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T  he stability and resilience of the financial system was maintained 

despite shocks caused by the global financial crisis and the failure of some 
unauthorised entities engaged in finance business. The global economic 

downturn and decline in world trade led to a slowdown in domestic economic 
growth and a significant contraction in credit expansion. Overall, the key 
financial institutions maintained their soundness with adequate capital levels, 
sustained earnings and improved risk management systems. Domestic financial 
markets were less volatile and share prices increased from the second quarter of 
2009 due to improved outlook for domestic economic activity, the deceleration in 
inflationary pressures and the easing of monetary policy.  Measures put in place 
to address liquidity problems faced by Ceylinco group finance companies, which 
experienced depositor withdrawals because of the failure of some unauthorised 
entities in the group were taking effect.  The payment and settlement systems 
operated with reliability and safety. The regulation and supervision of the 
banking, finance, insurance and securities sectors have been further strengthened 
to improve the resilience and soundness of the financial sector.

FINANCIAL SECTOR 
DEVELOPMENTS AND STABILITY
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Financial system stability

l  The financial system continued to be resilient, 
weathering the domestic economic slowdown 
resulting from the global financial crisis and 
recession amid stresses caused by the failure 
of some unauthorised entities engaged in 
finance business. During the first half of 2009, 
the growth of the financial services industry 
moderated in line with the underlying trajectory 
of the economy.  Domestic financial markets, 
which were somewhat volatile at the beginning 
of the year, became more liquid and stable during 
the second quarter of 2009 due to declining 
inflationary pressures, the easing of the monetary 
policy stance, the resumption of capital inflows 
due to reduced risk aversion, and improved 
investor sentiment following the end of the war. 

l  Banking institutions performed satisfactorily 
with adequate capital levels, sustained earnings 
in spite of the contraction in credit growth and 
a slight deterioration in asset quality. The capital 
adequacy under Basel II, which contributed to 
the continued resilience of the banking sector, 
has been well above the required ratio of 10 
per cent. The profitability of the banking sector 
was maintained satisfactorily.  Asset growth 
moderated mainly due to the decline in banks’ 
lending activities, while the investments grew 

significantly and sustained earnings. The non-
performing loan (NPL) ratio for the banking 
sector increased primarily due to the slowdown 
in the economy.        

l  The finance and leasing company sector is 
now rebounding from the liquidity difficulties  
caused by the failure of a company in the 
Ceylinco group which engaged in unauthorised 
finance business. The Central Bank and the 
Ministry of Finance have taken a number of 
measures to stabilise the distressed companies 
in the Ceylinco group and to facilitate the 
repayment of depositors. The insurance 
sector remains stable, although earnings have 
moderated. The systemically important payments 
and settlements system operated with a high 
degree of availability and safety, while progress is 
being made in business continuity planning, the 
regulation of electronic payment devices and the 
modernisation of the retail payment system. 

l  The overall outlook for financial system  
stability is positive in the context of more 
favourable macroeconomic conditions. Econo-
mic growth is forecast to move upwards with 
the restoration of peace and the reconstruction 
of the conflict affected provinces, the decline 
in interest rates and the easing of the global 
economic downturn which will improve the 
prospects of the business sector and expand 
opportunities for financial institutions. 
Nevertheless, it is important that financial 
institutions practice good corporate governance 
and prudent risk management to improve their 
soundness and resilience. The Central Bank 
and other financial regulators will continue to 
strengthen the regulation and supervision of 
financial institutions and markets to improve 
their soundness and efficiency.  Furthermore, 
the Central Bank will also be vigilant and take 
pre-emptive action to address threats to financial 
stability and to preserve the confidence in the 
financial system. 

Table 8.1
  Key Financial Soundness Indicators of the Banking Industry 

(in per cent)

Total  Capital Adequacy Ratio   14.1 14.4 14.4
Tier 1 Capital Adequacy Ratio  12.6 12.4 12.1
Gross Non Performing Loans Ratio  5.2 6.2 8.6
Return on Assets ( Before Tax )  1.9 2.0 2.1
Return on Equity ( After Tax )   14.0 13.7 15.3
Statutory Liquidity Ratio (DBU)   30.4 31.3 34.7
Liquid Assets to Total Assets   28.1 28.2 31.7
      

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
June
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Developments in Financial Instituions

Licensed Commercial Banks 

l  The performance of the LCBs remained healthy 
with improved profitability and a strengthened 
capital position. The ROA of the LCBs, before 
tax and after tax, were maintained at 2.1 per cent 
and 1.2 per cent, respectively, in June 2009.  The 
main growth driver for profitability was interest 
income which increased by 11 per cent, while 
fee based income showed a growth of only 6 per 
cent.  However, the ROE showed a slight drop 
to 14.8 per cent as against 15.3 per cent in June 
2008, due to effects of taxation and increase in 
the capital funds. The CAR of the LCBs stood 
at 14 per cent in June 2009 compared with 12.9 
per cent in June 2008. Total assets of the LCBs 
expanded moderately by Rs. 84.9 billion or 3.7 
per cent despite a lacklustre performance in 
credit during the period under consideration.

l Credit growth decelerated further during the 
first half of 2009. Loans and advances declined 
by Rs. 43.4 billion while recording a negative 
growth of 3 per cent during the first six-month 
period as compared to a 4.9 per cent increase 
in the corresponding period of 2008.  Lending 
activities, mainly in the categories of export 

bills, lease rentals, credit cards and construction 
including housing, declined primarily due to the 
low demand for loans by corporate customers 
and caution in extending of new loans on the 
part of banks owing to their low risk appetite in 
the prevailing volatile market conditions. 

l Asset quality, as measured by the ratio of non 
–performing (NPLs) to total loans, has shown 
a moderate deterioration over the period.  
NPLs stood at a level of 8.4 per cent in June 
2009. Credit risk mitigation in the form of 
provisions for bad debts has declined due to the 
increase in the level of NPLs and a large share of 
new NPLs being in the special mention category 
where no provision is required. Consequently, 
the provisions (Specific) to NPL ratio declined 
to 43 per cent in June 2009 from 52 per cent in 
June 2008.

l The unexpected financial difficulties that were 
faced by Seylan Bank PLC, a systemically 
important bank, were managed through 
immediate measures taken by the Monetary 
Board under the provisions of the Monetary 
Law Act.  During 2009, Seylan Bank continued 
its normal banking operations in a manner 
that maintained public confidence. The Seylan 
Bank made a public share issue of 54.3 million 
shares to raise Rs. 1.9 billion which was  
oversubscribed. In addition, another Rs. 1.025 
billion was raised through a private placement Table 8.2

  Key Financial Soundness Indicators Licensed 
Commercial Banks

(in per cent)

Total  Capital Adequacy Ratio   13.6 13.8 14.0
Tier 1 Capital Adequacy Ratio  11.9 11.1 11.2
Gross Non Performing Loans Ratio  5.0 6.0 8.4
Return on Assets ( Before Tax )  1.9 2.0 2.1
Return on Equity ( After Tax )   15.0 14.8 14.8
Statutory Liquidity Ratio    24.8 25.7 29.1
Liquid Assets to Total Assets   25.4 25.2 28.8
Net Open Position in FX to Capital Funds 1.2 2.1 0.5

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
June
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by allocating 13 million and 19.15 million shares 
to Bank of Ceylon and the Sri Lanka Insurance 
Corporation.

l Following the end of the conflict, many 
Licensed Banks have sought approval to open 
new branches and other banking outlets in 
the Northern Province under the “Uthuru 
Wasanthaya” programme. The Central Bank 
has already granted approval for 92 new banking 
service outlets in the Northern Province and 
26 outlets in the Eastern Province. With the 
opening of 44 new outlets during the first half 
of 2009, the number of banking units operating 
in the country stood at 4,799 by end June 2009.  
The commencement of new income generating 
activities will be boosted by the increase in access 
to banking facilities. 

Licensed Specialized Banks

l The activities of the Licensed Specialized 
Banks (LSBs) sector showed a noticeable 
improvement in the first half of the year.  Assets 
grew by 7.7 per cent during the first six months 
of 2009, when compared to 4 per cent in the 
corresponding period in 2008. The deposits 
and capital funds also grew by 8.5 per cent and 
4 per cent, respectively. The lending activities 

of the LSB sector had improved by 6.3 per cent 
in the first half of 2009, compared to a 3.7 per 
cent growth in the corresponding period of 
2008. A significant increase in the holdings of 
government securities by LSBs was seen with a 
growth of 10 per cent as against 4 per cent in the 
previous year.  However, the asset quality of the 
sector deteriorated, with an increase in NPLs 
which stood at 10.6 per cent against 7.4 per cent 
in the previous year. 

•	 Overall, earnings and profitability displayed 
a healthy growth during the first half of 2009. 
Pre- tax profits of LSBs for the first half of 
2009 amounted to Rs. 5.0 billion compared to  
Rs. 3.5 billion in the first half of 2008, a 43 per 
cent growth against 11.3 per cent in the previous 
corresponding period.  Consequently, ROA and 
ROE displayed a positive trend with an ROA 
(before tax) of 2.2 per cent and an ROE (after 
tax) of 17.8 per cent for the first half of 2009.  
The LSBs also maintained their liquid assets ratio 
at over 64 per cent, mainly due to the increasing 
investments in government securities. 

Registered Finance Companies 

l The Registered Finance Companies (RFCs) 
sector was affected by the slowdown in  
economic activities and the liquidity difficulties 
faced by the Ceylinco group of companies.  
However, the RFCs had shown some stability 
during the second quarter of 2009. The total 
assets of the RFC sector increased marginally 
and stood at Rs. 177 billion at end June 2009 
compared with Rs. 176 billion at end 2008. 
Total accommodations of RFCs also increased 
marginally and stood at Rs. 114 billion at end June 
2009 compared with Rs.112 billion at end 2008.  
Hire purchase and finance leasing continued to 
dominate the finance business, accounting for 
around 68 per cent of total accommodations 
granted, while real estate represented around 
9 per cent.  Deposit liabilities amounted to 

Table 8.3
  Key Financial Soundness Indicators  Licensed 

Specialized Banks

(in per cent)

Total  Capital Adequacy Ratio   20.6 20.0 17.4
Tier 1 Capital Adequacy Ratio  21.2 24.7 19.7
Gross Non Performing Loans Ratio  6.7 7.6 10.6
Return on Assets ( Before Tax )  1.7 1.5 2.2
Return on Equity ( After Tax )   10.0 7.6 17.9
Statutory Liquidity Ratio   61.0 62.1 64.6
Liquid Assets to Total Assets   42.0 43.6 46.2
      

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
June
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Rs. 105 billion at end June 2009 compared 
with Rs. 103 billion at end 2008. The sector is 
highly concentrated, with the two largest RFCs 
accounting for 42 per cent of the total assets.  
One company obtained a license to operate as an 
RFC in 2009 bringing the total number of RFCs 
in operation to 35 by end June 2009.

l The performance indicators of the RFC sector 
deteriorated in the stressed environment. The 
overall earnings ratios of RFCs, such as ROA 
and ROE, were negative at end June 2009, while 
the gross NPA ratio increased to 8 per cent. The 
Capital Adequacy Ratios (CAR) remained well 
above the minimum regulatory requirement, 
although capital levels declined due to losses 
sustained by some RFCs. The total CAR and 
Tier I CAR were 14 per cent and 12 per cent, 
respectively, at end June 2009

l The Central Bank intervened and took 
several regulatory measures to rebuild public 
confidence in the RFCs and to bring the sector 
back to normalcy. As an initial step, managing 
agents were appointed to the distressed RFCs 
of the Ceylinco group and a Group of Experts 
was appointed to support and guide the 
recovery  process.  Further,  the  Central  Bank 
in conjunction with the Ministry of Finance 

introduced a special stimulus package to assist 
troubled RFCs that were facing liquidity 
problems. This package, with an estimated value 
of around Rs. 4.25 billion, has two main features. 
One is the facilitation of RFCs to dispose their 
property stock to an implementing bank, and the 
other is the provision of government guarantees 
on certain facilities granted by licensed banks 
and selected funding institutions. Directions 
were also issued with respect to liquid assets, 
interest rates and corporate governance and risk 
management.

l  The Central Bank carried out investigations 
into illegal deposit taking entities and took 
legal action against such entities.  In the first 
half of 2009, 31 unauthorized institutions 
suspected to be involved in finance business 
were investigated and discussions were held with 
18 such companies. In addition, the Central 
Bank conducted nine awareness programmes 
in different parts of the country during the 
period, to educate the general public about the 
risks of depositing in unauthorized institutions. 
Furthermore, more than 30,000 brochures 
were issued to the general public and regular 
notices were published in the newspapers listing 
companies that are licensed to undertake finance 
business.

Table 8.4
  Key Financial Soundness Indicators Registered 

Finance Companies

(in per cent)

Total  Capital Adequacy Ratio   14.2 14.5 13.9
Tier 1 Capital Adequacy Ratio  13.1 12.5 12.4
Gross Non Performing Loans Ratio  4.4 6.5 7.8
Return on Assets ( Before Tax )  3.2 2.5 -2.5
Return on Equity ( After Tax )   17.8 12.5 -24.9
Liquid Assets to Short-Term Liabilities  17.2 14.9 12.5
Liquid Assets to Total Assets   9.1 10.9 15.3
      

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
June

Table 8.5
  Key Financial Soundness Indicators Specialized Leasing 

Companies

(in per cent)

Capital  Funds to Total Assets  16.7 16.6 17.4
Gearing Ratio   4.2 4.2 4.0
Non Performing Accommodation 
to Total Accommodation   4.3 4.8 5.2
Return on Assets (Before Tax)  3.5 2.7 3.1
Return on Equity (After Tax) 15.2  10.5 7.7
Liquid Assets to Short-Term Liabilities  8.6 10.6 7.6
Liquid Assets to Total Assets   6.0 7.5 5.3
      

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
March
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Specialised Leasing Companies

l The profitability of the Specialised Leasing 
Companies (SLCs) declined in the first quarter 
of 2009. The industry ROA and ROE declined 
to 3.1 per cent and 7.7 per cent, respectively, 
by end March 2009. The profitability of SLCs 
declined substantially mainly due to the decline 
in net interest income.

l All leasing companies met the regulatory 
capital requirement, while maintaining their 
gearing ratio (borrowings to capital funds) 
at a comfortable level of 4 times. However, 
some SLCs were highly geared, with some even 
exceeding the maximum allowed ratio of 7. The 
total value of Non-Performing Accommodations 
(NPA) of SLCs increased from Rs.4.3 billion 
at end December 2008 to Rs. 4.6 billion at 
end March 2009 and hence, the NPA ratio 
also increased during the year, to 5.2 per cent 
by end March 2009, compared to 4.6 per cent 
at the end of 2008.  In view of the unfavorable 
developments that took place in the financial 
sector, the Central Bank took several policy 
measures to support SLCs, similar to those for 
RFCs. The stimulus package, mentioned earlier, 
was applicable to the SLCs as well. 

Insurance Companies

l The insurance industry remained stable 
although a slight deceleration was witnessed 
in premium income and asset growth due to 
the slowdown in the economy.  Total premium 
income declined marginally by 1 per cent in 
the first quarter of 2009 compared with the 
corresponding period of the previous year. 
Premium income on general insurance business 
declined by 3 per cent, while premium income on 
long-term insurance business increased by 2 per 
cent in the first quarter of 2009. The total assets 
of insurance companies increased by 2 per cent 
to Rs.159 billion at end March 2009 indicating 
a deceleration in the growth rate of assets during 
the current year. The industry solvency ratio for 
general insurance increased marginally to 2.77 
at end March 2009, while the industry solvency 
ratio for life insurance declined to 3.56 at end 
March 2009. Insurance companies held about 48 
per cent of life funds and 27 per cent of technical 
funds in government securities at the end of 
March 2009 exceeding the minimum statutory 
requirement of 20 per cent for general insurance 
and 30 per cent for long term insurance. 

Primary Dealers

l The Primary Dealer (PD) industry showed 
improved performance in market development 
activities recording an 8 per cent increase in 
secondary market transactions with a significant 

Table 8.6
  Key Financial Soundness Indicators Insurance Companies

(in per cent)

Life Insurance   
Premium Growth ( %)   21.2 13.9 2*
Solvency Margin Ratio    3.6 5.0 3.6
General Insurance    
Premium Growth (%)   20.1 10.9 -3*
Solvency Margin Ratio    2.5 2.7 2.8
Retention Ratio   73.5 71.8 72.3
Claim Ratio   62.7 60.6 64.4

* Quarterly                                            
                                           Source: Insurance Companies

Item 2007 2008 2009
March

Table 8.7
Key Financial Soundness Indicators Primary Dealers

(in per cent)

Total  Capital Adequacy Ratio   35.2 16.5 19.0
Tier 1 Capital Adequacy Ratio  34.0 16.1 18.9
Return on Assets (Before Tax)  2.0 2.4 7.9
Return on Equity (After Tax)   18.4 26.6 91.6
Capital Leverage Ratio   7.3 10.4 8.5 
     

Source : Central Bank of Sri Lanka

Item 2007 2008 2009
August
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shift towards Treasury Bonds during the first 
eight months of the year over the same period 
in the previous year. The Industry maintained all 
risk indicators including capital adequacy ratio, 
capital leveraging level and repo / asset ratio  at 
accepted levels leading to improved stability. 
Further, profitability ratios of the industry such 
as return on equity and return on assets too 
improved remarkably in 2009. 

l A Master Repo Agreement (MRA) was 
introduced by the Central Bank in January 
2009, which could be adopted commonly 
by PDs and LCBs, in order to safeguard the 
interests of the parties to the repo agreement. 
A direction was issued restricting the dividend 
payout from the profits earned during 2009, 
with a view to promoting the safety, soundness 
and stability of the PDs and to build up their 
capital base. 

Unit Trusts

l The performance of unit trusts improved with 
the rise in equity prices. The net asset value 
(NAV) of the unit trust industry increased by 
15 per cent to Rs. 7.8 billion at end June 2009 
compared to the NAV at end 2008. The share of 
equities in the investment portfolio of UTs was 
53 per cent, while government securities and 
other fixed income securities accounted for 31 
per cent and 16 per cent, respectively, at end June 
2009. The total number of unit holders and the 
total number of units issued declined to 22,606 
and Rs. 557 million, respectively, indicating a 
slight decline in the concentration of ownership 
at end June 2009.

Developments in Financial Markets

Inter-bank Call Money Market

l The inter-bank call money market became 
increasinglly more stable during the first nine 
months of 2009. The weighted average call 

money rate, which was as high as 14.5 per cent 
at the beginning of the year, declined gradually 
and entered into the interest rate corridor by 
mid March. Following further relaxation of the 
monetary policy stance, call money rates declined 
to a single digit level and commenced  moving 
around the middle of the policy rate corridor 
since then. During the period, the daily gross 
amount of inter-bank call money transactions 
ranged from Rs. 1.3 billion to Rs. 23.6 billion. 
Market liquidity, which showed a deficit of 
5 billion on average during the first quarter, 
improved and turned into a surplus from June.

Domestic Foreign Exchange Market

l The trading volumes in the domestic foreign 
exchange market declined in the first nine 
months of 2009 largely due to the contraction 
in external trade. The total volume of inter-
bank foreign exchange transactions in the first 
nine months of 2009 was US dollars 8.1 billion, 
as against the US dollars 10.6 billion in the 
corresponding period of 2008, a decline of 23.6 
per cent. The daily average turnover decreased 
to US dollars 45.18 million from US dollars 
58.29 million in the corresponding period of 
2008. Similarly, the total volume of forward 
transactions decreased to US dollars 3.4 billion 
from US dollars 4.2 billion.

l The Rupee: USD exchange rate was relatively 
stable with the decline in the current account 
deficit and the increased inflows particularly 
since end March 2009. The Sri Lanka rupee 
depreciated against the US dollar until the latter 
part of April 2009 due to outflows resulting 
from the reversal of foreign investments in 
Treasury bills and Treasury bonds, but it has 
appreciated since then with the increased 
investor confidence following the cessation of 
hostilities. The Sri Lanka rupee has depreciated 
against the US dollar by 1.45 per cent during the 
period under review and it reached Rs. 114.81 
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utilised to service maturing SLDBs amounting 
to USD 475.25 million. In view of the increased 
investor confidence, the government was able to 
raise funds at the last auction for SLDBs held  
in September 2009 at a favorable rate and longer 
maturity (3 years) from the market.

l Foreign participation in the government 
securities also increased significantly 
contributing to the decrease in market yield 
rates and improving the liquidity in the 
market. The end of the civil war in May 2009, 
and the government entering in to the Stand-by-
Arrangement with the IMF, resulted in increased 
confidence of the foreign investor community in 
particular to invest in the government securities. 
As a result of the opening of the Treasury bill and 
Treasury bond market to the Sri Lankan diaspora 
and migrant workforce and granting permission 
to foreign investors to purchase Treasury bills 
and Treasury bonds from the secondary market, 
foreign investment in the government securities 
market increased further. Foreign investments in 
Treasury bills and Treasury bonds reached 8.3 per 
cent of the total outstanding by 30th September 
2009. Accordingly, the foreign holdings in 
the Treasury bills and Treasury bonds stood at  
Rs. 38.9 billion and Rs. 134.5 billion respectively 
as at end September 2009.

Corporate Debt Securities Market

l The corporate debt securities market was 
sluggish during the first eight months of the 
year, but is expected to develop, with the 
declining trend in market interest rates and 
the expansion in economic activity. The value 
of commercial paper issued with the support 
of banks amounted to Rs. 16 billion during the 
first eight months of 2009 in comparison to  
Rs. 17 billion during the corresponding period 
of 2008. The rates on these varied between 11 to 
36 per cent in the current year, compared with 
the range of 18 to 25 per cent in the previous 

by 30 September 2009. The Sri Lanka rupee has 
depreciated against the Indian rupee (1.83 per 
cent), the Sterling pound (11.19 per cent), the 
euro (5.02 per cent) and the Japanese yen (2.06 
per cent) during the first nine months of 2009.  
The Central Bank sold US dollars 650.18 million 
and absorbed US dollars 2,411.75 million during 
the first nine months of 2009 resulting in a net 
purchase of US dollars 1,761.57 million.

Government Securities Market

l Interest rates in the government securities 
market declined during the first nine months of 
the year with the easing of monetary policy and 
decline in inflation. Treasury bill yield rates for 
91day, 182 day and 364 day maturities declined 
by 785, bps, 794 bps and 803 bps respectively, in 
the primary market from January to September 
2009, while yield rates for Treasury bonds with 
maturities of 2 – 5 years declined by 556 – 825 
bps, during the same period. Both primary and 
secondary market yield curves showed a parallel 
shift downwards, in line with the easing of the 
monetary policy stance. With the significant 
decline in inflation, the government securities 
market became active with market participants 
earning higher capital gains by trading in 
government securities.

l Taking advantage of the declining yield rates 
and with a view to developing a long-term yield 
curve, a ten-year Treasury bond was introduced 
to the market during the first nine months 
of the year. Introduction of the 10-year bond 
enabled investors to gauge the expected long-
term interest rate behavior of the market. The 
development of a long-term yield curve is also 
useful for the government to raise funds needed 
at the lowest possible cost over the medium to 
long run and to promote the corporate debt 
market. The government raised USD 541 million 
through the Sri Lanka Development Bonds 
(SLDBs) up to September. Funds raised were 
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year. During the period January - August 2009, 
two commercial banks issued debentures which 
enabled them to raise Rs. 1.1 billion, at face 
value. The turnover of debentures listed on the 
Debt Securities Trading System (DEX) of the 
Colombo Stock Exchange increased to Rs. 72 
million in the first eight months of 2009 from 
Rs. 23 million in the same period in 2008. 
The decline in interest rates and the economic 
recovery are likely to create conditions conducive 
for the development of the corporate debt market 
in the future.

Equity Market

l The price indices of the Colombo Stock 
Exchange (CSE) rose significantly during the 
first nine months of 2009, reflecting in large 
part the positive market sentiment following 
the end of the war. The All Share Price Index 
(ASPI) increased by 96 per cent, whilst the 
more concentrated Milanka Price Index (MPI) 
climbed 102 percent as at end September 2009, 
reflecting a gain in the value of many blue-
chip company shares. The price indices of the 
Banking, Finance and Insurance; Diversified 
Holdings; Beverage, Food and Tobacco; and 
Hotels and Travel sectors increased sharply by 
119 percent, 150 per cent, 92 per cent and 174 
per cent respectively. Market capitalization as 
at end September 2009 amounted to Rs.941.5 
billion registering a significant increase during 

the period under consideration. The Price-
Earnings (PE) ratio rose to 14 per cent at end  
September 2009. The average daily turnover for 
the first nine months of 2009 was Rs.489 million. 
With these developments, the CSE achieved a 
top position among the world stock exchanges. 
Domestic investors accounted for 69 per cent of 
the total equity market turnover, while foreign 
investors accounted for 31 per cent. There 
was a cumulative net foreign inflow of funds 
amounting to Rs. 752 million by end September 
2009. There were six rights issues and one Initial 
Public Offering (IPO) of shares, which raised 
Rs. 3.9 billion and Rs. 56 million, respectively, 
during the first eight months of 2009.

Access to finance

l With the improvement in the security situation, 
emphasis was placed on strengthening the flow 
of funds to the conflict affected areas during 
the second quarter of the year. The Central 
Bank introduced a special loan scheme titled 
“The Awakening North” with the purpose of 
providing credit facilities for capital investment 
for the resumption of economic activities in 
agriculture, livestock, fisheries, micro and small 
enterprises in the Northern Province. Loans 
to the value of Rs. 3 billion will be disbursed 
under this programme. A total of Rs. 1.3 
billion was granted to 11,389 beneficiaries in 
the Northern and Eastern Provinces under the 
New Comprehensive Rural Credit Scheme 
(NCRCS), Poverty Alleviation Microfinance 
Project Revolving Fund Scheme, Krushi 
Navodaya and Agro Livestock Development 
Loan (ALDL) schemes. The flow of funds to 
the conflict affected areas and lagging regions 
is expected to increase significantly during the 
second half of the year when several new schemes 
come into operation.

l The agriculture sector’s access to finance 
continued to improve during the first half 
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of 2009. Cultivation loans released under 
the NCRCS in Maha 2008/09 amounted to  
Rs. 1.9 billion which was an increase of 27  
per cent when compared to Maha 2007/08.  
Meanwhile, loans to the value of Rs. 4.7 billion 
were further released in Maha 2008/09 under 
the NCRCS for purchasing of commodities 
under Forward Sales Contracts. Under the 
ALDL Scheme, Rs. 1.1 billion was granted to 
4,183 borrowers in the first half of 2009. 

l The disbursement of loans under the Poverty 
Alleviation Micro-Finance Revolving Fund 
Programme (PAMP-RF) gathered momentum 
in the first half of 2009.  A total of Rs. 366 
million was disbursed among 9,084 beneficiaries 
under this scheme during this period. This 
represents a large increase of 123 per cent over 
the value of loans released in the corresponding 
period of the previous year. Meanwhile, a 
sum of Rs. 87 million in loans was granted 
to beneficiaries under the Small Farmer and 
the Landless Credit Scheme making the total 
disbursements to poor beneficiaries under these 
two schemes Rs. 453 million. Under the Dry 
Zone Livelihood Partnership Programme, loans 
to the value of Rs. 13.6 million were released in 
the districts of Badulla, Moneragala, Kurunegala 
and Anuradhapura.

Payment and Settlement Systems

LankaSettle System

l The Central Bank, as the operator of the 
LankaSettle System, continued to ensure a 
reliable and safe mechanism for the efficient 
settlement of transactions through the Real 
Time Gross Settlement system with finality 
for large value interbank payments and a 
Delivery versus Payment (DvP) mechanism 
for government securities transactions. The 
LankaSettle System recorded a system availability 
of 99.9 per cent at the end of August 2009. 

LankaSecure

l The LanaSecure System consists of the Scripless 
Securities Settlement System and the Central 
Depository System for scripless government 
securities.  The total value of scripless securities 
held by LankaSecure as at 30 September, 2009 
amounted to Rs.2,000 billion, accounting for 
99.9 per cent of the total value of Treasury bills 
and Treasury bonds outstanding.  These scripless 
securities consisted of Rs. 440 billion Treasury 
bills and Rs. 1,600 billion Treasury bonds.  
LankaSecure maintained 65,038 accounts 
through dealer direct participants, covering 
corporate as well as individual local and foreign 
investors. The value of the securities transacted 
in the secondary market during the first 
three quarters of 2009 was Rs. 24,303 billion  
indicating   a 37 per cent increase in comparison 
to the same period in 2008. 

Retail Payment and Settlement 
Systems

l Retail payment systems are experiencing rapid 
change due to technological innovations, 
introduction of new transaction types and 
the need to reduce fraud. In view of the 
importance of maintaining a safe and efficient 
national payment system, the Central Bank 
continued  to  pursue  its  objectives  through  
the implementation of customer-centric retail 
payment systems.

Sri Lanka Interbank Payment System

l The volume of Sri Lanka Interbank Payment 
System (SLIPS) transactions grew by 18 per 
cent in the first six months of 2009 and the 
rate of growth is likely to continue as salary 
payments of public servants are increasingly 
made through SLIPS.  The increasing volumes 
and the settlement risks will be addressed 
through the implementation of the Common 
Payment Switch (CPS), which is expected to 
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become operational during the third quarter of 
2009. With the implementation of the CPS, 
the SLIPS, which currently operates as an off-
line system, will migrate to an on-line payment 
system, facilitating efficiency gains and greater 
security in transaction completion. The CPS 
will provide higher operational efficiencies, 
capabilities to generate higher revenue and 
adopt hi-tec standards. Bank customers will have 
the benefits of faster realisation of interbank 
payments in a secure manner on 24x7 basis.

Regulation and supervision

l The regulatory and supervisory framework 
was strengthened to promote the soundness 
and safety of the financial system.  The Service 
Providers of Payment Cards Regulations No. 1 
of 2009 came into effect in August. The purpose 
of the regulations is to enhance the safety of 
electronic means of payments by setting out 
prudential requirements for all service providers 
of payment cards. The regulations cover the entire 
range of electronic payment instruments namely, 
credit cards, debit cards, charge cards and stored 
value cards including devices that include a code 
or any other means of access to an account. In 
terms of the Regulations, companies providing 
electronic payment cards and mobile payment 
services are required to register with the Central 
Bank. Eligible companies are Licensed Banks, 
Registered Finance Companies and public 
companies with unimpaired capital of Rs. 75 
million. 

l A number of directions were issued to 
Registered Finance Companies. The Finance 
Companies Corporate Governance Direction 
came into effect in 2009. The direction makes 
the board of directors more responsible and 
accountable for affairs of RFCs and promotes 
a robust risk management framework in order 
to improve overall soundness of the RFCs. In 
order to provide relief to RFCs in the context 
of the current liquidity problems, a new revised 

Finance Companies Liquid Assets Direction 
was issued in 2009 to reduce the statutory liquid 
assets requirement applicable on outstanding 
time deposits from 15 per cent to 10 per cent 
and on savings deposits from 20 per cent to 15 
per cent. In order to facilitate the mobilisation 
of funds by RFCs, a new Finance Companies 
Interest Rate Direction was introduced which 
increased the permitted upper limit of the rate 
of interest on deposits and discounting rate of 
bonds.

l With respect to the banking sector a direction 
was issued by the Central Bank to permit a 
party to acquire a material interest in excess of 
15 per cent of the issued capital in the case of 
a Licensed Bank which requires restructuring. 
The margin requirements imposed in 2008 
on selected commodities and motor vehicles 
imported under documents on acceptance terms 
and on the value of forward contracts for the sale 
of foreign exchange were withdrawn in 2009. 

l A directive to address the gaps in the regulation 
of unit trusts was issued by the Securities 
and Exchange Commission (SEC). These 
related to the independence of trustees from 
managing companies, investment restrictions 
and minimum net capital requirements for unit 
trust managing companies, financial capacity of 
trustees and disclosure requirements for trustees 
and management companies. Revisions to 
solvency margin rules of insurance companies 
were introduced by the Insurance Board of 
Sri Lanka to accommodate new investment 
instruments, such as asset-backed securities, 
deposits with registered finance companies and 
gold.  

l  The SEC Act was amended to revise the 
composition of the Board to increase the level 
of private sector representation in order to 
achieve a balanced representation of public and 
private sector interests. Other revisions include 
empowering the SEC to issue directives to listed 
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l  The laws relating to banking, finance and 
insurance are to be amended to further 
strengthen the regulation and supervision 
of financial institutions and to promote a 
sound and progressive financial system.  The 
Banking Act will be amended and the proposed 
amendments include changes necessitated by the 
new Companies Act, provisions to strengthen 
bank resolution measures, provisions to facilitate 
mergers and acquisitions of Licensed Banks and 
powers to conduct consolidated supervision. 
In addition, Directions will be issued on 
integrated risk management procedures and the 
implementation of Pillar 2 of the Basel II Accord. 
Furthermore, the Central Bank is in the process 
of formulating a deposit insurance scheme, 
which is expected to safeguard small depositors 
and contain the cost of resolving failed banks, 
thereby increasing public confidence and the 
resilience of the banking sector.

l  The Central Bank has finalised proposals for 
a new Finance Companies law which would 
make both unauthorized finance business 
and deposit-taking an offence. The definition 
of “deposits” will be widened to cover a broad 
range of fund mobilisation activities. The powers 
of the Central Bank relating to the investigation 
of unauthorised finance businesses and deposit-
taking will be strengthened and offenses will 
carry more severe penalties. The powers of the 
Central Bank with respect to the examination 
of RFCs and the determination of capital and 
other prudential requirements will also be 
strengthened.

l  The Regulation of Insurance Industry Act will 
also be revised to strengthen the supervisory 
framework of the entire insurance industry. 
The powers of the regulator, the Insurance 
Board of Sri Lanka (IBSL) to issue directions to 
insurance companies, brokers and loss adjusters 
will be strengthened to protect the interest of 
policy holders. The IBSL will also be empowered 
to stipulate capital requirements for insurance 
companies and brokers, make rules and 

public companies to protect the interests of 
investors and ensure that professional standards 
are maintained in the capital market and to 
facilitate regulation of derivatives such as futures 
and options.

l The new Securitization law has been passed for 
the regulation of the asset- backed securities 
industry by the SEC, in order to encourage 
transparency and accountability in these 
transactions and to establish appropriate 
measures and regulations for investor 
protection. The Act provides a framework for 
creating Special Purpose Vehicles (SPVs) for 
securitization, transferring assets to the SPV and 
issuing asset backed securities by the SPV and 
also provides clarity for tax treatment which will 
apply to these transactions. The regulation of 
persons involved in securitization transactions 
such as originators and trustees is also covered 
by the law.

Prospects for 2010

l It is expected that low inflation and the current 
declining trend in the interest rates, together 
with the rebound in global economic activity 
will facilitate an expansion in financial sector 
activity. The reduction in interest rates will 
further improve the asset quality of banks, 
thus reducing the current high levels of non-
performing loans.  The return of investor risk 
appetite will facilitate a strong rebound. The 
slowdown in the construction sector, especially 
the construction of condominiums, is also 
expected to turnaround. With the improvements 
in the liquidity in international financial markets 
and the gradual recovery in the main export 
markets, the export sector is expected to expand. 
These developments will continue to increase 
banking and financial sector activity. This will 
also improve the profits of banks and other 
financial institutions and thereby the capital 
position, thus increasing the resilience of all 
financial institutions.
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determinations and engage in dispute resolution 
and prescribe a “fit and proper” criteria for 
boards of directors of insurance companies 
and brokers. Other proposed revisions include 
the appointment of institutions as agents  of 
insurance companies and the requirement that 
long-term and general insurance business be 
conducted in separately incorporated companies, 
with existing composite insurers being given time 
to segregate business into separate companies. 
Insurance companies will also be required to list 
on the stock exchange.

l  A law to regulate and supervise micro-
finance institutions is also being formulated. 
The different categories of micro-finance 
institutions are registered under various laws 
but are not regulated or monitored through a 
specific regulatory and supervisory authority or 
arrangement. In view of the diversity of these 
institutions and the complexity of the micro-
finance sector and the existing laws, it has been 
decided that certain regulatory requirements 
should be imposed on these institutions. 
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