
F inorrial sector furtber expanded witb inleased

competition and innouations, sufry)orted by the

growing economic activities. Proftability, capital

and asset quality of banks improved

strengthening tbe fnancial sector stability.

However, some volatility in the money, exchange

and capital markets was observed due to

market uncertainty and high inflation expectations.

Measures were taken to strengthen and imytrove

the fficienry tf the financial sector, imytrove risk

tna.nagement, enhance access to fnance, strengtben

tbe payments and settlement systems and

imytrove supervision and regulation, The outlook

for fnancial system stability remains favorable, as

the capactty of the fnancial system to withstand

and manage risbs at tbe institutional and infra-

structure leuel bas strengtbened further.



Licensed Gommercial Banks

. Supported by continued expansion in economic

activities, improved frnancial infrastructure and

soundness, operations of Licensed Commercial

Banks (LCBs) further expanded during the first

eight months of 2007, Banking service channels

increased due to heightened competition and

innovations brought about by Information and

Communication Technology (ICT). Accordingly,

the total banking distribution channels consisting

of branches, other outlets, Automated Teller

Machines (ATMs), Electronic Fund Transfer

Facilities at the Point of Sale (EFTPOS) and

credit cards increased further providing greater

access to finance in the country, while the total

number of LCBs operating in the country

remained unchange d at 23.The developmenrs of

mobile communication have opened up new

channels to provide banking services with reduced

transaction costs and faster delivery,

The share of borrowings as a source of funds

increased, though deposits continued to remain

as the main funding sourcec The share of

borrowings within the total funds increased to

18.9 per cent from 17.8 per cent at end2006

refecting the increased reliance on borrowings.

Deposits grew by 10 per cent in the 6rst eight

months of 2007 with a higher growth in term

deposirs (1S.0 per cent) as a result of the higher

interest rates offered and aggressive deposit

mobilisation efforts by banks. Foreign currency

deposits, which account for about 23 per cent of

the total deposits, increased by about 17 per cent

etff^ct torergn currency deposits, Supported by

capital infusions and growth in retained earnings,

capital funds increased by 27 per cent over the

corresponding perio d in 2006.

Profits (before tax) grew by 19.4 per cent

during the first six months of 2007 facilitated

by an increase in net interest income and foreign

exchange revaluation gains. Even though there

was an increase in interest income with the

increased loans and advances, interest margin of

LCBs remained unchanged at 4.3 per cent

compared with end2006.

o Credit growth continued at a robust pace in line

with the expansion of economic activities,

increased competition and aggressive

promotional campaigns through innovative

credit schemes. Loans granted by commercial

banks recorded an increase of 29 per cent on a

point-to-point basis at end August 2007 with the

loans to private sector conrributing about 63 per

cent of the growth. Viewed from the point of

purpose, trading housing and consumption were

the main recipients of credit during this period.

Table - 8.1

Commerical Banking Facilities

Facility

Number

End 2006 End June

2001

Automated Teller Machines (ATMs)

Electronic Fund Transfer Facilities at

the Point of Sale (EFTPOS)

Credit Cards

Bank Branches and other Banking

0utlets

1J21

8,753

81 1,289

3,516

1,113

9,219

828,982

3,569

Source: Central Bank of Sri Lanka
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The credit to deposit ratio increased to around 90

per cent by end August 2007 as against the ratio

of 85 per cent by end August 2006. The Non

PerformingLoan (NPL) ratio remained stable at

about 5.5 per cent.

Licensed Specialised Banks

o Licensed Specialised Banks (LSBs) sector

witnessed a further expansion and improved

resilience through asset growth, increase in

capital adequacy and profitability, The number

of LSBs remained unchange d et 14 during the

first half of 2007. The profits of LSBs declined

marginally in che 6rsr half of 2007 compared with

the same period of last year, but total assets of

LSBs grew by 6 per cent, driven almost entirely by

the growth in loans and advances. Credit to the

private sector accounted for about 80 per cent of

the total increase in loans and advances. A major

share of credit has been extended to industrial,

housing, trading and agricultural activities.

Meanwhile, the total investments, which comprise

more than 50 per cent of LSB assets, dropped

marginally in the first half of 2007 Largely due to

the reduction in holdings of government

securities.

Registered Finance Gompanies

o Operations of Registered Finance Companies

(RFCs) continued to expand further in 2OO7

benefiting from the increased demand for

financial services persuaded through expanding

economic activity. The number of RFCs in

operation increased to 31 by endJune2007 with

the granting of licenses to 2 companies in 2007 .

Total assets of the RFCs have increased to around

Rs. 132 billion by endJune2007 from Rs. 113

billion recorded at end December 2006.1he

growth in assets was about 34 per cent by end

June 2007 when compared to endJune2006.It

was dominated by the higher growth in the loans

and advances portfolio, which expanded by

around 26 per cent during that period. Hire

purchases and leasing accounted for over 70 per

cent of the loans and advances portfolio. Deposit

liabilities of RFCs grew by 28 per cent by end

June 2007 when compared to June 2006,

Accordin gIy, totaL depo sit liabilides includi ng

savings deposits and certificates of deposits stood

at Rs.68 billion by endJune2007. Capital funds

and borrowings were the main sources of

financing other than the deposits.

Developments in Financial Markets

Inter-bank Gall money Market

o fnter-bank call market rates indicated some

volatility during the period. This could be

attributed to the marginal liquidity deficits that

prevailed in the market on certain days, the

liquidity imbalance among the banks and limits

that had been imposed by the Central Bank on

provision of reverse repurchas e feciliry. The call

market rate has been volatile nngingfrom 10 to

50 per cent while the daily gross amount of

inter-bank call money transactions has been

between Rs.3.0 billion to Rs. 14.0 billion during

the 6rst nine months of 2007. However, after

some relaxation of the restrictions on provision of

the reverse repurchase facility to commercial

banks and primary dealers since end August2007,

volatility in call money rates has subdued to some

extent.
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Domestic Foreign Exchange Market

. The foreign exchange market activities were

subdued during the first eight months of 2O07

compared to 2006 due to prevalent volatility in

the market, The turnover of the inter bank spot

and forward markets recorded a decline compared

to the corresponding perio din2006. The total

spot and forward transactions reached US dollars

2,573.5 million and US dollar I,629.3 million,

respectively, during the first eight months of 2007,

Indicadng continuing market expectations for

depreciation, the gap between the interest rate

differential and forward premium on l-month,

3-month and 6-month forward transactions has

remained widened since May 2007.

o The pace of depreciation of the exchange rate

during the year 2OO7 is likely to moderate

during the rest of the year with the successful

realisation of Sri Lanka's maiden sovereign

bond issue in the internatioanl market. The

nominal depreciation of the exchange rate

recorded 5.I per cent by end September 2007 ,

from end December 2006.In order to reduce

undue volatility in the exchange rare, the Central

Bank has intervened in the foreign exchange

market and its intervention was mainly to supply

foreign exchange since end May 2007.

Accordingly,the Central Bank has recorded

cumulative net sales of US dollars 111.2 million

by end September 2007.

Debt Securities Market

Government Securities Market

Yield on government securities in both primary

and secondary markets showed continuous

Chart 8.1
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upward movernent during the first nine months of

2007.This was largely due to the high infation

expectations. The investors' preference for the

short term maturities have been significant as

refected by the increase of Treasury bill outright

transactions in the secondary market as well as the

higher yield rates for short term maturities in the

Treasury bill secon dary market during the first

nine months of 2007. The weighted average yield

for treasury bills stabilised at around 18.11 per

cent at end September 2007 consequent to the

actions taken by the Central Bank. Particular

measures taken in this regardwere the purchases

of teasury bills in the primary market and

rejectingbids, in response to the high volatility in

yield rates. There was one issue of Sri Lanka

Development Bonds (SLDBs) during the first

nine months of 2007 amounting to US dollar

215.3 million when compared to the SLDB issues

amounting to US dollar 580 million during the

same period in2006.The margin above the

LIBOR on this issue of SLDBs was higher than

the avenge margin of the issues in2006.

Gommercial Paper Market

o The Commercial paper market showed

promising recovery during the first seven

o
L
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months of 2OO7 which could be considered as a

healthy development in the debt securities

market. The value of commercial paper issued

with the support of banks amounted to Rs.18

billion, recording a 49 per cent growth in

comparison to Rs.12 billion during the first seven

monrhs of 2006. The increase in interest rares on

commercial papers from 12-73.79 per cent inJuly

2006 to 17-24 per cenr inJuly 2007 hes

supported the development of the commercial

peper market.

Gorporate Bond Market

. Low performance of the listed corporare bond

market recorded last year further continued

during the first nine months of 2OO7 due to the

volatility of interest rates. During the period,

total turnover in the corporate bond market was

Rs. 91.5 million while market capitalisation at end

September 2007 was Rs.12.5 billion. However,

there were 6 debenture issues, mostly by the LCBs

which raised Rs.5.2 billion compared to Rs. 1.3

billion raised through one issue during the same

period in 2006.

Table - 8.2

Stock Market Indicators

Stock Market

The impressive performance recorded in the

share market during the first two months of

2OO7 gradually declined thereafter. The share

market reached record levels during the first

quarter with renewed interest by local investors,

particularly the telecommunication sector.

However, a downward trend was observed in the

second quarter with investor confidence

deteriorating in the face of renewed security

situation. The currenr high interest rete regime

may also have attracted investors to the more

secure government securities and fixed deposits

from the more risk prone equity market.

o Key market indicators, which were on a positive

note at the beginningof 2007 declined during

the second quarter- Even though, a gradual pick

up has been indicated in the A[1 Share Price Index

(ASPI) as well as the Milanka Price Index (MPI)

towards the latter part of August, the performance

of the price indices when compared with end

2006 have deteriorated by 6.I per cent and 6.8 per

cent, respectively, by end September 2007.Markec

capitalisation, which declined till end August,

improved to Rs. S24billion by end September

2007. Average daily turnover too recorded an

improvemenr from Rs. 436 million by end 2005

to Rs. 446 million at end September 2007. Net

cumulative foreign purchases turned positive

towards the second quarter and this trend was

sustained during the third quarter with renewed

purchasing interest shown by international

investors, thereby reversing the higher sales

dominated negative foreign investment in the first

quarter. However, net cumulative foreign

investment remained at a somewhat lower figure

2005 2006 Jan -Sep

2007

All Share Price lndex
(end period)

Milanka Price Index

{end period)

Market Capitalisation
(Bs.bn - end period)

Net cumulative Foreign

Purchases

(Rs.bn - during period) 6,145.0

1,922.2

2,451.1

584.0

5,338.4

2,722.4

3,111.8

835.0

4,867.8

2,556.6

3,459.9

824.3

Source: Colombo Stock Exchange
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Price Indices and Market Capitalization- Colombo Stock Exchange

strengthened during the first half of 2007.

Credit delivery under the Krushi Navodaya

Scheme introduced in the Budget for 2007 for

providing medium term loans for a wide range of

activities allied to agricultural and animal

husbandry commenced during the period. This

programme is designed to empower small farmers

by providing access to agricultural inputs at an

affordable price. The Lankaputhra Bank serves as

the implementing agency for this project while the

Central Bank is responsible for issuing guidelines

and releasing funds on the 9 per cent interest

subsidy provided by the government.

Special credit schemes that were operational at

the beginning of the yeal. targeting agriculture,

poverty alleviation, tsunami rehabilitation and

housing further continued during the period.

The Government of Sri Lanka entered into two

agreements during the 6rst half of 2007 with

internatio nal. agencies in respect of the

implementadon of the Small Holder Plantation

Entrepreneur Development Programme and the

Construction Sector Development project.

Development in Financial
I nfrastructure

Payments and Settlement Systems

. The Central Bank continued its efforts to

improve reliability and efficiency of the

countfy's payments and settlement system

during the first nine months of 2O07. Having

considered the need to regulate the payment,

clearing and settlement service providers and

money changers in a timely manner amidst rapid

technological developments, and the lack of clerity

r 1,000

900

800
c.:
in
E

500

400

@rrr

Milanka Price Index (Left Axis)
Market Capitalisation - Rs bn (Right Axis)

Chart B 3

Turnover and Net Foreign lnvestment -Colomho Stock Exchange

14q

I Total Turnover {Equity)

2005 2006 2007 - end

SePtembet

Net Foreign Investment

of US dollars 43.4 million at end September 2007

against the end 2006 value of US dollars 50.4

million.

Development Finance and Access to

Finance

o The draft Microfinance Institutions Act is

under consideration to incorporate some

amendments to address the concerns of

microfinance practitioners and other

stakeholders. The Act is expected to become law

in due course.

. Measures to enhance the availabiliq of credit

for micro and small and medium scale

industries and agriculture sector through the

implementation of credit schemes were further
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in the Payments and Settlement Systems Act

(PSSA) of the powers of the Central Bank with

respect to this eree, the Central Bank prepared the

Money, Payment, Clearing and Settlement Service

Providers Regulation No. 7 of 2007. The

reguladon was issued by His Excellency the

President as the Minister of Finance and Planning

onJune 12,2007, under the powers vested by

PSSA. The Central Bank has also drafted a

Direction on Service Providers of Card Based

Payment Instruments, which will be issued

shortly.

. The National Payment Council has drawn a

road map to improve the infrastructure of the

payments and settlement system during the

period of 2OO7 -2OLO. Under this road map, a

local SWIFT service bureau is due to be

established to provide a common SWIFT

connectivity point for users to communicate with

the LankaSettle System, The SWIFT User

Group in Sri Lanka has established an

independent legal entity, Lanka Financial Service

Bureau Ltd. (LFSB) to operate this service

bureau. The LFSB is planning to commence its

operations by the end of this yeaa with the

objective of establishing a more economical and

safe SWIFT connectivity infrastructure, managed

by the SWIFT users in Sri Lanka.

Regulation and Supervision

. The supervisory and regulatory framework was

strengthened further to enhance the soundness

of the financial sector. The Central Bank issued

new policy guidelines for regulation of bank

ownership inJanuary 2007.This was a major

policy measure towards avoiding conficts of

interest of board of directors of banks and to

ensure that shareholders who acquire such large

or controlling interest in banks are fit and proper

persons. With the objective of mitigatingthe

banks'credit concentration risk, the single

borrower limit was revised and new criteria was

developed taking into account the credit

worthiness of borrowers and risk management

capacity of lending institutions. In order to

strengthen the existing regulatory framework and

for the purpose of monitoring systemic risks from

financial conglomerates and promoting

consolidated supervision, the Inter-Regulatory

Institutions Council was set up with the

representations from other regulatory authorities.

Several measures to strengthen the legal and

regulatory framework of the fi.nancial sector

were initiated by the Central Bank. The Finance

Leasing Act was amended in2007 to permit

leasing companies to borrow money from the

public by issuing debt securities, thus broadening

their funding sources and mitigating liquidity risk.

Amendments to the Finance Companies Act

(FCA) to strengthen the prudential requirements

and the Central Banks investigative powers in

respect of unauthorised businesses have also been

finalised. The Credit Information Bureau (CRIB)

law is also being upgraded to extend the scope of

its services to all lending institutions, as well as

utility service providers, insurance companles

and state institutions. Amendments to the

Debt Recovery (Special Provisions) Act are

being considered to curb threats posed by

alarge number of cheques rerurned due to

non-availability of funds. The Central Bank was
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also involved in preparingregulations under the

Payments and Settlement Systems Act and the

Payment Devices Fraud Act. Rules were issued

under the Financial Transactions Reporting Act

to LCBs, LSBs and RFCs on "Know Your

Customer" and"Customer Due Diligencei' as part

of a system to prevent money laundering and to

protect the integrity of the financial system.

Financial System Stability

o The financial system continued to be resilient

supported by continuing expansion in economic

activity amidst challenging external and

domestic developments, Maintenance of

profitability and financial soundness of the

banking sector indicates its resilience and risk

absorption capacity.The profitabiliry of the

banking sector, in terms of Return on Assets

(ROA) remained steady at 1.8 pet cent,while the

Return on Equity (ROE) declined marginally to

I5.4 per cent at the end ofJune 2007. Of the

LCBs, the financial position of private domestic

banks strengthened and recorded an increased

ROA and ROE of 2.2 per cent and23 per cent

respectively. The performance of state commercial

banks lagged behind with a ROA and ROE of 0.8

per cent and 15 per cent respectively. The high

level of bank credit growth was accompanied by a

rise in gross NPL by L5.7 per cent in the first half

of 2007, indicating an increase in credit risk.

However, the gross NPL ratio (relative to gross

loans) remained unchanged at 5.7 per cent. The

total Capital Adequacy Ratio (CAR) and Tier 1

CAR of the banking sector was maintained at

L3.3 per cent and I2.I per cent et endJune 2007,

which is well in excess of the minimum

requirement. The CAR of private domestic banks

increased in the current year indicatingtheir

improved soundness. The regulatory limits on the

net open positions of commercial banks have

reduced the exposure to foreign exchange risks.

o The financial indicators point to a high degree

of risk absorption capacity in RFCs, The ROA

of RFCs remained steady et3.zper cent, while

the ROE declined marginally to 18 per cent at

end March 2007. The asset quality of RFCs

improved with the NPL rado declining to 4.4 per

cent this year from 5.4 per cent at the end of

2006.The risk weighted capital adequacy ratio of

the indusry declined to L4.3 per cent, which is

still much higher than the regulatory minimum.

As leasing is the predominant business of finance

companies and lease rentals cerry frxed interest

rates, the sector may experience a decline in

profitability in the latter part of rheyear in the

higher interest rate environment. The latest figures

indicate that a few small companies recorded

losses in the months of April and May due to the

combined effect of the narrowing of interest

margins andyear end provisioning for loan losses.

However, it is expected that these companies will

become profitable during the cours e of the year.

Prospects for 2OO8

o The outlook for financial stability would remain

favorable in 2008 as the capacity of the financial

system to withstand and manage risks at the

institutional and infrastructure level would

strengthen further, as evidenced by the overall

performance of financial institutions and the

improvements to the regulatory framework and
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payment system. The resilience of the banking

sector will be improved with the on-going efforts

towards the implementation of Basel II with effect

from 2008. Also, the introduction of the Micro

Finance Act would facilitate to formalise the

micro finance sector, benefiting micro finance

practitioners as well as other stakeholders.

Similarly, upgrading the insurance regulation and

supervision by revising the Insurance Industry Act

would lead to the overall improvement of the

insurance industry. As a comprehensive

Securitisation law is being drafted to enable the

creation of the bankruptcy remote Special

Purpose Vehicle (SPV) and rhe'trud'sale of

assets, as well as the regulation of secured

ffansacdons, it will promote risk management and

will provide a fillip to capital market development.
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