h e  b an k i n g  
sector already before the COVID-19 outbreak. The 
COVID-19 pandemic compounded the existing 
t r e n d s  w i t h i n  t h e  L F C s  an d  S L C s  s e c t o r  an d  p o i n t e d  
t o  t h e  e l e v a t e d  v u l n e r ab i l i t i e s  i n  c o m p ar i s o n  t o  t h e  
b an k i n g  s e c t o r .  H o w e v e r ,  t h e  s e c t o r  a s  a w h o l e ,  
m ai n t ai n e d  c ap i t al  an d  l i q u i d i t y  b u f f e r s  w e l l  ab o v e  
t h e  r e g u l a t o r y  m i n i m u m  l e v e l s .  T h e  C e n t r al  B an k  
announced a Master Plan of consolidation aimed at 
s t r e n g t h e n i n g  t h e  L F C  an d  S L C  s e c t o r ,  b y  f ac i l i t a t i n g  
t h e  m e r g e r  o f  d i s t r e s s e d  f i n an c e  c o m p an i e s  w i t h  

2 1  U n d e r  t h i s  d e b t  m o r a t o r i u m  b o r r o w e r s  ar e  al l o w e d  t o  r e q u e s t  
banks to defer their capital and interest payments, until the 
e c o n o m y  p i c k s  u p  an d  t h e i r  i n c o m e  s t r e am s  i m p r o v e .  A t  t h e  s am e  
time, the debt moratorium reduces the expected credit losses of 
FIs and extends them over time while reducing their revenues.
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s t r o n g e r  e n t i t i e s  i n  t h e  m e d i u m  t e r m ,  c o u p l e d  w i t h  
a p r o m p t  c o r r e c t i v e  ac t i o n  f r am e w o r k  t o  e n s u r e  
al l  L F C s  an d  S L C s  c o m p l y  w i t h  al l  t h e  p r u d e n t i al  
r e q u i r e m e n t s .  I f  m ac r o - e c o n o m i c  v u l n e r ab i l i t i e s  
c o n t i n u e ,  t h e  r e s i l i e n c e  o f  t h e  s e c t o r  m a y  b e  
h am p e r e d  c r e a t i n g  s o l v e n c y  an d  l i q u i d i t y  i s s u e s  i n  
t h e  L F C s  an d  S L C s  s e c t o r .   

M e an w h i l e ,  t h e  i n s u r an c e  s e c t o r  e x h i b i t e d  m i x e d  
p e r f o r m an c e s  w i t h  s a t i s f ac t o r y  c ap i t al  a n d  l i q u i d i t y  
l e v e l s  d u r i n g  t h e  p e r i o d  u n d e r  c o n s i d e r a t i o n .  
Despite calamities faced economically and socially 
in 2019 and 2020, the insurance sector has 
s u s t ai n e d  w h i l e  s a f e g u ar d i n g  p o l i c y h o l d e r s  t h r o u g h  
c l ai m  p a y m e n t s  an d  g r an t i n g  r e l i e f  o n  p a y m e n t  o f  
i n s u r an c e  p r e m i u m s .

S u b d u e d  e c o n o m i c  ac t i v i t i e s  i n  t h e  g l o b al  e c o n o m y  
resulting from the spread of the COVID-19 virus 
an d  c o n t i n u a t i o n  o f  t h e  p an d e m i c  t o  y e ar  2 0 2 1  an d  
b e y o n d  s an s  a c u r e  o r  a v ac c i n e  w i l l  c au s e  m o r e  
e c o n o m i c  l o c k d o w n s  an d  h e al t h  c o n c e r n s  w h i c h  
ar e  l i k e l y  t o  h am p e r  t h e  e c o n o m i c  g r o w t h  o f  t h e  
c o u n t r y  al o n g  w i t h  t h e  p e r f o r m an c e  o f  F I s  i n  2 0 2 1 .  
Hence, successful containment of the COVID-19 
o u t b r e a k ,  r e v i v al  o f  t h e  e c o n o m y  an d  e n s u r i n g  
m ac r o e c o n o m i c  s t ab i l i t y  ar e  c r i t i c al  f o r  t h e  s t ab i l i t y  
o f  F I s  i n  2 0 2 1 .

3 . 2 Banking  Sector

Cred it Risk
T h e  b an k i n g  s e c t o r  e x h i b i t e d  a  d e t e r i o r a t i o n  i n  c r e d i t  
q u al i t y  d u r i n g  t h e  p e r i o d  o f  n i n e  m o n t h s  w h i c h  
e n d e d  i n  S e p t e m b e r  2 0 2 0  d e s p i t e  t h e  m o r a t o r i u m  
b e i n g  i n  e f f e c t  an d  m ak i n g  t h e  c l as s i f i c a t i o n  o f  l o an s  
under the moratorium frozen for several months. In 
s p i t e  o f  t h e  s l u g g i s h  e c o n o m i c  ac t i v i t i e s  o b s e r v e d  
due to the COVID-19 pandemic, the banking sector 
r e c o r d e d  a r e a s o n ab l e  c r e d i t  e x p an s i o n  d u r i n g  t h e  
n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  c o m p ar e d  
to 2019, and year-on-year credit growth picked up 
from its lowest rate of 5.6 per cent in December 
2019 to 13.8 per cent by the end of September 
2 0 2 0 .  H o w e v e r ,  t h e  c r e d i t  g r o w t h  i n  2 0 2 0  w as  
m ai n l y  d r i v e n  b y  an  i n c r e as e  i n  l o an s  an d  ad v an c e s  
t o  t h e  g o v e r n m e n t  an d  S t a t e - O w n e d  E n t e r p r i s e s  
(SOEs). 

A s  t h e  f i n an c i a l  n e e d s  o f  t h e  g o v e r n m e n t  an d  S O E s  
ar e  m ai n l y  c a t e r e d  t o  b y  t h e  l ar g e  b an k s ,  t h e  l o an  
book of large banks increased significantly by 10.9 
p e r  c e n t  d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  
2 0 2 0 ,  w h i l e  m o d e r a t i o n  i n  c r e d i t  w as  o b s e r v e d  

Banking  Sector Loans &  A d vances   
Ch art 

3 . 1

Source: Central Bank of Sri Lanka

22  For this publication banks have been grouped based on the asset 
size as at December 31, 2020. Banks with an asset base of more 
than Rs. 500 billion have been classified as large banks, banks with 
an  as s e t  b as e  o f  b e t w e e n  R s .  2 0 0  b i l l i o n  an d  R s .  5 0 0  b i l l i o n  h a v e  
been classified as medium banks, and the rest have been classified 
as  s m al l  b an k s .   

Loan G rowth  by Bank G rou p s 
Ch art 

3 . 2

Source: Central Bank of Sri Lanka

with small and medium banks since December 
2 0 1 8  an d  i t  w as  m o r e  p r o n o u n c e d  w i t h  s m al l  
b an k s .  C r e d i t  p o r t f o l i o  o f  s m al l  b an k s  an d  m e d i u m  
b an k s  i n c r e as e d  b y  2 . 0  p e r  c e n t  an d  2 . 2  p e r  c e n t  
r e s p e c t i v e l y ,  d u r i n g  t h e  n i n e  m o n t h s  t h a t  e n d e d  i n  
S e p t e m b e r  2 0 2 0 . 2 2

A  h i g h  c o n c e n t r a t i o n  o f  c r e d i t  t o  c e r t ai n  s e c t o r s  
o f  t h e  l o an  p o r t f o l i o  i s  a c o n c e r n  i n  c r e d i t  r i s k  
m an ag e m e n t  o f  t h e  b an k i n g  s e c t o r .  O u t  o f  t h e  
t o t al  l o an s  an d  ad v an c e s  o f  t h e  b an k i n g  s e c t o r ,  
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Consumption Construction Trade

Manufacturing Infarstructure Agriculture

Sector	Concentration
Ch art 

3 . 3

Source: Central Bank of Sri Lanka

7 3 . 1  p e r  c e n t  o f  t h e  l o an s  ar e  c o n c e n t r a t e d  i n t o  s i x  
s e c t o r s  s u c h  as  c o n s u m p t i o n ,  c o n s t r u c t i o n ,  t r ad e ,  
m an u f ac t u r i n g ,  i n f r as t r u c t u r e  an d  ag r i c u l t u r e  
a t  e n d  S e p t e m b e r  2 0 2 0 .  T h e  c o n c e n t r a t i o n  i n t o  
t h e s e  s i x  s e c t o r s  i n c r e as e d  f r o m  6 7 . 3  p e r  c e n t  i n  
the corresponding period of 2019.  Other sectors 
i n c l u d i n g  t h e  t o u r i s m  s e c t o r  c o n c e n t r a t i o n  w as  o n l y  
26.9 per cent of the loan portfolio of the banking 
s e c t o r  a t  e n d  S e p t e m b e r  2 0 2 0 .  C o n c e n t r a t i o n  
o n  c o n s u m p t i o n  l o an s  r e m ai n e d  h i g h  al t h o u g h  
t h e r e  i s  a s l i g h t  d e c l i n e  w i t n e s s e d  c o m p ar e d  t o  
the end of third quarter of 2019. This may exert 
an upward pressure on NPLs in an environment of 
i n c r e as i n g  u n e m p l o y m e n t  an d  u n d e r e m p l o y m e n t  
an d  p l u m m e t e d  b u s i n e s s  ac t i v i t i e s  w h i c h  a f f e c t  
t h e  d e b t  r e p a y m e n t  c ap ac i t y  o f  i n d i v i d u al s  i n  t h e  
e c o n o m y .  

A t  p r e s e n t ,  i t  ap p e ar s  t h a t  t h e r e  i s  n o  p o t e n t i al  t h r e a t  
ar i s i n g  f r o m  e x c e s s i v e  c o n c e n t r a t i o n  o f  l e n d i n g  
o r  an  e m e r g e n c e  o f  a c r e d i t  b u b b l e .  H o w e v e r ,  
t h e  c o n c e n t r a t i o n  o f  l e n d i n g  t o  a f e w  s e c t o r s  o r  
c u s t o m e r s  c o u l d  e x p o s e  t h e  b an k i n g  s e c t o r  t o  an  
u n d u e  c r e d i t  r i s k  i n  t h e  e v e n t s  o f  ad v e r s e  m ar k e t  
d e v e l o p m e n t s  an d  c l i m a t e  c h an g e s .  H e n c e ,  b an k s  
ar e  e x p e c t e d  t o  c l o s e l y  m o n i t o r  t h e  p o t e n t i al  c r e d i t  
risk of these sectors, given the rising NPL ratios 
r e p o r t e d  i n  ag r i c u l t u r e ,  m an u f ac t u r i n g  an d  t r ad e  
s e c t o r s .

The overall NPL ratio of the banking sector reached 
5 . 3  p e r  c e n t  i n  S e p t e m b e r  2 0 2 0 .  W h e n  c o n s i d e r i n g  
the sector-wise NPL ratios, certain highly 
concentrated sectors reported NPL ratios above the 
b an k i n g  s e c t o r  a v e r ag e  as  a t  e n d  S e p t e m b e r  2 0 2 0 .  
The manufacturing sector reported the highest NPL 

ratio of 9.0 per cent followed by agriculture (7.3 per 
cent), trade (7.3 per cent), tourism (7.1 per cent) 
construction (6.7 per cent), and consumption (5.2 
per cent) at end September 2020. NPLs of these 
s i x  s e c t o r s  c o l l e c t i v e l y  ac c o u n t e d  f o r  8 6 . 6  p e r  c e n t  
of total NPLs of the banking sector. NPLs in the 
m an u f ac t u r i n g  an d  t r ad i n g  s e c t o r s  i n c r e as e d  m ai n l y  
d u e  t o  t h e  o v e r al l  ad v e r s e  b u s i n e s s  c o n d i t i o n s  
that prevailed in the country due to the COVID-19 
p an d e m i c  an d  t h e  r e s u l t an t  i m p o s i t i o n  o f  i m p o r t  
restrictions. NPLs in the tourism sector increased 
as  a c o m b i n e d  r e s u l t  o f  t h e  E as t e r  S u n d a y  a t t ac k s  
in 2019 and the COVID-19 pandemic in 2020, and it 
m a y  t ak e  l o n g e r  t o  r e c o v e r  e v e n  a f t e r  t h e  c e s s a t i o n  
o f  t h e  m o r a t o r i u m  p e r i o d  as  b o r d e r  r e s t r i c t i o n s  an d  
s o c i al  d i s t an c i n g  m e as u r e s  m a y  a f f e c t  t h e  r e v e n u e  
o f  t h e  t o u r i s m  s e c t o r  f o r  a c o n s i d e r ab l e  p e r i o d  
o f  t i m e .  I n  t h i s  c o n t e x t ,  b an k s  ar e  e x p e c t e d  t o  
s t r e n g t h e n  c r e d i t  r i s k  as s e s s m e n t  an d  m o n i t o r i n g  
m e c h an i s m s  i n  o r d e r  t o  r e c o g n i s e  an y  p o t e n t i al  
r i s k s  i n  ad v an c e  an d  t o  t ak e  n e c e s s ar y  p r u d e n t i al  
m e as u r e s  t o  m i t i g a t e  an y  ad v e r s e  i m p ac t  o n  c r e d i t  
q u al i t y .

W h e n  c o n s i d e r i n g  t h e  b an k i n g  s e c t o r  as  a w h o l e  
i t  w as  o b s e r v e d  t h a t  d e l i n q u e n c y  o f  l o an s  an d  
ad v an c e s  h a v e  d e p i c t e d  a r i s i n g  t r e n d  s i n c e  e n d  
2 0 1 7 .  T h e  ad v e r s e  b u s i n e s s  e n v i r o n m e n t  t h a t  
r e s u l t e d  f r o m  t h e  p o l i t i c al  u n c e r t ai n t y  w h i c h  
p r e v ai l e d  i n  2 0 1 8 ,  t h e  E as t e r  S u n d a y  a t t ac k s  i n  
2019 and the spread of the COVID-19 pandemic in 
2020, has led to a gradual increase in NPLs since 
e n d  2 0 1 7 .

Sector-wise N P Ls
Ch art 

3 . 4

Source: Central Bank of Sri Lanka
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NPL	Ratio	of	the	Banking	Sector
Ch art 
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Source: Central Bank of Sri Lanka

NPL	Ratio	of	Bank	Groups
Ch art 
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Source: Central Bank of Sri Lanka

Ru p ee and  FC Loans G rowth
Ch art 
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Source: Central Bank of Sri Lanka

Ru p ee and  FC N P Ls G rowth
Ch art 

3 . 8

Source: Central Bank of Sri Lanka

Despite the freezing of the classification on loans 
an d  ad v an c e s  f o r  i n d i v i d u al s  an d  b u s i n e s s e s  
affected by the COVID-19 pandemic under the 
debt moratorium, the overall NPL ratio of the 
b an k i n g  s e c t o r  r e ac h e d  5 . 3  p e r  c e n t  i n  S e p t e m b e r  
2 0 2 0 .  A l t h o u g h  t h e  d e b t  m o r a t o r i u m  an d  r e l a t e d  
ac c o u n t i n g  t r e a t m e n t  w o u l d  h e l p  m ai n t ai n  t h e  
NPL ratios and reduce provisioning during the 
m o r a t o r i u m  p e r i o d ,  t h e  r e al  i m p ac t  o n  as s e t  q u al i t y  
is expected to be realized upon cessation of the 
m o r a t o r i u m .  H o w e v e r ,  w i t h  t h e  v i e w  o f  g r a n t i n g  
r e l i e f  t o  t h e  c o r p o r a t e s  an d  i n d i v i d u al s  a f f e c t e d  
by the second wave of COVID-19 in the country, 
t h e  C e n t r al  B a n k  e x t e n d e d  t h e  d e b t  m o r a t o r i u m  
for COVID-19 affected borrowers by another six 
m o n t h s  s t ar t i n g  f r o m  O c t o b e r  2 0 2 0 .

Despite the rising NPLs, banks could generally 
e v e r g r e e n  t h e i r  as s e t s  o n  t h e  b ac k  o f  c r e d i t  

e x p an s i o n .  H o w e v e r ,  m o d e r a t i o n  o f  c r e d i t  g r an t e d  
b y  m e d i u m  an d  s m al l  b an k s  f u r t h e r  d e t e r i o r a t e d  
t h e  as s e t  q u al i t y  o f  t h e  b an k i n g  s e c t o r  l i m i t i n g  t h e  
s p ac e  f o r  e v e r - g r e e n i n g  t h e i r  l o an  p o r t f o l i o s .

Rupee loans and Foreign Currency (FC) loans (in 
USD terms) grew at 13.5 per cent and 15.1 per 
c e n t ,  r e s p e c t i v e l y  o n  a y e ar - o n - y e ar  b as i s  as  a t  e n d  
September 2020 compared to 6.9 per cent and 13.0 
p e r  c e n t  g r o w t h  r e c o r d e d  as  a t  e n d  S e p t e m b e r  
2019

Also, NPL ratios of rupee advances and FC advances 
i n c r e as e d  f r o m  5 . 3  p e r  c e n t  an d  2 . 2  p e r  c e n t ,  
respectively, in December 2019 to 5.9 per cent 
an d  2 . 4  p e r  c e n t ,  r e s p e c t i v e l y  i n  S e p t e m b e r  2 0 2 0 .
Further, volume of Rupee NPLs and FC NPLs grew 
a t  2 4 . 0  p e r  c e n t  an d  5 . 7  p e r  c e n t  r e s p e c t i v e l y  i n  
S e p t e m b e r  2 0 2 0 ,  o n  a y e ar - o n - y e ar  b as i s .
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T h e  i n t e r - q u ar t i l e 2 3  distribution of NPL ratios of 
i n d i v i d u al  b an k s  h as  w i d e n e d  s i n c e  S e p t e m b e r  2 0 1 8  
d u e  t o  t h e  i n c r e as e  i n  t h e  n u m b e r  o f  o b s e r v a t i o n s  
i n  t h e  u p p e r  q u ar t i l e  r e f l e c t i n g  t h e  d e t e r i o r a t i o n  
i n  c r e d i t  q u al i t y  o f  t h e  b an k i n g  s e c t o r .  T h e  m e d i an  
value of the NPL ratio remained same as 2019 at 
4 . 8  p e r  c e n t .

Despite the debt moratorium which allows to 
freeze the NPL classification of loans and advances 
o f  t h e  c o r p o r a t e s  an d  i n d i v i d u al s  a f f e c t e d  b y  t h e  
COVID-19 pandemic, a significant change in the 
composition of the NPLs was observed at the end 
o f  S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  t h e  c o r r e s p o n d i n g  
period in 2019.

A large share of NPLs in the banking sector fall into 
t h e  l o s s  c a t e g o r y  an d  r e p r e s e n t  5 0 . 8  p e r  c e n t  o f  
total NPLs. These are loans that are unlikely to be 

23 A measurement of variability being equal to difference between 
upper and lower quartile values in a data set.

r e c o v e r e d  i n  t h e  f u t u r e  an d  ar e  m o r e  l i k e l y  t o  b e  
w r i t t e n - o f f  b y  b an k s .  T h i s  d e t e r i o r a t i o n  i n  c r e d i t  
q u al i t y  w i l l  l e ad  t o  t h e  b an k i n g  s e c t o r  d e v e l o p i n g  
m o r e  p r o v i s i o n i n g  r e q u i r e m e n t s .  T h e  b o t t o m  l i n e  
o f  t h e  b an k i n g  s e c t o r  w i l l  b e  ad v e r s e l y  i m p ac t e d  b y  
s u c h  d e v e l o p m e n t s .

T h e  as s e t  q u al i t y  o f  t h e  b an k i n g  s e c t o r  e x h i b i t e d  
f u r t h e r  d e t e r i o r a t i o n  w i t h  an  i n c r e as e  i n  
r e s c h e d u l e d  l o an s  w i t h i n  t h e  b an k i n g  s e c t o r .  
R e s c h e d u l e d  l o an s  ar e  ac c o u n t e d  b y  t h e  b an k s  
w h e n  b o r r o w e r s  r e q u e s t  t o  e x t e n d  t h e  c r e d i t  
p e r i o d  as  t h e y  u n ab l e  t o  m ak e  r e p a y m e n t s  w i t h i n  
a s t i p u l a t e d  t i m e  p e r i o d .  R e s c h e d u l e d  l o an  g r o w t h  
was 28.4 per cent, year-on-year, with a NPL ratio of 
29.5 per cent as at end September 2020. The share 
o f  r e s c h e d u l e d  l o an s  i n  t o t al  l o an s  i n c r e as e d  f r o m  
4.5 per cent at end December 2019 to 5.0 per cent 
a t  e n d  S e p t e m b e r  2 0 2 0 .  G i v e n  t h e  h i g h e r  r a t e  o f  
NPLs in rescheduled loans, the potential NPL ratio 
o f  t h e  b an k i n g  s e c t o r  w i l l  b e  h i g h e r  i n  t h e  n e ar  
f u t u r e ,  i f  t h e  p e r f o r m i n g  r e s c h e d u l e d  l o a n s  ar e  al s o  
c l as s i f i e d  as  n o n - p e r f o r m i n g .

T h e  p r o v i s i o n  c o v e r ag e  r a t i o ,  m e as u r e d  as  t h e  r a t i o  
of loan-loss provisions to gross NPLs, increased 
d u r i n g  t h e  n i n e  m o n t h s  w h i c h  e n d e d  i n  S e p t e m b e r  
2 0 2 0  as  t h e  b an k i n g  s e c t o r  i s  r e q u i r e d  t o  m ak e  
m o r e  p r o v i s i o n s  f o r  t h e i r  l o an s  w h i c h  f al l  i n t o  
l o s s  c a t e g o r y  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  T h e  
s p e c i f i c  p r o v i s i o n  c o v e r ag e  r a t i o  i n c r e as e d  f r o m  3 8 . 2  
per cent as at end September 2019 to 45.9 per cent 
by end September 2020, with the increase in NPLs 
i n  t h e  l o s s  c a t e g o r y  r e q u i r i n g  h i g h e r  p r o v i s i o n i n g  
c o m p ar e d  t o  t h e  o t h e r  c a t e g o r i e s .  I n  ad d i t i o n  t o  
s p e c i f i c  p r o v i s i o n s ,  b an k s  ar e  r e q u i r e d  t o  m ai n t ai n  
a g e n e r al  p r o v i s i o n  o f  0 . 5  p e r  c e n t  ag ai n s t  l o an s  i n  

Shift	in	Inter-Quartile	Distribution	of	
NPLs	Ratios

Ch art 
3 . 9

                                
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Note: A few extreme values were excluded in the Inter-quartile 
ranges to avoid the disproportionate influence of the outliers.

Source: Central Bank of Sri Lanka

Comparison	of	the	Composition	of	
N P Ls 

Ch art 
3 . 1 0

Source: Central Bank of Sri Lanka

Resch ed u led  Loans
Ch art 
3 . 1 1

Source: Central Bank of Sri Lanka
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P rovision Coverag e
Ch art 
3 . 1 2

Source: Central Bank of Sri Lanka

t h e  p e r f o r m i n g  an d  s p e c i al  m e n t i o n e d  c a t e g o r i e s .  
A c c o r d i n g l y ,  b y  e n d  S e p t e m b e r  2 0 2 0 ,  t h e  b a n k i n g  
s e c t o r  o p e r a t e d  w i t h  a t o t a l  p r o v i s i o n  c o v e r ag e  
r a t i o  o f  5 5 . 6  p e r  c e n t .  H e n c e ,  t h e  s p e c i f i c  p r o v i s i o n  
c o v e r ag e  r a t i o  a n d  t o t al  p r o v i s i o n  c o v e r ag e  r a t i o  
h a v e  s i g n i f i c a n t l y  i n c r e as e d  b y  7 . 7  p e r c e n t ag e  
p o i n t s  an d  7 . 5  p e r c e n t ag e  p o i n t s ,  r e s p e c t i v e l y ,  
from Q3 of 2019 to Q3 of 2020. The increased 
p r o v i s i o n  c o v e r ag e  o f  t h e  b an k i n g  s e c t o r  w i l l  
p r o v i d e  a c u s h i o n  t o  t h e  b an k i n g  i n d u s t r y  t o  ab s o r b  
r i s k s  ar i s i n g  f r o m  t h e  d e t e r i o r a t i n g  c r e d i t  q u al i t y .

T h e  s o l v e n c y  s t r e s s  t e s t  r e s u l t s  o f  t h e  b an k i n g  
s e c t o r  r e v e al e d  t h a t  t h e  s e c t o r  i s  l e s s  r e s i l i e n t  t o  
p o s s i b l e  c r e d i t  r i s k  s h o c k s  t h a t  e m e r g e d  f r o m  t h e  
COVID-19 pandemic as certain banks are vulnerable 
to rising NPLs of the loan portfolio. Nevertheless, 
g i v e n  t h e  a v ai l ab i l i t y  o f  u n d e r l y i n g  c o l l a t e r a l s  an d  
au g m e n t e d  c ap i t al  l e v e l s  r e s u l t i n g  f r o m  t h e  d u l y  
c o m p l e t e d  B as e l  I I I  c ap i t al  p h as e  i n  ar r an g e m e n t ,  
t h e  s e c t o r  i s  c o n s i d e r e d  t o  b e  r e s i l i e n t  t o  c r e d i t  
s h o c k s .

Liq u id ity Risk
T h e  b an k i n g  s e c t o r  e x h i b i t e d  a h i g h e r  r e s i l i e n c e  
ag ai n s t  l i q u i d i t y  r i s k  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w  
c o m p ar e d  t o  t h e  p r e v i o u s  p e r i o d .  U n p r e c e d e n t e d  
e as i n g  o f  m o n e t ar y  p o l i c y ,  r e g u l a t o r y  f o r b e ar an c e s  
an d  l o w  d e m an d  f o r  l o an s  an d  ad v an c e s  f ac i l i t a t e d  
t h e  b an k i n g  s e c t o r  t o  c o n t i n u e  w i t h  ad e q u a t e  l e v e l  
o f  l i q u i d i t y  d u r i n g  t h e  n i n e  m o n t h s  t h a t  e n d e d  i n  
S e p t e m b e r  2 0 2 0 .  I n c r e as e d  d e p o s i t s  as  a r e s u l t  o f  
n ar r o w e d  a v e n u e s  f o r  s p e n d i n g  b y  p u b l i c  d u e  t o  
COVID-19 related health concerns also contributed 

t o w ar d s  t h e  i n c r e as e d  l i q u i d  as s e t s  o f  t h e  b an k i n g  
s e c t o r .  R e g u l a t o r y  f o r b e ar an c e s  p r o v i d e d  b y  
t h e  C e n t r al  B an k  f o r  l i q u i d i t y  b y  e x p an d i n g  t h e  
d e f i n i t i o n  o f  l i q u i d  as s e t s ,  i n  l i g h t  o f  t h e  p an d e m i c  t o  
e n s u r e  c o n t i n u o u s  s u p p l y  o f  c r e d i t  t o  t h e  e c o n o m y ,  
f a c i l i t a t e d  b an k s  t o  r e m ai n  c o m p l i an t  w i t h  t h e  
m i n i m u m  S t a t u t o r y  L i q u i d  A s s e t s  R a t i o  w i t h  t h e  
i n c r e as e d  d e p o s i t  l i ab i l i t i e s .  H o w e v e r ,  t h e  l i q u i d i t y  
l e v e l  o f  b an k s  n e e d s  t o  b e  m o n i t o r e d  c l o s e l y  as  a 
s i g n i f i c an t  p o r t i o n  o f  t h e  c r e d i t  p o r t f o l i o  i s  u n d e r  
t h e  m o r a t o r i u m .

R u p e e  d e p o s i t s  c o n t i n u e d  t o  b e  t h e  m aj o r  s o u r c e  
o f  f u n d i n g  f o r  t h e  b an k i n g  s e c t o r  an d  r u p e e  
d e p o s i t s  i n c r e as e d  r ap i d l y  d u r i n g  t h e  n i n e  m o n t h s  
e n d i n g  S e p t e m b e r  2 0 2 0 .  R u p e e  d e p o s i t  g r o w t h  o n  
a y e ar - o n - y e ar  b as i s  i n c r e as e d  s i g n i f i c an t l y  f r o m  
7.7 per cent in September 2019 to 19.3 per cent in 
S e p t e m b e r  2 0 2 0  w h i l e  F C  d e p o s i t  g r o w t h  r e p o r t e d  
a s l i g h t  i n c r e as e  f r o m  1 4 . 0  p e r  c e n t  t o  1 4 . 3  p e r  c e n t  
from September 2019 to September 2020. The 
b an k i n g  s e c t o r  c o n t i n u e d  t o  e x p e r i e n c e  t h i s  g r o w t h  
in deposits despite the COVID-19 pandemic. The 
c r e d i t  t o  d e p o s i t  r a t i o  d e c l i n e d  t o  8 4 . 8  p e r  c e n t  i n  
September 2020 from 88.2 per cent in December 
2019 indicating the easing of credit growth relative 
t o  d e p o s i t s  g r o w t h .

Share of total borrowings in total funding (includes 
deposits, borrowings and capital funds) decreased 
t o  1 2 . 2  p e r  c e n t  i n  S e p t e m b e r  2 0 2 0  f r o m  1 3 . 3  p e r  
cent in September 2019. FC borrowings of the 
b an k i n g  s e c t o r  e x c e e d e d  r u p e e  b o r r o w i n g s  an d  
r e p r e s e n t e d  5 8 . 3  p e r  c e n t  o f  t o t al  b o r r o w i n g s  as  
o f  e n d  S e p t e m b e r  2 0 2 0 .  E x t e r n al  b o r r o w i n g s  h a v e  
b e e n  t h e  l ar g e s t  s o u r c e  o f  F C  b o r r o w i n g s  o f  t h e  

Relative	Share	of	Statutory	Liquid	
A ssets

Ch art 
3 . 1 3

Source: Central Bank of Sri Lanka
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p e r  c e n t  an d  1 6 5 . 4  p e r  c e n t  r e s p e c t i v e l y ,  i n  
September 2019 to 229.2 per cent and 207.5 per 
c e n t  r e s p e c t i v e l y  i n  S e p t e m b e r  2 0 2 0 .  I t  i n d i c a t e s  
t h a t  t h e  b an k i n g  s e c t o r  i s  w e l l  p o s i t i o n e d  t o  h an d l e  
e x p e c t e d  l i q u i d i t y  r i s k  i n  a t u r m o i l  s i t u a t i o n .

T h e  m a t u r i t y  p r o f i l e  o f  as s e t s  an d  l i ab i l i t i e s  o f  t h e  
b an k i n g  s e c t o r  s l i g h t l y  d o w n g r ad e d  a t  t h e  e n d  o f  
S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  t h e  e n d  o f  S e p t e m b e r  
2019. Mismatches were observed in all maturity 
b u c k e t s  i n  S e p t e m b e r  2 0 2 0 .  T h e  c u m u l a t i v e  
m a t u r i t y  g ap  as  a p e r c e n t ag e  o f  c u m u l a t i v e  
l i ab i l i t i e s  o f  t h e  b an k i n g  s e c t o r  f o r  m a t u r i t y  b u c k e t s  
u p  t o  s i x  m o n t h s  r e p o r t e d  a w i d e n e d  n e g a t i v e  g ap  
in September 2020 compared to September 2019, 
i n d i c a t i n g  t h e  u n h e al t h y  m a t u r i t y  p r o f i l e  o f  as s e t s  
an d  l i ab i l i t i e s  i n  t h e  s h o r t  t e r m .  H o w e v e r ,  m a t u r i t y  
g ap s  r e l a t e d  t o  al l  m a t u r i t y  b u c k e t s  r e m ai n e d  a t  
m an ag e ab l e  l e v e l s .

b an k i n g  s e c t o r  an d  f o r e i g n  c u r r e n c y  b o r r o w i n g s  
r e p r e s e n t e d  7 . 8  p e r  c e n t  o f  t o t al  o n  b al an c e  
s h e e t  l i ab i l i t i e s  o f  t h e  b an k i n g  s e c t o r .  A l t h o u g h  F C  
b o r r o w i n g s  ar e  an  i m p o r t an t  s o u r c e  o f  f u n d i n g  f o r  
b an k s  i n  S r i  L an k a,  h i g h e r  r e l i an c e  o n  F C  b o r r o w i n g s  
m a y  ad v e r s e l y  a f f e c t  t h e  p r o f i t ab i l i t y  o f  t h e  s e c t o r  
i n  an  e v e n t  o f  h i g h  d e p r e c i a t i o n  o f  t h e  S r i  L an k an  
R u p e e .  B e s i d e s ,  e x t e r n al  f u n d i n g  i s  l e s s  s t ab l e  i n  
n a t u r e  an d  r e f i n an c i n g  c o u l d  b e  c h al l e n g i n g  i n  an  
e n v i r o n m e n t  o f  h e i g h t e n e d  s o v e r e i g n  r i s k .  T h e  
r e c e n t  d o w n g r ad e s  i n  t h e  s o v e r e i g n  r a t i n g  m a y  
t i g h t e n  t h e  r o l l o v e r  r i s k  o f  f o r e i g n  b o r r o w i n g s  o f  t h e  
b an k i n g  s e c t o r  an d  m a y  r e q u i r e  h i g h e r  p r e m i u m s .

F o r  t h e  b an k i n g  s e c t o r  t o  f ac e  t h e  s t r e s s  s i t u a t i o n  
created by the COVID-19 pandemic, as a regulatory 
f o r b e ar an c e  t h e  C e n t r al  B an k  l o w e r e d  t h e  
r e g u l a t o r y  m i n i m u m  o f  t h e  L i q u i d i t y  C o v e r ag e  R a t i o  
(LCR) from 100 per cent to 90 per cent in March 
2 0 2 0 .  T h e  L C R  r a t i o  f o r  r u p e e  c u r r e n c y  o p e r a t i o n s  
an d  al l  c u r r e n c y  o p e r a t i o n s  i n c r e as e d  f r o m  2 1 2 . 2  

G rowth  in D ep osits Ch art 
3 . 1 4

Source: Central Bank of Sri Lanka Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Credit	to	Deposit	Ratio	Ch art 
3 . 1 5

Source: Central Bank of Sri Lanka

Relative	share	of	Deposits,	
Borrowing s and  Cap ital Fu nd s

Ch art 
3 . 1 6

G rowth  in Borrowing s
Ch art 
3 . 1 7
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Liquidity	Coverage	Ratio	–	LKR
Ch art 
3 . 1 8

Source: Central Bank of Sri Lanka Source: Central Bank of Sri Lanka

The Net Stable Funding Ratio (NSFR), which 
m e as u r e s  t h e  a v ai l ab l e  am o u n t  o f  s t ab l e  f u n d i n g  
over a time horizon of one-year relative to the 
am o u n t  o f  r e q u i r e d  s t ab l e  f u n d i n g ,  r e m ai n e d  
w e l l  ab o v e  t h e  m i n i m u m  r e q u i r e m e n t  as  a t  e n d  
S e p t e m b e r  2 0 2 0 .

I nterest Rate Risk 
T h e  b a n k i n g  s e c t o r  o p e r a t e s  w i t h  a n  a s s e t s  a n d  
l i a b i l i t i e s  s t r u c t u r e  t h a t  i s  h i g h l y  s e n s i t i v e  t o  c h a n g e s  
i n  i n t e r e s t  r a t e s .  T h e  m a t u r i t y  p r o f i l e  o f  i n t e r e s t  
s e n s i t i v e  a s s e t s  a n d  l i a b i l i t i e s  i n d i c a t e d  a  r e l a t i v e l y  
n e g a t i v e  m a t u r i t y  g a p  o f  R s .  2 5 7 . 7  b i l l i o n  u p  t o  o n e  
m o n t h  i n  S e p t e m b e r  2 0 2 0  a n d  a  r e l a t i v e l y  l o w e r  
i n t e r e s t  s e n s i t i v e  a s s e t  t o  l i a b i l i t y  r a t i o  u p  t o  3  m o n t h s  

Source: Central Bank of Sri Lanka

Liquidity	Coverage	Ratio	
–		All	Currency

Ch art 
3 . 1 9

a n d  u p  t o  6  m o n t h s  c o m p a r e d  t o  t h e  p o s i t i o n  r e p o r t e d  
in September 2019. However, the negative maturity 
g a p  f o r  i n t e r e s t  s e n s i t i v e  a s s e t s  a n d  l i a b i l i t i e s  u p  t o  1 2  
m o n t h s  i n c r e a s e d  i n  S e p t e m b e r  2 0 2 0 .  T h i s  s u g g e s t s  
t h a t  t h e  b a n k i n g  s e c t o r  h a s  c o n t i n u e d  f u n d i n g  i t s  
l o n g - t e r m  a s s e t s  t h r o u g h  s h o r t - t e r m  l i a b i l i t i e s  i n  t h e  
o r d i n a r y  c o u r s e  o f  b u s i n e s s .  

Despite the ceilings imposed on lending rates, the 
b an k i n g  s e c t o r  m an ag e d  t o  m ai n t ai n  i t s  N e t  I n t e r e s t  
Margin (NIM) at 3.1 per cent in September 2020.

H o w e v e r ,  s t r e s s  t e s t  r e s u l t s  o n  i n t e r e s t  r a t e  r i s k  
i n d i c a t e  t h a t  a f e w  b an k s  w i l l  b e  v u l n e r ab l e  i n  an  
e n v i r o n m e n t  o f  i n c r e as i n g  i n t e r e s t  r a t e s .

M atu rity G ap  in th e A ssets and  
Liabilities	of	the	Banking	Sector

Ch art 
3 . 20

Net	Stable	Funding	Ratio	
Ch art 
3 . 21

Source: Central Bank of Sri Lanka
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Profitability

Declining profitability of the banking sector is 
o b s e r v e d  d u r i n g  t h e  p e r i o d  c o n c e r n e d .  T h e  
b an k i n g  s e c t o r  p r o f i t s  h a v e  w e ak e n e d  d u e  t o  
d o w n w ar d  ad j u s t m e n t  i n  N I M  m ai n l y  d u e  t o  p o l i c y  
m e as u r e s  t ak e n  b y  t h e  M o n e t ar y  B o ar d  t o  i m p r o v e  
t h e  e f f i c ac y  o f  m o n e t ar y  p o l i c y  t r an s m i s s i o n  an d  
t h e  i n c r e as e  i n  l o an  l o s s  p r o v i s i o n i n g  r e s u l t i n g  f r o m  
t h e  d e t e r i o r a t i o n  i n  as s e t  q u al i t y  o f  t h e  b an k i n g  
s e c t o r .  H o w e v e r ,  t h e r e  w as  an  i n c r e as e  i n  n o n -
i n t e r e s t  i n c o m e  an d  a d e c r e as e  i n  n o n - i n t e r e s t  
e x p e n s e s  an d  t a x e s  d u r i n g  t h e  n i n e  m o n t h  p e r i o d  
t h a t  e n d e d  i n  S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  t h e  
corresponding period of 2019, which contributed 
p o s i t i v e l y  t o w ar d s  p r o f i t s .  T h e  d o w n w ar d  s h i f t i n g  
o f  t h e  g o v e r n m e n t  s e c u r i t i e s  y i e l d  c u r v e  r e s u l t e d  i n  
t h e  b an k i n g  s e c t o r  r e c o r d i n g  a h i g h e r  c ap i t al  g ai n  
o n  i n v e s t m e n t  i n  g o v e r n m e n t  s e c u r i t i e s  d u r i n g  
t h e  n i n e  m o n t h s  t h a t  e n d e d  i n  S e p t e m b e r  2 0 2 0  
compared to the corresponding period in 2019.

N e t  p r o f i t s  f o r  t h e  n i n e  m o n t h s  p e r i o d  e n d i n g  i n  
September 2020 increased to Rs. 94.8 billion from 
R s .  8 2 . 6  b i l l i o n  c o m p ar e d  t o  t h e  c o r r e s p o n d i n g  
period in 2019. Non-interest income mainly 
c o n t r i b u t e d  b y  r e v al u a t i o n  g ai n s  f r o m  f o r e i g n  
e x c h an g e  i n c o m e  an d  i n c o m e  o n  i n v e s t m e n t  
s e c u r i t i e s .

T h e  g r o w t h  o f  N I I  d e t e r i o r a t e d  an d  r e c o r d e d  
a negative rate of 3.9 per cent during the nine 
m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  
1 7 . 2  p e r  c e n t  g r o w t h  r e c o r d e d  d u r i n g  t h e  n i n e  

Interest	Sensitive	Assets	and	
Liabilities

Ch art 
3 . 22

Source: Central Bank of Sri Lanka

months ending September 2019. This was mainly 
d u e  t o  t h e  p r e v ai l i n g  l o w  i n t e r e s t  r a t e  s c e n ar i o  
an d  t h e  s u b d u e d  d e m an d  f o r  l o an s  r e s u l t i n g  
f r o m  t h e  s l u g g i s h  e c o n o m i c  ac t i v i t i e s  c au s e d  b y  
the COVID-19 pandemic. The NIM of the sector 
d e c l i n e d  t o  3 . 1  p e r  c e n t  o f  t h e  a v e r ag e  as s e t s  f o r  
t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  r e f l e c t i n g  
t h e  p o l i c y  m e as u r e s  t ak e n  b y  t h e  C e n t r al  B an k .  
F o r e g o n e  i n t e r e s t  i n c o m e  o n  l o an s  a v ai l i n g  t h e  
d e b t  m o r a t o r i u m  w i t h  t h e  p a y m e n t  o f  i n t e r e s t  t o  
d e p o s i t o r s  c o u l d  ad v e r s e l y  a f f e c t  t h e  N I M  o f  t h e  
b an k i n g  s e c t o r .

R e c e n t  d o w n w ar d  ad j u s t m e n t s  t o  p o l i c y  r a t e s  ar e  
f a v o u r ab l e  t o  f i x e d  i n c o m e  i n v e s t m e n t s  o f  b an k s  as  
t h e y  r e ap  c ap i t al  g ai n s  f r o m  t h e  p r i c e  c h an g e s  i n  t h e  

Decomposition	of	Change	in	Profits	
d u ring  th e N ine M onth s th at E nd ed  

in Sep tember 2020

Ch art 
3 . 23

Source: Central Bank of Sri Lanka

N et I nterest I ncome G rowth  
and  N et I nterest M arg in

Ch art 
3 . 24

Note: Growth rates of NII have been computed comparing 
t h e  p e r f o r m an c e  o f  t h e  b an k i n g  s e c t o r  i n  t h e  n i n e  m o n t h s  o f  
r e s p e c t i v e  y e ar s

Source: Central Bank of Sri Lanka
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secondary treasury securities’ market. Improved 
p e r f o r m an c e  i n  t h e  s t o c k  m ar k e t  d u r i n g  t h e  s e c o n d  
q u ar t e r  o f  2 0 2 0  h as  r e s u l t e d  i n  a s u b s t an t i al  g ai n  
o n  t r ad i n g  s e c u r i t i e s  as  w e l l .

T h e  c o s t  t o  i n c o m e  r a t i o  s l i g h t l y  d e c r e as e d  w i t h  a 
s l i g h t  i n c r e as e  i n  t h e  e f f i c i e n c y  r a t i o  i n  S e p t e m b e r  
2 0 2 0  r e f l e c t i n g  t h e  i n c r e as e  i n  p r o v i s i o n s  m ad e  
b y  R s .  6 6 . 0  b i l l i o n  w i t h  r e d u c t i o n s  o f  o p e r a t i n g  
expenses and taxes by Rs. 10.3 billion and Rs. 30.9 
b i l l i o n ,  r e s p e c t i v e l y .

I n t e r m e d i a t i o n  r e s u l t s  f r o m  c o r e  b an k i n g  
o p e r a t i o n s  i . e .  N I I  h a v e  b e e n  e r o d e d  d u e  t o  t h e  
w e ak e n i n g  q u al i t y  o f  as s e t s  t h a t  t r i g g e r e d  a h i g h e r  
l o an  l o s s  p r o v i s i o n .  T h e  p r o v i s i o n  c h ar g e  t o  a v e r ag e  
as s e t  r a t i o  h as  i n c r e as e d  f r o m  0 . 2 2  i n  S e p t e m b e r  
2 0 1 7  t o  0 . 6 7  i n  S e p t e m b e r  2 0 2 0 .  F u r t h e r ,  p r o v i s i o n s  
h a v e  c o s t  ap p r o x i m a t e l y  2 1 . 3  p e r  c e n t  o f  N I I  o f  t h e  
b an k i n g  s e c t o r  as  a t  e n d  S e p t e m b e r  2 0 2 0 .  T h e  
i n c r e m e n t al  s p e c i f i c  p r o v i s i o n  c h ar g e  f o r  t h e  n i n e  
m o n t h s  e n d i n g  i n  S e p t e m b e r  2 0 2 0  h as  i n c r e as e d  

N ine M onth s G rowth  Rates 
of Loans and  I nvestments

Ch art 
3 . 25

Loan Loss P rovision Ch arg e
Ch art 
3 . 27

Note: Left axis is in per cents that represent the Loan Loss 
Provision charge to Net Interest Income. Right axis represents 
the Loan Loss Provision as a fraction of Average Assets

Source: Central Bank of Sri Lanka
Source: Central Bank of Sri Lanka

Cost	and Efficiency	Ratios
Ch art 
3 . 26

Source: Central Bank of Sri Lanka

b y  3 5 . 6  p e r  c e n t  c o m p ar e d  t o  t h e  s am e  p e r i o d  o f  
2019.

Return on Assets (ROA) of the sector slightly 
increased from 0.93 per cent to 0.97 per cent year-
o n - y e ar  as  o f  S e p t e m b e r  2 0 2 0 .  M e an w h i l e ,  R e t u r n  
on Equity (ROE) of the sector increased from 10.5 
per cent to 10.9 per cent in September 2020 mainly 
d u e  t o  t h e  d e c r e as e  i n  t a x e s .

Cap ital A d eq u acy and  Leverag e 
Despite the challenging macro environment, the 
b an k i n g  s e c t o r  r e m ai n e d  r e s i l i e n t  s u p p o r t e d  b y  
healthy Capital Adequacy Ratios (CAR) which were 
m ai n t ai n e d  w e l l  ab o v e  t h e  r e g u l a t o r y  m i n i m u m  
r e q u i r e m e n t  i n  o r d e r  t o  ab s o r b  an y  ad v e r s e  s h o c k s .  
T h e  C A R  an d  T i e r  I  c ap i t al  r a t i o  e n c o m p as s i n g  
t h e  c ap i t al  c o n s e r v a t i o n  b u f f e r  o f  t h e  b an k i n g  

Retu rn on A ssets and  Retu rn 
on E q u ity

Ch art 
3 . 28

Source: Central Bank of Sri Lanka
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s e c t o r  s t o o d  a t  1 6 . 5  p e r  c e n t  an d  1 3 . 0  p e r  c e n t ,  
r e s p e c t i v e l y  a t  t h e  e n d  o f  S e p t e m b e r  2 0 2 0 .  T h e  
aggregate CAR of D-SIBs and non-D-SIBs remained 
w e l l  ab o v e  t h e  s t i p u l a t e d  r e g u l a t o r y  m i n i m u m .

A l l  b an k s  h ad  c o m p l i e d  w i t h  t h e  m i n i m u m  C A R  
as prescribed in the Banking Act Direction No. 1 
o f  2 0 1 6  o n  C a p i t al  R e q u i r e m e n t s  u n d e r  B as e l  I I I  
and the Banking Act Direction No. 10 of 2019 on 
Framework for Dealing with Domestic Systemically 
I m p o r t an t  B an k s  w i t h  t h e  e x t r ao r d i n ar y  p o l i c y  
m e as u r e s  o n  p e r m i t t i n g  b an k s  t o  d r a w - d o w n  
t h e i r  c ap i t al  c o n s e r v a t i o n  b u f f e r  b y  5 0 - 1 0 0  b as i s  
p o i n t s  t o  w i t h s t an d  t h e  s h o c k s  e m an a t i n g  f r o m  t h e  
COVID-19 pandemic.  

B an k s  w e r e  p r o v i d e d  w i t h  ad d i t i o n al  f l e x i b i l i t y  
t o  s u p p o r t  b u s i n e s s e s  an d  i n d i v i d u a l s  a f f e c t e d  
by the outbreak of COVID-19. The extraordinary 
r e g u l a t o r y  m e a s u r e  al l o w s  l i c e n s e d  b an k s  t o  d e f e r  
t h e  r e q u i r e d  e n h an c e m e n t  o f  t h e i r  m i n i m u m  c ap i t al  
requirement until 31 December 2022. The original 
d e ad l i n e  f o r  t h e  r e q u i r e m e n t  as  p e r  t h e  B an k i n g  
Act Direction No. 5 of 2017 was 31 December 2020.

Despite the rapid increase in NPLs, the NPL to 
C ap i t al  F u n d  r a t i o  r e m ai n e d  a t  a h e al t h y  l e v e l  d u e  
t o  i n c r e as e d  c ap i t al  b as e  an d  t h e  c ap i t al  c u s h i o n s  
m ai n t ai n e d  b y  b an k s  d e m o n s t r a t i n g  t h e  r e s i l i e n c e  
o f  t h e  b an k i n g  s e c t o r .

Growth in Risk Weighted Assets (RWA) increased 
i n  t h e  f i r s t  q u a r t e r  o f  2 0 2 0  an d  m o d e r a t e d  d u r i n g  
s e c o n d  an d  t h i r d  q u ar t e r s  o f  t h e  y e ar .  I n c r e as e d  
i n v e s t m e n t s  i n  r i s k  f r e e  t r e as u r y  s e c u r i t i e s  i n s t e ad  

Capital	Adequacy	Ratio			
Ch art 
3 . 29

Source: Central Bank of Sri Lanka

o f  i n c r e as e d  l e n d i n g  p o s i t i v e l y  c o n t r i b u t e d  t o  t h e  
r e d u c t i o n  o f  R W A  an d  t o  i m p r o v e  t h e  b a n k i n g  
s e c t o r  C A R .

T h e  l e v e r ag e  r a t i o ,  a n o n - r i s k  b as e d  c ap i t al  
m e as u r e m e n t  t h a t  as s e s s e s  t h e  ad e q u ac y  o f  T i e r  1  
c ap i t a l  t o  o n - b al an c e  s h e e t  an d  o f f - b al an c e  s h e e t  
e x p o s u r e s ,  r e p o r t e d  6 . 1  p e r  c e n t  as  o f  S e p t e m b e r  
2 0 2 0 ,  w h i c h  i s  w e l l  ab o v e  t h e  r e g u l a t o r y  m i n i m u m  
r e q u i r e m e n t  o f  3 . 0  p e r  c e n t .  H o w e v e r ,  t h e  r a t i o  
declined by 0.9 per cent in September 2020 
compared to September 2019. The leverage ratio 
w as  m an d a t e d  f o r  b an k s  o p e r a t i n g  i n  S r i  L an k a w i t h  
effect from 01 January, 2019.

CA R of D -SI Bs and  N on-D -SI Bs
Ch art 
3 . 3 0

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

N P Ls to Cap ital Fu nd s
Ch art 
3 . 3 1
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G rowth  in RW A
Ch art 
3 . 3 2

Source: Central Bank of Sri Lanka

Leverage	Ratio
Ch art 
3 . 3 3

Source: Central Bank of Sri Lanka

3 . 3  LFCs and  SLCs Sector  

Cred it Risk
T h e  L F C s  a n d  S L C s  s e c t o r  i s  i n h e r e n t l y  e x p o s e d  t o  
h i g h e r  c r e d i t  r i s k  c o m p ar e d  t o  t h e  b an k i n g  s e c t o r  
as  t h e  n a t u r e  o f  i t s  b u s i n e s s  m o d e l  i s  t o  d e al  w i t h  
h i g h  r i s k  c u s t o m e r s .  S l u g g i s h  e c o n o m i c  ac t i v i t i e s  
e x p e r i e n c e d  i n  t h e  a f t e r m a t h  o f  t h e  E as t e r  S u n d a y  
a t t ac k s ,  r e s u l t e d  i n  f u r t h e r  d e t e r i o r a t i n g  t h e  as s e t  
q u al i t y  o f  t h e  s e c t o r ,  w h i c h  w as  a t  a c h al l e n g i n g  
level even before facing the COVID-19 pandemic. 
The outbreak of COVID-19 further exacerbated the 
asset quality of the sector. Despite the freezing 
of classifying part of loans as NPL for businesses 
and individuals affected by COVID-19 due to the 
debt moratoriums introduced, the NPL ratio of 

t h e  s e c t o r  c o n t i n u e d  t o  i n c r e as e  d u r i n g  t h e  p e r i o d  
u n d e r  r e v i e w .   S t r i n g i n g  t h e  l o an  b o o k  o f  t h e  s e c t o r  
b y  1 . 3  p e r  c e n t  y e ar  o n  y e ar  b as i s  as  a t  e n d  o f  
S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  e n d  o f  S e p t e m b e r  
2019 also fueled to increase the NPL ratio through 
t h e  d e n o m i n a t o r  e f f e c t .

The gross NPL ratio of the sector reached to 12.8 
per cent at end September 2020 as against 9.7 per 
cent at end September 2019 based on classifying 
l o an s  a f t e r  b e i n g  i n  ar r e ar s  f o r  s i x  m o n t h s .  T h e  
sector reached the peak of 14.1 per cent of NPL at 
t h e  e n d  o f  t h e  s e c o n d  q u ar t e r  o f  2 0 2 0  as  a r e s u l t  o f  
t h e  l o w  r e p a y m e n t  c ap ac i t y  o f  b o r r o w e r s  as  a r e s u l t  
o f  t h e  d e t e r i o r a t e d  e c o n o m i c  ac t i v i t i e s ,  d e c l i n i n g  
t o t al  l o a n s  an d  ad v an c e s  o f  t h e  s e c t o r  an d  s p i l l o v e r  
e f f e c t s  o f  t h e  d e b t  m o r a t o r i u m  s c h e m e .  H o w e v e r ,  
the net NPL ratio (net of provisions on NPLs) of the 

Loans and  A d vances of 
LFCs and  SLCs Sector

Ch art 
3 . 3 4

Source: Central Bank of Sri Lanka

N P Ls of LFCs and  SLCs
Ch art 
3 . 3 5

Source: Central Bank of Sri Lanka
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s e c t o r  w as  a t  4 . 0  p e r  c e n t  a t  t h e  e n d  o f  S e p t e m b e r  
2 0 2 0  m ai n l y  d u e  t o  h i g h  p r o v i s i o n i n g  f o r  l o an  
l o s s e s  as  r e f l e c t e d  b y  t h e  h i g h  p r o v i s i o n  c o v e r ag e  
r a t i o  c al c u l a t e d  b as e d  o n  r e g u l a t o r y  r e q u i r e m e n t s  
o f  t h e  s e c t o r .

F u r t h e r ,  a s i g n i f i c an t  n u m b e r  o f  L F C s  h a v e  r e p o r t e d  
NPL ratios higher than the industry average of 12.8 
per cent, and some LFCs have reported NPLs over 
2 0  p e r  c e n t  l e ad i n g  s u c h  L F C s  t o  f ac e  s e v e r e  c r e d i t  
r i s k  w h i c h  m a y  a f f e c t  t h e  s t ab i l i t y  o f  t h e  s e c t o r .

F u r t h e r ,  t h e  d e b t  m o r a t o r i u m  t o g e t h e r  w i t h  
c o n c e s s i o n s  o f f e r e d  f o r  p e r f o r m i n g  an d  n o n -
p e r f o r m i n g  l o a n s  m a y  o v e r s t a t e  t h e  c r e d i t  q u al i t y  

Source: Central Bank of Sri Lanka

o f  t h e  s e c t o r ,  an d  t h e  r e al  i m p ac t  o f  t h e  p an d e m i c  
on asset quality is expected to be realized upon 
c e s s a t i o n  o f  t h e  m o r a t o r i u m .  T h e r e f o r e ,  i f  t h e  
i m p ac t  o f  t h e  d e b t  m o r a t o r i u m  i s  n o t  ad e q u a t e l y  
m an ag e d ,  i t  m a y  t h r e a t e n  t h e  s o l v e n c y  an d  l i q u i d i t y  
o f  t h e  s e c t o r .

N e v e r t h e l e s s ,  t h e  s e c t o r  m an ag e d  t o  m i t i g a t e  t h e  
n e g a t i v e  e f f e c t s  o f  h i g h  c r e d i t  r i s k  t o  a c e r t ai n  
e x t e n t ,  b y  m ak i n g  ad e q u a t e  p r o v i s i o n s  a s  r e f l e c t e d  
in the provision coverage ratio which was 57.9 per 
c e n t  a t  t h e  e n d  o f  S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  
5 7 . 7  p e r  c e n t  r e p o r t e d  a t  t h e  e n d  o f  S e p t e m b e r  
2019. The provisions made by the sector for 
p o t e n t i al  l o an  l o s s e s  i n c r e a s e d  i n  ab s o l u t e  t e r m  
from Rs. 67.6 billion at end of September 2019 to 
8 8 . 1  b i l l i o n  a t  t h e  e n d  o f  S e p t e m b e r  2 0 2 0 .

T h e  l o an  p o r t f o l i o  o f  t h e  s e c t o r  w as  h i g h l y  
c o n c e n t r a t e d  o n  l e as i n g  an d  h i r e  p u r c h as e  p r o d u c t  
w h i c h  ac c o u n t e d  f o r  5 5 . 2  p e r  c e n t  o f  t o t al  l o an s  
an d  ad v an c e s  a t  t h e  e n d  o f  S e p t e m b e r  2 0 2 0 ,  w h i c h  
i s  a c o n c e r n  i n  t e r m s  o f  c r e d i t  r i s k  m an ag e m e n t  
o f  t h e  s e c t o r .  H o w e v e r ,  t h e  g r o w t h  o f  l e as i n g  an d  
h i r e  p u r c h as e  p r o d u c t  d e c l i n e d  f r o m  1 . 7  p e r  c e n t  
at end September 2019 to negative 0.5 per cent 
a t  t h e  c o r r e s p o n d i n g  p e r i o d  i n  2 0 2 0  m ai n l y  d u e  
t o  r e s t r i c t i o n s  i m p o s e d  o n  i m p o r t a t i o n  o f  m o t o r  
v e h i c l e s .

The Loan to Value (LTV) ratio was imposed on 
v e h i c l e s  l o an s  as  a m ac r o p r u d e n t i al  p o l i c y  m e as u r e  
i n  2 0 1 5  w i t h  a v i e w  o f  r e d u c i n g  v e h i c l e  i m p o r t s .  T h e  
Government of Sri Lanka (GOSL) also introduced 
i m p o r t  r e s t r i c t i o n s  f o r  v e h i c l e s  t o  e as e  p r e s s u r e  o n  
t h e  e x c h an g e  r a t e  an d  o v e r al l  b al an c e  o f  p a y m e n t .  
T h e  p o l i c y  m e a s u r e s  t ak e n  b y  t h e  C e n t r al  B an k  an d  
G O S L  t o  r e s t r i c t  v e h i c l e  i m p o r t s  al o n g  w i t h  t h e  
h i g h  d e p e n d e n c y  o f  t h e  s e c t o r  o n  l e as e  an d  h i r e  
p u r c h as e  p r o d u c t s ,  p o s e d  c h al l e n g e s  t o  t h e  c r e d i t  
r i s k  m an ag e m e n t  an d  c r e d i t  e x p an s i o n  o f  t h e  L F C s  
an d  S L C s  s e c t o r  s i n c e  2 0 1 5 .

A potential risk of increasing the NPL ratio of 
l e as i n g  an d  h i r e  p u r c h as e  p r o d u c t s  p e r t ai n i n g  t o  
t h e  s e c t o r  w as  m ai n l y  d u e  t o  t h e  d e c l i n i n g  g r o w t h  
i n  l e as i n g  an d  h i r e  p u r c h as e  l o an s  an d  s u b d u e d  
v e h i c l e  m ar k e t  ac t i v i t i e s .

Product-wise NPLs are also high in almost all 
p r o d u c t s  e x c e p t  f o r  t h e  p a w n i n g  ad v an c e s  an d  l o an s  
against deposits category. The NPL ratio of highly 
c o n c e n t r a t e d  p r o d u c t ,  l e as i n g  an d  h i r e  p u r c h as e  
i n c r e as e d  b y  3 8 . 2  p e r  c e n t  f r o m  6 . 8  p e r  c e n t  a t  t h e  
end of September 2019 to 9.4 per cent at the end 
o f  S e p t e m b e r  2 0 2 0 .  T h e  s e c t o r  al s o  f ac e d  a h i g h  

Provision	Coverage	Ratio	
of LFCs and  SLCs Sector

Ch art 
3 . 3 6

Source: Central Bank of Sri Lanka

P rod u ct-wise Loans and  
A d vances by E nd  Sep tember

Ch art 
3 . 3 7
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default risk from micro finance loans. The NPL ratio 
o f  m i c r o  f i n an c e  l o an s  c o n t i n u e d  t o  i n c r e as e  f r o m  
2 0 1 7  an d  r e ac h e d  3 0 . 0  p e r  c e n t  a t  e n d  S e p t e m b e r  
2020 from 17.3 per cent at end September 2019. 
H o w e v e r ,  m i c r o  f i n an c e  l o an s  r e p r e s e n t  o n l y  3 . 0  
p e r  c e n t  o f  t h e  t o t al  l o an  p o r t f o l i o  o f  t h e  s e c t o r .

S t r e s s  t e s t  r e s u l t s  o n  t h e  c r e d i t  r i s k  o f  L F C s  s e c t o r  
r e v e al e d  t h a t ,  as  a w h o l e  t h i s  s e c t o r  w i l l  b e  l e s s  
r e s i l i e n t  t o  p o s s i b l e  s h o c k s  o r i g i n a t i n g  f r o m  t h e  
COVID-19 pandemic since certain individual 
c o m p an i e s  r e c o r d e d  l o w e r  l e v e l s  o f  c ap i t al .

Liq u id ity Risk
E a s e d  m o n e t ar y  p o l i c y  m e as u r e s  t ak e n  b y  t h e  
C e n t r al  B an k  w i t h  a v i e w  t o  p r o v i d i n g  ad e q u a t e  
l i q u i d i t y  t o  t h e  m ar k e t  an d  t h e  i n t r o d u c t i o n  o f  
r e g u l a t o r y  f o r b e ar an c e s  i n  M ar c h  2 0 2 0 ,  an d  
p ar t i c u l ar l y  t h e  r e d u c t i o n  o f  m i n i m u m  l i q u i d  
as s e t s  r e q u i r e m e n t s  s u p p o r t e d  t h e  L F C s  an d  S L C s  
s e c t o r  a s  a w h o l e  t o  m ai n t ai n  l i q u i d i t y  l e v e l s  o v e r  
t h e  r e g u l a t o r y  m i n i m u m  r e q u i r e m e n t s  d u r i n g  t h e  
p e r i o d  u n d e r  r e v i e w .  

T h e  o v e r al l  l i q u i d  as s e t s  a v ai l a b l e  i n  t h e  s e c t o r  a t  e n d  
S e p t e m b e r  2 0 2 0  s h o w e d  a s u r p l u s  o f  R s . 8 7 . 1  b i l l i o n  
as  ag ai n s t  t h e  s t i p u l a t e d  m i n i m u m  r e q u i r e m e n t  
o f  R s . 5 2 . 8  b i l l i o n .  T h e  r e d u c t i o n  o f  r e q u e s t s  f o r  
l o an s  d u e  t o  s u b d u e d  ac t i v i t i e s  o f  t h e  e c o n o m y  i s  
al s o  o n e  o f  t h e  r e as o n  f o r  t h e  i n c r e as e d  l i q u i d i t y  
s u r p l u s  i n  t h e  r e c e n t  p e r i o d .  T h e  s u r p l u s  i n c r e as e d  
by 113.9 per cent (Rs.46.4 billion) compared to the 
regulatory surplus available in September 2019 

m ai n l y  d u e  t o  t h e  r e d u c t i o n  o f  m i n i m u m  l i q u i d i t y  
r e q u i r e m e n t s .  

T h e  r e g u l a t o r y  l i q u i d  as s e t s  t o  e x t e r n al  f u n d s  r a t i o  
i m p r o v e d  t o  1 2 . 7  p e r  c e n t  a t  e n d  S e p t e m b e r  2 0 2 0  
ag ai n s t  1 1 . 3  p e r  c e n t  r e p o r t e d  i n  t h e  c o r r e s p o n d i n g  
p e r i o d  o f  t h e  p r e v i o u s  y e ar  d u e  t o  t h e  d e c r e as i n g  
e x t e r n al  f u n d s  o f  t h e  s e c t o r .  A l t h o u g h  t h e  a v ai l ab l e  
l i q u i d  as s e t s  w e r e  h i g h e r  t h an  t h e  r e g u l a t o r y  
m i n i m u m  r e q u i r e m e n t  o f  t h e  L F C s  s e c t o r  as  a 
w h o l e ,  s o m e  i n d i v i d u al  L F C s  h a v e  r e p o r t e d  a 
decline in liquidity after the COVID-19 pandemic, 
d e s p i t e  t h e  r e d u c t i o n  o f  r e g u l a t o r y  m i n i m u m  
r e q u i r e m e n t s  f o r  m ai n t ai n i n g  l i q u i d  as s e t s  u n d e r  
r e g u l a t o r y  f o r b e ar an c e s .

E v e n  t h o u g h  f u n d i n g  r i s k  w as  p e r c e i v e d  t o  b e  l o w  
as  e x c e s s  l i q u i d i t y  w as  r e p o r t e d  a t  i n s t i t u t i o n al  l e v e l  
an d  m ar k e t  l e v e l ,  o n l y  a f e w  L F C s  h a v e  r e q u e s t e d  
for liquidity support from the Sri Lanka Deposit 
Insurance and Liquidity Support Scheme (SLDILSS) 
o f  t h e  C e n t r al  B an k  b as e d  o n  t h e  p r e d i c t i o n s  o f  
p o s s i b l e  f u t u r e  l i q u i d i t y  s h o r t f al l s .

F u r t h e r ,  L F C s  ar e  m ai n l y  f u n d e d  t h r o u g h  d e p o s i t s ,  
a s t ab l e  f u n d i n g  s o u r c e  w h i c h  m ar g i n al l y  d e c l i n e d  
to 49.1 per cent of the total assets of the sector 
at the end of September 2020 from 49.9 per cent 
recorded at the end of September 2019. It indicates 
a d e t e r i o r a t i o n  o f  s t ab l e  f u n d i n g  i n  t h e  s e c t o r .  
M e an w h i l e ,  b o r r o w i n g s  o f  t h e  s e c t o r  r e p r e s e n t e d  
2 3 . 4  p e r  c e n t  o f  t h e  t o t al  l i a b i l i t i e s  a t  t h e  e n d  o f  
S e p t e m b e r  2 0 2 0  an d  s h o w e d  a n e g a t i v e  g r o w t h  o f  
1 2 . 4  p e r  c e n t  c o m p ar e d  t o  t h e  n e g a t i v e  g r o w t h  o f  
1 2 . 5  p e r  c e n t  r e c o r d e d  i n  t h e  c o r r e s p o n d i n g  p e r i o d  

P rod u ct-wise N P Ls by E nd  
Sep tember

Ch art 
3 . 3 8

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Liq u id ity of LFCs and  SLCs Sector
Ch art 
3 . 3 9
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of 2019. Negative growth of the deposits and 
b o r r o w i n g s  i n d i c a t e s  a r i s k  o f  f u t u r e  e x p an s i o n  o f  
t h e  s e c t o r .

The credit to deposit and debenture (CDD) ratio 
o f  t h e  s e c t o r  i n d i c a t e s  t h e  d e p e n d e n c e  o f  L F C s  
o n  s t ab l e  f u n d i n g  s o u r c e s  l i k e  d e p o s i t s  an d  
debentures, for lending. The CDD ratio of the sector 
as  a t  e n d  S e p t e m b e r  2 0 2 0  w as  r e c o r d e d  a t  1 5 3 . 0  
p e r  c e n t .  A s  s u c h ,  i t  i s  e v i d e n t  t h a t  L F C s  ar e  r e l y i n g  
o n  l e s s  s t a b l e  f u n d i n g  s o u r c e s  s u c h  as  b o r r o w i n g s  
a t  p r e s e n t  w h i c h  m a y  c au s e  a h i g h  l i q u i d i t y  r i s k  t o  
t h e  s e c t o r .

I nterest Rate Risk 
T h e  m ar k e t  r i s k  o f  t h e  L F C s  an d  S L C s  s e c t o r  w as  
l o w  c o m p ar e d  t o  o t h e r  f i n an c i al  r i s k s  s u c h  as  c r e d i t  
and liquidity risks as its trading book’s size was not 
s i g n i f i c an t  f o r  t h e  p e r i o d  u n d e r  r e v i e w .  T h e  s e c t o r  

c o n t i n u e d  t o  e x p e r i e n c e  a m i n i m u m  e x p o s u r e  
t o  e q u i t y  r i s k  as  t o t al  e x p o s u r e  t o  e q u i t y  m ar k e t  
w as  m i n i m al  a t  R s .  2 2 . 1  b i l l i o n  a t  e n d  S e p t e m b e r  
2 0 2 0 ,  w h i c h  w as  o n l y  1 . 6  p e r  c e n t  o f  t h e  t o t al  
as s e t s  o f  t h e  s e c t o r .  I n  r e s p o n s e  t o  t h e  r e d u c t i o n  
i n  t h e  d e p o s i t  i n t e r e s t  r a t e s ,  i t  i s  e x p e c t e d  t h a t  t h e  
l e n d i n g  r a t e s  w o u l d  al s o  r e d u c e  w i t h  t h e  n e w  l o an s  
an d  ad v an c e s  g r an t e d .  A c c o r d i n g l y ,  i n t e r e s t  r a t e  
r i s k  o f  t h e  s e c t o r  d e c e l e r a t e s  w i t h  t h e  p r e v ai l i n g  
n e g a t i v e  m i s m a t c h  i n  t h e  m a t u r i t y  p r o f i l e  o f  t h e  
i n t e r e s t - b e ar i n g  as s e t s  an d  l i ab i l i t i e s .

During the nine months that ended in September 
2 0 2 0 ,  n e g a t i v e  m i s m a t c h e s  i n  i n t e r e s t  s e n s i t i v e  
as s e t s  an d  l i ab i l i t i e s  w e r e  o b s e r v e d  f o r  a l l  m a t u r i t y  
b u c k e t s  o f  t h e  L F C s  an d  S L C s  s e c t o r  e x c e p t  f o r  t h e  
l e s s  t h an  1 - m o n t h  m a t u r i t y  b u c k e t ,  e x p o s i n g  t h e  
s e c t o r  t o  a h i g h  i n t e r e s t  r a t e  r i s k .

Profitability
T h e  p r o f i t ab i l i t y  o f  t h e  L F C s  an d  S L C s  s e c t o r  d e c l i n e d  
m ai n l y  d u e  t o  h i g h  l o an  l o s s  p r o v i s i o n i n g  an d  t h e  
d r o p  i n  N I M  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  T h e  
p r o f i t s  o f  t h e  s e c t o r  d u r i n g  t h e  f i r s t  s i x  m o n t h s  o f  
t h e  f i n a n c i al  y e ar  d e c l i n e d  t o  R s .  2 . 2  b i l l i o n  f r o m  
R s .  4 . 8  b i l l i o n  r e c o r d e d  d u r i n g  t h e  c o r r e s p o n d i n g  
period of 2019.

R O A  an d  R O E  o f  t h e  s e c t o r  w e r e  r e p o r t e d  a t  1 . 1  
p e r  c e n t  an d  2 . 1  p e r  c e n t  r e s p e c t i v e l y  d u r i n g  t h e  
p e r i o d  u n d e r  r e v i e w  w h i c h  d e c l i n e d  f r o m  1 . 7  p e r  
c e n t  an d  5 . 0  p e r  c e n t  r e s p e c t i v e l y  c o m p ar e d  t o  
September 2019. This may affect the internal 
c ap i t a l  g e n e r a t i o n  o f  t h e  s e c t o r .  F u r t h e r ,  a t t r a c t i n g  
n e w  i n v e s t o r s  t o  t h e  s e c t o r  u n d e r  t h e  p r e v ai l i n g  
l o w  R O E  s c e n ar i o  w i l l  b e  c h al l e n g i n g .

T h e  e f f i c i e n c y  r a t i o  d e c l i n e d  t o  5 7 . 0  p e r  c e n t  a t  
e n d  S e p t e m b e r  2 0 2 0  c o m p ar e d  t o  6 0 . 4  p e r  c e n t  
in the corresponding period of 2019, while the 
cost to income ratio slightly increased to 93.3 per 
cent from 91.2 per cent during the same period 
i n d i c a t i n g  t h e  h i g h e r  i n t e r e s t  e x p e n s e s  o f  t h e  
s e c t o r .  C o s t  t o  i n c o m e  h as  i n c r e as e d  d u r i n g  t h e  
f i r s t  f o u r  m o n t h s  o f  f i n an c i al  y e ar  m ai n l y  d u e  t o  t h e  
i n c r e as e  o f  e x p e n s e s  o t h e r  t h an  e m p l o y e e  r e l a t e d  
e x p e n s e s  an d  i n c r e as e d  p r o v i s i o n i n g .

Cap ital A d eq u acy 
A d e q u a t e  c a p i t a l  l e v e l s  a c t  a s  a  c u s h i o n  t o  t h e  
s e c t o r  t o  a b s o r b  u n e x p e c t e d  r i s k s  a r i s i n g  i n  t h e  
f u t u r e .  C a p i t a l  f u n d s  o f  t h e  s e c t o r  a s  a  w h o l e  
i m p r o v e d  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w  d u e  

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

D ep osits and  Borrowing s of th e 
LFCs Sector

Ch art 
3 . 4 0

Cred it to D ep osit &  D ebentu re 
Ratio	of	LFCs	

Ch art 
3 . 4 1
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N et I nterest I ncome and  N et 
I nterest M arg in

Ch art 
3 . 4 3

Profitability	of	the	LFCs	and	
SLCs Sector 

Ch art 
3 . 4 4

Cost	to	Income	and	Efficiency	
Ratios	of	LFCs

Ch art 
3 . 4 5

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

t o  t h e  i n i t i a l  r e q u i r e m e n t  o f  e n h a n c e m e n t  o f  
r e g u l a t o r y  c a p i t a l  r e q u i r e m e n t s  t o  R s .  2 . 0  b i l l i o n  
b y  J a n u a r y  2 0 2 1  a n d  R s . 2 . 5  b i l l i o n  b y  J a n u a r y  
2 0 2 2  a s  a  p o l i c y  m e a s u r e .  T h i s  r e g u l a t o r y  c a p i t a l  
r e q u i r e m e n t  w a s  d e f e r r e d  f u r t h e r  b y  o n e  y e a r  
due to the COVID-19 pandemic. Further, the total 
r e g u l a t o r y  c a p i t a l  l e v e l s  o f  t h e  s e c t o r  a s  a  w h o l e  
i m p r o v e d  b y  R s .  3 2 . 0  b i l l i o n  t o  R s .  2 1 2 . 2  b i l l i o n  
b y  e n d  S e p t e m b e r  2 0 2 0  c o m p a r e d  t o  R s .  1 8 0 . 2  
b i l l i o n  r e c o r d e d  i n  t h e  c o r r e s p o n d i n g  p e r i o d  o f  
2019 due to the initial requirement to enhance 
t h e  r e g u l a t o r y  c a p i t a l  u p  t o  R s .  2 . 0  b i l l i o n  a n d  t h e  
c a n c e l l a t i o n  o f  t h e  l i c e n s e  o f  a  d i s t r e s s e d  f i n a n c e  
c o m p a n y  w i t h  a  n e g a t i v e  c a p i t a l .  H o w e v e r ,  t h e r e  
a r e  L F C s  w h i c h  h a v e  n o t  c o m p l i e d  w i t h  t h e  
m i n i m u m  c o r e  c a p i t a l  r e q u i r e m e n t .

T h e  c o r e  c ap i t al  r a t i o  an d  t o t al  r i s k  w e i g h t e d  c ap i t al  
ad e q u ac y  r a t i o  o f  t h e  s e c t o r  i n c r e as e d  t o  1 3 . 6  
p e r  c e n t  an d  1 4 . 8  p e r  c e n t ,  r e s p e c t i v e l y ,  b y  e n d  
S e p t e m b e r  2 0 2 0  f r o m  t h e  r e p o r t e d  l e v e l  o f  1 1 . 2  
per cent and 12.5 per cent at end September 2019. 
H o w e v e r ,  t h e r e  ar e  a f e w  L F C s  w h i c h  d o  n o t  c o m p l y  
w i t h  t h e  s t i p u l a t e d  m i n i m u m  c ap i t al  ad e q u a c y  
r e q u i r e m e n t s .  R i s k  w e i g h t e d  as s e t s  o f  t h e  s e c t o r  
h a v e  r e c o r d e d  a n e g a t i v e  g r o w t h  f r o m  M ar c h  2 0 2 0  
c o r r e s p o n d i n g  t o  t h e  d r o p  i n  c r e d i t .  T h e  n e g a t i v e  
g r o w t h  o f  r i s k  w e i g h t e d  as s e t s  o f  t h e  s e c t o r  h as  
al s o  c o n t r i b u t e d  t o  t h e  s a t i s f ac t o r y  o v e r al l  c ap i t al  
ad e q u ac y  r a t i o s  o f  t h e  s e c t o r .

A t  e n d  S e p t e m b e r  2 0 2 0 ,  f o u r  L F C s  w e r e  i d e n t i f i e d  
as Domestic Systemically Important LFCs (D-SILFC) 

Interest	Sensitive	Net	Assets	of	
th e LFCs Sector

Ch art 
3 . 4 2
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Source: Central Bank of Sri Lanka

Total	Capital	Ratio	of	individual	
LFCs*  as at end  Sep tember 2020

Ch art 
3 . 4 6

*The LFCs which have recorded negative Total Capital Ratios 
w e r e  o m i t t e d  i n  t h e  g r ap h  t o  i m p r o v e  v i s i b i l i t y

Source: Central Bank of Sri Lanka

w h i c h  h a v e  r e c o r d e d  t o t al  c ap i t al  ad e q u ac y  r a t i o s  
w e l l  ab o v e  t h e  r e q u i r e d  l e v e l .  M an y  o t h e r  L F C s  h a v e  
r e c o r d e d  c ap i t al  ad e q u ac y  r a t i o s  a t  t h e  r e q u i r e d  
l e v e l  an d  a n u m b e r  o f  L F C s  h a v e  r e c o r d e d  c ap i t al  
ad e q u ac y  r a t i o s  b e l o w  t h e  r e q u i r e d  l e v e l .  O u t  o f  
t h e s e  n o n - c o m p l i an t  L F C s ,  a f e w  L F C s  w h i c h  h a v e  
a w e ak  f i n an c i al  p o s i t i o n  h a v e  r e c o r d e d  n e g a t i v e  
c ap i t al  ad e q u ac y  r a t i o s .  T h e  C e n t r al  B an k  h as  t ak e n  
n u m e r o u s  r e g u l a t o r y  m e as u r e s  t o  ad d r e s s  n o n -
compliance to the Capital Adequacy Directions. 
A c c o r d i n g l y ,  i n  o r d e r  t o  ad d r e s s  t h e  w e ak n e s s e s  
an d  r i s k s  i n  t h e  L F C s  an d  S L C s  s e c t o r ,  t h e  C e n t r al  
B an k  h as  p r o p o s e d  a m e d i u m  t e r m  M as t e r  p l an  
including a consolidation plan and a Prompt 

Source: Central Bank of Sri Lanka

Cap ital A d eq u acy of LFCs and  
SLCs Sector

Ch art 
3 . 4 7

C o r r e c t i v e  A c t i o n  F r am e w o r k  t o  e n s u r e  a s t r o n g  
an d  r e s i l i e n t  L F C s  s e c t o r  w i t h  al l  L F C s  c o m p l y i n g  
an d  r e p o r t i n g  c ap i t al  w e l l  ab o v e  t h e  m i n i m u m  
p r u d e n t i al  r e q u i r e m e n t s  w i t h  d i v e r s i f i e d  b u s i n e s s  
m o d e l s  w h i c h  c an  e f f e c t i v e l y  c o n t r i b u t e  t o  t h e  
e c o n o m i c  n e e d s  o f  t h e  c o u n t r y .

Despite the rapid increase in NPLs, the net 
NPLs to Capital Fund ratio remained improved 
d e m o n s t r a t i n g  t h e  ad e q u ac y  o f  c ap i t al  w h e n  
c o n s i d e r i n g  t h e  L F C s  s e c t o r  as  a w h o l e .

Reputation	risk
T h e  i s s u e s  r e l a t i n g  t o  t h e  e x i s t i n g  d i s t r e s s e d /  h i g h -
r i s k  L F C s  i n  t h e  s e c t o r  w i t h  a n e g a t i v e  c ap i t al /
i n s u f f i c i e n t  c ap i t al  b u f f e r  t o  ab s o r b  s h o c k s ,  
c u s t o m e r  c o m p l ai n t s ,  an d  p u b l i c  r e ac t i o n s  o n  
r e g u l a t o r y  ac t i o n s  t ak e n  ag ai n s t  s u c h  L F C s  ad v e r s e l y  
a f f e c t e d  t h e  r e p u t a t i o n  o f  t h e  L F C s  an d  S L C s  s e c t o r  
as  a w h o l e .  I t  i m p ac t e d  t h e  d e p o s i t  m o b i l i s a t i o n  
an d  p r o f i t ab i l i t y  o f  t h e  s e c t o r .

T h e  c r e d i t  r a t i n g s  o f  i n s t i t u t i o n s  a r e  a n  i n d i c a t o r  
w h i c h  i n f l u e n c e  t h e  a s s e s s m e n t  o f  t h e  c r e d i t  r i s k  
f a c e d  b y  s u c h  i n s t i t u t i o n s .  E v e n  t h o u g h  o b t a i n i n g  
a  c r e d i t  r a t i n g  h a s  b e e n  m a d e  m a n d a t o r y  b y  t h e  
C e n t r a l  B a n k ,  o u t  o f  4 1  L F C s  o n l y  3 7  L F C s  h a v e  
o b t a i n e d  c r e d i t  r a t i n g s  a s  a t  e n d  S e p t e m b e r  
2 0 2 0 .  O u t  o f  t h e  L F C s  w h i c h  h a v e  o b t a i n e d  a  
r a t i n g ,  1 4  L F C s  w e r e  r a t e d  b e l o w  t h e  i n v e s t m e n t  
g r a d e  o f  B B B -  w h e r e a s ,  2 3  L F C s  w e r e  r a t e d  a s  
a b o v e  i n v e s t m e n t  g r a d e .  A s  s u c h ,  a  c o n s i d e r a b l e  
n u m b e r  o f  L F C s  m a y  f a c e  d i f f i c u l t y  i n  r a i s i n g  f u n d s  
a t  a  c o m p e t i t i v e  r a t e  t o  c a r r y  o u t  t h e i r  b u s i n e s s  
o p e r a t i o n s .

N et N P Ls to Cap ital Fu nd s
Ch art 
3 . 4 8

P
er

 c
en

t

100

90

80

70

60

50

40

30

20

10

0

Minimum Capital Ratio

LFCs with assets below Rs.100 bn

LFCs below Minimum Total Capital Ratio

LFCs with assets above Rs.100 bn

R
s.

 b
ill

io
n 

P
er

 c
en

t 

300

100

100

300

500

700

900

1,100

1,300

1,500

18

16

14

12

10

8

6

4

2

0

D
ec

-1
4

Ju
n-

15

D
ec

-1
5

Ju
n-

16

D
ec

-1
6

Ju
n-

17

D
ec

-2
7

Ju
n-

18

D
ec

-1
8

Ju
n-

19

D
ec

-1
9

Ju
n-

20

Total Risk Weighted Assets

Teir 2 Capital

Tier 1 Capital

Capital Base / Risk Weighted Assets (RHS)

Tier 1 Capital / Risk Weighted Assets (RHS)

R
s.

 b
ill

io
n 

2017 2018 2019 2020

P
er

 c
en

t 

250

200

150

100

50

0

35

30

25

20

15

10

5

0

M
ar

Ju
n

S
ep

D
ec

M
ar

Ju
n

S
ep

D
ec

M
ar

Ju
n

S
ep

D
ec

M
ar

Ju
n

S
ep

Capital base Net NPL to Capital fund (RHS)

6 9



Risk of G overnance 
I t  h as  b e e n  r e p e a t e d l y  o b s e r v e d  t h a t  o n e  o f  t h e  
r e as o n s  f o r  t h e  f ai l u r e s  o f  L F C s  i s  l ac k  o f  g o o d  
g o v e r n an c e ,  w h e r e  o w n e r s h i p  an d  d e c i s i o n  m ak i n g  
ar e  c o n c e n t r a t e d  w i t h  t h e  m ai n  s h ar e h o l d e r  o r  f e w  
s h ar e h o l d e r s  l i n k e d  t o  t h e  m ai n  s h ar e h o l d e r .  S t r o n g  
c o r p o r a t e  g o v e r n an c e  p r o c e s s e s  an d  p r a c t i c e s  
f ac i l i t a t e  t h e  c o n d u c t  o f  t h e  f i n an c e  b u s i n e s s  i n  a 
r e s p o n s i b l e  an d  ac c o u n t ab l e  m an n e r  t o  p r o m o t e  
s a f e t y  an d  s o u n d n e s s  o f  i n d i v i d u al  L F C s ,  t h e r e b y  
l e ad i n g  t o  t h e  s t ab i l i t y  o f  t h e  s e c t o r .  A c c o r d i n g l y ,  
t h e  C e n t r al  B an k  i s  i n  t h e  p r o c e s s  o f  am e n d i n g  t h e  
Corporate Governance Direction to improve the 
p r ac t i c e s  o f  t h e  s e c t o r .  

T h u s ,  i t  i s  ap p ar e n t  t h a t  c o m p an i e s  i n  t h e  L F C s  
an d  S L C s  s e c t o r  ar e  e x p o s e d  t o  a n u m b e r  o f  
risks: default risk, concentration risk, liquidity 
r i s k ,  i n t e r e s t  r a t e  r i s k ,  r e p u t a t i o n  r i s k  an d  r i s k  o f  
i m p r o p e r  g o v e r n an c e .  H e n c e ,  s t r i n g e n t  r e g u l a t i o n s  
an d  n e c e s s ar y  am e n d m e n t s  t o  t h e  e x i s t i n g  
l e g al  f r am e w o r k  s u c h  as  am e n d i n g  t h e  F i n an c e  
B u s i n e s s  A c t  a n d  s t r e n g t h e n i n g  t h e  r e s o l u t i o n  
an d  e n f o r c e m e n t  f r am e w o r k ,  an d  p r o p e r  
implementation of the Master Plan are required to 
s a f e g u ar d  t h e  s t ab i l i t y  o f  t h e  s e c t o r  i n  t h e  l o n g  r u n .  

3 . 4  I nsu rance Sector
T h e  i n s u r a n c e  s e c t o r  r e c o r d e d  m i x e d  r e s u l t s  d u r i n g  
t h e  p e r i o d  u n d e r  c o n s i d e r a t i o n  w h i l e  e x h i b i t i n g  
s t a b i l i t y .  T h e  s e c t o r  e x p a n s i o n  i n  t e r m s  o f  t o t a l  a s s e t s  
g r o w t h  w a s  1 3 . 0  p e r  c e n t  a t  e n d  J u n e  2 0 2 0  w h i c h  i s  
a slight decline from the growth in assets of 14.9 

Gross	Written	Premium	of	the	
I nsu rance Sector

Ch art 
3 . 5 0

Source: Insurance Regulatory Commission of Sri Lanka

p e r  c e n t  r e p o r t e d  d u r i n g  t h e  c o r r e s p o n d i n g  p e r i o d  
of 2019. The growth of the Gross Written Premium 
(GWP) was negative 2.8 per cent at end June 2020 
w h i c h  i s  a  s i g n i f i c a n t  d e c r e a s e  f r o m  t h e  1 4 . 1  p e r  
cent growth reported at end June 2019. The GWP of 
t h e  l o n g - t e r m  i n s u r a n c e  s e c t o r  i n c r e a s e d  b y  3 . 8  p e r  
cent while the GWP of the general insurance sector 
d e c l i n e d  b y  7 . 7  p e r  c e n t  a t  e n d  J u n e  2 0 2 0 .  W h e n  
c o n s i d e r i n g  s u b - s e c t o r s  o f  t h e  g e n e r a l  i n s u r a n c e  
s e c t o r ,  H e a l t h  a n d  M a r i n e  i n s u r a n c e  b o t h  r e c o r d e d  
a negative growth in the GWP of 10.6 per cent as 
at end June 2020. Further, the GWP of the motor 
i n s u r a n c e  a n d  f i r e  i n s u r a n c e  s u b - s e c t o r s  r e p o r t e d  a  
d e c l i n e  o f  3 . 8  p e r  c e n t  a n d  1 . 0  p e r  c e n t  r e s p e c t i v e l y ,  
d u r i n g  t h e  p e r i o d  u n d e r  c o n s i d e r a t i o n .

T h e  i n s u r an c e  s e c t o r  p r o f i t s  h a v e  i n c r e as e d  d u r i n g  
t h e  p e r i o d  u n d e r  c o n s i d e r a t i o n .  T h e  t o t al  p r o f i t  o f  
t h e  s e c t o r  i n c r e as e d  b y  3 2 . 7  p e r  c e n t  b y  e n d  J u n e  
2 0 2 0 .

T h e  p r o f i t s  o f  t h e  l o n g - t e r m  i n s u r an c e  s e c t o r  w h i c h  
c o n t r i b u t e d  t o  6 1 . 2  p e r  c e n t  o f  t h e  i n s u r an c e  s e c t o r  
p r o f i t s ,  c o n t i n u e d  t o  d e c l i n e  d u r i n g  t h i s  p e r i o d ,  
r e p o r t i n g  a d e c l i n e  o f  2 0 . 6  p e r  c e n t  a t  e n d  J u n e  
2 0 2 0 .  M e an w h i l e ,  t h e  g e n e r al  i n s u r an c e  s e c t o r  
p r o f i t s  i n c r e as e d  s i g n i f i c an t l y  b y  1 1 6 . 6  p e r  c e n t  
d u r i n g  t h i s  p e r i o d  w i t h  a d e c l i n e  i n  c l a i m s  i n  t h e  
s e c o n d  q u ar t e r  o f  t h e  y e ar .

The Return on Assets (ROA) of both the long term 
an d  g e n e r al  i n s u r an c e  s e c t o r  i n c r e as e d  t o  3 . 2  p e r  
c e n t  an d  7 . 7  p e r  c e n t  r e s p e c t i v e l y ,  f o r  t h e  p e r i o d  
w h i c h  e n d e d  i n  J u n e  2 0 2 0  f r o m  2 . 6  p e r  c e n t  a n d  
5.8 percent of the same at the end of June 2019. 
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Credit	Rating	of	LFCs
Ch art 
3 . 4 9

Note:  1. Credit ratings were obtained from both the 
F i t c h  r a t i n g s  an d  t h e  I C R A .  

 2 .  T w o  L F C s  w h o s e  l i c e n c e s  w e r e  s u s p e n d e d  
al s o  i n c l u d e d  i n  t h e  ab o v e  c h ar t .  

Source: Central Bank of Sri Lanka
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RO A  of I nsu rance Sector Ch art 
3 . 5 1

Source: Insurance Regulatory Commission of Sri Lanka Source: Insurance Regulatory Commission of Sri Lanka

RO E  of I nsu rance Sector
Ch art 
3 . 5 2

Source: Insurance Regulatory Commission of Sri Lanka

While, Return on Equity (ROE) of long term and 
g e n e r al  i n s u r an c e  s e c t o r  al s o  i n c r e as e d  t o  1 4 . 6  p e r  
c e n t  an d  1 6 . 2  p e r  c e n t  r e s p e c t i v e l y ,  f o r  t h e  p e r i o d  
w h i c h  e n d e d  i n  J u n e  2 0 2 0  f r o m  1 1 . 7  p e r  c e n t  an d  
1 2 . 0  p e r  c e n t  f r o m  t h e  p r e v i o u s  y e ar .

T h e r e  w as  a d r o p  o f  2 8 . 2  p e r  c e n t  i n  t h e  v o l u m e  
o f  c l ai m s  m ad e  b y  t h e  g e n e r al  i n s u r an c e  s e c t o r  
d u r i n g  t h i s  p e r i o d ,  w h e r e as  t h e  c l ai m s  m ad e  b y  
t h e  l o n g - t e r m  i n s u r an c e  s e c t o r  al s o  d r o p p e d  
m ar g i n al l y  b y  0 . 7  p e r  c e n t .  T h e  r e d u c t i o n  o f  c l ai m s  
o b s e r v e d  i n  t h e  s e c o n d  q u a r t e r  o f  2 0 2 0  m a y  b e  
a t t r i b u t ab l e  t o  t h e  r e d u c t i o n  o f  i n c i d e n t s  c o v e r e d  
b y  i n s u r an c e  as  a r e s u l t  o f  t h e  e c o n o m i c  l o c k d o w n  
an d  m o b i l i t y  r e s t r i c t i o n s  i m p o s e d  t o  c o m b a t  t h e  
COVID-19 pandemic. Also, institutions provided 

s o m e  c o n c e s s i o n s  o n  t h e  p a y m e n t  o f  p r e m i u m  
t o  s u p p o r t  t h e i r  c u s t o m e r s  d u r i n g  t h e  p e r i o d  o f  
p an d e m i c .  M e an w h i l e ,  t h e  i n v e s t m e n t  i n c o m e  o f  
t h e  s e c t o r  m ar g i n al l y  d e c r e as e d  b y  0 . 5  p e r  c e n t  a t  
e n d  J u n e  2 0 2 0 .

T h e  i n s u r an c e  s e c t o r  m a y  f ac e  v ar i o u s  r i s k s  s u c h  
as  m ar k e t  r i s k ,  l i q u i d i t y  r i s k ,  an d  o p e r a t i o n al  r i s k  
an d  f ac e  ad v e r s e  s h o c k s  l i k e  n a t u r al  c al am i t i e s  an d  
e c o n o m i c  d o w n t u r n s .  T h e r e f o r e ,  ad e q u a t e  l e v e l s  
o f  c ap i t al  an d  l i q u i d i t y  ar e  i m p o r t an t  t o  w i t h s t an d  
p o s s i b l e  s h o c k s  t o  t h e  s e c t o r .

T h e  c ap i t al  l e v e l s  o f  b o t h  t h e  l o n g - t e r m  i n s u r an c e  
s e c t o r  an d  t h e  g e n e r al  i n s u r an c e  s e c t o r  h a v e  
b e e n  i n  an  i n c r e as i n g  t r e n d  an d  t h e  t o t al  c ap i t al  

Cap ital A d eq u acy of I nsu rance 
Sector

Ch art 
3 . 5 3

Source: Insurance Regulatory Commission of Sri Lanka

Liquidity	Ratios	of	Insurance	
Sector

Ch art 
3 . 5 4
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Distribution	of	Total	Assets	of	
I nsu rance Comp anies

Ch art 
3 . 5 5

2 4  C A R  o f  t h e  i n s u r an c e  s e c t o r  c al c u l a t e d  b as e d  o n  t h e  R i s k  B as e d  
Capital (RBC) Framework implemented in Sri Lanka with effect 
f r o m  1 s t  J an u ar y  2 0 1 6 .  T h e  R B C  m e t h o d o l o g y  m e as u r e s  t h e  
amount of available capital relative to the risks inherent in 
liabilities and the adequacy of capital to absorb unforeseen losses

Source: Insurance Regulatory Commission of Sri Lanka

ad e q u ac y  r a t i o  h as  b e e n  w e l l  ab o v e  t h e  m i n i m u m  
r e q u i r e m e n t  o f  1 2 0  p e r  c e n t . 2 4  A s  s u c h ,  s o  f ar  t h e  
i n s u r an c e  s e c t o r  h as  b e e n  ab l e  t o  w i t h s t an d  t h e  
shocks caused by the COVID-19 pandemic.

A v ai l ab i l i t y  o f  l i q u i d i t y  i s  al s o  v i t al  f o r  t h e  b u s i n e s s  
c o n t i n u i t y  o f  an  i n s u r an c e  s e r v i c e  p r o v i d e r .  I t  i s  
o b s e r v e d  t h a t  t h e  l i q u i d i t y  r a t i o s  o f  b o t h  g e n e r al  
an d  l o n g - t e r m  i n s u r an c e  s u b - s e c t o r s  ar e  a t  an  
i n c r e as i n g  t r e n d  al t h o u g h  t h e y  s l i g h t l y  d e c r e as e d  
i n  t h e  f i r s t  q u a r t e r  o f  2 0 2 0 .

2020 Q2

    2019

2018

Real Estates Loans Government Securities

Equities Unit Trusts

Invesment Cash Deposits
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P rivate Sector Cred it to G D P
Ch art 

4 . 1

Cred it to G overnment &  P u blic 
Corporations	to	GDP

Ch art 
4 . 2

Ch ap ter 4

H ou seh old  Sector and  Corp orate Sector25  

Private sector leverage which is measured by 
the ratio of private sector credit to nominal GDP, 
w as  h e a v i l y  i m p ac t e d  b y  t h e  p an d e m i c - i n d u c e d  
e c o n o m i c  c o n t r ac t i o n  w h i c h  o u t w e i g h e d  t h e  s l o w  
g r o w t h  i n  c r e d i t  t o  t h e  p r i v a t e  s e c t o r .  T h e  p r i v a t e  
sector credit to GDP gap2 6   w h i c h  w as  n e g a t i v e  s i n c e  
April 2019 continued to be negative until August 
2 0 2 0  e x c e p t  M ar c h  an d  A p r i l  2 0 2 0 .  H o w e v e r ,  t h e  
r a t i o  t u r n e d  p o s i t i v e  ag ai n  i n  S e p t e m b e r  2 0 2 0 .  

A s  i n d i c a t e d  i n  t h e  c r e d i t  c o n d i t i o n  s u r v e y s  
c o n d u c t e d  b y  t h e  C e n t r al  B an k ,  a h i g h e r  d e m an d  
for credit was observed in 2020Q1 which turned 
negative in 2020Q2. On the contrary, the willingness 
o f  b an k s  t o  l e n d  w h i c h  d e c r e as e d  a t  t h e  o u t s e t  o f  
f i r s t  w a v e  o f  t h e  p an d e m i c  t u r n e d  p o s i t i v e  i n  t h e  
s e c o n d  q u ar t e r  o f  2 0 2 0 .  

4 . 1  O verview

25 Household and corporate sector analysis is confined to the formal 
financial sector which constitutes credit disbursed by licensed 
banks, licensed finance companies and specialized leasing 
c o m p an i e s .

26 Credit to GDP gap is the difference between credit to GDP ratio 
f r o m  i t s  l o n g - t e r m  t r e n d .  

27 Institutional sector is comprised of non-financial corporates, 
g o v e r n m e n t  an d  s t a t e - o w n e d  e n t e r p r i s e s .

The ratio of Credit to Government & Public 
Corporations to GDP, an indicator of state sector 
l e v e r ag e ,  h as  c o n t i n u e d  t o  r i s e  p h e n o m e n al l y  
s i n c e  t h e  p an d e m i c ,  r e s u l t i n g  i n  a s u b s t an t i al  
p o s i t i v e  c r e d i t  g ap  i n  S e p t e m b e r  2 0 2 0 .  T h e  s t r o n g  
c r e d i t  d e m an d  f r o m  t h e  s t a t e  s e c t o r  e as e d  t h e  
c o n t r ac t i o n ar y  p r e s s u r e  o n  d o m e s t i c  c r e d i t  g r o w t h  
d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  

T h e  m o d e r a t i o n  o f  c r e d i t  i s  e v i d e n t  i n  t h e  h o u s e h o l d  
s e c t o r  w h i c h  h as  b e e n  a f f e c t e d  b y  t h e  p an d e m i c .  
T h e  i n s t i t u t i o n al  s e c t o r 2 7  w h i c h  e n c o m p as s e s  t h e  
c o r p o r a t e  s e c t o r ,  g o v e r n m e n t  an d  s t a t e - o w n e d  
e n t e r p r i s e s  r e p o r t e d  a c r e d i t  g r o w t h  l ar g e l y  d u e  t o  
t h e  i n c r e as e  i n  c r e d i t  t o  g o v e r n m e n t .  N e v e r t h e l e s s ,  
d e l i n q u e n c y  l e v e l s  o f  h o u s e h o l d  an d  i n s t i t u t i o n al  
s e c t o r s  h a v e  b e e n  r i s i n g ,  r e s u l t i n g  i n  i n c r e as e d  n o n -
performing loan ratios (with interest in suspense – 
IIS) in these sectors. 

A s  t h e  i m p ac t  o f  t h e  p an d e m i c  h e i g h t e n s ,  t h e  n o n -
f i n an c i al  c o r p o r a t e  s e c t o r  r e p o r t e d  f u r t h e r  d i s m al  
performance in Q1 and Q2 of 2020 as reflected 
t h r o u g h  t h e  d e c l i n e  i n  s al e s ,  e r o d i n g  p r o f i t  m ar g i n s  
an d  d e c r e as i n g  p r o f i t s .  A  f e w  v u l n e r ab i l i t i e s  
h a v e  s u r f ac e d  i n  t h e  n o n - f i n an c i al  c o r p o r a t e  

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka
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s e c t o r  p ar t i c u l ar l y  w i t h  i m p ai r e d  d e b t  s e r v i c i n g  
c ap ab i l i t i e s ,  d e c r e as e d  s o l v e n c y  l e v e l s  an d  
i n c r e as e d  g e ar i n g  r a t i o s .  M o n e t ar y  p o l i c y  e as i n g  
since early 2019 and tax stimulus unveiled in late 
2019 had an ease on corporate sector performance 
p r i o r  t o  t h e  p an d e m i c ,  w h i c h  u n f o l d e d  i n  S r i  
L an k a i n  l a t e  M ar c h  2 0 2 0 .   T h e  c o r p o r a t e  s e c t o r  
performance in Q3 of 2020 is expected to improve 
as  t h e  e c o n o m i c  l o c k d o w n  w as  e as e d  t o  a  l ar g e  
extent in Q3. However, as the second wave of the 
p an d e m i c  s w e e p s  ac r o s s  t h e  W e s t e r n  p r o v i n c e ,  t h e  
corporate sector performance may be affected in Q4 
o f  2 0 2 0 .  E f f e c t i v e  p a n d e m i c  m an ag e m e n t  e n ab l i n g  
t h e  e c o n o m y  t o  r e t u r n  t o  i t s  g r o w t h  p a t h  i s  a c r i t i c al  
f ac t o r  i n  t e r m s  o f  b o o s t i n g  i n v e s t o r  c o n f i d e n c e  
an d  r e v i v i n g  t h e  h o u s e h o l d  an d  c o r p o r a t e  s e c t o r  
p e r f o r m an c e  i n  2 0 2 1 ,  w h i l e  m i t i g a t i n g  r i s k s  t o  t h e  
f i n an c i al  s e c t o r .

4 . 2 H ou seh old  Sector Cred it and  
Vulnerabilities
H o u s e h o l d  s e c t o r  c r e d i t ,  w h i c h  ac c o u n t s  f o r  4 1 . 7  
p e r  c e n t  o f  t h e  t o t al  f o r m al  f i n an c i al  s e c t o r  l e n d i n g 2 8 ,  
has been growing at a slower pace during 2019. 
It reported further moderation by end 2020Q2. 
T h e  s e m i - an n u al  c r e d i t  g r o w t h  o f  t h e  h o u s e h o l d  
s e c t o r  m o d e r a t e d  t o  0 . 7  p e r  c e n t  i n  J u n e  2 0 2 0  
from 2.1 per cent in June 2019. The slowdown in 
e c o n o m i c  ac t i v i t i e s ,  r i s i n g  u n e m p l o y m e n t  an d  t h e  
e c o n o m i c  l o c k d o w n  m a y  h a v e  c o n t r i b u t e d  t o  t h e  
d e c e l e r a t i o n  i n  c r e d i t  t o  t h e  h o u s e h o l d  s e c t o r .  T h e  

Level of D ebtCh art 
4 . 4

29 Facilities with zero days in arrears

Sou rces of H ou seh old  Sector 
Cred it as at end  J u ne 2020 Q 2

Ch art 
4 . 3

2 8  F o r m al  F i n an c i al  s e c t o r  l e n d i n g  i n c l u d e s  l e n d i n g  b y  l i c e n s e d  b an k s ,  
licensed finance companies and specialised leasing companies. 

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Stru ctu ral Ch ang e in Cred it 
Q u ality of H ou seh old  D ebt

Ch art 
4 . 5

Source: Central Bank of Sri Lanka

b an k i n g  s e c t o r  w as  t h e  m ai n  s o u r c e  o f  h o u s e h o l d  
b o r r o w i n g s  w i t h  a c o n t r i b u t i o n  o f  ap p r o x i m a t e l y  
t w o  t h i r d s  o f  t o t al  c r e d i t  t o  t h e  h o u s e h o l d  s e c t o r  
f r o m  t h e  f o r m al  f i n an c i al  s e c t o r .

Despite the debt moratorium offered to the 
tourism sector and COVID-19 affected households, 
t h e  s h ar e  o f  n o n - ar r e ar s  l o an s 29  d e c l i n e d  i n  J u n e  
2 0 2 0  t o  6 0 . 5  p e r  c e n t  f r o m  6 1 . 3  p e r  c e n t  b y  e n d  
2019. Meanwhile, loans in arrears demonstrated 
an  i n c r e as e  i n  i t s  s h ar e  f r o m  3 8 . 7  p e r  c e n t  b y  e n d  
2019 to 39.5 per cent by end June 2020. Credit 
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Composition	of	NPL	of	Household	
Sector as at J u ne 2020

	–	By	Institutions

Ch art 
4 . 7

NPL	Ratio	(with	IIS)-	Household	
Sector

Ch art 
4 . 6

Composition	of	NPLs	as	at	June	2020	
–	By	Number	of	Days	in	Arrears

Ch art 
4 . 8

loans (NPLs) were largely stemming from the non-
bank financial institutions (NBFI)3 0   s e c t o r .  T h e  N B F I  
s e c t o r  ac c o u n t s  f o r  6 4 . 3  p e r  c e n t  o f  t o t al  n o n -
p e r f o r m i n g  ad v an c e s  o f  t h e  h o u s e h o l d  s e c t o r  as  a t  
e n d  J u n e  2 0 2 0 .  

O u t  o f  t h e  t o t al  l o an s  o f  t h e  f o r m al  f i n an c i al  s e c t o r  
w h i c h  w e r e  c l as s i f i e d  as  n o n - p e r f o r m i n g  b y  e n d  

30 Non-Bank Financial Institutions encompasses Licensed Finance 
C o m p an i e s  an d  S p e c i al i s e d  L e as i n g  C o m p an i e s .  Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

q u al i t y  o f  t h e  h o u s e h o l d  s e c t o r  c an  b e  s e e n  t o  
b e  d e t e r i o r a t i n g ,  s i g n al i n g  a p l au s i b l e  b u i l d - u p  o f  
i m b al an c e s  i n  t h e  s e c t o r .

The NPL ratio of the household sector (with IIS) 
h as  b e e n  r i s i n g  s i n c e  2 0 1 8  s i g n i f y i n g  a w o r s e n i n g  
of credit quality. The NPL ratio of the household 
sector rose to 20.2 per cent by the end of 2020Q2 
compared to 12.5 per cent in 2019Q2 despite the 
m o r a t o r i u m  g r an t i n g  r e l i e f  m e as u r e s  f o r  t h o s e  
affected by the COVID-19 pandemic. The possibility 
of NPL levels rising significantly by the end of the 
m o r a t o r i u m  p e r i o d  i s  h i g h .

Despite the banking sector being the main source 
o f  h o u s e h o l d  s e c t o r  d e b t ,  t h e  n o n - p e r f o r m i n g  

Household	Sector	NPL	Ratio	by	
P rovince 

Ch art 
4 . 9
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Sources	of	Institutional	Sector	
D ebt

Ch art 
4 . 1 0

Stru ctu ral Ch ang e in Cred it 
Q u ality

Ch art 
4 . 1 1

31 The institutional sector encompasses the corporate sector, 
government and public corporations.

3 2  F o r m al  F i n an c i al  s e c t o r  l e n d i n g  i n c l u d e s  b o r r o w i n g  f r o m  l i c e n s e d  
banks, licensed finance companies and specialized leasing 
c o m p an i e s .   

L o an s  i n  ar r e ar s  ac c o u n t e d  f o r  1 7 . 1  p e r  c e n t  o f  
t o t al  ad v an c e s  o f  t h e  i n s t i t u t i o n al  s e c t o r  as  a t  J u n e  
2020 while the share of loans with zero days in 
arrears marked 82.9 per cent. Asset quality of the 
institutional sector measured through NPL ratio 
(with IIS) has been deteriorating since June 2018. 
Despite the moratorium in place and the sizeable 
p o r t i o n  o f  t h e  i n s t i t u t i o n al  l o an s  r e p r e s e n t e d  b y  
ac c o m m o d a t i o n s  t o  g o v e r n m e n t  an d  S O E s ,  t h e  
institutional sector total NPL ratio increased to 8.0 
p e r  c e n t  i n  J u n e  2 0 2 0  f r o m  6 . 4  p e r  c e n t  b y  e n d  
2019 Q2. A majority of institutional loans which 
are classified as NPL are in arrears for more than 
5 4 0  d a y s .

T h e  e c o n o m i c  f al l o u t  f r o m  t h e  p an d e m i c ,  i t s  
i m p l i c a t i o n s  o n  t h e  l i v e l i h o o d  o f  h o u s e h o l d s  an d  
d i s r u p t i o n s  t o  b u s i n e s s e s  ar e  u n p r e c e d e n t e d .  A  

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

NPL	Ratios	(with	IIS)	–	
Institutional	Sector

Ch art 
4 . 1 2

Source: Central Bank of Sri Lanka

2020Q2, 60.1 per cent were in buckets of 90-180 
d a y s  i n  ar r e ar s  an d  1 8 0 - 3 6 0  d a y s  i n  ar r e a r s .  F u r t h e r  
d o w n g r ad e  o f  t h e  l o an s  i n  t h e s e  b u c k e t s  i n  f u t u r e  
m a y  c au s e  s t r e s s  t o  t h e  f i n an c i al  s y s t e m  w i t h  
p r o v i s i o n i n g  r e q u i r e m e n t s  b y  f i n an c i al  i n s t i t u t i o n s  
increasing significantly. A significant portion (31.3 
per cent) of NPLs were in arrears for more than 540 
d a y s .

T h e  N o r t h  C e n t r al ,  C e n t r al  an d  W e s t e r n  p r o v i n c e s  
reported the highest household sector NPL ratios of 
2 2 . 0  p e r  c e n t ,  2 1 . 2  p e r c e n t  an d  2 0 . 7  p e r  c e n t  b y  e n d  
2020Q2, respectively. Western province accounted 
f o r  5 0 . 8  p e r  c e n t  o f  t h e  l o an s  an d  ad v an c e s  g r an t e d  
t o  h o u s e h o l d  s e c t o r  an d  r e c o r d e d  2 0 . 7  p e r  c e n t  o f  
NPLs.

4.3	Credit	to	Institutional	Sector3 1  
T h e  i n s t i t u t i o n al  s e c t o r  ac c o u n t e d  f o r  5 8 . 3 p e r  
c e n t  o f  t o t al  f o r m al  f i n an c i a l  s e c t o r  l e n d i n g 3 2  as  
at end June 2020. During the first half of 2020, 
c r e d i t  t o  i n s t i t u t i o n al  s e c t o r  g r e w  b y  4 . 5  p e r  c e n t  
as  o p p o s e d  t o  a  c o n t r ac t i o n  o f  1 . 5  p e r  c e n t  i n  t h e  
first half of 2019. Further, on a y-o-y basis, credit 
t o  t h e  i n s t i t u t i o n al  s e c t o r  g r e w  b y  1 1 . 6  p e r  c e n t  i n  
June 2020 compared to 5.2 per cent in December 
2019. The institutional sector debt grew at a higher 
r a t e  t h an  t h e  h o u s e h o l d  s e c t o r  d e b t  d u r i n g  t h e  
l as t  t w o  y e ar s  e n d i n g  J u n e  2 0 2 0 ,  an d  t h e  s e c t o r  i s  
p r e d o m i n an t l y  s e r v e d  b y  t h e  b an k i n g  s e c t o r  w i t h  a 
share of 97.3 per cent in the total institutional debt.
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Actual Expectations

Composition	of	Institutional	
N P Ls as at J u ne 2020

Ch art 
4 . 1 3

3 3   C o r p o r a t e  s e c t o r  r i s k  as s e s s m e n t  w as  c o n d u c t e d  u s i n g  n o n -
financial corporates listed in Colombo Stock Exchange.

Source: Central Bank of Sri Lanka

p r o l o n g e d  e c o n o m i c  r e c o v e r y  m a y  h e i g h t e n  t h e  
d e f au l t  r i s k  r e s u l t i n g  i n  an  i n c r e as e d  p r o b ab i l i t y  o f  
d e f au l t  i n  c r e d i t  t o  t h e  h o u s e h o l d  an d  i n s t i t u t i o n al  
s e c t o r s .  T h e s e  d e v e l o p m e n t s  m a y  ad v e r s e l y  a f f e c t  
t h e  b an k i n g  s e c t o r  an d  t h e  N B F I  s e c t o r  as  i t  w o u l d  
e r o d e  p r o f i t ab i l i t y  an d  h i n d e r  i n t e r n al  c ap i t al  
g e n e r a t i o n .  I f  t h e  d e p l e t i n g  as s e t  q u al i t y  p e r s i s t s ,  
i t  c o u l d  e r o d e  t h e  e x i s t i n g  c ap i t al  l e v e l s  o f  s o m e  
f i n an c i al  i n s t i t u t i o n s .  C o n s e q u e n t l y ,  m e e t i n g  
m i n i m u m  c ap i t al  r e q u i r e m e n t s  f o r  b an k s  an d  N B F I s  
w o u l d  b e  m o r e  c h al l e n g i n g .  N e v e r t h e l e s s ,  p r o ac t i v e  
p o l i c y  m e as u r e s ,  m o n e t ar y  s t i m u l u s ,  r e g u l a t o r y  
f o r b e ar an c e ,  d e b t  m o r a t o r i u m ,  i m p l e m e n t a t i o n  
o f  r e f i n an c i n g  s c h e m e s  an d  d i r e c t e d  l e n d i n g  t o  
i d e n t i f i e d  e c o n o m i c  s e c t o r s  ar e  e x p e c t e d  t o  e as e  
t h e  e f f e c t s  o f  t h e  s h o c k s  t r i g g e r e d  b y  t h e  p an d e m i c .

4 . 4  N on-Financial Corp orate 
Sector Risk3 3  A ssessment
C o r p o r a t e s  as  e c o n o m i c  ac t o r s  i n f l u e n c e  t h e  
m ac r o e c o n o m y  an d  t h e  f i n a n c i al  s y s t e m  t h r o u g h  
t h e i r  c o h e s i v e  b e h a v i o r .  M e a n w h i l e ,  t h e y  ar e  al s o  
e x p o s e d  t o  c h an g e s  i n  t h e  m ac r o e c o n o m y  an d  
t h e  f i n an c i al  s y s t e m .  A n al y s i s  o f  t h e  n o n - f i n an c i al  
c o r p o r a t e  s e c t o r  e n ab l e s  p o l i c y  m ak e r s  t o  f o r e s e e  
p l au s i b l e  s y s t e m i c  v u l n e r ab i l i t i e s ,  an d  t h e r e b y  ac t  
as  an  e ar l y  w ar n i n g  i n d i c a t o r .  R e s i l i e n c e  o f  t h e  
c o r p o r a t e  s e c t o r  i n  S r i  L an k a h as  b e e n  as s e s s e d  
u s i n g  2 2 0  n o n - f i n an c i al  c o m p an i e s  l i s t e d  o n  t h e  
Colombo Stock Exchange (CSE). 

During the first three quarters of 2019, the 
c o r p o r a t e  s e c t o r  w as  a f f e c t e d  b y  t h e  c o n t i n u e d  
l o w  e c o n o m i c  g r o w t h  s c e n ar i o ,  p o l i t i c al  i n s t ab i l i t y  

an d  h e i g h t e n e d  s e c u r i t y  c o n c e r n s  d u r i n g  t h e  
p e r i o d .  W i t h  t h e  r e s t o r a t i o n  o f  p o l i t i c al  s t ab i l i t y  
in late 2019, easing of security concerns, fiscal 
s t i m u l u s  o f f e r e d  an d  e as i n g  o f  m o n e t ar y  p o l i c y ,  t h e  
e c o n o m i c  g r o w t h  w as  e x p e c t e d  t o  b o u n c e  b ac k  t o  
i t s  p o t e n t i al  w h i c h  c o u l d  h a v e  e v e n t u al l y  i m p r o v e d  
t h e  p e r f o r m an c e  o f  t h e  c o r p o r a t e  s e c t o r .  H o w e v e r ,  
b e f o r e  t h e  c o r p o r a t e  s e c t o r  c o u l d  r e ap  t h e  b e n e f i t s  
o f  t h e  e n v i s ag e d  e c o n o m i c  r e s u r g e n c e ,  h e ad w i n d s  
of the COVID -19 pandemic befell, affecting the 
l i v e l i h o o d s  o f  h o u s e h o l d s  an d  t h r e a t e n i n g  t h e  
g o i n g  c o n c e r n s  o f  c o r p o r a t e s .  T h e  c o u n t r y  w as  
u n d e r  e c o n o m i c  l o c k d o w n  d u r i n g  t h e  f i r s t  w a v e  
o f  t h e  p an d e m i c ,  an d  t h e  W e s t e r n  p r o v i n c e ,  
which contributes more than 50 per cent of GDP 
w as  u n d e r  l o c k d o w n  f o r  a p e r i o d  o f  t i m e  f ac e d  
m o b i l i t y  r e s t r i c t i o n s  d u r i n g  t h e  s e c o n d  w a v e  o f  t h e  
p an d e m i c .

4 . 4 . 1  P erformance of Listed  N on-
financial	Corporates	–	First	Half	of	
2020
N o n - f i n an c i al  c o r p o r a t e s  r e p o r t e d  w e ak  f i n an c i al  
p e r f o r m an c e  i n  t h e  f i r s t  h al f  o f  2 0 2 0 ,  o n  a y - o - y  
b as i s ,  as  r e f l e c t e d  t h r o u g h  n e g a t i v e  s a l e s  g r o w t h  
an d  p r o f i t s .  L o c k d o w n  i m p o s e d  w i t h  t h e  v i e w  o f  
flattening the spread of COVID-19 in the country and 
s l o w  r e c o v e r y  i n  t h e  b u s i n e s s  ac t i v i t i e s  s u b s e q u e n t  
t o  l i f t i n g  t h e  l o c k d o w n  m ai n l y  c o n t r i b u t e d  t o w ar d s  
t h e  r e v e n u e  c o n t r ac t i o n .  T h e  n u m b e r  o f  c o m p an i e s  
reporting a decline in revenue increased to 149 in 
t h e  f i r s t  h al f  o f  2 0 2 0  f r o m  1 0 2  an d  8 0  i n  t h e  f i r s t  
halves of 2019 and 2018, respectively. The dismal 

Business	Sentiment	Index
Ch art 
4 . 1 4

Source: Central Bank of Sri Lanka
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BSI -Sales Su b-I nd ex
Ch art 
4 . 1 6

Growth	of	Corporate	Profit	
Ch art 
4 . 1 7G rowth  of Corp orate Revenu e 

Ch art 
4 . 1 5

3 4  T h e  B u s i n e s s  O u t l o o k  S u r v e y  c ap t u r e s  s h o r t - t e r m  m ar k e t  
d e v e l o p m e n t s  u s i n g  a s am p l e  o f  l ar g e - s c al e  e n t e r p r i s e s .

Profit	Margins
Ch art 
4 . 1 8

 

  

 

 

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

p e r f o r m an c e  o f  t h e  c o r p o r a t e  s e c t o r  w as  al s o  
r e v e al e d  i n  t h e  B u s i n e s s  O u t l o o k  S u r v e y 3 4   in Q2 of 
2 0 2 0  w i t h  a w o r s e n e d  B u s i n e s s  S e n t i m e n t  I n d e x  
(BSI).

Profits of listed corporates further declined in the 
f i r s t  h al f  o f  2 0 2 0  o n  a y - o - y  b as i s  c o m p ar e d  t o  t h e  
first half of 2019. Earnings Before Interest and 
Tax (EBIT) declined by 22.6 per cent in 2020H2 
compared to 2019H2. Net profit dwindled by 38.1 
p e r  c e n t  o n  a y - o - y  b as i s .   T h e  b e v e r ag e ,  f o o d  an d  
t o b ac c o  s e c t o r ,  h o t e l  &  t r a v e l  s e c t o r ,  d i v e r s i f i e d  

h o l d i n g s ,  an d  l an d  an d  p r o p e r t y  s e c t o r  l ar g e l y  
c o n t r i b u t e d  t o  t h e  d e c l i n e  i n  p r o f i t s .

T h e  n u m b e r  o f  l o s s - m ak i n g  c o r p o r a t e s  i n c r e as e d  
t o  8 3  i n  f i r s t  h al f  o f  2 0 2 0  f r o m  6 8  an d  5 4  i n  f i r s t  
halves of 2019 and 2018. With the decline in 
p r o f i t s ,  n e t  p r o f i t  m a r g i n  an d  E B I T  m ar g i n  w h i c h  ar e  
e x p r e s s e d  as  a  r e l a t i v e  s h ar e  o f  s al e s ,  d e c r e as e d  t o  
7 . 7  p e r  c e n t  an d  1 7 . 0  p e r  c e n t ,  r e s p e c t i v e l y ,  i n  H 1  
o f  2 0 2 0  c o m p ar e d  t o  1 0 . 6  p e r  c e n t  an d  1 8 . 8  p e r  
cent, respectively in H1 of 2019. A greater decline 
i n  c o r p o r a t e  p r o f i t s  r e l a t i v e  t o  s al e s ,  e r o d e d  t h e  
p r o f i t  m ar g i n s  o f  t h e  c o r p o r a t e  s e c t o r .  F u r t h e r ,  n e t  
f i n an c e  c o s t  t o  s al e s  i n c r e as e d  d u r i n g  t h e  f i r s t  h al f  
o f  2 0 2 0  as   r e v e n u e  c o n t r ac t e d  d u r i n g  t h e  p e r i o d .

Return on Assets (ROA) and Return on Equity (ROE) 
d e c l i n e d  t o  6 . 2  p e r  c e n t  an d  4 . 8  p e r  c e n t ,  r e s p e c t i v e l y  
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Retu rn on A ssets of Corp orates
Ch art 
4 . 20

Effective	Finance	Cost	as	a	share	
of Sales

Ch art 
4 . 1 9

Retu rn on E q u ity of Corp oratesCh art 
4 . 21

36 The debt to equity ratio has been computed taking total debt of 
c o r p o r a t e s  as  t h e  n u m e r a t o r  an d  t o t al  e q u i t y  as  t h e  d e n o m i n a t o r .  
The ratio measures corporate debt relative to corporate equity as 
a t  a g i v e n  b al an c e  s h e e t  d a t e .

 

 

 

Source: Central Bank of Sri Lanka Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

i n  H 1  o f  2 0 2 0  c o m p ar e d  t o  8 . 4  p e r  c e n t  an d  8 . 0  p e r  
cent, respectively, in H1 of 2019. Meanwhile, both 
m e d i an  R O A  an d  R O E  h a v e  d e t e r i o r a t e d  i n d i c a t i n g  
t h a t  t h e  d i m i n i s h i n g  p r o f i t ab i l i t y  i n  c o r p o r a t e  
s e c t o r  i s  b r o ad - b as e d .  

S o l v e n c y  r a t i o 3 5 ,  w h i c h  m e a s u r e s  t h e  c o r p o r a t e  
p r o f i t s  r e l a t i v e  t o  i t s  d e b t  h o l d i n g ,  d e t e r i o r a t e d  i n  
H 1  o f  2 0 2 0  t o  1 2 . 2  p e r  c e n t  f r o m  2 2 . 8  p e r  c e n t  i n  
H1 of 2019 due to the decrease in corporate profits 
an d  i n c r e a s e  i n  c o r p o r a t e  d e b t .  C o n s e q u e n t l y ,  t h e  
ab i l i t y  o f  c o r p o r a t e s  t o  s e r v i c e  d e b t  h as  d e c r e as e d  
an d  t h e  p r o b ab i l i t y  o f  d e f au l t i n g  d e b t  h as  i n c r e as e d .  
T h e  i n t e r e s t  c o v e r ag e  r a t i o  d e c r e as e d  f r o m  3 . 3  
times in H1 of 2019 to 2.6 times in H1 of 2020. The 
n u m b e r  o f  c o m p an i e s  w i t h  an  i n t e r e s t  c o v e r ag e  

r a t i o  o f  l e s s  t h an  1  i n c r e as e d  t o  7 4  i n  H 1  o f  2 0 2 0  
from 58 in H1 of 2019. The corporate debt to equity 
r a t i o 3 6 ,  w h i c h  r e f l e c t s  t h e  f u n d i n g  s t r u c t u r e  o f  
companies, has increased from 0.37 in H1 of 2019 
t o  0 . 4 2  i n  H 1  o f  2 0 2 0  as  c o r p o r a t e  d e b t  g r e w  a t  a 
h i g h e r  p ac e .  H o w e v e r ,  t h e  n u m b e r  o f  c o m p an i e s  
w i t h  a d e b t  t o  e q u i t y  r a t i o  ab o v e  1  d e c r e as e d  b y  2  
counts to 48 in Q2 of 2020 from 50 in Q2 of 2019.

A s  t h e  p an d e m i c  c o n t i n u e s ,  n o n - f i n an c i al  c o r p o r a t e  
s e c t o r  p e r f o r m an c e  i s  e x p e c t e d  t o  b e  a f f e c t e d  
s i g n i f i c an t l y ,  w h i c h  i n  t u r n  c o u l d  ad v e r s e l y  r e f l e c t  
o n  t h e  f i n an c i al  s t a t e m e n t s  o f  f i n an c i al  i n s t i t u t e s  
w i t h  a t i m e  l ag .  H o w e v e r ,  i t  i s  ap p ar e n t  t h a t  t h e  
d e b t  m o r a t o r i u m ,  c o n c e s s i o n ar y  i n t e r e s t  r a t e s  
an d  ac c o m m o d a t i v e  m o n e t ar y  p o l i c y  m e as u r e s  

35 For the purposes of this study the solvency ratio was computed 
considering net profit as the numerator and average debt as the 
d e n o m i n a t o r .

D ebt to E q u ity and  Solvency 
Ratios	of	Corporates

Ch art 
4 . 22

Source: Central Bank of Sri Lanka
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Interest	Coverage	Ratio
Ch art 
4 . 23

Source: Central Bank of Sri Lanka

w o u l d  p r o v i d e  c o n s i d e r ab l e  e as e  t o  t h e  f i n an c i al  
s t a t e m e n t s  o f  c o r p o r a t e s  as  w e l l .  N e v e r t h e l e s s ,  
t h e  s p e e d  o f  c o n v e r g e n c e  t o  n o r m al c y  an d  
t h e  am p l i t u d e  o f  t h e  e c o n o m i c  s h o c k  r e s u l t i n g  
f r o m  t h e  p an d e m i c  ar e  y e t  t o  b e  m e as u r e d .  
S u b d u e d  d e v e l o p m e n t s  i n  t h e  c o r p o r a t e  s e c t o r  
m a y  e v e n t u al l y  b e  t r an s m i t t e d  t o  t h e  f i n an c i al  
s e c t o r ,  e r o d i n g  i t s  p e r f o r m an c e  w h i l e  h i n d e r i n g  
i n t e r n al  c ap i t al  g e n e r a t i o n .  E c o n o m i c  an d  b u s i n e s s  
r e v i v al  h i n g e s  l ar g e l y  u p o n  t h e  e f f e c t i v e n e s s  an d  
s u s t ai n ab i l i t y  o f  t h e  f i g h t  ag ai n s t  t h e  p an d e m i c  
an d  p r o ac t i v e  m e as u r e s  t ak e n  t o  al l e v i a t e  s o c i o -
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Ch ap ter 5

Financial System I nfrastru ctu re

T h e  f i n an c i al  i n f r as t r u c t u r e  o f  t h e  c o u n t r y ,  o n e  
o f  t h e  c r i t i c al  c o m p o n e n t s  o f  f i n an c i al  s t ab i l i t y ,  
f u n c t i o n e d  w i t h o u t  an y  m aj o r  d i s r u p t i o n s  am i d s t  
t h e  c h al l e n g e s  t h a t  e m e r g e d  f r o m  t h e  s p r e ad  
of COVID-19, thus enabling the preservation of 
f i n an c i al  s y s t e m  s t ab i l i t y .  S i g n i f i c an t  i n c r e as e  
i n  d i g i t al  t r an s ac t i o n s  i n  t h e  c o u n t r y  d u r i n g  t h e  
p e r i o d s  o f  l o c k d o w n  i m p o s e d  d u e  t o  t h e  s p r e ad  
of COVID-19 also demonstrated the growing 
i m p o r t an c e  o f  e f f i c i e n t  an d  r e l i ab l e  f i n an c i al  s y s t e m  
i n f r as t r u c t u r e .   T h e  C e n t r al  B an k  f o c u s e d  m ai n l y  
o n  t h e  n a t i o n al  p a y m e n t  an d  s e t t l e m e n t  s y s t e m  
an d  ad o p t e d  s e v e r al  m e as u r e s  t o  s t r e n g t h e n  t h e  
f i n an c i al  s y s t e m  i n f r as t r u c t u r e  o f  t h e  c o u n t r y  
d u r i n g  t h e  n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  

T h e  s y s t e m i c al l y  i m p o r t an t  p a y m e n t  an d  
settlement systems (SIPS) operated without any 
d i s r u p t i o n s  an d  w i t h  a h i g h  d e g r e e  o f  s y s t e m  
availability despite the COVID-19 pandemic, as the 
Central Bank activated its Business Continuity Plan 
(BCP). Necessary guidelines for the development 
of effective BCPs and the establishment of 
disaster recovery sites were issued to Participating 
Institutions (PIs) of the national payment and 
s e t t l e m e n t  s y s t e m s  b y  t h e  C e n t r al  B an k ,  c o n s i d e r i n g  
t h e  r i s k s  as s o c i a t e d  w i t h  p o s s i b l e  d i s r u p t i o n  t o  
o p e r a t i o n s  o f  t h e s e  s y s t e m s  an d  t h e i r  b ac k  u p  
s i t e s .  W i t h  t h e  v i e w  t o  p r o m o t i n g  t h e  u s ag e  o f  
s e c u r e  an d  e f f i c i e n t  d i g i t al  p a y m e n t  m e c h an i s m s  
b y  t h e  g e n e r al  p u b l i c ,  w o r k i n g  t o w ar d s  e s t ab l i s h i n g  
a d i g i t al  e c o n o m y ,  s t r e n g t h e n i n g  t h e  r e g u l a t o r y  
and supervisory framework and minimizing   risks 
as s o c i a t e d  w i t h  s u c h  p a y m e n t  m e c h an i s m s ,  t h e  
year 2020 was declared as “The Year of Digital 
T r an s ac t i o n s ” .  I n  t h e  b ac k d r o p  o f  t e c h n o l o g i c al  
ad v an c e s  i n  t h e  c r i t i c al  p a y m e n t  an d  s e t t l e m e n t  
s y s t e m  i n f r as t r u c t u r e ,  t h e  i n c r e as e d  s y s t e m  an d  
c y b e r  s e c u r i t y  t h r e a t s  e m e r g i n g  i n  t h e  r e c e n t  p as t  
w e r e  a m aj o r  ar e a o f  c o n c e r n  f o r  f i n an c i al  s y s t e m  
s t ab i l i t y .  T h e r e f o r e ,  a n u m b e r  o f  m e as u r e s  w e r e  
t ak e n  t o  i m p r o v e  t h e  s y s t e m  s e c u r i t y  an d  c y b e r  
s e c u r i t y  t o  m ak e  t h e s e  c r i t i c al  s y s t e m s  m o r e  

5 . 1  O verview
resilient. In this regard, the National Payments 
C o u n c i l  o f  S r i  L an k a f o c u s e d  o n  s t r e n g t h e n i n g  
t h e  m e c h an i s m s  o f  m o n i t o r i n g  an d  p r e v e n t i n g  
f r au d  i n  l i n e  w i t h  i n t e r n a t i o n al  s e c u r i t y  s t an d ar d s ,  
e n h an c i n g  a w ar e n e s s  o f  c y b e r  t h r e a t s  an d  c y b e r  
s e c u r i t y  b e s t  p r ac t i c e s ,  w h i l e  c o o r d i n a t i n g  b e t w e e n  
PIs and the Computer Emergency Response Team 
(CERT) which was established by the National 
C e n t e r  f o r  C y b e r  S e c u r i t y .

W i t h  t h e  v i e w  o f  m ai n t ai n i n g  f i n an c i al  s y s t e m  
s t ab i l i t y  b y  i m p r o v i n g  p u b l i c  c o n f i d e n c e  i n  t h e  
country’s financial system, appropriate regulatory 
m e as u r e s  an d  ac t i o n s  w e r e  t ak e n  b y  t h e  C e n t r al  
B an k  w i t h i n  t h e  e x i s t i n g  l e g al  an d  i n s t i t u t i o n al  
f r am e w o r k ,  ad d r e s s i n g  t h e  e m e r g i n g  r i s k s ,  
including the risks arising from the COVID-19 
p an d e m i c .  R e g u l a t o r y  m e as u r e s  an d  ac t i o n s  m ai n l y  
t ar g e t e d  t h e  f i n an c i al  s y s t e m  i n f r as t r u c t u r e  r e l a t e d  
t o  t h e  p a y m e n t  an d  s e t t l e m e n t  s y s t e m s ,  f o r e i g n  
e x c h an g e  c o n t r o l s  an d  an t i - m o n e y  l au n d e r i n g  &  
c o u n t e r i n g  t h e  f i n an c i n g  o f  t e r r o r i s m .  I n  ad d i t i o n ,  
t h e  C e n t r al  B an k  c o n t i n u e d  t o  s t r e n g t h e n  i t s  l e g al  
an d  i n s t i t u t i o n al  f r am e w o r k  b y  i n t r o d u c i n g  r e f o r m s  
t o  as s i s t  t h e  m ai n t e n an c e  o f  f i n an c i al  s y s t e m  
s t ab i l i t y  o f  t h e  c o u n t r y .  S t e p s  ar e  b e i n g  t ak e n  t o  
i n t r o d u c e  r e f o r m s  f o c u s e d  o n  a w i d e  s p e c t r u m  
o f  f i n a n c i al  s e r v i c e s  c o v e r i n g  L i c e n s e d  B an k s  
(LBs), Licensed Finance Companies (LFCs) and 
Specialised Leasing Companies (SLCs), exchange 
c o n t r o l ,  p a y m e n t  an d  s e t t l e m e n t  s y s t e m s  an d  
s t o c k  &  s e c u r i t i e s .  I n i t i a t i n g  ac t i o n  t o  i n t r o d u c i n g  
a n e w  B an k i n g  A c t  t o  i m p r o v e  t h e  r e g u l a t i o n  an d  
s u p e r v i s i o n  o f  t h e  b an k i n g  s e c t o r ,  s t r e n g t h e n i n g  
t h e  r e g u l a t o r y  f r am e w o r k  ap p l i c ab l e  t o  S r i  L an k a 
Deposit Insurance and Liquidity Support Scheme 
(SLDILSS) and commencing the establishment 
o f  a r e s o l u t i o n  f r am e w o r k  f o r  L B s  an d  L F C s  ar e  
am o n g  t h e  k e y  s t e p s  t ak e n  b y  t h e  C e n t r al  B an k  
d u r i n g  t h e  r e f e r e n c e  p e r i o d .  F u r t h e r ,  d r a f t i n g  
t h e  C r e d i t  R e g u l a t o r y  A u t h o r i t y  A c t  t o  r e p l ac e  
t h e  e x i s t i n g  M i c r o f i n an c e  A c t  N o .  6  o f  2 0 1 6  t o  
f u r t h e r  s t r e n g t h e n  t h e  r e g u l a t i o n  an d  s u p e r v i s i o n  



o f  m i c r o f i n an c e  b u s i n e s s e s  an d  t o  i n t r o d u c e  a 
m e c h an i s m  t o  r e g u l a t e  an d  s u p e r v i s e  l o c al  l e n d i n g  
b u s i n e s s e s  i s  a n o t h e r  n o t e w o r t h y  d e v e l o p m e n t  i n  
t h e  l e g al  i n f r as t r u c t u r e  o f  t h e  f i n an c i al  s e c t o r .

5.2	Payment	and	Settlement	
Systems
T h e  p a y m e n t  an d  s e t t l e m e n t  s y s t e m s  o p e r a t e d  
e f f i c i e n t l y  an d  e f f e c t i v e l y  an d  f ac i l i t a t e d  t h e  
s m o o t h  f u n c t i o n i n g  o f  t h e  f i n an c i al  f l o w s  t o  
s u p p o r t  e c o n o m i c  ac t i v i t i e s  o f  t h e  c o u n t r y  
d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .   T h e  c o n t i n u o u s  
o p e r a t i o n s  o f  t h e  p a y m e n t  an d  s e t t l e m e n t  f ac i l i t i e s  
t o  i n s t i t u t i o n s  an d  i n d i v i d u al s  w e r e  e n s u r e d  b y  t h e  
r o b u s t  i n f r as t r u c t u r e  s y s t e m s ,  w h i l e  f ac i l i t a t i n g  
t i m e l y  s e t t l e m e n t  o f  t r an s ac t i o n s  t o  m a i n t ai n  
f i n an c i al  s y s t e m  s t a b i l i t y ,  d e s p i t e  t h e  d i s r u p t i o n s  
t o  e c o n o m i c  an d  b u s i n e s s  ac t i v i t i e s  d u e  t o  t h e  
COVID-19 lockdowns imposed. As the event of a 
f ai l u r e  i n  t h e  p a y m e n t  an d  s e t t l e m e n t  s y s t e m s  
c o u l d  g i v e  r i s e  t o  s y s t e m i c  r i s k ,  r e g u l a t o r s  c o n t i n u e d  
t o  o r g an i s e  a n d  c o n d u c t  e f f e c t i v e  o v e r s i g h t  
m e c h an i s m s  s i m i l ar  t o  t h e  p r u d e n t i al  s u p e r v i s i o n  
an d  r e g u l a t i o n  o f  f i n an c i al  m ar k e t s  an d  f i n an c i al  
i n s t i t u t i o n s .  T h e  C e n t r al  B an k  al s o  c o n t i n u e d  
i t s  r e g u l a t o r y  an d  s u p e r v i s o r y  ac t i v i t i e s  o n  t h e  
p a y m e n t  a n d  s e t t l e m e n t  s y s t e m s  u n d e r  i t s  p u r v i e w  
to minimize these risks. In addition, promotional 
ac t i v i t i e s  w e r e  c ar r i e d  o u t  t o  e n c o u r ag e  t h e  g e n e r al  
p u b l i c  t o  u s e  d i g i t al  p a y m e n t  m e t h o d s  f o r  t h e i r  
t r a n s ac t i o n s  w h i c h  w e r e  al s o  p r o m o t e d  as  a m e an s  
of reducing the spread of COVID-19.

T h e  C e n t r al  B an k ,  as  t h e  o p e r a t o r  o f  t h e  L an k a S e t t l e  
S y s t e m ,  m ai n t ai n e d  c o n t i n u o u s  o p e r a t i o n s  o f  
t h e  s y s t e m  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  

T h e  L an k aS e t t l e  S y s t e m  w h i c h  i s  a s y s t e m i c al l y  
i m p o r t an t  p a y m e n t  s y s t e m  i n  S r i  L an k a,  c o m p r i s e s  
t w o  w e l l - i n t e g r a t e d  s y s t e m s  i . e .  t h e  R e al  T i m e  G r o s s  
Settlement (RTGS) System and the LankaSecure 
S y s t e m .  T h e  R T G S  s y s t e m ,  t h e  S c r i p l e s s  S e c u r i t i e s  
Settlement System (SSSS) and Cheque Imaging 
Truncation Systems (CITS) are the three main SIPS in 
t h e  c o u n t r y .   T h e  R T G S  an d  S S S S  f ac i l i t a t e  r e al - t i m e  
s e t t l e m e n t  o f  h i g h  v al u e  an d  t i m e  c r i t i c al  p a y m e n t s ,  
w h i l e  t h e  C I T S  f ac i l i t a t e s  a l ar g e  v o l u m e  o f  r e t ai l  
v al u e  i n t e r b an k  an d  p e r s o n  t o  p e r s o n  p a y m e n t s .   
I n  i t s  c ap ac i t y  as  t h e  N a t i o n al  S w i t c h ,  L an k aC l e ar  
Pvt. Ltd (LCPL) facilitates clearing and settlement 
o f  a l ar g e  n u m b e r  o f  r e t ai l  p a y m e n t  i n s t r u m e n t s  
an d  p a y m e n t  c h an n e l s  o p e r a t e d  b y  b o t h  b an k s  a n d  
n o n - b an k s ,  m ai n l y  t e l e c o m m u n i c a t i o n  c o m p an i e s .   

R e f l e c t i n g  t h e  r e s t r i c t i o n s  o n  t r a v e l  an d  h e a l t h  
concerns related to the COVID-19 pandemic 
an d  l i m i t a t i o n  o f  e c o n o m i c  ac t i v i t i e s  i n  t h e  
c o u n t r y  d u r i n g  t h e s e  e x c e p t i o n al  c i r c u m s t an c e s ,  
t r an s ac t i o n s  p e r f o r m e d  t h r o u g h  c h e q u e s  d e c l i n e d  

V alu e and  V olu me of Ch eq u e 
Retu rns as a P ercentag e of T otal

Ch art 
5 . 2

Retail P ayments in V alu e 
Ch art 

5 . 1

Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

Retu rn Cod e-wise Ch eq u e 
Retu rns 

Ch art 
5 . 3

Source: Central Bank of Sri Lanka
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T otal V olu me and  V alu e of 
Transactions	Carried	Out	

th rou g h  Cred it card s

Ch art 
5 . 4

A T M  Cash  W ith d rawals and  P ayments 
Effected	through	Debit	Cards	and	

Cred it Card s in V olu me T erms

Ch art 
5 . 5

A T M  Cash  W ith d rawals and  
Payments	Effected	through	Debit	

Card s and  Cred it Card s in V alu e T erms

Ch art 
5 . 6

Source: Central Bank of Sri Lanka Source: Central Bank of Sri Lanka

Source: Central Bank of Sri Lanka

c o n s i d e r ab l y  w h i l e  u s ag e  o f  i n t e r n e t  b an k i n g  as  
a m e an s  o f  m ak i n g  p a y m e n t s  an d  f u n d  t r an s f e r s  
i n c r e as e d  d u r i n g  t h i s  p e r i o d .  T h e  C h e q u e  C l e ar i n g  
System operated by  LCPL cleared a total volume of 
2 5  m i l l i o n  c h e q u e s  r e g i s t e r i n g  a d e c r e as e  o f  2 8 . 1  
p e r  c e n t  w h e n  c o m p ar e d  t o  t h e  c o r r e s p o n d i n g  
p e r i o d  o f  t h e  p r e v i o u s  y e ar ,  w h i l e  t h e  ag g r e g a t e  
v al u e  o f  c h e q u e s  c l e ar e d  al s o  r e c o r d i n g   a d e c r e as e  
o f  2 5 . 4  p e r  c e n t .  I t  w as  f u r t h e r  n o t e d  t h a t  t h e  
v o l u m e  o f  c h e q u e  r e t u r n s  d u r i n g  t h e  s e c o n d  
quarter of 2020 increased to 15.9 per cent of total 
volume of cheques from 4.9 percent recorded in 
f i r s t  q u ar t e r  o f  2 0 2 0  r e f l e c t i n g  t h e  d i s r u p t i o n s  t o  
t h e  h o u s e h o l d  s e c t o r  an d  c o r p o r a t e  s e c t o r  i n c o m e  
d u e  t o  t h e  p a n d e m i c .

The Sri Lanka Inter Bank Payment System (SLIPS) 
provides a 24*7  online payment facility to execute 
l o w - v al u e  b u l k  f u n d  t r an s f e r s  b o t h  i n  t h e  n a t u r e  o f  
credit transfers and direct debit transfers. During 

t h e  p e r i o d  u n d e r  r e v i e w ,  t h e  ag g r e g a t e  v o l u m e  
of SLIPS transactions grew by 0.7 per cent to 27 
m i l l i o n  w h i l s t  t h e  ag g r e g a t e  v al u e  g r e w  b y  4 . 6  
p e r  c e n t  t o  R s .  1 , 6 2 8  b i l l i o n ,  i n  c o m p ar i s o n  t o  
t h e  c o r r e s p o n d i n g  p e r i o d  i n  t h e  p r e v i o u s  y e ar .  I n  
ad d i t i o n ,  t h e  u s e  o f  c r e d i t / d e b i t  c ar d s  s h o w e d  a 
d e c l i n i n g  t r e n d  d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  
A l t h o u g h  ad o p t i o n  o f  o n - l i n e  an d  d i g i t al  p a y m e n t  
methods increased during the COVID-19 outbreak, 
t h e  s l o w d o w n  i n  h o u s e h o l d  s e c t o r  c o n s u m p t i o n  
i s  r e f l e c t e d  b y  t h e  d e c l i n e  i n  v al u e  an d  v o l u m e  o f  
c r e d i t  c ar d  s p e n d i n g  d u r i n g  t h e  s e c o n d  q u ar t e r  o f  
t h e  2 0 2 0 .

Common ATM Switch (CAS), which facilitates 
d o m e s t i c  A T M  t r an s ac t i o n s  o r i g i n a t i n g  f r o m  an y  
A T M  i n  t h e  C A S  n e t w o r k ,  r e c o r d e d  an  i n c r e a s e  i n  
v o l u m e  an d  v al u e  o f  t r an s ac t i o n s .  T o t al  v o l u m e  an d  
v al u e  o f  C A S  t r an s ac t i o n s  c ar r i e d  o u t  d u r i n g  t h e  
n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0  w e r e  3 6 . 3  
million and Rs.368.9 billion, respectively. Common 
Electronic Fund Transfer Switch (CEFTS) provides a 
c o m m o n  i n f r as t r u c t u r e  t o  c l e ar  p a y m e n t s  e f f e c t e d  
t h r o u g h  m u l t i p l e  p a y m e n t  c h an n e l s  s u c h  as  A T M s ,  
I n t e r n e t  B an k i n g ,  M o b i l e  B an k i n g ,  k i o s k s  an d  o v e r -
t h e - c o u n t e r .

T o t al  v o l u m e  an d  v al u e  o f  C E F T S  t r an s ac t i o n s  w e r e  
1 8 . 8  m i l l i o n  an d  R s .  1 , 6 3 6 . 8  b i l l i o n ,  r e s p e c t i v e l y ,  
d u r i n g  t h e  p e r i o d  f r o m  J an u a r y  2 0 2 0  t o  S e p t e m b e r  
2020. JustPay, which is a Mobile Application (app) 
b as e d  p a y m e n t  s o l u t i o n  f o r  l o w  v al u e  p a y m e n t s ,  
f ac i l i t a t e d  p a y m e n t s  u p  t o  t h e  v al u e  o f  R s .  1 0 , 0 0 0 .  
I n  A p r i l  2 0 2 0 ,  m a x i m u m  p e r  t r an s ac t i o n  v al u e  o f  
JustPay was increased to Rs. 25,000 to meet the 
d e m an d  ar i s i n g  f o r  l o w  v al u e  p a y m e n t s  t h r o u g h  
d i g i t al  m e t h o d s  d u e  t o  t h e  e c o n o m i c  l o c k d o w n .  
During the nine months ending September 2020, 
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Average Volume Average Value (Rs. bn) (RHS)

A verag e V alu e and  V olu me of 
RTGS	Transactions	Per	day	

Ch art 
5 . 7

Source: Central Bank of Sri Lanka

the total volume and value of JustPay transactions 
w h i c h  w e r e  c a r r i e d  o u t  t h r o u g h  C E F T S  w e r e  
2 . 6  m i l l i o n  an d  R s .  8 . 8  b i l l i o n ,  r e s p e c t i v e l y .  T h e  
LankaPay Online Payment Platform (LPOPP), which 
i s  a  p a y m e n t  m e c h an i s m  b as e d  o n  C E F T S ,  w as  
i m p l e m e n t e d  i n  2 0 1 7  t o  f ac i l i t a t e  o n l i n e  r e al  t i m e  
p a y m e n t s  t o  g o v e r n m e n t  an d  o t h e r  i n s t i t u t i o n s .  
A s  a t  e n d  S e p t e m b e r  2 0 2 0 ,  t h r e e  g o v e r n m e n t  
i n s t i t u t i o n s ,  c o m m e n c e d  p r o v i d i n g  r e al  t i m e  
payment facilities through LPOPP. CEFTS and other 
r e t ai l  p a y m e n t  m e c h an i s m s  b as e d  o n  C E F T S  an d  
o p e r a t i o n s  w e r e  c o n d u c t e d  s m o o t h l y  d u r i n g  t h e  
p e r i o d  u n d e r  r e v i e w ,  p r o v i d i n g  s a f e ,  s e c u r e  an d  
e f f i c i e n t  p a y m e n t  o p t i o n s  f o r  t h e  g e n e r al  p u b l i c .

The National Quick Response (QR) Code specification 
branded as “LANKAQR” was issued to provide a low-
c o s t ,  c u s t o m e r  c o n v e n i e n t  p a y m e n t  o p t i o n  a n d  e n s u r e  
i n t e r o p e r a b i l i t y  o f  d i f f e r e n t  p a y m e n t  m e c h a n i s m s  a n d  
i n s t r u m e n t s .  A c c o r d i n g l y ,  s e v e r a l  f i n a n c i a l  i n s t i t u t i o n s  
offered LANKAQR based payment products to their 
customers. Promotional campaigns on LANKAQR 
w e r e  c a r r i e d  o u t  i s l a n d - w i d e  t o  e n r o l l  m e r c h a n t s  a n d  
t o  i n c r e a s e  c u s t o m e r  a w a r e n e s s .  

S m o o t h  r e al - t i m e  s e t t l e m e n t  o f  h i g h  v al u e  an d  
t i m e - c r i t i c al  i n t e r b a n k  p a y m e n t s  o f  t h e  c o u n t r y  
w as  f ac i l i t a t e d  b y  t h e  R T G S  s y s t e m .  I n  o r d e r  t o  
e n s u r e  t h a t  t h e  o p e r a t i o n  o f  t h e  R T G S  s y s t e m  w as  
not adversely affected by liquidity issues of the PIs, 
t h e  C e n t r al  B an k  as  t h e  o p e r a t o r  o f  t h e  s y s t e m ,  
continued to provide the interest free Intra-Day 
Liquidity Facility (ILF). During the period under 
review, PIs utilized an average ILF value of Rs. 62.5. 
billion per business day and a total of 298,786 RTGS 
t r a n s ac t i o n s  w e r e  s e t t l e d  t h r o u g h  t h e  R T G S  s y s t e m  
with an average of 1,679 transactions per day.

C o n s i d e r i n g  t h e  r i s k s  as s o c i a t e d  w i t h  p o s s i b l e  
disruption to operations of the PIs of the LankaSettle 

System, the Central Bank issued the BCP Guidelines 
in 2016, instructing PIs to develop proper BCPs 
an d  d i s as t e r  r e c o v e r y  s i t e s  t o  e n s u r e  c o n t i n u i t y  
o f  b u s i n e s s  o p e r a t i o n s .  A c c o r d i n g l y ,  t h e  C e n t r al  
Bank continued to monitor the BCPs and disaster 
recovery arrangements of PIs of the LankaSettle 
System during the period under review. The BCP 
o f  t h e  C e n t r al  B an k  w as  ac t i v a t e d  d u r i n g  t h e  
COVID-19 pandemic in order to ensure continued 
o p e r a t i o n s  o f  t h e  L an k aS e t t l e  S y s t e m  an d  o t h e r  
r e l a t e d  s y s t e m s  an d  t o  e n s u r e  t i m e l y  s e t t l e m e n t  o f  
t r an s ac t i o n s  c ar r i e d  o u t  t h r o u g h  t h e  r e t a i l  p a y m e n t  
systems operated by LCPL. 

T h e  C e n t r al  B an k  c o n t i n u e d  t o  p r o m o t e  d i g i t al  
p a y m e n t s  w h i l e  s t r e n g t h e n i n g  t h e  r e g u l a t o r y  
and supervisory framework to minimize risks 
as s o c i a t e d  w i t h  s u c h  p a y m e n t  m e c h an i s m s .  O n -
s i t e  s u p e r v i s i o n  an d  o f f - s i t e  s u r v e i l l an c e  w e r e  
conducted by the Payments and Settlements 
Department of the Central Bank on Service 
Providers of Payment Cards and Mobile Payment 
S y s t e m s  t o  e n s u r e  s m o o t h  o p e r a t i o n s  o f  t h e s e  
s y s t e m s  w h i l e  ad h e r i n g  t o  r e g u l a t o r y  r e q u i r e m e n t s .  
B as e d  o n  t h e  f i n d i n g s ,  t h e  C e n t r al  B an k  ad o p t e d  
s e v e r al  m e as u r e s  t o  m i t i g a t e  r i s k s  an d  t o  s t r e am l i n e  
t h e  o p e r a t i o n s  o f  m o b i l e  p h o n e  b as e d  e - m o n e y  
systems. Accordingly, in order to minimize the 
r i s k s  ar i s i n g  f r o m  m u l t i p l e  e - m o n e y  ac c o u n t s  b e i n g  
m ai n t ai n e d  b y  an  i n d i v i d u al  c u s t o m e r ,  t h e  n u m b e r  
o f  e - m o n e y  ac c o u n t s  w h i c h  c an  b e  h e l d  b y  an  
individual was limited to one.  The Payment and 
Settlement Systems Circular No. 08 of 2019 was 
i s s u e d  t o  m o b i l e  p h o n e  b a s e d  e - m o n e y  s y s t e m  
o p e r a t o r s  t o  s p e c i f y  t h e  n u m b e r  o f  e - M o n e y  
ac c o u n t s ,  i n d i v i d u al  s t o r e d  v al u e  l i m i t s ,  d a y  l i m i t s  
an d  t r an s ac t i o n  l i m i t s  ap p l i c ab l e  f o r  c u s t o m e r  
e - m o n e y  ac c o u n t s .

U s i n g  m o b i l e  ap p l i c a t i o n s  t o  f ac i l i t a t e  v ar i o u s  
s e r v i c e s  i n c r e as e d  d u r i n g  t h e  r e c e n t  p as t  an d  
s e v e r al  f i n an c i al  i n s t i t u t i o n s  i n t r o d u c e d  p a y m e n t  
p r o d u c t s  b as e d  o n  m o b i l e  ap p l i c a t i o n  t e c h n o l o g y .  
A l t h o u g h  n e w  t e c h n o l o g i c al l y  ad v an c e d  p a y m e n t  
m e c h an i s m s  w e r e  i n t r o d u c e d  u s i n g  m o b i l e  
ap p l i c a t i o n s ,  r e g u l a t o r y  i n t e r v e n t i o n  b e c am e  
n e c e s s ar y  t o  s a f e g u ar d  c u s t o m e r  f u n d s  an d  
i n f o r m a t i o n .  A c c o r d i n g l y ,  t h e  C e n t r al  B an k  i s s u e d   
G u i d e l i n e s  o n  M i n i m u m  C o m p l i an c e  S t an d ar d  f o r  
Payment Related Mobile Applications in 2018 to set 
m i n i m u m  s e c u r i t y  s t an d ar d s  t o  m i t i g a t e  t h e  r i s k s  
o f  u s i n g  M o b i l e  A p p l i c a t i o n s  t o  p e r f o r m  f i n an c i al  
t r an s ac t i o n s .  H o w e v e r ,  i n  o r d e r  t o  b e  o n  p ar  w i t h  
t h e  r ap i d l y  e v o l v i n g  t e c h n o l o g y  an d  t o  f as t  t r ac k  t h e  
ad o p t i o n  o f  F i n t e c h  d e v e l o p m e n t s  i n  t h e  c o u n t r y ,  
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t h i s  s e t  o f  G u i d e l i n e s  w as  r e v i e w e d  i n  2 0 2 0  i n  o r d e r  
t o  u p d a t e  i t  t o  c o v e r  n e w  d e v e l o p m e n t s  i n  p a y m e n t  
r e l a t e d  m o b i l e  ap p l i c a t i o n s .  A c c o r d i n g l y ,  G u i d e l i n e  
N o . 0 1 / 2 0 2 0  o n  m i n i m u m  c o m p l i an c e  s t an d ar d s  f o r  
p a y m e n t  r e l a t e d  m o b i l e  ap p l i c a t i o n s  w as  i s s u e d  
r e p l ac i n g  G u i d e l i n e  N o .  0 1 / 2 0 1 8 .  

The National Payments Council (NPC), which is the 
i n d u s t r y  c o n s u l t a t i v e  an d  m o n i t o r i n g  c o m m i t t e e  
o n  p a y m e n t  s y s t e m s ,  c o n s i d e r i n g  t h e  i m p ac t  t h e  
s e c u r i t y  o f  d i g i t al  p a y m e n t  m e c h an i s m s  w o u l d  
h a v e  o n  t h e  f i n an c i al  s y s t e m ,  i n c l u d e d  ac t i o n  
i t e m s  t o  s t r e n g t h e n  p a y m e n t  s y s t e m  s e c u r i t y  an d  
t o  i n c r e as e  p u b l i c  a w ar e n e s s  i n  i t s  R o ad  M ap  f o r  
2 0 2 0 - 2 0 2 2 .  A c c o r d i n g l y ,  e s t ab l i s h i n g  d e d i c a t e d  
f r au d  m o n i t o r i n g  an d  p r e v e n t i o n  u n i t s ,  ad h e r i n g  
t o  i n t e r n a t i o n al  s e c u r i t y  s t an d ar d s  s u c h  as  t h e  
Europay Master Visa (EMV) and Payment Card 
Industry Data Security Standard (PCIDSS), the 
r e q u i r e m e n t  o f  f i n an c i al  i n s t i t u t i o n s  j o i n i n g  t h e  
C E R T  an d  i n c r e as i n g  a w ar e n e s s  o n  c y b e r  s e c u r i t y  
b e s t  p r ac t i c e s  w e r e  i n c l u d e d  as  i t e m s  i n  t h e  R o ad  
M ap .

T h e  C e n t r a l  B an k  i s s u e d  l i c e n s e s  t o  2  i n s t i t u t i o n s  t o  
o p e r a t e  i n  t h e  p a y m e n t  c ar d  i n d u s t r y ,  d u r i n g  t h e  
n i n e  m o n t h s  e n d i n g  S e p t e m b e r  2 0 2 0 .  A c c o r d i n g l y ,  
one licensed specialized bank (LSB) and one LFC 
w e r e  g r an t e d  ap p r o v al  t o  i s s u e  d e b i t  c ar d s  as  
licensed Service Providers of Payment Cards. In 
ad d i t i o n ,  ap p r o v al  w as  g r an t e d  t o  a L F C  t o  f u n c t i o n  
as  a f i n an c i al  ac q u i r e r  o f  p a y m e n t  c ar d s .     

5 . 3  Streng th ening  th e Leg al 
Framework to M aintain Stability
A d v an c e d  l e g al  i n f r as t r u c t u r e  p l a y s  a p i v o t al  
r o l e  i n  t h e  o p e r a t i o n s  o f  t h e  f i n an c i al  s e c t o r  b y  
e m p o w e r i n g  an d  g o v e r n i n g  r e g u l a t o r s  t o  e n ab l e  
e f f e c t i v e  r e g u l a t i o n  an d  s u p e r v i s i o n  o f  f i n an c i al  
m ar k e t s  an d  f i n an c i al  i n s t i t u t i o n s  t o  m ai n t ai n  an  
e f f i c i e n t  an d  s t ab l e  f i n an c i a l  s y s t e m .  I n  o r d e r  t o  
s t r e n g t h e n  t h e  l e g al  f r am e w o r k  r e l a t e d  t o  t h e  
f i n an c i al  s e c t o r  o f  S r i  L an k a,  t h e  C e n t r al  B an k  i s  
i n  t h e  p r o c e s s  o f  i n t r o d u c i n g  a n e w  B an k i n g  A c t  
f o r  t h e  r e g u l a t i o n  an d  s u p e r v i s i o n  o f  t h e  b an k i n g  
s e c t o r .  T h e  n e w  A c t  w i l l  r e p l ac e  t h e  e x i s t i n g  
Banking Act, No. 30 of 1988, one of the key statutes 
ad m i n i s t e r e d  b y  t h e  C e n t r al  B an k .  T h e  n e w  B an k i n g  
A c t  c o n t ai n s  p r o v i s i o n s  o n  ad d i t i o n al  c r i t e r i a f o r  
l i c e n s i n g  o f  b an k i n g  i n s t i t u t i o n s  an d  r e g u l a t i o n  
an d  s u p e r v i s i o n  o f  f i n an c i a l  h o l d i n g  c o m p an i e s .  
T h e  p r o p o s e d  A c t  w i l l  al s o  e n ab l e  c o n s o l i d a t e d  
s u p e r v i s i o n  an d  e n h an c e  c o r p o r a t e  g o v e r n an c e  

w i t h i n  b an k i n g  i n s t i t u t i o n s .  W h i l e  i t  ai m s  t o  
recognize systemically important banks to improve 
r e g u l a t o r y  an d  s u p e r v i s o r y  o v e r s i g h t ,  p r o v i s i o n s  
ar e  i n t r o d u c e d  f o r  e ar l y  i n t e r v e n t i o n  b y  t h e  C e n t r al  
B an k  an d  a w i d e  r an g e  o f  b an k  r e s o l u t i o n  m e as u r e s  
ar e  al s o  i n c o r p o r a t e d .   O t h e r  ar e as  o f  s i g n i f i c an c e  
i n c l u d e  c o n s u m e r  p r o t e c t i o n  w i t h i n  t h e  b a n k i n g  
s e c t o r ,  l e g al l y  m an d a t e d  d e p o s i t  i n s u r an c e  an d  
c r o s s  b o r d e r  c o r p o r a t i o n  w i t h  o t h e r  r e g u l a t o r s .   A s  
a m e as u r e  t o  s t r e n g t h e n  t h e  r e g u l a t o r y  f r am e w o r k ,  
t h e  C e n t r al  B an k  w i l l  b e  e m p o w e r e d  t o  c h ar g e  
ad m i n i s t r a t i v e  p e n a l t i e s  an d  i n i t i a t e  c i v i l  ac t i o n s  
f o r  n o n - c o m p l i an c e s  e t c .   T h e s e  d e v e l o p m e n t s  ar e  
e x p e c t e d  t o  r e s o l v e  t h e  l e g al  an d  r e g u l a t o r y  i s s u e s  
f ac e d  b y  t h e  f i n an c i al  s y s t e m  an d  ad d r e s s i n g  t h e  
l ac u n as  i n  t h e  p r e s e n t  l a w  w h i c h  ar e  n o t  i n  l i n e  w i t h  
t h e  d e v e l o p m e n t s  i n  t h e  r e g u l a t o r y  s u p e r v i s o r y  
f r am e w o r k .  T e c h n i c al  A s s i s t an c e  f r o m  t h e  W o r l d  
B an k  h as  b e e n  o b t ai n e d  t o  d e v e l o p  t h e  i n i t i al  d r a f t  
o f  t h i s  A c t  an d  f u r t h e r  d i s c u s s i o n s  ar e  u n d e r w a y  t o  
m ak e  f u r t h e r  d e v e l o p m e n t s  t h e r e t o .  I n  ad d i t i o n ,  
t h e  ap p r o v al  o f  t h e  M o n e t ar y  B o ar d  h as  al s o  b e e n  
o b t ai n e d  t o  i n t r o d u c e  am e n d m e n t s  t o  t h e  F i n an c e  
B u s i n e s s  A c t ,  N o .  4 2  o f  2 0 1 1 ,  t h e  m ai n  s t a t u t e  
ap p l i c ab l e  f o r  t h e  r e g u l a t i o n  an d  s u p e r v i s i o n  o f  
t h e  L F C s  w h i c h  al s o  ai m s  t o  ad d r e s s  t h e  l ac u n as  
i n  t h e  e x i s t i n g  l a w  an d  t o  f u r t h e r  s t r e n g t h e n  t h e  
r e g u l a t o r y  f r am e w o r k  ap p l i c ab l e  t o  t h a t  s e c t o r .  
S u c h  am e n d m e n t s  w i l l  i n c l u d e  t h o s e  ai m i n g  a t  
s t r e n g t h e n i n g  t h e  r e g u l a t o r y  an d  s u p e r v i s o r y  
powers of the Monetary Board and the Director 
of the Department of the Supervision of Non-Bank 
F i n an c i al  I n s t i t u t i o n s .  T h e  p r o v i s i o n s  o n  d i r e c t o r s  
of  non-bank financial institution’s disqualification 
c r i t e r i a an d  f i t  an d  p r o p e r  as s e s s m e n t s  w i l l  b e  
d e v e l o p e d  i n  l i n e  w i t h  i n t e r n a t i o n al  s t an d ar d s .  
W i t h i n  t h e  ar r an g e m e n t s  o f  t h e  C ap i t al  M ar k e t s  
Development Project, significant changes will be 
i n t r o d u c e d  t o  l a w s  p e r t ai n i n g  t o  c ap i t al  m ar k e t s .   
I t  i s  e x p e c t e d  t o  i n t r o d u c e  l e g i s l a t i o n  o n  n e t t i n g  
an d  c l e ar i n g  w i t h  a v i e w  t o  d e v e l o p i n g  t h e  l e g al  
f r am e w o r k  t o  a c o m p e t i t i v e  l e v e l .

F u r t h e r ,  t h e  C e n t r al  B an k  h as  t ak e n  s t e p s  t o  i n t r o d u c e  
am e n d m e n t s  t o  t h e  R e g i s t e r e d  S t o c k  an d  S e c u r i t i e s  
Ordinance, No. 7 of 1937, the Local Treasury Bills 
Ordinance No. 8 of 1923, which will inter alia 
f ac i l i t a t e  i n t r o d u c i n g  p r o v i s i o n s  w i t h  r e s p e c t  t o  
t h e  ap p o i n t m e n t  o f  n o m i n e e s  f o r  t h e  t r e as u r y  b i l l s  
an d  b o n d s ,  s t r e n g t h e n i n g  t h e  p r o v i s i o n s  r e l a t i n g  
t o  o f f e n c e s  u n d e r  s u c h  s t a t u t e s  an d  i n t r o d u c i n g  
ad m i n i s t r a t i v e  c h ar g e s  e t c .  M o r e o v e r ,  i n i t i a t i v e s  
h a v e  al r e ad y  b e e n  t ak e n  t o  i n t r o d u c e  am e n d m e n t s  
to the Payment and Settlement Systems Act, No. 
2 8  o f  2 0 0 5 .  A m e n d m e n t s  s u g g e s t e d  t o  t h e  F o r e i g n  
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37 The Sri Lanka Deposit Insurance Scheme was established in 2010 
under the Sri Lanka Deposit Insurance Scheme Regulation No. 01 
of 2010, in the interest of maintaining confidence in the financial 
system and thereby contributing towards the overall financial 
system stability of the country. The name of the Sri Lanka Deposit 
Insurance Scheme was amended in 2013 as SLDILSS with the 
v i e w  o f  p r o v i d i n g  l i q u i d i t y  s u p p o r t  f o r  t h e  M I s .  A l l  L B s  an d  L F C s  
are members of SLDILSS. The outstanding investment balance of 
the fund as at 30 September 2020 is Rs.54.4 billion (face value 
unaudited) and Rs.1.9 billion (book value unaudited) in liquidity 
s u p p o r t  l o an s .

38 It is also expected to conduct on-site supervision of MIs of SLDILSS 
t o  e n s u r e  t h e  m ai n t e n an c e  o f  d a t ab as e s  an d  o t h e r  s y s t e m s  t h a t  
are imperative for ensuring the effectiveness and efficiency of the 
scheme. RED is currently not conducting on-site examinations. 
H o w e v e r ,  i t  i s  e x p e c t e d  t o  c o n d u c t  n e x t  y e ar  o n w ar d s  t o g e t h e r  
with the two regulators BSD and SNBFID.

E x c h an g e  A c t ,  N o . 1 2  o f  2 0 1 7  h a v e  al s o  b e e n  r e f e r r e d  
t o  t h e  C ab i n e t  o f  M i n i s t e r s  f o r  i t s  ap p r o v al  w i t h  
a v i e w  t o  s t r e n g t h e n  an d  e n h an c e  t h e  r e g u l a t o r y  
an d  s u p e r v i s o r y  f r am e w o r k  o f  t h e  C e n t r al  B a n k  i n  
r e s p e c t  o f  f o r e i g n  e x c h an g e  o p e r a t i o n s  i n  S r i  L an k a.  
I n  ad d i t i o n  t o  t h a t ,  t h e  C e n t r al  B an k  i s  i n v o l v e d  i n  
d r a f t i n g  a N e w  C r e d i t  R e g u l a t o r y  A u t h o r i t y  A c t  f o r  
S r i  L an k a w h i c h  w as  ap p r o v e d  b y  t h e  C ab i n e t  o f  
Ministers in 2019. This proposed Act will replace 
t h e  p r e s e n t  M i c r o f i n an c e  A c t ,  N o .  0 6  o f  2 0 1 6  an d  
ai m s  a t  f u r t h e r  s t r e n g t h e n i n g  t h e  r e g u l a t i o n  an d  
s u p e r v i s i o n  o f  t h e  m i c r o f i n an c e  b u s i n e s s  i n  S r i  
L an k a.   T h e  d r a f t  A c t  w i l l  i n t r o d u c e  a n e w  r e g u l a t o r y  
f r a m e w o r k  ap p l i c ab l e  f o r  p e r s o n s  w h o  e n g ag e  i n  
t h e  b u s i n e s s  o f  m o n e y  l e n d i n g  i n  S r i  L an k a an d  
p r o v i d e  f o r  n e w  l e g al  r e q u i r e m e n t s  r e l a t i n g  t o  
c o n s u m e r  p r o t e c t i o n  as  w e l l .

5.4	Resolution	&	Enforcement	
and  D ep osit I nsu rance Sch eme
The Sri Lanka Deposit Insurance and Liquidity 
Support Scheme (SLDILSS) continued to expand 
d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w  w h i l e  p r o v i d i n g  
c o m p e n s a t i o n  p a y m e n t s  t o  l i c e n s e  c an c e l l e d /
s u s p e n d e d  f i n a n c e  c o m p an i e s ,  t h e r e b y  u p h o l d i n g  
t h e  p u b l i c  t r u s t  i n  t h e  f i n an c i al  s y s t e m . 3 7   C u r r e n t l y ,  
SLDILSS comprises of 73 member institutions 
(MIs).3 8   Funds of SLDILSS have been invested in 
G o v e r n m e n t  S e c u r i t i e s  an d  i n  l i q u i d i t y  s u p p o r t  
l o an s  g i v e n  t o  M I s .  T h e  m a x i m u m  c o v e r ag e  o f  
SLDILSS is currently Rs. 600,000 per depositor per 
i n s t i t u t i o n .

T h e  C e n t r al  B a n k  c o n t i n u e d  w i t h  t h e  c o m p e n s a t i o n  
payments for the depositors under SLDILSS for 
t h r e e  f a i l e d  L F C s ,  n am e l y  C e n t r al  I n v e s t m e n t  an d  
Finance PLC (CIFL), The Standard Credit and Finance 
Ltd. (TSCFL) and TKS Finance Company Ltd. (TKSFL) 

d u r i n g  t h e  p e r i o d  u n d e r  r e v i e w .  F u r t h e r ,  m e as u r e s  
w e r e  al s o  t ak e n  t o  c o m m e n c e  c o m p e n s a t i o n  
p a y m e n t s  t o  t h e  d e p o s i t o r s  o f  t h r e e  o t h e r  l i c e n s e  
c an c e l l e d / s u s p e n d e d  f i n an c e  c o m p an i e s ,  n am e l y  
The Finance Company PLC (TFC), ETI Finance Ltd. 
(ETI) and Swarnamahal Financial Services PLC (SFS) 
t h r o u g h  an  A g e n t  B an k  i n  o r d e r  t o  e x p e d i t e  t h e  
c o m p e n s a t i o n  p a y m e n t  p r o c e s s  an d  a l i c e n s e d  
c o m m e r c i al  b a n k  w as  ap p o i n t e d  as  t h e  “ A g e n t  
Bank” for this purpose. Accordingly, Rs.19.7 billion 
h as  b e e n  p ai d  as  c o m p e n s a t i o n s  t o  ag g r i e v e d  
d e p o s i t o r s  o f  l i c e n s e  c an c e l l e d / s u s p e n d e d  f i n an c i al  
i n s t i t u t i o n s  as  a t  3 0  S e p t e m b e r  2 0 2 0 .

F u r t h e r m o r e ,  t h e  C e n t r al  B an k  h as  d e v e l o p e d  
o p e r a t i o n al  p r o c e d u r e s  p e r t ai n i n g  t o  e n f o r c e m e n t  
f u n c t i o n s  i n  o r d e r  t o  s t r e am l i n e  e n f o r c e m e n t  
ac t i o n  ag ai n s t  r e g u l a t o r y  n o n - c o m p l i an c e s .  I n  
t h i s  r e g ar d ,  an  E n f o r c e m e n t  C o m m i t t e e  w as  
e s t ab l i s h e d  i n  c o l l ab o r a t i o n  w i t h  t h e  A t t o r n e y  
General’s Department to expedite legal action 
against prohibited schemes and unauthorized 
f i n an c e  b u s i n e s s e s .  S e v e r al  i n v e s t i g a t i o n s  w e r e  
conducted into unauthorized finance businesses 
an d  p r o h i b i t e d  s c h e m e s  u n d e r  t h e  r e l e v an t  
p r o v i s i o n s  o f  t h e  F i n an c e  B u s i n e s s  A c t ,  N o .  4 2  
of 2011 and the Banking Act, No. 30 of 1988. 
A w ar e n e s s  p r o g r am m e s  w e r e  al s o  c o n d u c t e d  w i t h  
a v i e w  t o  i m p r o v i n g  f i n an c i al  l i t e r ac y  an d  e d u c a t i n g  
the general public on the ill-effects of unauthorized 
f i n an c e  b u s i n e s s e s  an d  p r o h i b i t e d  s c h e m e s .  
A w ar e n e s s  p r o g r am m e s  r e g ar d i n g  f r au d u l e n t  
s c h e m e s  w i l l  al s o  b e  c o n d u c t e d  t ar g e t i n g  s c h o o l  
c h i l d r e n  an d  l a w  e n f o r c e m e n t  au t h o r i t i e s  w i t h  
a v i e w  t o  e n h an c i n g  t h e i r  k n o w l e d g e  ab o u t  t h e  
i m p o r t an c e  o f  c o m b a t i n g  t h e s e  f i n an c i al  s c am s .

Source: Central Bank of Sri Lanka
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39 The FATF is an independent inter-governmental body that 
develops and promotes policies to protect the global financial 
system against money laundering, terrorist financing and the 
financing of proliferation of weapons of mass destruction

40 The de-listing of Sri Lanka by the European Commission from its 
List of High Risk Third Countries that have strategic deficiencies 
i n  t h e i r  A M L / C F T  r e g i m e s  p u b l i s h e d  o n  7  M a y  2 0 2 0  i s  o n e  s u c h  
ac h i e v e m e n t .  S r i  L an k a w as  l i s t e d  as  a H i g h  R i s k  T h i r d  C o u n t r y  b y  
the EU in February 2018, subsequent to Sri Lanka being identified 
by the FATF as a jurisdiction with strategic AML/CFT deficiencies in 
its Compliance Document a.k.a “the Grey List” in October 2017. 
Upon the listing, a time bound Action Plan to address the strategic 
deficiencies identified was assigned to Sri Lanka. Since the listing by 
t h e  F A T F ,  t h e  F I U  t o g e t h e r  w i t h  o t h e r  s t ak e h o l d e r s ,  t o o k  a s e r i e s  o f  
effective and tangible steps to implement the FATF Action Plan well 
within the given time frame, and accordingly, the FATF de-listed Sri 
L an k a f r o m  t h e  G r e y  L i s t  a t  i t s  p l e n ar y  h e l d  d u r i n g  1 3 - 1 8  O c t o b e r  
2019 in Paris. Subsequent to the de-listing by the FATF, the EU de-
l i s t e d  S r i  L an k a f r o m  i t s  l i s t  o f  H i g h  R i s k  T h i r d  C o u n t r i e s .

A  c o m p r e h e n s i v e  R e s o l u t i o n  F r am e w o r k  f o r  t h e  L B s  
an d  L F C s  u n d e r  t h e  e x i s t i n g  l e g al  f r am e w o r k  i s  b e i n g  
d e v e l o p e d  w i t h  t h e  t e c h n i c al  as s i s t an c e  o f  t h e  U S  
T r e as u r y .  I n  t h e  p r o p o s e d  r e s o l u t i o n  f r am e w o r k ,  
the Resolution & Enforcement Department will 
f u n c t i o n  as  t h e  R e s o l u t i o n  A u t h o r i t y  o f  t h e  C e n t r al  
B an k  i n  ac c o r d an c e  w i t h  t h e  p o l i c y  f r am e w o r k  t h a t  
w i l l  b e  p r o m u l g a t e d  u n d e r  t h e  p r o p o s e d  B an k i n g  
A c t .  A c c o r d i n g l y ,  i t  i s  e n v i s ag e d  t o  s t r e n g t h e n  t h e  
regulatory framework applicable to SLDILSS in terms 
o f  t h e  p r o p o s e d  B an k i n g  A c t  an d  i n t e r n a t i o n al  b e s t  
p r ac t i c e s .

5.5	Anti-Money	Laundering	and	
Cou ntering  th e Financing  of 
T errorism
M o n e y  l au n d e r i n g  an d  f i n an c i n g  o f  t e r r o r i s m  p o s e  
a s i g n i f i c an t  t h r e a t  t o  f i n an c i al  s y s t e m  s t ab i l i t y  an d  
e c o n o m i c  d e v e l o p m e n t  b y  d i v e r t i n g  r e s o u r c e s  a w a y  
f r o m  e c o n o m i c al l y  an d  s o c i al l y  p r o d u c t i v e  u s e s .   
The COVID-19 pandemic has especially generated 
a r an g e  o f  f i n an c i al  f l o w s  t h r o u g h  f i s c al  s t i m u l u s ,  
i n t e r n a t i o n al  ai d  an d  o t h e r  s o c i al  as s i s t an c e  
p r o g r am m e s  p r o v i d i n g  n e w  o p p o r t u n i t i e s  f o r  
c r i m i n al s  an d  t e r r o r i s t s  t o  l au n d e r  i l l i c i t  p r o c e e d s .  
The Financial Action Task Force (FATF)39  h as  
h i g h l i g h t e d  t h a t  t h r e a t s  o f  m o n e y  l au n d e r i n g  h a v e  
increased due to the COVID-19 pandemic with 
t h e  i n c r e a s e d  p o p u l ar i t y  o f  r e m o t e  w o r k  t h r o u g h  
o n l i n e  s y s t e m s ,  r e s t r i c t i o n s  o n  i n - p e r s o n  b an k i n g ,  
u r g e n t  p u r c h as e s  o f  m e d i c al  e q u i p m e n t  t o  m e e t  
t h e  o v e r w h e l m i n g  d e m an d  an d  i n c r e as e  i n  g l o b al  
online sales. Having recognized the emerging 
threats, the Financial Intelligence Unit (FIU) of 
t h e  C e n t r al  B an k  c o n t i n u e d  t o  p e r f o r m  i t s  c o r e  
f u n c t i o n s  am i d  m an y  c h al l e n g e s ,  d u r i n g  t h e  y e ar  
2 0 2 0 .  H o w e v e r ,  t h e  d e - l i s t i n g  o f  S r i  L an k a b y  t h e  
F A T F  an d  E u r o p e an  C o m m i s s i o n  f r o m  t h e i r  l i s t s  o f  
H i g h  R i s k  c o u n t r i e s  t h a t  h a v e  s t r a t e g i c  d e f i c i e n c i e s  
in their AML/CFT in 2019 and 2020 respectively will 
h a v e  a p o s i t i v e  e c o n o m i c  an d  f i n an c i al  i m p ac t  o n  
S r i  L an k a,  s i n c e  t h e  s t ab i l i t y  o f  t h e  f i n an c i al  s y s t e m  
d e p e n d s  h e a v i l y  o n  p e r c e i v e d  r e p u t a t i o n  o f  i t s  
i n t e g r i t y . 4 0

F I U  i s s u e d  s e v e r al  c i r c u l ar s  an d  g u i d e l i n e s  f o c u s i n g  
on identification of Politically Exposed Persons, 
A M L / C F T  c o m p l i an c e  o b l i g a t i o n s  f o r  A c c o u n t an t s  

and Trusts or Company Service Providers, scenario 
b as e d  L an k aF I N  r e p o r t i n g  f o r  L F C s ,  I n s u r an c e  
C o m p an i e s  an d  S t o c k  B r o k e r s ,  e t c .  an d  t o  a l l  t h e  
F i n an c i al  I n s t i t u t i o n s  ad v i s i n g  t h e m  t o  i n c r e as e  
v i g i l an c e / d u e  d i l i g e n c e  an d  t o  t ak e  ap p r o p r i a t e  
m e as u r e s  t o  p r o t e c t  t h e  f i n an c i al  s y s t e m  f r o m  
p o s s i b l e  m o n e y  l au n d e r i n g /  t e r r o r i s t  f i n an c i n g  
risks arising during the global COVID-19 pandemic.

C o n d u c t i n g  a w ar e n e s s  am o n g  i n v e s t i g a t i n g  
officers on money laundering (ML) investigations, 
c o n t i n u o u s  c o o r d i n a t i o n  w i t h  i n v e s t i g a t o r s ,  
p r o s e c u t o r s  an d  f i n an c i al  i n s t i t u t i o n s ,  b r i e f i n g  
f i n an c i al  i n s t i t u t i o n s  o n  t h e i r  r e s p o n s i b i l i t i e s  i n  
e n s u r i n g  i n s t i t u t i o n al  c o m p l i an c e  an d  s u p p o r t i n g  
Law Enforcement Agencies’ (LEA) efforts in 
c o m b a t i n g  M L  r e l a t e d  t o  i l l i c i t  d r u g  t r ad e ,  e t c .  w e r e  
al s o  c ar r i e d  o u t  d u r i n g  t h i s  p e r i o d .    

T h e  F I U  i s  i n  t h e  p r o c e s s  o f  i n t r o d u c i n g  
am e n d m e n t s  t o  t h r e e  m ai n  l e g i s l a t i v e  e n ac t m e n t s  
(the Convention on the Suppression of Terrorist 
Financing Act, No. 25 of 2005, the Prevention 
o f  M o n e y  L au n d e r i n g  A c t ,  N o .  5  o f  2 0 0 6  an d  t h e  
Financial Transactions Reporting Act, No. 6 of 2006) 
t h a t  s u p p o r t  t h e  A M L / C F T  f r am e w o r k  o f  S r i  L an k a.  
T h e  ap p r o v al  o f  t h e  C ab i n e t  o f  M i n i s t e r s  h as  b e e n  
s o u g h t  f o r  t h e  am e n d m e n t s ,  w h i c h  ar e  m ai n l y  
ai m e d  a t  r e c t i f y i n g  t h e  d e f i c i e n c i e s  i d e n t i f i e d  a t  
t h e  M u t u al  E v al u a t i o n  c ar r i e d  o u t  i n  2 0 1 4 / 1 5  b y  
the Asia Pacific Group on Money Laundering, with 
a view to enhancing the country’s compliance with 
t h e  c h an g e s  t o  t h e  F A T F  r e c o m m e n d a t i o n s  an d  
d e f i c i e n c i e s  i d e n t i f i e d  i n  t h e  i m p l e m e n t a t i o n  o f  
t h e s e  l e g i s l a t i o n s  o v e r  t h e  p e r i o d .

5 . 6  Su rveillance on Foreig n 
Exchange	Transactions
S e v e r al  m e as u r e s  w e r e  i n t r o d u c e d  b y  w a y  o f  
Regulations, Orders and Directions issued under 
t h e  p r o v i s i o n s  o f  t h e  F o r e i g n  E x c h an g e  A c t ,  N o .  
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41 Proposals have also been forwarded to the Hon. Minister of 
F i n an c e  s e e k i n g  p e r m i s s i o n  t o  e x t e n d  t h e  p e r i o d  f o r  w h i c h  n e w  
SDAs can be opened. All these measures are expected to lessen the 
emerging risk of remitting out of maturity proceeds of such SDAs.

42 Banking density is defined as the number of bank branchers per 
100,000 population.

12 of 2017 (FEA), in order to ease the pressure 
o n  t h e  e x c h an g e  r a t e  an d  t o  i m p r o v e  t h e  f o r e i g n  
r e s e r v e  p o s i t i o n  o f  t h e  c o u n t r y  d u r i n g  t h e  p e r i o d  
c o n c e r n e d .  

A c c o r d i n g l y ,  i n  o r d e r  t o  a t t r ac t  f o r e i g n  e x c h an g e  
i n f l o w s  t o  t h e  c o u n t r y  f r o m  b o t h  r e s i d e n t s  an d  n o n -
residents, Special Deposit Accounts (SDAs) with an 
ad d i t i o n al  i n t e r e s t  p a y m e n t  b y  t h e  G o v e r n m e n t  
w e r e  i n t r o d u c e d  d u r i n g  e ar l y  A p r i l  2 0 2 0 .  F u r t h e r ,  
t h e  O r d e r  i s s u e d  u n d e r  S e c t i o n  2 2  o f  t h e  F E A  
w h i c h  s u s p e n d e d  o u t w ar d  r e m i t t an c e s  i n  r e s p e c t  
o f  c e r t ai n  c ap i t a l  t r an s ac t i o n s  i s  v al i d  o n l y  f o r  a 
six months period (i.e. to be lapsed by 01 January 
2021). However, suspensions under this Order, if 
n o t  e x t e n d e d ,  m a y  c au s e  u n f a v o r ab l e  e f f e c t s  o n  t h e  
e x c h an g e  r a t e  s t ab i l i t y  w i t h  p o s s i b l e  s u b s e q u e n t  
o u t w ar d  c ap i t a l  t r an s ac t i o n s .  H o w e v e r ,  i f  t h e  
e c o n o m i c  c o n d i t i o n s  w ar r an t  c o n t i n u a t i o n  o f  t h e s e  
r e s t r i c t i o n s ,  t h e n  t h e r e  w i l l  b e  c o n c e r n  t o  r e v i s i t  
t h e  e x i s t i n g  g e n e r al  p e r m i s s i o n  g r an t e d  u n d e r  t h e  
F E A  f o r  r e s i d e n t s  t o  m ak e  o u t w ar d  i n v e s t m e n t s  an d  
c l ai m s  o n  m i g r a t i o n  al l o w an c e  b y  e m i g r an t s .   

M o r e o v e r ,  c o n s i d e r i n g  t h e  d i f f i c u l t i e s  f ac e d  b y  
f o r e i g n  c u r r e n c y  b o r r o w e r s  w i t h  t h e  r e d u c e d  l e v e l  
o f  c as h  f l o w s / e ar n i n g s  i n  f o r e i g n  e x c h an g e  d u e  t o  
the impact of the COVID-19 pandemic, Authorized 
Dealers (ADs) were permitted to recover existing 
f o r e i g n  c u r r e n c y  l o an s  g r an t e d  t o  f o r e i g n  e x c h an g e  
earners and to Sri Lankans working abroad (other 
than emigrants), in Sri Lanka Rupees, as a last 
r e s o r t .  

I n  l i n e  w i t h  s e v e r al  o t h e r  m e as u r e s  i n t r o d u c e d  
b y  t h e  C e n t r al  B an k  t o  e as e  t h e  p r e s s u r e  o n  t h e  
e x c h an g e  r a t e  an d  t o  p r e v e n t  f i n an c i al  m ar k e t  p an i c  
due to the COVID-19 pandemic, Directions were 
issued to ADs under FEA limiting release of foreign 
e x c h an g e  i n  r e s p e c t  o f  c e r t ai n  c u r r e n t  t r an s ac t i o n s .  
A s  a f u r t h e r  m e as u r e  t o  p r e s e r v e  t h e  f o r e i g n  
c u r r e n c y  r e s e r v e  p o s i t i o n  o f  t h e  c o u n t r y ,  an  O r d e r  
w as  i s s u e d  u n d e r  S e c t i o n  2 2  o f  t h e  F E A ,  r e s t r i c t i n g  
o u t w ar d  r e m i t t a n c e s  o f  c e r t a i n  c ap i t al  t r an s ac t i o n s  
f o r  a t h r e e  m o n t h s  p e r i o d .  H o w e v e r ,  c o n s i d e r i n g  
t h e  p o s s i b l e  n e g a t i v e  i m p ac t  t o  t h e  S r i  L an k an  
economy due to the COVID-19 pandemic, this 
O r d e r  w as  s u b s e q u e n t l y  e x t e n d e d  f o r  a p e r i o d  o f  
s i x  m o n t h s .  I n  o r d e r  t o  a t t r ac t  i n w ar d  r e m i t t a n c e s /
i n f l o w s  t o  t h e  c o u n t r y  an d  t h e r e b y  t o  s u p p o r t  
n a t i o n al  e f f o r t  t o  m an ag e  t h e  c h al l e n g e s  f ac e d  
due to the COVID-19 outbreak, regulations were 
issued introducing SDAs to be opened with fresh 
i n w ar d  r e m i t t an c e s  u n t i l  0 2  O c t o b e r  2 0 2 0  4 1 .  L a t e r ,  
sources of funding in foreign exchange for SDAs 

w e r e  e x p an d e d  w i t h  a v i e w  t o  e n c o u r ag i n g  m o r e  
inward remittances/deposits to SDAs. Moreover, 
regulations were issued, permitting ADs to renew 
and continue SDAs beyond the designated date 
o f  m a t u r i t y  u n d e r  t h e  t e r m s  f o r  n o r m al  d e p o s i t s  
an d  t o  t r an s f e r  m a t u r i t y  p r o c e e d s  i n t o  I n w ar d  
Investment Accounts (IIAs) or Personal Foreign 
Currency Accounts (PFCAs). 

I n s t r u c t i o n s  ar e  b e i n g  i s s u e d  o n  a c as e  b y  c as e  b as i s  
to ADs, in respect of foreign currency loans granted 
t o  h o l d e r s  o f  B u s i n e s s  F o r e i g n  C u r r e n c y  A c c o u n t s  
(BFCAs) and to Sri Lankans working abroad who 
maintain PFCAs (other than emigrants), to allow 
b o r r o w e r s  t o  r e p a y  s u c h  l o an s  i n  S r i  L an k a R u p e e s  
only for a short period (i.e. for 03 to 06 months 
of loans installments), thereby avoiding the lump 
s u m  c o n v e r s i o n s  o f  l ar g e  s c al e / l o n g  t e r m  f o r e i g n  
c u r r e n c y  l o an s  i n t o  S r i  L an k a R u p e e  l o an s .  

During October 2020, regulations were issued 
permitting the renewal and continuation of SDAs, 
b e y o n d  t h e  d e s i g n a t e d  d a t e  o f  m a t u r i t y  w i t h  i n t e r e s t  
rates offered by ADs for normal term deposits and 
t o  b e  f r e e l y  c o n v e r t i b l e  an d  r e p a t r i ab l e  o u t s i d e  
S r i  L an k a o n  t h e  m a t u r i t y  o f  s u c h  t e r m  d e p o s i t s .  
F u r t h e r ,  m a t u r i t y  p r o c e e d s  i n c l u d i n g  t h e  i n t e r e s t  o f  
SDAs were permitted to be credited to PFCAs and 
IIAs, provided SDA holders are eligible to open and 
m ai n t ai n  s u c h  ac c o u n t s ,  al s o  e n c o u r ag i n g  r e t e n t i o n  
o f  s u c h  d e p o s i t s  w i t h i n  t h e  c o u n t r y .   

5 . 7  Financial I nclu sion
F i n an c i al  i n c l u s i o n  i s  i d e n t i f i e d  as  a k e y  
d e t e r m i n an t  o f  h o u s e h o l d  s e c t o r  i n c o m e ,  t h e r e b y  
i n f l u e n c i n g  t h e  f i n an c i al  s t ab i l i t y  an d  e c o n o m i c  
g r o w t h  p ar t i c u l ar l y  i n  d e v e l o p i n g  c o u n t r i e s .  H a v i n g  
i d e n t i f i e d  t h e  i m p o r t an c e  o f  f i n an c i al  i n c l u s i o n ,  t h e  
C e n t r al  B an k  h as  t ak e n  e f f o r t s  t o  i m p r o v e  t h e  l e v e l  
o f  f i n an c i al  i n c l u s i o n  o f  t h e  c o u n t r y  d u r i n g  t h e  p as t  
f e w  d e c ad e s .   T h e  b an k i n g  d e n s i t y 4 2  o f  t h e  c o u n t r y ,  
o n e  o f  t h e  k e y  p r i m ar y  i n d i c a t o r s  o f  f i n an c i al  
i n c l u s i o n  g r ad u al l y  i n c r e as e d  w i t h  t h e  o u t r e ac h  o f  
b an k  b r an c h e s ,  p ar t i c u l ar l y  d u r i n g  t h e  p o s t - c o n f l i c t  
e r a.  W i t h  an  i n t e n t i o n  o f  f u r t h e r  i m p r o v i n g  f i n an c i al  
i n c l u s i o n  o f  t h e  c o u n t r y ,  t h e  C e n t r al  B an k  d e v e l o p e d  
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the National Financial Inclusion Strategy (NFIS), 
w i t h  as s i s t an c e  f r o m  t h e  I n t e r n a t i o n al  F i n an c e  
Corporation (IFC) of the World Bank Groupand it is 
e x p e c t e d  t o  b e  o f f i c i al l y  l au n c h e d  d u r i n g  t h e  f o u r t h  
q u ar t e r  o f  2 0 2 0 .  T h e  k e y  o b j e c t i v e  o f  t h e  N F I S  i s  t o  
i d e n t i f y  an d  p r o m o t e  a m o r e  e f f e c t i v e  an d  e f f i c i e n t  
p r o c e s s  t o  i m p r o v e  f i n an c i a l  i n c l u s i o n  ac r o s s  t h e  
country. This strategy focuses mainly on four (04) 
policy pillars: (I) Digital Finance and Payments, (II) 
Micro, Small and Medium Enterprises (MSME) 
Finance, (III) Consumer Protection and (IV) Financial 
L i t e r a c y  &  C ap ac i t y  B u i l d i n g .  A  t i m e  b o u n d  ac t i o n  
p l an  o f  t h e  N F I S ,  d e v e l o p e d  i n  c o l l ab o r a t i o n  w i t h  
t h e  o t h e r  s t ak e h o l d e r s  an d  t h e  e x p e r t i s e  o f  t h e  I F C ,  
w o u l d  h e l p  t o  m e as u r e  an d  m o n i t o r  t h e  p r o g r e s s  i n  
ac h i e v i n g  t h e  f i n an c i al  i n c l u s i o n  o b j e c t i v e s   o f  t h e  
N F I S .

F i n an c i al  i n c l u s i o n  d o e s  n o t  c o m p r i s e  o n l y  o f  
p r o v i d i n g  a f f o r d ab l e  ac c e s s  o f  f i n an c i al  p r o d u c t s  
an d  s e r v i c e s ,  b u t  al s o  e f f e c t i v e  u s ag e  o f  t h e  
s am e  b y  t h e  p u b l i c  as  w e l l .  T h e r e f o r e ,  i m p r o v i n g  
f i n an c i al  l i t e r ac y  h a s  b e e n  a c o n c e r n  an d  a p o l i c y  
p r i o r i t y  as  b r o ad - b as e d  ac c e s s  t o  f o r m al  f i n an c i al  
s e r v i c e s  p r o m o t e s  i n c l u s i v e  g r o w t h  an d  f i n an c i al  
s t ab i l i t y .  I n  t h i s  l i g h t ,  w i t h  a v i e w  t o  e n h an c i n g  
f i n an c i al  l i t e r ac y  o f  t h e  p u b l i c ,  t h e  C e n t r al  B an k  

Ch ang es in Banking  D ensity of 
Sri Lanka

Ch art 
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Source: Central Bank of Sri Lanka

c o n t i n u e d  t o  c o n d u c t  a w ar e n e s s  an d  c ap ac i t y  
b u i l d i n g  p r o g r am s  f o r  i d e n t i f i e d  s e g m e n t s  o f  t h e  
s o c i e t y  w h e r e  l i t e r ac y  l e v e l s  ar e  r e l a t i v e l y  l o w e r ,  
t o  e d u c a t e  t h e m  o n  d e al i n g  w i t h  f o r m al  f i n an c i al  
i n s t i t u t i o n s  an d  a f f o r d ab l e  f i n an c i al  s e r v i c e s  
an d  t h e  d i s ad v an t ag e s  an d  r i s k s  as s o c i a t e d  w i t h  
informal financial services, unauthorized deposit 
t ak i n g  i n s t i t u t i o n s ,  p y r am i d  s c h e m e s ,  e t c .  T h e  f o c u s  
g r o u p s  o f  t h e s e  p r o g r am s  h a v e  b e e n  y o u t h ,  w o m e n  
an d  g r as s  r o o t  l e v e l  e n t r e p r e n e u r s .  A  l o w e r  l e v e l  o f  
f i n an c i al  l i t e r ac y  i n  t h e  h o u s e h o l d  s e c t o r  i s  l i k e l y  
t o  h a v e  s e r i o u s  r am i f i c a t i o n s  o n  t h e  h o u s e h o l d  
an d  S M E  s e c t o r  i n d e b t e d n e s s  b y  d r i v i n g  l o w -
i n c o m e  f am i l i e s  t o  o r i g i n a t e  a s u b s t an t i al  v o l u m e  
o f  r i s k y  c l ai m s .  H e n c e ,  e n h an c i n g  t h e  l i t e r ac y  l e v e l  
o f  t h e  h o u s e h o l d  s e c t o r  i s  i m p o r t an t  t o  ad d r e s s  
h o u s e h o l d  i n d e b t e d n e s s .
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Box  
Article	4

Strengthening	the	Macroprudential	Framework	of	
Sri Lanka

M ac r o p r u d e n t i a l  p o l i c i e s  ar e  ai m e d  a t  s a f e g u ar d i n g  
t h e  s t ab i l i t y  o f  t h e  f i n an c i al  s y s t e m  as  a w h o l e  t o  
l i m i t  t h e  s y s t e m i c  r i s k  o f  w i d e s p r e ad  d i s r u p t i o n s  t o  
t h e  p r o v i s i o n  o f  f i n an c i al  s e r v i c e s  t h a t  w o u l d  h a v e  
s e r i o u s  n e g a t i v e  c o n s e q u e n c e s  f o r  t h e  e c o n o m y  
a t  l ar g e .  I n  an  u p w ar d  p h as e  o f  t h e  f i n a n c i al  c y c l e ,  
m ac r o p r u d e n t i a l  p o l i c i e s  ai m  t o  r e d u c e  t h e  s y s t e m i c  
r i s k  o f  e x u b e r an t  m ar k e t  t r e n d s  an d  b u i l d - u p  t h e  
l o s s  ab s o r p t i o n  c ap ac i t y  o f  t h e  f i n an c i al  s e c t o r .  
During a downward phase of the financial cycle 
m ac r o p r u d e n t i a l  p o l i c i e s  ar e  r e l a x e d  t o  f ac i l i t a t e  
ab s o r p t i o n  o f  l o s s e s  an d  t o  s u p p o r t  t h e  p r o v i s i o n  
o f  c r e d i t  w h e n  s y s t e m i c  r i s k s  e m e r g e .  

T h e  g e n e r a l  o b j e c t i v e s ,  s c o p e ,  t o o l s  a n d  t h e  
i n t e r a c t i o n s  o f  m a c r o p r u d e n t i a l  p o l i c y  w i t h  o t h e r  
p o l i c i e s  w e r e  d i s c u s s e d  i n  a  p r e v i o u s  B o x  A r t i c l e  
titled ‘Macroprudential Policy for Economic 
Stability’ published in the Annual Report 2011. 
T h e  C e n t r a l  B a n k  c o n t i n u e d  t o  s t r e n g t h e n  i t s  
m a c r o p r u d e n t i a l  f r a m e w o r k  c o v e r i n g  m a c r o -
f i n a n c i a l  l i n k a g e s ,  i n s t i t u t i o n s ,  f i n a n c i a l  m a r k e t s  
a n d  f i n a n c i a l  i n f r a s t r u c t u r e  w h i l e  i n t r o d u c i n g  
a n d  e m p l o y i n g  n e w  t o o l s  t o  m o n i t o r  t h e  b u i l d -
up of risk in the financial system. In 2019, 
m a c r o p r u d e n t i a l  f r a m e w o r k  w a s  e x t e n d e d  t o  
a s s e s s  t h e  r i s k  e m a n a t i n g  f r o m  h o u s e h o l d  s e c t o r  
a n d  c o r p o r a t e  s e c t o r  o f  t h e  c o u n t r y .  H o w e v e r ,  t h e  
m a c r o p r u d e n t i a l  p o l i c y  f r a m e w o r k  i n  S r i  L a n k a  i s  
s t i l l  e v o l v i n g .  T h i s  a r t i c l e  b u i l d s   u p o n  t h e  p r e v i o u s  
B o x  A r t i c l e  o n  m a c r o p r u d e n t i a l  p o l i c y  a n d  
d i s c u s s e s  t h e  c u r r e n t  s t a t u s  o f  t h e  d e v e l o p m e n t  
o f  a  m a c r o p r u d e n t i a l  f r a m e w o r k  f o r  S r i  L a n k a  a n d  
t h e  w a y  f o r w a r d .

T h e  m ac r o p r u d e n t i al  m an d a t e  i n  S r i  L an k a i s  
as s i g n e d  t o  t h e  M o n e t ar y  B o ar d  o f  t h e  C e n t r al  
Bank by the Monetary Law Act, No. 58 of 1949 
v i a  m ai n t ai n i n g  t h e  f i n an c i al  s y s t e m  s t ab i l i t y  as   
a c o r e  o b j e c t i v e  o f  t h e  C e n t r al  B an k .  T h e  C e n t r al  
B an k  e s t ab l i s h e d  t h e  F i n an c i al  S y s t e m  S t ab i l i t y  
Department in 2007 to introduce a ‘macro 
perspective’ to the microprudential supervision 
functions of the Central Bank. The Department 
w as  l a t e r  r e n am e d  as  t h e  ‘ M ac r o p r u d e n t i al  
Surveillance Department’ (MSD) to be in line with 
t h e  s t r u c t u r e  o f  t h e  f i n an c i a l  s e c t o r  d e p ar t m e n t s  
o f  o t h e r  s e l e c t e d  A s i an  c e n t r al  b an k s .  S i n c e  i t s  

inception, the Department has been shaping the 
m ac r o p r u d e n t i al  p o l i c y  l an d s c ap e  i n  S r i  L an k a an d  
s e v e r al  e f f o r t s  ar e  u n d e r w a y  t o  e x t e n d  t h e  s c o p e  
an d  d e p t h  o f  m ac r o p r u d e n t i al  p o l i c y .  

The	Current	Status	of	Macroprudential	
Su rveillance in Sri Lanka
M ac r o p r u d e n t i al  s u r v e i l l an c e  i s  c ar r i e d  o u t  u s i n g  
d a t a r e p o r t e d  b y  r e g u l a t e d  f i n an c i al  i n s t i t u t i o n s  
and data collected by MSD from other sources. 
T h e  c u r r e n t  s u r v e i l l an c e  f r am e w o r k  an al y s e s  
r i s k s  e m an a t i n g  f r o m  g l o b al  an d  d o m e s t i c  
m ac r o e c o n o m i c  d e v e l o p m e n t s ,  f i n an c i al  m ar k e t  
ac t i v i t i e s  an d  t h e  f i n an c i al  i n s t i t u t i o n s  s e c t o r  u s i n g  
s u c h  d a t a.  I n  ad d i t i o n ,  as s e s s m e n t  o f  h o u s e h o l d  
an d  n o n - h o u s e h o l d  s e c t o r  d e b t  d y n am i c s  an d  
c o r p o r a t e  s e c t o r  r i s k  p r o f i l e s  as s i s t  t o  e v al u a t e  t h e  
i m p ac t  o f   m ac r o  l e v e l  d e v e l o p m e n t s  o n  f i n an c i al  
s y s t e m  s t ab i l i t y .  

S t r e s s  t e s t i n g  an d  n e t w o r k  an al y s i s  p l a y  a m a j o r  
r o l e  w i t h i n  t h e  c u r r e n t  m ac r o p r u d e n t i al  f r am e w o r k  
w h i l e  m o n i t o r i n g  o f  f i n an c i al  s t ab i l i t y  i n d i c a t o r s  
an d  s u r v e y s  p r o v i d e  i n f o r m a t i v e  i n p u t s  t o  t h e  
p o l i c y  m ak i n g  p r o c e s s .  S t r e s s  t e s t i n g  i s  e m p l o y e d  
t o  g au g e  t h e  i m p ac t  o f  c r e d i t  r i s k ,  i n t e r e s t  r a t e  r i s k  
an d  f o r e i g n  e x c h an g e  r i s k  o n  t h e  C ap i t al  A d e q u ac y  
Ratio (CAR) of individual banks as well as the sector 
as  a w h o l e  u n d e r  v ar i o u s  m ac r o - s t r e s s  s c e n ar i o s .  
N e t w o r k  an al y s i s  c o m p l e m e n t s  s t r e s s  t e s t i n g  b y  
analyzing inter-bank lending exposures. The Central 
B an k  al s o  c o n s t r u c t s  s e v e r al  i n d i c a t o r s  t o  as s e s s  
f i n an c i al  s e c t o r  s o u n d n e s s .  T h e  B an k i n g  S e c t o r  an d  
L F C  S e c t o r  S o u n d n e s s  I n d i c e s ,  t h e  F i n an c i al  M ar k e t  
S t ab i l i t y  I n d i c a t o r ,  t h e  M ac r o e c o n o m i c  S o u n d n e s s  
I n d e x  an d  t h e  F i n an c i al  S t r e s s  I n d e x  ar e  u s e d  
t o  i d e n t i f y  s t r ai n s  f r o m  d i f f e r e n t  s o u r c e s  w h e n  
g au g i n g  t h e  s t ab i l i t y  o f  t h e  f i n an c i al  s y s t e m .  I n  
ad d i t i o n  t o  s u c h  an al y t i c al  t o o l s ,  t h e  C e n t r al  B an k  
c o n d u c t s  t h e  S y s t e m i c  R i s k  S u r v e y  t o  as s e s s  t h e  
m ar k e t  p e r c e p t i o n s  r e g ar d i n g  r i s k  i n  t h e  f i n an c i al  
s e c t o r .  F u r t h e r ,  c o m m i t t e e s  s u c h  as  t h e  F i n an c i al  
S y s t e m  S t ab i l i t y  C o m m i t t e e ,  F i n an c i al  S y s t e m  
S t ab i l i t y  C o n s u l t a t i v e  C o m m i t t e e  an d  t h e  F i n an c i al  
S e c t o r  O v e r s i g h t  C o u n c i l  al s o  p r o v i d e  k e y  i n p u t s  t o  
t h e  p o l i c y  f o r m u l a t i o n  p r o c e s s .  
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T h e  m aj o r  o u t p u t  a v ai l ab l e  t o  t h e  p u b l i c  o n  f i n an c i al  
s y s t e m  s t ab i l i t y  o f  t h e  c o u n t r y  f r o m  t h e  C e n t r al  
B an k  i s  t h e  F i n an c i al  S y s t e m  S t ab i l i t y  R e v i e w .  T h i s  
r e p o r t  r e v i e w s  t h e  s t a t e  o f  f i n an c i al  s y s t e m  s t ab i l i t y  
d u r i n g  t h e  y e a r ,  t h e  f o r e s e e n  r i s k s  i n  t h e  f i n an c i al  
s y s t e m  l an d s c ap e ,  m e as u r e s  t o  m i t i g a t e  s u c h  
r i s k s ,  an d  p r e s e n t s  an  o u t l o o k  f o r  f i n an c i al  s y s t e m  
s t ab i l i t y  i n  t h e  f u t u r e .

Significant	Macroprudential	Policy	
M easu res T aken by th e Central Bank
S i n c e  t h e  s c o p e  o f  m ac r o p r u d e n t i al  p o l i c y  i s  t h e  
f i n an c i al  s y s t e m  as  a w h o l e ,  p o l i c y  t o o l s  w h i c h  f al l  
u n d e r  i t s  p u r v i e w  t ar g e t  t h e  s o u r c e s  o f  s y s t e m i c  r i s k .  
S u c h  t o o l s  ar e  i n t r o d u c e d  t o  t h e  f i n an c i al  s e c t o r  f o r  
t h r e e  m ai n  r e as o n s ,  n am e l y ,  t o  ad d r e s s  t h e  b u i l d  u p  
o f  r i s k s ,  t o  b u i l d  r e s i l i e n c e  o f  t h e  f i n an c i al  s y s t e m ,  
an d  t o  ad d r e s s  s t r u c t u r al  d i m e n s i o n s .  I n  ad d i t i o n  
t o  t h e s e  g e n e r al  o b j e c t i v e s ,  e ac h  c e n t r al  b an k  m a y  
h a v e  c o n t e x t  s p e c i f i c  o b j e c t i v e s  w h e n  i n t r o d u c i n g  
t h e s e  t o o l s .

T h e  m ai n  m ac r o p r u d e n t i al  p o l i c y  t o o l s  e m p l o y e d  
b y  t h e  C e n t r al  B an k  i n c l u d e  c ap i t al  c o n s e r v a t i o n  
b u f f e r s ,  l i m i t s  o n  l e v e r ag e  r a t i o s ,  f o r w ar d  l o o k i n g  
l o an  l o s s  p r o v i s i o n i n g  r e q u i r e m e n t s ,  c ap s  o n  c r e d i t  
g r o w t h  an d  l o an  t o  v al u e  r a t i o s .  

T h e  C e n t r al  B an k  al s o  d e v e l o p e d  a f r am e w o r k  
for dealing with Domestic Systemically Important 
Banks (D-SIBs) by introducing Higher Loss 
Absorbency requirements (HLA) as a capital 
surcharge on D-SIBs. This was implemented in line 
w i t h  t h e  g u i d e l i n e s  i s s u e d  b y  t h e  B as e l  C o m m i t t e e  
on Banking Supervision from 2019. 

W ay Forward
T h e  C e n t r al  B an k  h as  o b t ai n e d  t e c h n i c al  as s i s t an c e  
f r o m  t h e  I n t e r n a t i o n al  M o n e t ar y  F u n d  t o  e x p an d  
t h e  b r e ad t h  an d  d e p t h  o f  m ac r o p r u d e n t i al  
s u r v e i l l a n c e  f r am e w o r k  i n  S r i  L an k a.  U n d e r  t h i s  
t e c h n i c al  as s i s t an c e  p r o g r am ,  i t  i s  e n v i s ag e d  t h a t  
i m p r o v e m e n t s  w o u l d  b e  m ad e  t o  d a t a c o l l e c t i o n  
an d  an al y s i s ,  t h e  d e p t h  o f  t h e  s t r e s s  t e s t i n g  
f u n c t i o n al i t y  v i a d y n am i c  s t r e s s  t e s t s ,  i m p r o v i n g  

r i s k  s u r v e i l l an c e  b y  e n h an c i n g  t h e  f o r w ar d  
l o o k i n g  e l e m e n t ,  c al i b r a t i o n  o f  p o l i c y  i n s t r u m e n t s  
an d  i m p r o v i n g  t h e  g o v e r n an c e  s t r u c t u r e  o f  
m ac r o p r u d e n t i al  p o l i c y  m ak i n g .  

T h e  o v e r ar c h i n g  o b j e c t i v e  o f  f i n an c i al  s t ab i l i t y  
i s  s u p p o r t e d  w i t h i n  a b r o ad e r  r an g e  o f  f i n an c i al  
s e c t o r  p o l i c i e s  i m p l e m e n t e d  b y  t h e  C e n t r al  
B an k .  T h e  p r o p o s e d  n e w  B an k i n g  A c t  w o u l d  al s o  
s u p p o r t  t h e  m ac r o p r u d e n t i al  p o l i c y  f r am e w o r k  b y  
al l o w i n g  a d i f f e r e n t i a t e d  r e g u l a t o r y  f r am e w o r k  t o  
f ac i l i t a t e  p r o p o r t i o n al i t y ,  s t r e n g t h e n e d  c o r p o r a t e  
g o v e r n an c e  an d  c o n s o l i d a t e d  s u p e r v i s i o n  f o r  
b an k i n g  g r o u p s ,  r e s o l u t i o n ,  i m p o s i n g  p e n al t i e s ,  
r i n g - f e n c i n g  o f  b an k s  t o  m i t i g a t e  c o n t ag i o n  r i s k ,  
s t r e n g t h e n i n g  p r o v i s i o n s  f o r  m e r g e r s ,  ac q u i s i t i o n s  
and consolidation, subsidiarization of large foreign 
b an k s ,  an d  i n t r o d u c i n g  f i n an c i al  h o l d i n g  c o m p an y  
s t r u c t u r e  f o r  b an k s .   I t  i s  e n v i s i o n e d  t h a t  t h e  
r e g u l a t o r y  an d  s u p e r v i s o r y  f r am e w o r k  p e r t ai n i n g  
t o  l i c e n s e d  b an k s  w i l l  b e  f u r t h e r  s t r e n g t h e n e d  
in future in line with the Basel Core Principles 
o n  E f f e c t i v e  B an k i n g  S u p e r v i s i o n  an d  o t h e r  
i n t e r n a t i o n al  b e s t  p r ac t i c e s .  F u r t h e r ,  w i t h  t h e  
v i e w  o f  i m p r o v i n g  s y s t e m i c  r e s i l i e n c e  t o  s h o c k s ,  
t h e  L i c e n s e d  F i n an c e  C o m p an i e s  an d  S p e c i al i s e d  
L e as i n g  C o m p an i e s  s e c t o r  w i l l  b e  e n c o u r ag e d  an d  
incentivized to undergo business consolidation to 
m e e t  i m p r o v e d  r e g u l a t o r y  s t an d ar d s .

T h e  C e n t r al  B an k  i s  al s o  m o v i n g  t o w ar d s  a 
c o m p r e h e n s i v e  r e s o l u t i o n s  p r o c e d u r e  t h r o u g h  t h e  
e s t ab l i s h m e n t  o f  t h e  R e s o l u t i o n s  an d  E n f o r c e m e n t  
Department within the Central Bank, which is in 
t h e  p r o c e s s  o f  d e v e l o p i n g  a r e s o l u t i o n s  f r am e w o r k  
f o r  t h e  L i c e n s e d  B an k i n g  S e c t o r  an d  t h e  L i c e n s e d  
Finance Companies and Specialized Leasing 
C o m p an y  s e c t o r .  
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A p p end ix  1 :  Financial Sou nd ness I nd icators - A ll Banks
2016 2017 2018 2019 2020 

Sep (a)

1. Capital Adequacy

 1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 15.6 16.4 16.2 16.5 16.5

 1.2 Tier 1 Capital / Risk Weighted Assets (Tier 1 RWCAR) 12.6 13.4 13.1 13.0 13.0

 1.3 Net Non-Performing Loans to Total Capital Funds 9.6 9.3 14.5 19.5 21.1

 1.4 Debt to Capital Funds 239.8 185.4 171.1 148.6 140.4

 1.5 Equity Capital & Reserves to Total Assets Ratio 7.8 8.4 8.7 9.0 8.7

2. Asset Quality

 2.1 Gross Non-Performing Loans (NPL) to Total Gross Loans (w/o 
Interest in Suspense)

2.6 2.5 3.4 4.7 5.3

 2.2 Gross Non-Performing Loans (NPL) to Total Gross Loans (with 
Interest in Suspense)

4.1 3.8 4.7 6.3 7.0

 2.3 Net Non-Performing Loans to Total Gross Loans 1.2 1.3 1.9 2.8 2.9

 2.4 Provision Made against Gross Loans 1.8 1.7 1.9 2.5 2.9

 2.5 Provision Coverage Ratio (Total) 71.8 69.9 57.4 52.3 55.6

 2.6 Provision Coverage Ratio (Specific) 52.1 49.6 43.1 42.4 45.9

 2.7 Provision Made against Total Assets 1.1 1.1 1.3 1.6 1.9

 2.8 Total Loans (Gross) to Total Assets 61.2 62.5 65.2 64.9 63.7

 2.9 Investments to Total Assets 25.1 24.8 22.7 24.2 26.9

 2.10 Total Income to Total Assets 9.5 10.6 10.7 10.7 7.0

 2.11 Net Interest Income to Total Assets 3.4 3.3 3.4 3.4 2.2

 2.12 Operating Income to Total Assets 4.5 4.5 4.6 4.5 2.9

3. Earnings & Profitability

     3.1 Return on Equity (ROE) – After Tax 17.3 17.6 13.2 10.3 10.9

     3.2 Return on Assets (ROA) – Before Tax 1.9 2.0 1.8 1.4 1.3

     3.3 Return on Assets (ROA) – After Tax 1.4 1.4 1.1 0.9 1.0

     3.4 Interest Income to Total Income 88.0 88.9 88.2 90.2 89.2

     3.5 Net Interest Income to Total Income 35.4 31.2 31.6 32.0 31.6

     3.6 Non-Interest Income to Total Income 12.0 11.1 11.8 9.8 10.8

     3.7 Non-Interest Expenses (Operating Expenses) to Total Income 22.9 18.7 20.2 19.7 19.2

     3.8 Staff Expenses to Non-Interest Expenses 44.9 46.5 44.1 44.6 46.3

     3.9 Personnel Expenses to Total Income 10.3 8.7 8.9 8.8 8.9

     3.10 Provisions to Total Income 2.3 2.6 4.0 5.3 7.3

     3.11 Total Cost to Total Income 75.6 76.3 76.8 77.8 76.8

     3.12 Efficiency Ratio 49.2 45.7 50.0 52.7 53.0

     3.13 Interest Margin 3.6 3.5 3.6 3.6 3.1

4. Liquidity

     4.1 Liquid Assets to Total Assets 27.3 28.8 25.7 28.9 34.8

     4.2 Liquid Assets Ratio 29.9 31.3 27.6 31.0 38.8

5. Assets / Funding Structure

     5.1 Deposits 69.6 71.9 72.0 73.2 75.2

     5.2 Borrowings 18.8 15.6 15.0 13.4 12.2

     5.3 Capital to External Funds 8.8 9.6 10.0 10.4 9.9

     5.4 Credit to Deposits 88.0 86.9 90.6 88.7 84.8

     5.5 Credit to Deposits & Borrowings 69.3 71.4 75.0 74.9 72.9

     5.6 Credit to Deposits & Borrowings & Capital 63.7 65.1 68.2 67.8 66.4

(a) Provisional Source: Central Bank of Sri Lanka
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A p p end ix  2:  Financial Sou nd ness I nd icators - LCBs
2016 2017 2018 2019 “2020 

Sep 
(a)”

1. Capital Adequacy
     1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 15.6 16.4 16.2 16.6 16.7
     1.2 Tier 1 Capital / Risk Weighted Assets (Tier 1 RWCAR) 12.5 13.4 13.0 13.0 13.1
     1.3 Net Non-Performing Loans to Total Capital Funds 7.6 7.5 13.2 18.3 19.3
     1.4 Debt to Capital Funds 223.7 169.2 167.0 147.5 142.6
     1.5 Capital to Assets Ratio 8.2 8.9 9.1 9.5 9.1

2. Asset Quality
     2.1 Gross Non-Performing Loans (NPL) to Total Gross Loans (w/o Interest 
in Suspense)

2.4 2.3 3.3 4.6 5.1

     2.2 Gross Non-Performing Loans (NPL) to Total Gross Loans (with Interest 
in Suspense)

3.9 3.7 4.6 6.2 6.9

     2.3 Net Non-Performing Loans to Total Gross Loans 1.0 1.0 1.8 2.6 2.7
     2.4 Provision Made against Gross Loans 1.8 1.7 2.0 2.5 3.0
     2.5 Provision Coverage Ratio (Total) 80.3 77.8 61.1 54.0 58.4
     2.6 Provision Coverage Ratio (Specific) 58.5 55.4 45.9 43.8 48.2
     2.7 Provision Made against Total Assets 1.2 1.2 1.3 1.7 2.0
     2.8 Total Loans (Gross) to Total Assets 63.8 64.9 67.3 67.3 66.3
     2.9 Investments to Total Assets 22.1 22.3 20.5 21.9 24.7
     2.10 Total Income to Total Assets 9.4 10.5 10.5 10.6 6.9
     2.11 Net Interest Income to Total Assets 3.4 3.4 3.4 3.5 2.2
     2.12 Operating Income to Total Assets 4.6 4.6 4.8 4.6 3.0

3. Earnings & Profitability
     3.1 Return on Equity (ROE) – After Tax 17.2 17.4 13.7 10.6 10.9
     3.2 Return on Assets (ROA) – Before Tax 2.0 2.1 1.9 1.5 1.4
     3.3 Return on Assets (ROA) – After Tax 1.4 1.5 1.2 1.0 1.0
     3.4 Interest Income to Total Income 86.7 88.0 87.0 89.1 88.0
     3.5 Net Interest Income to Total Income 35.9 32.0 32.3 32.5 32.0
     3.6 Non-Interest Income to Total Income 13.3 12.0 13.0 10.9 12.0
     3.7 Non-Interest Expenses (Operating Expenses) to Total Income 23.7 19.2 20.4 20.0 19.3
     3.8 Staff Expenses to Non-Interest Expenses 44.1 45.4 42.7 43.1 45.0
     3.9 Personnel Expenses to Total Income 10.5 8.7 8.7 8.6 8.7
     3.10 Provisions to Total Income 2.6 2.9 4.4 5.7 8.0
     3.11 Total Cost to Total Income 74.6 75.2 75.1 76.6 75.3
     3.12 Efficiency Ratio 48.9 45.2 48.5 51.8 52.1
     3.13 Interest Margin 3.6 3.5 3.7 3.6 3.1

4. Liquidity
     4.1 Liquid Assets to Total Assets 24.9 26.7 24.5 27.1 32.4
     4.2 Liquid Assets Ratio 25.4 27.2 25.0 27.8 35.0

5. Assets / Funding Structure
     5.1 Deposits 69.5 72.0 71.4 72.0 73.8
     5.2 Borrowings 18.4 15.0 15.1 14.0 13.0
     5.3 Capital to External Funds 9.4 10.2 10.5 11.1 10.5
     5.4 Credit to Deposits 91.9 90.1 94.2 93.4 89.8
     5.5 Credit to Deposits & Borrowings 72.6 74.6 77.7 78.1 76.3
     5.6 Credit to Deposits & Borrowings & Capital 66.4 67.7 70.4 70.4 69.0

(a) Revised Source: Central Bank of Sri Lanka
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A p p end ix  3 :  Financial Sou nd ness I nd icators - LSBs
2016 2017 2018 2019 “2020 

Sep (a)”

1. Capital Adequacy

     1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 15.3 16.3 17.1 15.6 14.4

     1.2 Tier 1 Capital / Risk Weighted Assets (Tier 1 RWCAR) 13.5 13.4 15.0 12.3 11.5

     1.3 Net Non-Performing Loans to Total Capital Funds 31.1 29.3 28.7 33.0 42.6

     1.4 Debt to Capital Funds 409.6 360.1 214.7 162.6 113.9

     1.5 Capital to Assets Ratio 5.1 5.4 6.3 5.6 5.3

2. Asset Quality

     2.1 Gross Non-Performing Loans (NPL) to Total Gross Loans (w/o 
Interest in Suspense)

4.5 4.3 4.8 5.5 7.0

     2.2 Gross Non-Performing Loans (NPL) to Total Gross Loans (with 
Interest in Suspense)

5.2 4.9 5.4 7.2 8.3

     2.3 Net Non-Performing Loans to Total Gross Loans 3.6 3.4 3.6 3.9 5.1

     2.4 Provision Made against Gross Loans 1.3 1.3 1.5 2.1 2.4

     2.5 Provision Coverage Ratio (Total) 29.6 31.1 32.9 38.6 34.7

     2.6 Provision Coverage Ratio (Specific) 20.6 21.4 24.3 31.3 28.9

     2.7 Provision Made against Total Assets 0.6 0.6 0.8 1.0 1.1

     2.8 Total Loans (Gross) to Total Assets 44.3 46.8 50.1 48.1 45.6

     2.9 Investments to Total Assets 44.5 41.6 38.2 40.0 42.3

     2.10 Total Income to Total Assets 10.4 11.4 11.8 11.3 7.6

     2.11 Net Interest Income to Total Assets 3.4 3.0 3.2 3.3 2.2

     2.12 Operating Income to Total Assets 3.8 3.7 3.6 3.6 2.4

3. Earnings & Profitability

     3.1 Return on Equity (ROE) – After Tax 18.3 19.2 7.7 6.8 11.4

     3.2 Return on Assets (ROA) – Before Tax 1.5 1.5 0.8 0.8 1.0

     3.3 Return on Assets (ROA) – After Tax 1.0 1.0 0.5 0.4 0.6

     3.4 Interest Income to Total Income 95.7 94.2 96.1 97.1 96.8

     3.5 Net Interest Income to Total Income 32.4 26.5 27.1 29.0 28.9

     3.6 Non-Interest Income to Total Income 4.3 5.8 3.9 2.9 3.2

     3.7 Non-Interest Expenses (Operating Expenses) to Total Income 18.4 15.6 18.9 17.5 18.1

     3.8 Staff Expenses to Non-Interest Expenses 51.1 54.3 54.2 55.4 55.4

     3.9 Personnel Expenses to Total Income 9.4 8.5 10.2 9.7 10.0

     3.10 Provisions to Total Income 0.3 0.9 1.6 2.9 2.4

     3.11 Total Cost to Total Income 81.7 83.3 87.8 85.6 86.0

     3.12 Efficiency Ratio 51.5 49.3 63.8 60.1 60.6

     3.13 Interest Margin 3.5 3.2 3.2 3.4 3.1

4. Liquidity

     4.1 Liquid Assets to Total Assets 42.9 42.6 35.1 41.5 51.7

     4.2 Liquid Assets Ratio 61.4 61.6 47.7 53.1 63.0

5. Assets / Funding Structure

     5.1 Deposits 70.3 71.3 76.3 80.9 84.5

     5.2 Borrowings 20.9 19.4 13.5 9.0 6.1

     5.3 Capital to External Funds 5.6 5.9 7.0 6.2 5.9

     5.4 Credit to Deposits 63.0 65.6 65.7 59.5 54.0

     5.5 Credit to Deposits & Borrowings 48.6 51.6 55.8 53.5 50.4

     5.6 Credit to Deposits & Borrowings & Capital 46.0 48.7 52.1 50.4 47.6

(a) Provisional Source: Central Bank of Sri Lanka
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A p p end ix  4 :  Financial Sou nd ness I nd icators
LFCs and  SLCs Sector

2016 
Mar

2017 
Mar

2018 
Mar 

2019 
Mar

2020 
Mar (a)

2020 
Sep (b)

1. Capital Adequacy

 1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 11.3 11.8 11.7 10.6 12.5 14.8

 1.2 Tier 1 Capital/Risk Weighted Assets (Tier 1 RWCAR) 10.7 11.3 11.2 9.3 11.2 13.6

 1.3 Capital Funds to Total Assets 11.2 11.3 11.0 11.7 15.2 15.6

 1.4 Borrowings to Equity (times) 2.9 2.8 2.5 2.4 1.6 1.5

 1.5 Non Performing Loans Net of Provisions to Capital 8.2 7.5 10.3 14.7 19.8 20.0

2. Asset Quality

 2.1 Gross Non Performing Advances to Total Advances 5.1 4.9 5.8 7.7 11.4 12.8

 2.2 Provision made against Total Advances 3.3 3.2 3.6 4.6 6.0 7.4

 2.3 Provision Coverage Ratio (Specific Provisions to NPA) 63.0 63.1 60.8 56.5 53.4 55.7

 2.4 Provision Coverage Ratio (Total Provisions to NPA) 64.9 65.1 62.7 58.8 54.7 58.0

3. Earnings and Profitability

 3.1 Return on Assets (Annualized) 3.5 3.7 3.0 2.8 1.9 1.1

 3.2 Return on Equity (Annualized) 17.0 20.0 14.5 12.0 6.6 2.0

 3.3 Operating Profit Before Provision to Total Assets 3.8 4.1 4.1 4.2 4.3 1.9

 3.4 Interest Income to Interest Expenses 215.9 189.9 177.1 183.9 184.0 188.1

 3.5 Net Interest Income to Profit After Tax 404.6 333.0 405.8 553.6 731.8 2605.8

 3.6 Operating Cost to Net Interest Income 77.8 76.3 75.9 76.7 78.0 72.6

 3.7 Net Interest Income to Average Assets 8.6 7.8 7.1 8.0 7.6 6.8

 3.8 Net Interest Income to Interest Income 53.7 47.4 43.5 45.6 45.7 46.8

 3.9 Non-Interest Expenses to Total Cost 44.9 39.0 33.8 35.3 34.4 32.3

 3.10 Efficiency Ratio 65.4 61.6 64.5 68.9 76.2 81.9

 3.11 Cost to Income Ratio 80.8 80.4 84.3 86.3 90.3 93.3

4. Liquidity

 4.1 Liquid Assets to Total Assets 8.0 7.6 8.5 8.7 8.3 9.2

 4.2 Liquid Assets to Deposits and Borrowings 10.4 9.9 11.0 11.2 11.0 12.7

 4.3 Net Loans to Total Borrowings 223.1 227.2 260.9 256.5 295.8 311.1

5. Assets/Funding Structure

 5.1 Borrowings to Total Assets 33.3 33.7 29.0 28.9 27.3 25.2

 5.2 Investment to Total Assets 10.9 9.9 9.0 8.7 9.3 10.6

(a) Revised

(b) Provisional

Source: Central Bank of Sri Lanka
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A p p end ix  5 :  Financial Sou nd ness I nd icators
Licensed  Finance Comp anies Sector

2016 
Mar

2017 
Mar

2018 
Mar

2019 
Mar

2020 
Mar (a)

2020 
Sep (b)

1. Capital Adequacy

 1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 9.9 10.3 11.0 10.1 12.0 14.2

 1.2 Tier 1 Capital/Risk Weighted Assets (Tier 1 RWCAR) 9.4 10.0 10.4 8.8 10.6 13.0

 1.3 Capital Funds to Total Assets 10.0 10.2 10.4 11.1 14.6 14.9

 1.4 Borrowings to Equity (times) 2.9 2.9 2.5 2.4 1.6 1.5

 1.5 Investment Properties to Capital Funds 9.4 8.7 12.2 12.6 11.4 12.7

 1.6 Non Performing Loans Net of Provisions to Capital 9.6 8.8 10.9 15.4 20.8 20.5

2. Asset Quality

 2.1 Gross Non Performing Advances to Total Advances 5.4 5.2 5.9 7.8 11.6 12.9

 2.2 Provision made against Total Advances 3.5 3.4 3.7 4.6 6.0 7.5

 2.3 Provision Coverage Ratio (Specific Provisions to NPA) 62.4 62.8 61.0 56.9 53.4 56.1

 2.4 Provision Coverage Ratio (Total Provisions to NPA) 64.3 64.8 62.8 58.8 54.5 57.9

3. Earnings and Profitability

 3.1 Return on Assets (Annualized) 3.1 3.4 2.9 2.6 1.7 1.0

 3.2 Return on Equity (Annualized) 15.7 20.4 15.6 12.0 6.2 1.9

 3.3 Operating Profit Before Provision to Total Assets 3.4 3.8 3.9 4.2 4.1 1.8

 3.4 Interest Income to Interest Expenses 207.2 184.3 173.5 181.5 180.9 185.0

 3.5 Net Interest Income to Profit After Tax 452.3 339.4 419.6 568.2 771.4 2925.1

 3.6 Operating Cost to Net Interest Income 82.8 79.2 78.2 78.2 79.9 74.1

 3.7 Net Interest Income to Average Assets 8.0 7.3 7.2 7.8 7.4 6.6

 3.8 Net Interest Income to Interest Income 51.7 45.8 42.4 44.9 44.7 45.9

 3.9 Non-Interest Expenses to Total Cost 44.6 38.4 33.5 35.1 34.1 32.1

 3.10 Efficiency Ratio 68.4 62.8 66.1 70.0 77.7 82.9

 3.11 Cost to Income Ratio 82.9 81.4 85.3 86.9 91.1 93.8

4. Liquidity

 4.1 Liquid Assets to Total Assets 7.7 7.4 8.5 8.8 8.3 9.3

 4.2 Liquid Assets to Deposits and Borrowings 9.9 9.5 11.0 11.2 11.0 12.7

 4.3 Net Loans to Total Borrowings 238.1 247.0 269.5 264.8 303.9 319.0

5. Assets/Funding Structure

 5.1 Borrowings to Total Assets 30.9 30.8 28.0 27.9 26.4 24.5

 5.2 Investment to Total Assets 11.5 10.3 9.3 8.9 9.6 10.8

(a) Revised

(b) Provisional

Source: Central Bank of Sri Lanka
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A p p end ix  6 :  Financial Sou nd ness I nd icators
Sp ecialised  Leasing  Comp anies Sector

2016 
Mar

2017 
Mar

2018 
Mar

2019 
Mar

2020 
Mar (a)

2020 
Sep (b)

1. Capital Adequacy 

 1.1 Regulatory Capital to Risk Weighted Assets (RWCAR) 33.5 33.4 45.0 23.5 27.7 33.2

 1.2 Tier 1 Capital/Risk Weighted Assets (Tier 1 RWCAR) 32.1 31.2 44.7 22.9 27.0 32.4

  1.3 Capital Funds to Total Assets 26.0 23.9 29.1 29.8 36.5 39.7

 1.4 Borrowings to Equity (times) 2.4 2.8 2.1 2.0 1.4 1.2

 1.5 Non Performing Loans Net of Provisions to Capital 0.8 1.2 3.3 5.6 5.9 12.2

2. Asset Quality

 2.1 Gross Non Performing Advances to Total Advances 1.7 1.5 2.6 4.4 5.4 9.9

 2.2 Provision made against Total Advances 1.4 1.2 1.4 2.5 3.5 6.0

 2.3 Provision Coverage Ratio (Specific Provisions to NPA) 84.8 74.6 48.2 36.3 51.3 36.0

 2.4 Provision Coverage Ratio (Total Provisions to NPA) 84.8 78.3 55.9 55.9 68.3 61.7

3. Earnings and Profitability

 3.1 Return on Assets (Annualized) 9.1 6.7 3.6 6.9 7.1 4.1

 3.2 Return on Equity (Annualized) 24.2 18.0 9.0 11.9 11.3 4.3

 3.3 Operating Profit Before Provision to Total Assets 9.1 6.8 10.0 8.4 11.1 4.3

 3.4 Interest Income to Interest Expenses 343.4 258.5 334.7 272.9 318.8 361.8

 3.5 Net Interest Income to Profit After Tax 240.0 296.7 277.1 380.4 399.0 878.4

 3.6 Operating Cost to Net Interest Income 45.8 57.3 43.3 50.4 46.9 46.0

 3.7 Net Interest Income to Average Assets 15.0 13.1 5.6 13.3 16.2 14.1

 3.8 Net Interest Income to Interest Income 70.9 61.3 70.1 63.4 68.6 72.4

 3.9 Non-Interest Expenses to Total Cost 48.7 45.7 46.5 42.1 41.6 40.4

 3.10 Efficiency Ratio 43.1 52.8 40.4 49.1 49.8 59.8

 3.11 Cost to Income Ratio 60.9 71.0 59.3 69.6 70.5 78.6

4. Liquidity

 4.1 Liquid Assets to Total Assets 11.2 10.5 8.1 7.8 6.7 4.2

 4.2 Liquid Assets to Deposits and Borrowings 17.7 15.8 13.4 12.9 12.7 8.8

 4.3 Net Loans to Total Borrowings 133.2 123.7 139.4 138.1 161.2 170.8

5. Assets/Funding Structure

 5.1 Borrowings to Total Assets 63.1 66.5 60.3 60.4 55.2 51.7

 5.2 Investment to Total Assets 3.8 5.5 1.2 1.3 0.8 0.7

(a) Revised

(b) Provisional

Source: Central Bank of Sri Lanka
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