Financial System
Stability Review
2006

Central Bank of Sri Lanka



Printed at the Central Bank of Sri Lanka Printing Press



FINANCIAL SYSTEM STABILITY REVIEW 2006

Table of Contents

Overview and Summary
Background

CHAPTER 1 — Macroeconomic Environment

1.1 Global Macroeconomic Developments
1.2 Domestic Macroeconomic Developments

CHAPTER 2 — The Financial Markets

2.1 Major Developments in the Money Market
2.2 Major Developments in the Capital Market

CHAPTER 3 - Banking Sector

3.1 Structure and Financial Condition of the Banking Sector
3.2 Risks facing the Banking Sector
3.3 Resilience of the Banking Sector

CHAPTER 4 - Other Financial Institutions
4.1 Registered Finance Companies
4.2 Specialised Leasing Companies
4.3 Primary Dealers
4.4 Superannuation Funds
4.5 Insurance Industry
4.6 Stock Brokers and Trading Members ...

CHAPTER 5 - Financial System Infrastructure

5.1 Payment and Settlement Systems
5.2 Legal Framework

Appendix 1

Members of the Financial Stability Committee (FSC) and

Financial System Stability Study Group

CENTRAL BANK OF SRI LANKA

Xi
Xi

10

10
15

22

22
24
32

41
42
45
47
51
52
53

55
55

60
64

71



FINANCIAL SYSTEM STABILITY REVIEW 2006

List of Tables

OVERVIEW AND SUMMARY
1. Total Assets and Deposit Liabilities of the Main Institutions in the Financial System

CHAPTER 1 — Macroeconomic Environment
1.1 Economic Growth Prospects .

1.2 Land Transactions by Reason for Purchase

1.3 Land Transactions by Mode of Purchase

1.4 Land Transactions by Source of Funds

CHAPTER 2 - The Financial Markets
2.1 Correlation Matrix

CHAPTER 3 - Banking Sector

3.1 Micro Prudential Indicators

3.2 Asset Structure of Licensed Banks

3.3 Credit Card Operations

3.4 Composition of Deposits of Licensed Banks

CHAPTER 4 - Other Financial Institutions

4.1 Micro Prudential Indicators — Registered Finance Companies
4.2 Selected Financial Indicators of SLCs

4.3 Selected Financial Indicators of PDs

4.4 Composition of EPF Investment Portfolio ...

List of Boxes

Box 1 — Equity Market Bubbles and Financial System Stability
Box 2 — Basel 1l and Financial System Stability
Box 3 — Money Laundering and Financial System Stability

Box 4 — Concentration risk in Leasing Business of Specialised Leasing Companies
and Registered Finance Companies ...

Box 5 — Stress Testing — a Risk Management Tool for Primary Dealers

Box 6 — Guidelines on Business Continuity Planning

XX

~N N NN

21

23
24
26
29

42
46
48
51

19
37
40

47
54
S7

v CENTRAL BANK OF SRI LANKA



FINANCIAL SYSTEM STABILITY REVIEW 2006

List of Charts

CHAPTER 1 — Macroeconomic Environment

1.1
1.2
1.3
14
1.5
1.6
1.7
1.8
1.9

CCPI Inflation

Private Sector Credit Grovvth

Private Credit to GDP Ratio

Growth in Credit for Consumption and Housmg

Average Land Price Movements

Price Deviations from the Average Prices .

Commercial Bank Average Weighted Lendlng Rate by Securltles (AWLR)
The Number and the Average Value of Personal Housing Loans

The Number and the Average Value of Commercial Construction Loans

CHAPTER 2 - The Financial Markets

2.1
2.2
2.3
2.4
2.5
2.6
2.7
2.8
2.9
2.10
2.11
2.12
2.13
2.14
2.15
2.16
2.17
2.18
2.19
2.20
2.21

Volumes and Rates in the Call Market

Spread between Minimum and Maximum Call Rate and I\/Iarket L|qU|d|ty
Funds Raised from Primary Treasury Bill Market
Treasury Bill Secondary Market Operations
Commercial Paper Issues ...

Monthly Interbank FX Volumes .
Volatility of Daily Interbank FX Volume ...
Movement of Rupee per USD and its Volatility
Funds Raised from Primary Treasury Bond Market
Divergence in Yield Rate on Government Security Primary and Secondary Markets
Treasury Bond Secondary Market Operations
Government Security Secondary Market Yield Curve
Listed Debenture Issues

Listed Bond Market Monthly Turnover

Equity Price Indices

Funds Raised from the Equity Market

Sector-wise Distribution of Annual Turnover

Equity Market Turnover Ratio

Annual Growth in Price Indices

Price Earning Ratio for CSE

Growth in Corporate Profits and Equity Indlces

CHAPTER 3 - Banking Sector

3.1
3.2
3.3
3.4
3.5
3.6

Trend in Expansion of Bank Advances

Ratio of NPL and net NPL to Total Advances of LCBs
Ratio of NPL and net NPL to Total Advances of LSBs
Ratio of Loan Loss Provisions to NPL of LCBs

Ratio of Loan Loss Provisions to NPL of LSBs
Maturity of the Advances Portfolio of LCBs

CENTRAL BANK OF SRI LANKA

© 00 00 0O o 01 U1 &~

11
11
12
12
13
13
13
14
15
15
15
16
16
16
17
17
17
18
18
20
20

24
25
25
26
26
28



FINANCIAL SYSTEM STABILITY REVIEW 2006

3.7 Loans to Deposit Ratio of LCBs w29
3.8  Liquid Assets Ratio of LCBs (DBUs) .. 29
3.9 Liquid Assets Ratio of LSBs w29
3.10 Loans to Deposits Ratio of LSBs .. 30
3.11 Profit Before Tax of LCBs . 32
3.12 Profit Before Tax of LSBs ... . 32
3.13 Trend in Profit Growth ... . 32
3.14 Return on Assets (ROA) and Return on EqU|ty (ROE) Ratlos of LCBs ... .. 33
3.15 Return on Assets (ROA) and Return on Equity (ROE) Ratios of LSBs ... .. 33
3.16 Net Interest Income as a percentage of Average Assets ... .. 33
3.17 Trend in Interest Spread of LCBs .. 34
3.18 Capital Adequacy Ratios of LCBs .. 35
3.19 Capital Adequacy Ratios of LSBs .. 35
CHAPTER 4 - Other Financial Institutions

4.1  Growth of Total Assets and Deposits of RFCs .. 42
4.2  Capital Funds/Deposit Liabilities Ratio of RFCs . 42
4.3  Net Interest Margin of RFCs .. 43
4.4 NPL/Total Loans Ratio of RFCs .. 44
4.5  Provision for NPLs as a percentage of Total Loans of RFCs .. 44
4.6 Liquidity Ratios of RFCs ... .. 44
4.7  Profitability Ratios of RFCs .. 45
4.8 Leasing and Hire Purchase of SLCs .. 46
4.9 Total Portfolio of PDs ... . A7
4.10 Return on Assets (ROA) and Return on Eqwty (ROE) of PDs . A7
4.11 Total Gross Premium and the Growth ... .. 52
4.12 Total Assets and Net Profit .. 92

\ CENTRAL BANK OF SRI LANKA



FINANCIAL SYSTEM STABILITY REVIEW 2006

List of Abbreviations

ACU
ASPI
ATS
AWPR

BCPs
BOJ
CalPERS

CAR
CCPI
CDS

CIT
CPI
CRIB
CSE
DA
DBU
DEX
DRS
DvP
ECB
EMBI+
EPF
ETF
FCBU
Fls
FIU
FRB
FSAP

FTRA

FX

Asian Clearing Union
All Share Price Index
Automated Trading System

Weighted Average Prime Lending
Rate

Business Continuity Plans
Bank of Japan

California Public Employees
Retirement System

Capital Adequacy Ratio
Colombo Consumer Price Index

Central Depository Systems (Pvt)
Ltd.

Cheque Imaging and Truncation
Consumer Price Index

Credit Information Bureau
Colombo Stock Exchange
Documents Against Acceptance
Domestic Banking Units

Debt Securities Exchange
Disaster Recovery Sites

Delivery versus Payment
European Central Bank
Emerging Market Bond Index Plus
Employees’ Provident Fund
Employees’ Trust Fund

Foreign Currency Banking Units
Financial Institutions

Financial Intelligence Unit
Federal Reserve Bank

Financial Sector Assesment
Programme

Financial Transactions Reporting
Act

Foreign Exchange

CENTRAL BANK OF SRI LANKA

GDP
GOSL
IBSL
IEA
LCBs
LSBs
NPA
NPC
NPLs
NSB
OoSBU
P/E
PDs
PMLA

PSS
PSSA

RDBs
RFCs
ROA
ROE
RTGS
SIBs
SISBs

SLCs
SOE
SSDS

STRs
SWIFT

USA
VaR

Gross Domestic Product
Government of Sri Lanka
Insurance Board of Sri Lanka
International Energy Agency
Licensed Commercial Banks
Licensed Specialised Banks
Non Performing Assets
National Payment Council
Non Performing Loans
National Savings Bank

Off Shore Banking Units
Price-earnings

Primary Dealers

Prevention of Money Laundering
Act

Payment and Settlement Systems

Payment and Settlement Systems
Act

Regional Development Banks
Registered Finance Companies
Return on Assets

Return on Equity

Real Time Gross Settlement
Systemically Important Banks

Systemically Important Specialised
Banks

Specialised Leasing Companies
State Owned Enterprises

Scripless Securities Depository
System

Suspicious Transactions Reports

Society for Worldwide Interbank
Financial Telecommunication

United States of America
Value at Risk

Vil



FINANCIAL SYSTEM STABILITY REVIEW 2006

Vil CENTRAL BANK OF SRI LANKA



FINANCIAL SYSTEM STABILITY REVIEW 2006

Governor’'s M essage

Bank regularly monitors the functioning of the financial system to identify potential sources of

risks and to assess the ability of the financial system to withstand such potential risks of a systemic
nature. These assessments are used to take appropriate pre-emptive measures to manage possible crises
and to convey the findings to the concerned parties, including other regulatory authorities, to foster
financial system development and stability. The Financial System Stability Review (FSSR) is an effort to
make such assessments publicly known to improve awareness among financial institutions, in particular,
and the public, in general. The FSSR presents the best collective assessment of the Financial Stability
Committee (FSC) on financial system stability.

35 n pursuing the objective of promoting and safeguarding financial system stability, the Central

The FSSR 2006 reveals that the risks to financial system stability emanating from the developments
in the macroeconomic environment, financial markets, financial institutions and financial infrastructure,
in the near future are expected to be minimal. However, a few downside risks have been highlighted
calling for continuous vigilance on potential sources of risks. The FSSR will assist financial institutions,
regulators and the public to understand potential risks and stakeholders to take appropriate measures to
manage these risks in a more meaningful manner.

The Central Bank annually publishes the FSSR, covering comprehensive information on the financial
system for the first half of the year and any subsequent information that is available up to the date of
publication. This is the third FSSR, which also includes risks that could emanate due to shifts in consumer
preference and fund movement from the financial sector to the real sector. The preliminary draft of the
FSSR 2006 was prepared by the members of the Financial System Stability Study Group (FSSSG) under
the overall supervision of Rose Matilda Siriwardhane, Director, Payments and Settlements Department,
and Head of the FSSSG. The chairperson and the members of the FSC provided guidance and editorial
comments to finalise the FSSR.

I wish to thank Dr. Ranee Jayamaha, chairperson of the FSC and all other members of the FSC and
FSSSG for their dedicated contribution in completing this Review on time.

Ajith Nivard Cabraal
Governor
December 2006
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Overview and Summary

Background

Financial system stability depends largely on the
resilience of the principal components of the
financial system — financial institutions, markets
and infrastructure, individually and jointly, — in
absorbing any adverse systemic disturbances.
Maintaining resilience of the financial system
requires: assessing and pricing of risks accurately;
managing them efficiently; and facilitating smooth
and efficient reallocation of financial resources from
savers to investors.

In pursuing the objective of promoting and
safeguarding financial system stability, the Central
Bank publishes annually a Financial System
Stability Review covering information on financial
system stability for the first part of the year and
subsequent information available up to publication.
It assesses the stability of the financial system both
from the point of view of its resilience to withstand
shocks and the required improvements in the
financial system for sustaining stability.

The primary objective of the Review is to
identify potential sources of vulnerability, if any,
that can result in instability in the financial system.
It does not, however, attempt to assess the
probability of occurrence of any risk. A related
objective is to improve awareness among financial
market participants, in particular, and the public,
in general, on potential sources of risk to financial
system stability. Such an awareness will stimulate
healthy debate and discussions on financial system
stability issues.

Maintenance of financial system stability
requires a sound regulatory and supervisory
framework. The Review therefore explains policies
and measures taken by the Central Bank, other
regulators and market players to ensure stability of
the entire financial system, but it does not deal with
micro risk assessment or solvency issues of
individual financial institutions. Information on
individual financial institutions is highlighted, in
so far as it relates to the overall assessment.

CENTRAL BANK OF SRI LANKA

The Review is based on the performance of
the financial sector mainly in the first half of 2006,
and the Central Bank’s forecast of key economic
indicators for the year 2006.

Many risks covered in this Review have
already been discussed in the previous Financial
Stability Reviews. The fact that they have not
materialized does not mean that such risks are
remote. The Central Bank and other regulators
should continue to keep vigil on the financial
system in order to initiate early action for risk
mitigation.

The first chapter of the Financial System
Stability Review 2006 presents an assessment of
the risks originating from global and domestic
macroeconomic developments to the financial
system in Sri Lanka. Chapter two discusses
developments in domestic financial markets with
a view to identifying sources of risks to financial
institutions, firms and households that deal in these
markets. Chapter three is devoted to analyzing
recent developments and sources of risks in the
structure and operations of banks. Chapter four
discusses recent developments in other financial
institutions. The fifth chapter provides an overview
of recent developments in Sri Lanka with regard
to financial infrastructure, particularly the payment
and settlement systems, legal framework and policy.

The risks to financial system stability in the
short term remain subdued, supported by the
continuation of global and domestic economic
growth. However, several downside risks remain.
First, high oil prices and heavy outflow of foreign
reserves could lead to higher inflation which could
lead to tightening of monetary policy to check the
inflation. Second, there is a continued risk that the
US current account imbalance may unwind in a
disorderly manner affecting interest rates, exchange
rates and growth in the rest of the world. Third,
there is an increasing risk that the growing
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inclination to protectionism could hamper the
expansion of world trade. Fourth, rapid increases
in household credit could lead to a weakening of
household balance sheets and an increase in asset
prices.

Global financial market conditions remain
positive. The greater volatility experienced in some
financial markets during May — June 2006 reflects
greater investor uncertainty about risks to the
economic outlook and likely policy response.

On the domestic front, the growth continues
to be robust and the conditions in financial
institutions do not reflect a heightened level of risks.
Increased levels of profits and capital and improved
asset quality in financial institutions indicate a
reduced level of risks to financial system stability.
The monetary, fiscal and prudential measures that
have been implemented will ensure that asset
quality of the banking industry is maintained,
despite the rising credit growth and its associated
funding sources. Financial market activities
expanded and remained broadly stable, with price
movements primarily reflecting changes in
fundamentals. The efficiency and resilience of the
financial infrastructure further improved with the
continued modernization of payment systems; and
legal, regulatory and other policy measures taken
during the period.

Several sources of risks remain on the domestic
front. These include upward pressure on inflation,
high credit expansion, high oil prices and external
debt of the Government. However, in the short
run, the risks are expected to remain subdued given
the monetary, prudential and other policy measures
implemented. In the financial sector, downside risks
remain in terms of potential credit, liquidity and
market risks associated with growing maturity
mismatches and over reliance on very short term
borrowings, rising credit to deposit ratios,
deterioration in the credit quality, concentration
of shareholder power in large financial
conglomerates and a significant sectoral concen-
tration of credit, which have the potential to impact
on financial system stability in the future unless
corrective measures are initiated.

Xl

On the macro front, risks arising from high
credit expansion could be minimized through the
implementation of appropriate macro prudential
regulations and improving capacity of the
institutions and regulators to assess vulnerabilities.
A further improvement in timely identification,
classification and provisioning for non performing
loans is essential to enhance credit quality. Financial
institutions need to be encouraged to achieve a
competitive edge by diversifying their revenue
streams, enhancing productivity levels, reducing
credit to deposit ratios by avoiding over reliance
on short-term borrowings, minimizing balance
sheet mismatches through risk mitigation measures,
and adoption of high corporate governance
standards.

The risks to financial system stability
emanating from the macroeconomic environment,
financial institutions, financial markets and
financial infrastructure in the near future are
expected to be minimal, with the policy measures
taken by the Central Bank and other authorities.
However, close vigilance will be maintained in
identifying vulnerabilities and mitigating risks to
financial system stability.

Matrix on ‘Recent Measures and Initiatives
to Improve Financial Sector Risk Management’ is
at Appendix 1.

1. Strong global economic growth continues,
strengthening financial system stability, amidst
several downside risks.

Global growth is expected to remain robust in 2007
supported by the ongoing strong and broad-based
global economic expansion. However, there are
downside risks from the possibility of a continued
build-up of inflationary pressures, a slowdown in
consumption in a number of countries and the
spread of protectionism. Expansion in economic
activities in major export destinations of Sri Lanka
would support demand for Sri Lankan exports,
though there is a growing risk that protectionist
sentiments could affect global trade in the medium
to long term.

CENTRAL BANK OF SRI LANKA
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Due to the robust economic performance
experienced, the financial strength of firms have
improved with increased profits and restructuring
of debt. Investments by firms are likely to grow
further providing an impetus for the expansion of
economic activities.

Global financial market conditions remain
favourable characterized by historically low risk
premiums of financial assets and volatility, despite
short lived volatility observed in the commodity,
foreign exchange and equity markets in several
countries, during the second quarter of this year.
With the gradual withdrawal of monetary
accommodation, the short term interest rates are
likely to increase at a pace corresponding to
developments on inflationary expectations.
Sustained high rates of growth have absorbed spare
capacity and led to emerging signs of inflationary
pressures, as reflected by indicators of inflation
expectations. New credit instruments such as credit
derivatives and collateralized debt instruments
continued to expand, improving financial system
stability by diversifying and pricing of risks more
finely.

However, the global economy and financial
markets are faced with a number of sources of risks.
First, a sustained rise in oil prices has a potential to
exert an upward pressure on inflation. Inflationary
pressure could trigger a higher than expected
increase in interest rates, their volatility and risk
premiums. Such developments could change
market expectations resulting in an abrupt re-
pricing of risk, disorderly adjustments in financial
markets and a negative impact on economic
conditions. Second, any substantial slowdown of
global economic growth may adversely affect the
debt service capacity of borrowers, impacting on
the profitability of the financial institutions. Third,
a widening current account deficit in the United
States of America (USA) which is currently
financed by investors in surplus countries without
a higher risk premium, may not continue for a long
period. Any abrupt readjustment or correction
could have an adverse impact on exchange rates,

CENTRAL BANK OF SRI LANKA

interest rates and eventually on economic growth.
An orderly adjustment of imbalances requires
increase in national savings in the USA including
sustainable reduction in the fiscal deficit,
implementation of further structural reforms in
Europe and Japan and strengthening of the
financial sector, boosting domestic demand and
improving the exchange rate flexibility in China.
Fourth, households in some developed and
emerging countries are vulnerable to cyclical
downturns in house prices as house prices and
household debt on housing have continued to
increase sharply in the recent past. The risk of rising
household debt could be higher in the absence of
adequate risk management measures and prudential
regulations. Fifth, strong growth in structured debt
instruments could be a source of potential risk.
Since they are relatively new debt instruments, their
ability to withstand macroeconomic shocks or a
significant change in the prices of underlying
securities have not yet been fully identified.

However, a broader consensus exists, that the
global economy is resilient enough to withstand
such vulnerabilities in the short run.

2. The general outlook for financial system
stability is favourable. Strong domestic growth
is conducive for expansion of the financial
sector.

Sri Lanka’s economy grew by 7.8 per cent in the
first three quarters of 2006 and is expected to grow
by around 7 per cent in year 2006 with expansion
in all major sectors of the economy.

The relatively high growth in money supply
is expected to decelerate with the continuation of
a tight monetary policy package containing
inflationary expectations.

The fiscal deficit in 2006 is expected to be
around 8.7 per cent of Gross Domestic Product
(GDP) mainly due to increased expenditure.

The continuation of economic expansion will
provide impetus for growth in financial services.
Private sector credit grew at a higher rate in the
first ten months of 2006. Distribution of credit
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among key economic sectors has not shown a
significant change. Credit extended to housing and
consumption activities remains high. Price
movements in housing, land and financial assets
need to be closely monitored to identify
misalignment of prices and its implications for
financial system stability. The financial position of
firms listed in the Colombo Stock Exchange (CSE)
improved with increased corporate profits. The
soundness of financial institutions improved in
terms of credit quality, profitability and capital
adequacy.

Higher economic growth is a pre condition
for economic and financial system stability. Further,
significant increases in international oil prices and
deterioration in security conditions are potential
downside risks. These risks are unlikely to create a
serious systemic risk in the near future.

3. Activities in financial markets further
expanded. The potential risks arising from the
operations of financial markets and their
impact on financial system stability remain low.

Following the increases in the Central Bank policy
rates, interest rates in money and capital markets
increased in the first ten months of 2006. The
turnover and price indices in money and capital
markets improved further.

The call money market, the uncollateralized
segment of the money market, continued to play
an active role in providing liquidity to licensed
commercial banks (LCBs). The interest spread
between call money and repo markets remained
broadly unchanged during the period. Call market
rates, adjusted for tax differences, remained within
the corridor formed by the repurchase rate and the
reverse repurchase rate of the Central Bank in the
first half of 2006, but moved above the reverse
repurchase rate during the second part of the year.
The upward movement in rates was not a reflection
of an increase in the credit risk of the LCBs. The
concentration of excess liquidity among a few
LCBs, on a large scale, was not observed in the call
market during the first ten months of 2006.

XV

Counterparty limits of LCBs on their lending have
not constrained the smooth functioning of the call
market. However, resorting to the reverse repo
facility of the Central Bank as a permanent source
of funding by LCBs reflects imprudent behaviour
by such banks, giving rise to adverse implications
for financial system stability. Furthermore,
continuous reliance of a few LCBs, on the call
market to obtain their liquidity requirement was
also seen as a potential problem in terms of
liquidity, credit and interest rate risks, the stability
of those LCBs and the market as a whole. These
LCBs need to re-examine their asset and liability
management strategies and implement measures
to strengthen their funding sources.

The interbank foreign exchange market
expanded and the volatility in trading volumes
remained low in the first ten months of 2006,
barring a few occasions, when the market came
under pressure due to excessive import demand,
particularly created by higher oil import bills. The
market volumes are likely to increase with a steady
and modest volatility. The rupee recorded a
depreciation of 5.3 per cent against the US dollar
during the ten months ending October 2006, in
line with the heavy outflow of foreign exchange on
account of high oil prices. Any significant increase
in oil prices could build up further pressure on the
exchange rate. However, the increased inflow of
foreign exchange through export earnings, foreign
remittances and other sources would partially offset
the potential pressure on the foreign exchange (FX)
market and the exchange rate.

In the first ten months of 2006, volumes in
the primary and secondary government securities
markets further expanded, and yield rates increased.
However, Treasury bill repo market activities
declined possibly due to an interest rate anomaly
between the primary market and the secondary
market rates, where the yield curve in the secondary
market operations lies well above that of the
primary market operations. Along with the upward
movement of money market rates, the secondary
market yield curve shifted up.

CENTRAL BANK OF SRI LANKA
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The equity market, which recovered from the
decline witnessed towards the end of 2005 recorded
improved performance in terms of turnover and
prices. The improvements in the equity market have
broadly been reflective of economic fundamentals.
The exposure of major financial institutions to the
potential risks in equity markets remains low due
to their relatively lower investment in the equity
market and the low level of lending activities backed
by equities.

Regulation and supervision of the activities
of the equity market and listed companies are
entrusted to the Securities and Exchange
Commission (SEC). In addition to policies, laws
and infrastructure facilities, sound corporate
governance in listed companies plays an important
role in the development of the equity market.
SEC has taken an initiative to draft a mandatory
Code of Corporate Governance Rules for listed
companies. Its speedy implementation would help
in enhancing public confidence in the activities of
the equity market.

In a rising interest rate environment and
where there are no proper risk management tools,
financial institutions which have an exposure to
the government securities market, could be
constrained in liquidating their portfolios due to
the risk of capital loss. Therefore, greater focus
needs to be paid by financial institutions to improve
their risk management. In this regard, financial
institutions should hedge to cover these risks.

4. The total assets of the key financial institutions
expanded. The risk mitigation capacity of these
financial institutions was enhanced with
improved profitability, capital levels and asset
quality, as well as further strengthening of the
regulatory and supervisory framework.

Profitability of banks continued to improve
primarily through improved net interest income,
which was supported by high interest spreads and
growth in the volume of operations. Significant
levels of operational costs, especially in relation to
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personnel costs, were seen as a deterrent to
improved levels of profitability. Banks will need to
initiate pro-active measures to achieve a competitive
edge by way of expanding banking services,
especially in the form of introducing fee based
services, enhancing productivity levels, improving
asset quality and achieving cost efficiencies through
methods such as automating routine processes,
reducing staff costs and outsourcing non-essential
services and improving back office services.

The profitability and capital adequacy ratios
of registered finance companies (RFCs) and
specialized leasing companies (SLCs) remain at a
satisfactory level with substantially increased profits.
In contrast, the profitability of PDs declined due
to the upward shift in the yield curve.

5. Credit by key financial institutions has
expanded with economic growth.

Credit granted by key financial institutions has
expanded in the recent past with increased
economic activities and higher price levels. Risks
arising from high growth in credit are mitigated to
an extent due to the improved profits and capital
levels and collateral based lending.

Since there is a tendency for the credit quality
to reduce when credit substantially expands, it is
the responsibility of the management of financial
institutions to maintain credit quality, make a
genuine effort to classify NPLs and make provisions
for such NPLs.

6. Financial institutions do not appear to have
been adversely affected by market risk in an
increasing interest rate environment.

The LCBs, RFCs and SLCs have a relatively low
market risk exposure due to their relatively smaller
shares of investments and market related businesses
in government securities, private debt and equity
markets.

The LSBs are relatively more exposed to
adverse movements in interest rates and prices of
marketable investments, as they have significantly
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higher investments, particularly in government
securities, against their total assets.

The Central Bank introduced prudential
guidelines on market risk in order to ensure that
banks are adequately capitalised to meet any adverse
fluctuations in market prices and that they are not
vulnerable to shocks. As a consequence, the banking
system’s vulnerability on account of investment in
securities has been mitigated to a considerable
extent.

The results of the stress test conducted by the
Central Bank at end September, 2006 indicates a
low market risk for PDs even with increased interest
rates, mainly due to the larger share of short
duration government securities in their portfolios.

Since cyclical fluctuations in an economy are
inevitable, it is advisable for all financial institutions
to assess risks, particularly market risk, in different
scenarios using various stress testing technologies.
Such an exercise is an important element in
adapting to a changing environment and also to
ensure financial system stability.

7. Foreign exchange risk of LCBs is managed
mainly by external and internal prudential
limits.

Risks to LCBs from foreign exchange operations
arise due to the open positions held by them. If
the exchange rate moves against the positions held
by LCBs it can result in losses. Since foreign
currency assets of LCBs are generally concentrated
in US dollars, their profitability could be affected
in the event of wide fluctuations of the US dollar.
However, these risks are mitigated to a considerable
extent through the overall limits and bank specific
prudential limits imposed by the Central Bank and
the internal open position limits stipulated by the
LCBSs’ own management.

In addition to LCBs, the Central Bank also
intervenes in the foreign exchange market to reduce
uncertainties by smoothing out wide fluctuations
in the market and to build up the Bank’s foreign
exchange reserves.

XVI

8. Liquidity risk management of key financial
institutions has been satisfactory.

The overall liquidity risk management of key
financial institutions has been satisfactory with
statutory liquid assets ratios being maintained above
the statutory minimum requirements.

A strain on the state banks’ foreign currency
banking unit liquidity ratios was witnessed during
the first quarter 2006, due to funding of large
petroleum imports, and it could create a potential
liquidity constraint in the future, if continued
without addressing the issues. Furthermore,
continued over relience on short term sources of
funds is an area of concern. Another potential
liquidity constraint may arise in the banking system
if banks maintain inadequately funded private
pension funds. The Central Bank will continue to
be vigilant on the developments in these areas and
initiate remedial measures to mitigate such risk.

9. An increased emphasis on managing
operational risk is becoming evident.

The emphasis placed by banks as well as regulators
on operational risk is rising with the impending
implementation of the Basel 11 capital adequacy
framework, which requires banks to allocate
sufficient capital on account of risks. Banks are
required to develop a more systematic approach to
measuring and managing operational risk.

10. Overall capital funds and capital adequacy
levels of key financial institutions improved.

Capital funds of the key financial institutions were
augmented in the first quarter of 2006, thus,
increasing the cushion available for absorbing risks
faced by them. Therefore, resources available in the
key financial institutions for growth and risk
management were considered to be adequate.
The capital adequacy ratio (CAR) of the
banking sector was well above the local and
international regulatory minimum ratios, despite
a marginal decline in the CAR due to the
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introduction of the capital charge for market risk
with effect from March 2006.

The Central Bank’s proposal of further
enhancing the minimum entry capital requirement,
the policy of promoting consolidation in the
banking sector, the impending implementation of
Basel 11 as well as the pending introduction of
mandatory corporate governance standards and the
mandatory credit rating of banks are envisaged to
promote greater financial system stability.

11.Concentration of credit of key financial
institutions in a few areas needs to be
monitored.

There is a concentration of business by financial
institutions in a few areas such as trade, housing
and construction, vehicles and consumption.
Lending by LCBs to the commercial sector has
declined in the recent past, but it still accounts for
30 per cent. The share of lending to housing and
construction in the total advances of LSBs and
LCBs remained high at 35 per cent and 16 per
cent respectively, as at end September, 2006. More
than 75 per cent of facilities granted under leasing
and hire purchases by RFCs and SLCs are for
purchase of vehicles. The credit expansion to areas
such as vehicles, housing and property development
and consumption may require close monitoring.

12. The Central Bank invoked the provisions of the
Banking Act relating to abandoned property
or dormant accounts to prevent misuse of such
funds.

The misconception created in the public domain
about the decision to implement provisions of Part
IX of the Banking Act relating to abandoned
property was successfully allayed by the Central
Bank through press releases emphasising that: the
purpose was to prevent misuse of such funds; and
that the owner of such abandoned property has
the right to claim his/her funds at any point in
time by providing adequate proof of his/her title
to such funds.
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13. Fund transfer services of banks need to be
efficient and cost effective.

To face challenges from “Hawala” type informal
fund transfer systems, banks need to take effective
measures to provide reliable, cost effective and
efficient fund transfer services to encourage
remitters to use formal banking services.

14. Measures are being taken to facilitate further
the soundness and governance of banks.

The concentration of shareholder power and the
existence of large financial conglomerates, which
lead to large numbers of cross shareholdings,
common directors and inter company transactions
was a supervisory concern due to potential conflicts
of interests and abuse of power. Such developments
would not augur well for the stability of the
financial system.

The directions on share holder limits are being
amended by unifying material shareholdings at 15
per cent and retaining the threshold limit at 10
per cent. Shareholdings in excess of the threshold
will be permitted by the Monetary Board only
under specified circumstances.

The Central Bank has initiated remedial
measures in order to curb and manage other risks
and is also reviewing further measures such as
amendment of legislation, the enhancement of the
minimum entry capital requirements and the
adoption of a policy of consolidation in the banking
system to facilitate the creation of financially sound
and robust banks and further promote financial
system stability.

15. The risk level in the two largest superannuation
funds i.e., Employees Provident Fund (EPF)
and Employees Trust Fund (ETF) remain low
with adequate levels of liquidity, low levels of
credit and market risks.

The superannuation industry accounts for about
18 per cent of total financial assets and plays a major
role in resource mobilization and allocation in the
country. Interest, liquidity and credit risk levels in
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the industry, dominated by the EPF and ETF, were
at low levels on account of the higher share of risk
free government securities in their investment
portfolios, holding assets on investment basis and
a net positive inflow of funds from members. The
interest rate risk arising from the high level of
interest sensitive assets in their portfolios is
mitigated through the availability of adequate
liquidity and such debt instruments being held on
an investment basis. A priority as far as financial
system stability is concerned is the need to fill the
regulatory and supervisory vacuum in the industry
in order to assess and mitigate a potential source of
risk.

16.The insurance industry continued its faster
growth in the first half of 2006. Insurance
premiums, assets and profits of the industry
improved, providing a cushion for risk
absorption.

The insurance industry plays a major role in
pooling and distribution of risks. The premium
income of the industry has been growing at a higher
rate in the recent past supported by deregulation,
economic expansion and high competition. The
main risks faced by the industry are market,
liquidity, re-insurance and operational risks.

The regulatory and supervisory framework
covering the industry has improved in the recent
past with the introduction of new prudential
norms. However, there still exists an urgent need
for introduction of risk based supervision to assess
the risk more prudently and a strong legal
framework to ensure soundness of the industry. The
governing law which is yet to be approved by
Parliament would be of paramount importance in
strengthening the soundness of the insurance
system.

17. The LankaSettle System and the recently
launched Cheque Imaging and Truncation
(CIT) System have reduced risks and increased
efficiency in the payment and settlement systems
(PSS).

XVl

The LankaSettle and CIT systems together settle
99 per cent of all non cash payments of the country.
All clearing systems settle their net obligations in
the LankaSettle System, except the two clearing
systems operated by the Colombo Stock Exchange
(CSE) for equity and debt securities. It is desirable
to take measures to shift the settlement of net
obligations of these systems too, from the current
settlement bank to the LankaSettle System as a
measure to further strengthen the stability of the
financial system.

18. Business continuity planning has become vital
to improve the resilience of financial institutions
and PSS to secure financial system stability.

The Central Bank provided guidance to operators
and participants of systemically important PSS to
have comprehensive business continuity plans
(BCPs) with fully equipped disaster recovery sites
(DRS), in order to continue payment and core
banking operations in the event of a widespread
and prolonged disruption to their infrastructure
and critical services.

The Central Bank emphasized the importance
of having BCPs for all banks to ensure continuity
of their core businesses and payment and settlement
operations. Although many banks have complied
with the requirements, there are a few banks which
have not fully complied yet. However, as the
systemically important segments of the market have
established BCPs, there is no visible threat to the
wider financial system.

The society for worldwide interbank financial
telecommunication (SWIFT) User Group in Sri
Lanka has launched a project to establish a local
SWIFT Service Bureau by 2007, in response to
the concern expressed by the Central Bank
regarding the lack of SWIFT connectivity (which
is the communication platform of LankaSettle
System and most other domestic and international
transactions of LCBs) at the DRS of LankaSettle
participants.
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19.The Central Bank has geared to develop a
payment system policy which provides a
balanced regulatory framework to ensure safety
and efficiency of PSS.

PSS are fast changing with advanced technology.
Innovations and competition among market players
have become key factors for future development.
Creation of an environment which facilitates
innovation and competition requires clear future
direction. It is therefore important to declare a
public policy on PSS enabling market players to
make decisions on their future investments in PSS.
The Central Bank has prepared a PSS policy in
consultation with the National Payment Council,
the highest decision making body with regard to
PSS, which is represented by all PSS stakeholders.
The proposed policy which is planned for the next
four year period (2007 — 2010) provides: a
framework to mitigate risks and increase efficiency;
and a road map with measurable action points.

20. The legal system continues to be updated and
modernized in the face of rapid changes brought
about by financial innovations and techno-
logical advancement.

Significant changes were made to the legal system
through amendments and enactment of new
legislation covering the sector during the first half
of 2006.

Both reactive and pro-active changes to the
legal framework have taken place to address the
needs of the financial system. The legislation
necessary to address major issues, including capital
requirements, bank credit and prevention of money
laundering, were introduced in early 2006.
The initiatives to strengthen the financial system,
including the setting up of an asset management
authority, are being further examined. In view of
the vital role played by the judicial system for the
smooth functioning of the financial system,
continuous improvement in the efficiency of the
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judicial system and legal processes are also
important to maintain financial system stability.

21. The Central Bank continued to educate the
public to be aware of potential financial scams.

Having recognised the dangers posed by the
pyramid and Ponzi schemes to the stability of the
wider financial system, the Central Bank has paid
greater attention and taken a number of measures
to increase public awareness, including the
amendment to the Banking Act to prohibit the
promotion and operation of, and participation in,
pyramid schemes. Investigations under the Banking
Act are on-going, arrests have been made and
matters are before the courts of law. As a result, it
has been possible to insulate the financial sector
from the pyramid scheme threat and the public
have been warned of the consequences of
promoting, operating or participating in pyramid
type scams. The public has heeded these warnings
and the spread of pyramid type fraudulent schemes
appears to have subsided. However, there are
indications that pyramid scams resurface in
different guises from time to time and the public
is advised to be vigilant.

22. All stakeholders should make an effort to
disseminate and interpret information
accurately to prevent spread of misinformation
on the integrity of the financial system.

The spread of misinformation on the integrity of
financial institutions, financial markets and
financial infrastructure has the potential to affect
public perception about major macroeconomic
variables, such as flow of capital and foreign
exchange, thus affecting the efficient functioning
of financial markets. As such, all stakeholders,
including journalists and the media, should make
an effort to disseminate and interpret information
accurately and to retain the spirit of official
communications.
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Table | — Total Assets and Deposit Liabilities of the Main Institutions in the Financial System — June 2006(a)

Deposit Liabilities
Financial Institution

Rs. bn. % Share Rs. bn. % Share

Central Bank of Sri Lanka 473.9 13.7 n.a. n.a.
Institutions Regulated by the Central Bank 2,644.4 76.4 1,355.5 97.9
Deposit Taking Institutions 2,073.2 59.9 1,355.5 97.9
Licensed Commercial Banks 1,647.0 48.0 1,066.0 77.0
Licensed Specialised Banks 329.9 9.5 237.8 17.2
Registered Finance Companies 97.1 2.8 52.8 3.7

Other Institutions 571.2 16.5 n.a. n.a.
Employees’ Provident Fund (b) 456.0 13.2 n.a. n.a.
Primary Dealers 46.7 1.3 n.a. n.a.
Specialised Leasing Companies 68.5 2.0 n.a. n.a.
Institutions not Regulated by the Central Bank 343.7 9.9 29.0 2.1
Deposit Taking Institutions 32.0 0.9 29.0 21
Rural Banks 26.8 0.8 24.2 1.7

Thrift and Credit Co-operative Societies 5.2 0.2 4.8 0.3
Contractual Savings Institutions 280.2 8.1 n.a. n.a.
Employees’ Trust Fund 62.5 1.8 n.a. n.a.
Private Provident Funds 107.5 3.1 n.a. n.a.
Insurance Companies 110.2 3.2 n.a. n.a.

Other Specilised Financial Institutions 31.5 0.9 n.a. n.a.
Merchant Banks 25.3 0.7 n.a. n.a.
Venture Capital Companies 1.5 0.0 n.a. n.a.

Unit Trusts 4.7 0.1 n.a. n.a.

Total 3,462.0 100.0 1,384.5 100.0

(a) Provisional.
(b) Administered by the Central Bank of Sri Lanka.
n.a. — not applicable

XX

Source: Central Bank of Sri Lanka
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well during the first nine months of 2006 compared
to the year 2005. The Stress Test on PD portfolio,
which assesses the resilience of the PD portfolio to
interest rate shocks, revealed that there is no
eminent threat to the stability of the PD industry
in the immediate future. However, if the present
rising trends in interest rates continue further, it
may have some adverse effects on the capital base
of the PD industry depending on how well they
could adjust and manage their portfolios to face
market risks. Meanwhile, in order to ensure the
stability of the PD system, the minimum capital
requirement of a PD was raised to Rs.300 million
by 01 July 2006, while a risk weighted capital
adequacy framework was also introduced to
maintain adequate capital that was commensurate
with the risk they face in their dealing activities.

Financial Condition

The PD industry had recorded pre-tax profits of
Rs.409.5 million for the first nine months of 2006.
This shows an impressive recovery from the year
2005, where the profits of the industry for the
corresponding period was only Rs.227.7 million
and for the whole year 2005, the profits earned
were Rs.370.4 million.

During first quarter of 2006, the profits of
PDs increased, with a number of positive factors,
such as the downward trend in the yield rates since
January 2006, high expectations on the success of
the peace process and favourable market conditions.

Table 4.3 — Selected Financial Indicators of PDs

Rs.mn.
. End End Sep. End Sep.
e liezitst 2005 2005 2006
Total Capital 4,418.6 4,222.1 5,325.1
Total Portfolio 42,9125 503661  39,847.4
Total Assets 458858 51,2318  40,603.2

The industry was able to earn a sizable amount of
profits during the first quarter (Rs.202.8 million)
due to significant capital gains and revaluation
gains. However, in the wake of rising inflation since
April, 2006, negative developments on the peace
process and a tight liquidity situation, resulted in
the yield curve moving upward with a positive
slope, indicating market expectations that interest
rates will rise in the future. Consequently, towards
the end of the third quarter, most PDs, in order to
mitigate market risk, curtailed their trading
portfolios in particular to a large extent, thereby
minimising future losses and reducing return on
equity, secondary market transactions, total assets
etc. The total trading portfolio of the PD industry
dropped from Rs.29.9 billion by end March, 2006
to Rs.20.6 billion by end September, 2006.

Reflecting these trends, the return on equity
of the PD industry which stood at 8.6 per cent by
end 2005 rose to 17.8 per cent by end March, 2006
and reverted back to 11.2 per cent by end
September, 2006. Following a similar trend, the
total assets of the industry increased by Rs.10.5
billion to Rs.56.5 billion by end March, 2006 and
subsequently, declined to Rs.40.6 billion by end
September, 2006.
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The total capital base of the industry increased
by 20.5 per cent to Rs.5.3 billion since end 2005
to end September, 2006 partly due to increased
profits of the industry and also due to the increase
in minimum capital requirement. The capital
adequacy ratio (CAR) of the industry was at
48.3 per cent, showing an under utilisation of
capital, while the industry leveraging level was at
6.4 times giving a low risk corresponding to a
moderate level of market activities. As at end
September 2006, all PDs were maintaining the
CAR above 8 per cent and the leveraging level
below 20 times which are the statutory required
levels. PDs as an industry had shown a steady
growth over the preceding year and continue to
function with a sound financial strength.

Secondary Market Transactions

An analysis in secondary market trading volumes
reveals that Treasury bill transactions in the repo
market had declined by about 24 per cent during
the first nine months of 2006 when compared with
the corresponding period in 2005. However, an
increase of 4.7 per cent in the Treasury bills outright
transactions could be observed. The Treasury bond
transactions had declined in both outright and repo
markets by about 6.4 per cent and 12.8 per cent,
respectively. The overall secondary market volume
of outright transactions, including both Treasury
bills and Treasury bonds, showed a marginal
decrease of 0.35 per cent in the first nine months
of 2006 over the same period in 2005, while repo
transactions had decreased by 16 per cent.

Assessment of Risks
Market Risk

The PD industry is mainly vulnerable to market
risk, i.e. the risk arising due to adverse movements
in interest rates or volatility of market prices of
government securities. An increasing trend in the
yield rates for government securities was observed
during 2005. However, from January to April 2006,
these rates declined mainly due to the resumption
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of peace negotiations, the downward trend in
inflation as well as inflationary expectations of
investors and reduction of uncertainty in the
domestic market. Since May, a gradual increase in
the primary market rates was observed with the
increase in policy rates in June, July and September
2006. A similar trend was observed in the secondary
market yield rates as well.

The Central Bank uses stress testing as a risk
management tool and evaluates the market risk
positions of PDs on a monthly basis. The stress
test results as at end September 2006 indicate a
modified duration of 0.7 per cent, a low market
risk among PDs, even with increased interest rates.
The total estimated reduction in capital would be
2.8 per cent for a 100 basis points increase in
interest rates while the impact on total portfolio
would be a loss of Rs.150.5 million or approxi-
mately 0.73 per cent of the trading portfolio which
stood at Rs. 20,596 million as at end September
2006. In compliance with the direction on
minimum capital, the PDs increased their
minimum capital up to Rs.300 million by 01 July
2006. This has widened the loss absorbing capacity
of PDs. At the same time, the Risk Weighted
Capital Adequacy Framework (RWCAF) came in
to effect from July 2006. The introduction of the
RWCAF would further address market risk of the
PDs, as it requires them to maintain an adequate
level of capital commensurate with the risk they
take in their dealing activities, starting with a
minimum capital of Rs.300 million, and also, to
increase the Capital Adequacy Ratio (CAR) to 8
per cent. PDs are also required to transfer a portion
of their profits to a special risk reserve.

Concentration Risk

Concentration risk refers to a potential loss that
could arise due to the government securities market
being concentrated among a few PDs. The
concentration risk that prevailed at the end of 2004,
with a majority of the government securities trading
portfolio being concentrated with state sector PDs,
had gradually reduced and by end September 2006
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the state sector PDs accounted only for 18 per cent
of the total industry trading portfolio. A year ago,
this figure was 55 per cent. The reduction in
divergence between secondary and primary market
rates and increased effective non state sector
participation in the primary market for Treasury
bills throughout the year contributed to reduce the
concentration risk in the PD industry.

Liquidity Risk
Liquidity risk of the PDs has been minimised as
an Intra - day Liquidity Facility (ILF) has been
offered to them by the Central Bank. However,
the privilege they enjoyed in taking part in open
market operations with the Central Bank was taken
away from June 2006, in view of the concerns that
portfolios have been consistently funded through
borrowing from the reverse repo window of the
Central Bank which is not consistent with the tight
monetary policy stance being adopted by the
Central Bank and considering the fact that a fairly
well developed money market is now available for
PDs to manage their liquidity requirement.

Operational Risk and Other Risks

Operational risk arises from disruptions to systems
and controls. Almost all PDs use automated systems
for their day to day operations. In addition, PDs
depend on other computer based systems such as
payment and settlement systems and auction
bidding systems for their regular business activities.

All PDs had been advised by the Central Bank
to have comprehensive business continuity plans
(BCP) before the end of the third quarter 2006,
considering all types of business interruptions that
could occur, including natural as well as human
activated disasters. The Central Bank conducts
regular on-site examinations to ensure the existence
of proper systems and controls which are essential
for mitigating such operational risk.

With the introduction of the Scripless
Securities Settlement System (SSSS) and the
Scripless Securities Depository System (SSDS) in
February 2004, all government securities are issued
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in scripless form and the PDs are required to record
all transactions they carry out on government
securities in the SSDS. At present, all PDs do not
fully comply with this requirement, mainly
due to the high SWIFT cost involved. The
non-compliance of the Central Bank guidelines by
PDs was a regulatory concern, given the systemic
importance of the SSSS and the need for risk
mitigation by the operator i.e. the Central Bank.
Non recording of transactions in the SSDS may
cause problems in identifying the ownership of
government securities in the event of a default/
bankruptcy of a trader, thus creating a risk to the
investors. The Central Bank is planning to
introduce a Wide Area Network System to address
this issue, which is being tested. Counterparty risk
is associated with the parties involved in the
transaction and arises due to non-compliance with
the agreed terms of the transaction. This risk is
minimised as most PDs have set counter party
limits and are also guided by the Code of Conduct
issued by the Central Bank to have a ‘know your
customer policy’ to mitigate the counter party risk.

Infrastructure Developments

Bloomberg, with the support of PDs and the
Central Bank introduced an e- trading platform in
May 2006. This is a computer based trading system
which facilitates transparency and generates trade
efficiency through price discovery and execution
of trades of government securities without any extra
cost as brokerage. This activity was previously
performed through brokers and telephones and it
did not allow investors and other market
participants an efficient mechanism for price
discovery. The PDs are gradually adopting the new
e-trading system and this can be seen as a positive
sign which would improve trade efficiency and
price discovery and expansion of the government
securities market. Other benefits of the e-trading
system include ability to submit firm, executable
quotes while maintaining anonymity until the
actual trade is executed, while transactions are
automatically recorded enabling participants to
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obtain printed copies of the same for future
reference.

4.4 Superannuation Funds

The superannuation industry consists of two major
public funds, the Employees Provident Fund (EPF)
and Employee Trust Fund (ETF), and about 200
private provident funds. The industry as a whole
accounts for about 18 per cent of total financial
assets. Notwithstanding the quasi regulatory
functions of the Labour Department, and the fund
management of the EPF by the Central Bank, there
IS no institution in the country responsible for the
prudential regulation and supervision of the
industry.

The EPF isa player in the large value payment
and settlement system, RTGS, and hence, its
performance and soundness have a bearing on
financial system stability. In an economic sense, as
a financial intermediary, it plays a crucial role in
the task of resource mobilisation and allocation in
the country. The main risks faced by the fund are
market risk, liquidity risk, credit risk and
operational risk.

The EPF recorded a healthy performance
during the first half of 2006 and the risks were
adequately contained, supported by high quality
assets, a high level of liquidity and improved
technological infrastructure. Despite the high
concentration of interest sensitive instruments in
the asset portfolio (99 per cent), the interest rate
risk is mitigated due to the high level of liquidity
and the fact that these assets are held on an

Table 4.4 — Composition of EPF Investment Portfolio
Per cent

Investment Assets December 2005 June 2006
Government Securities 98.5 97.6
Treasury Bills 1.2 1.2
Treasury Bonds 78.0 83.3
Rupee Loans 19.2 13.1
Private Securities 1.5 2.4
Equity 0.6 0.7
Corporate Debentures 0.8 1.1
Other 0.1 0.6
Total 100.0 100.0
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investment basis which does not require application
of mark to market of the assets. The high
concentration of risk free government securities (98
per cent) has helped to maintain a marginal or zero
credit risk in the total investment portfolio. Due
to the high and positive net inflow of funds and
the availability of liquid short term risk free assets,
the fund is not likely to face a liquidity risk in the
short to medium term. In an environment of an
aging population, the net inflows could turn out
to be negative in the long run. The operational risks
are mitigated through the use of proper internal
controls and procedures. The EPF is in the process
of finalising the establishment of a disaster recovery
site to further mitigate operational risks.

The total assets of the EPF, which account
for about 13 per cent of the total assets of the
financial system, grew on a year on year basis by
13 per cent to Rs.456 billion by end June 2006.
Total contributions and refunds during this period
amounted to Rs.16 billion and Rs.8.2 billion,
respectively. The total investment portfolio
consisted mainly of government securities at 98 per
cent, while the total income for the first half of
2006 amounted to Rs.22 billion.

The risk profile of the ETF was very similar
to the EPF with the bulk of its assets (94 per cent)
in government securities. Providing flexibility to
the liquidity management, the fund continued to
receive a net positive inflow of funds. Total assets
of the fund stood at about Rs.62 billion as at end
June 2006 from Rs.59 billion at end 2005.

The private provident funds numbering about
200 are managed by the respective private
companies. Activities are monitored by the Labour
Department through a reporting system. Such
monitoring lacks the depth and the rigour of
prudential supervision by a regulator.

The establishment of a regulator for the
prudential supervision of the industry should be a
priority in ensuring the mitigation of potential risks
to financial system stability from the
superannuation industry.
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4.5 Insurance Industry

The insurance industry which mobilises long term
funds accounts for about 3.2 per cent of the total
assets of the financial system. Liquidity risk,
reinsurance risks, market risks and operational risks
are the main categories of risks faced by the
industry. Of these, operational risks in the form of
natural disasters, though of a low probability, pose
the greatest challenge to the industry as witnessed
in the wake of the tsunami in 2004. A mitigating
factor in this regard is the risk diversification
through reinsurance. The high share of investment
in highly liquid government securities, adequate
inflow of funds through premium income and the
relatively high share of long term liabilities helps
reduce the liquidity risks of the industry. The
average reinsurance share of the industry was about
27 per cent as at end 2005. The existence of
adequate reinsurance to cover risk in the main
categories of insurance with highly rated companies
abroad is an important element in risk
diversification of the industry.

The high retention ratio of about 73 per cent,
together with reinsurance with highly rated
companies, enabled the industry to contain the
reinsurance risk.

The industry’s risk capital adequacy, as
measured by the solvency ratio was at a satisfactory
level, with the solvency ratios in a range of 20-50
per cent and 5-6 per cent for general insurance and
life insurance, respectively. Since the industry is

relatively concentrated in a few firms in terms of
the asset distribution, the threat to financial system
stability mainly depends on the soundness of these
firms. There are several gaps in the existing legal
and regulatory framework covering the industry,
that has hampered the stricter prudential super-
vision required by an industry of this nature.
Having realized this need, the Insurance Board of
Sri Lanka (IBSL) has taken measures and is
planning further to improve the regulatory and
prudential framework relating to the industry.
However, the new amendments to the Insurance
Act are still pending, and this is a serious concern.
The new amendments include the introduction of
revised reporting formats that enables risk based
supervision and increase in minimum capital
requirements for new entrants. Other measures that
are being finalised for introduction are a fit and
proper test, risk based supervision using CAMELS
methodology and a code of best practices for the
industry. Speedy implementation of these measures
are of great importance in view of the fast expansion
of this industry.

In 2006 the industry is expected to grow at a
robust pace supported by expansion in economic
activities, with the total gross premium growing at
about 21 per cent to about Rs. 45 billion by end
2006 from Rs. 37 billion as at end 2005.
Deregulation and healthy competition have
encouraged product innovations, thereby
improving insurance penetration in the country.
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The net profit has improved along with the
expansion of the total assets of the industry.

In view of the improved profits, capital base
and the improving prudential supervisory
standards, the industry is not likely to pose a threat
to financial system stability in the near future.
However, it is important that the IBSL takes note
of the conglomerates that have wider scope of
activity in the financial sector and protect the
insurance industry given the importance of
maintaining public confidence. Similarly, the IBSL
needs to impress upon the industry to comply with
money laundering and terrorist financing laws.

4.6 Stock Brokers and Trading Members

Stock Brokers and Trading Members are
intermediaries who are authorised, to buy and sell
equity and debt instruments, respectively, on behalf
of investors, at the Colombo Stock Exchange
(CSE). There are at present 15 brokers and
3 trading members authorised by the Central
Depository System (CDS) of the CSE.

Though these firms are not systemically
important in terms of their asset share in the total
financial system assets, there is a source of risk due
to the fact that the existing securities clearing and
settlement system does not fully cover counter party
risks. As such, the main risk that emanates from
these entities to the smooth operations of the CSE
is the settlement risk. The settlement risk exists
because of the fact that transactions in equities are
not subject to a DvP (Delivery versus Payment)
mechanism. Under the current system, the
securities are exchanged on a real time gross basis
at the CDS, while the cash settlement is carried
out on T+3 (buyers) and T+4 (sellers) basis, through
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settlement accounts maintained by members at the
settlement bank of the CDS. The lag between
securities exchange and cash settlement thus results
in potential counter party credit risk exposures to
brokers. If a broker defaults on his settlement
liability, it could have a chain effect on the
settlement capacities of other brokers and finally,
investor confidence in the CSE. The best
international practice is for the CDS to act as a
central counterparty where the CDS becomes the
counterparty to all transactions. Introduction of
broker exposure rules to reduce counterparty credit
risk and the reduction of the settlement cycle should
be a priority to reduce settlement risks. However,
a DvP mechanism is used for corporate and
government debt transacted at the Debt Securities
Exchange (DEX).

In recognition of the settlement risks posed
to the smooth operations of the equity market, the
CSE has taken several measures including the
reduction of the settlement cycle from T+6 and
T+5to T+4 and T+3 in 2005. Other measures that
are being considered are introduction of broker
exposure limits, introduction of a de facto DvP
system for large trades and granting permission for
forward sale of securities. The introduction of these
measures, together with the proposed inter
participant settlement via the RTGS System of the
Central Bank, is expected to eliminate settlement
risk significantly. The speedy implementation of
these measures, as well as any other measures to
minimise risk and increase efficiency requires an
improvement in corporate governance and
adoption of best international standards and
practices.
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Box 5
Stress Testing - a Risk Management Tool for Primary Dealers

Stress tests are exercises to determine the losses that might occur under unlikely but plausible circumstances, and today there
is a dramatic increase in the importance given to stress testing by financial institutions. Many firms and regulators now
regard stress tests as an important tool in assessing a firm'’s risk exposure. Stress testing assists in examining an alternative
future scenario that could cause problems in a firm's capital or portfolio. It enables one to determine how bad those
problems could become and prepare for them if that scenario develops. It also enables verifying whether the institution
would be able to handle the problems. Further, it can also test alternative scenarios based on how the firms portfolio is
structured, how the portfolio is managed and how it has been capitalised.

Most risk management tools, including Value at Risk (VaR), forecast risks to a firm, based on past incidents. However,
stress testing is mainly focused on the future by structuring a set of questions in a way to assess the likely risk in response to
various factors such as interest rate and inflation rate fluctuations or a currency crisis. As both these types of risk management
tools are important and useful in assessing the risk to a firm, stress tests are best used as a complement to other types of risk
management.

Apart from assessing risks, stress tests have other uses as well. They are sometimes used to assess capital adequacy
requirements and for pricing a product. They are also used as a scare tactic, particularly when a risk manager is concerned
about a certain type of exposure or about the concentration of exposure. Stress tests can also be used to prepare for contingencies.
This is done by evaluating all the outcomes that would materialise if a given situation were to occur, so that one could
prepare for the contingency and limit the severity of losses.

Some firms use stress testing as a one-off study. The purpose is to get a sense of the size of the risk, particularly
presumed risk for the worst potential losses. A more advanced step is to use stress testing as part of an ongoing process, and,
in particular, to have controls based on stress tests.

Given the usefulness of this method in evaluating risk exposures, the Central Bank as the regulator of PDs adopted
this tool to evaluate the market risk exposure of PDs since 2003. Under stress testing, the impact on the portfolio value and
the capital of a PD in response to a given increase in interest rate is assessed. This activity is carried out on a monthly basis.

Methodology

Firstly, the duration of the trading portfolio which indicates the weighted average of times to receive all elements of cash
flows is calculated. Secondly, based on the duration of the portfolio, the modified duration is calculated. The modified
duration indicates the sensitivity of the government security to a change in its yield and this is an indicator explaining the
volatility of the portfolio. Finally, the effect on the portfolio value and its effect on capital is determined with regard to an
increase in interest rates at different levels In order to simplify this process, a linear relationship between the price and yield
movements is assumed. However, for more accurate predictions, the convexity effect needs to be incorporated in these
calculations. At present, the impact on the portfolio and capital in respect of an interest rate increase of 100 basis points,
200 basis points up to 500 basis points, is measured. Further, the point at which the capital level reaches Rs300 million,
which is the minimum capital requirement stipulated for PDs is also determined. This stress testing has been useful in
evaluating the market risk of PDs and to take corrective action beforehand such as adjusting the portfolio or increasing the
capital levels.

Results of Stress Testing

The stress test conducted on PDs at the end of September 2006 indicates a modified duration of 0.7 per cent showing a low
market risk among PDs even with increased interest rates. The total expected reduction in capital would be 2.8 per cent for
a 100 basis point increase in interest rates, while the impact on total portfolio would be a loss of Rs.150.5 million,
approximately 0.73 per cent of the total trading portfolio which stood at Rs. 20,596 million.

In a rising interest rate scenario, PDs would prefer to have a low modified duration, but it would impose a higher
rollover risk as well as a risk in bunching of debt in the government’s debt portfolio.
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Chapter 5
Financial System Infrastructure

Key Points

 The payment and settlement infrastructure of the country is benchmarked to internationally recognised
systems with the introduction of the LankaSettle System and the Cheque Imaging and Truncation
System.

» These two systems, which cover 99 per cent of non cash payments, have reduced credit, liquidity,
settlement and operational risks and increased efficiency. Mismanagement of operational risk by
participants or by operators of payment and settlement systems (PSS) has a potential to cascade into a
systemic disruption. The Central Bank is geared to pursue participants and operators to have
comprehensive BCPs following the guidelines issued by the Central Bank in 2006 to continue their
payment and core banking operations in the event of a prolonged and widespread disruption.

» The Central Bank emphasised the importance of having equipped DRS with a SWIFT facility, which
is the communication platform of LankaSettle. In response, the SWIFT User Group is in the process of
establishing a Local SWIFT Service Bureau by 2007 to provide common SWIFT connectivity to
communicate with LankaSettle System.

» The Central Bank prepared a payment system policy in consultation with the National Payment
Council to declare the public policy regarding the regulatory framework required to balance the twin
objectives of safety and efficiency in PSS.

» The legal framework needs changes at the same pace at which the financial sector changes and this
requires the policy makers and regulators to keep abreast with the developments in the financial sector.

 With extensive amendments, both reactive and proactive, the legal framework has been modified in
the recent past to address the needs of the financial system. The legislation necessary to address major
issues, including capital requirements, shareholder limits in banks, bank credit and prevention of
money laundering, were introduced in early 2006. The initiatives to strengthen the financial system,
including the setting up of an asset management authority are being further examined.

A necessity has arisen to view the law as a device to ensure cooperation among all stakeholders of the
financial system. It should bring the desired results to all stakeholders and should eliminate
non-compliance. Any attempt to abuse the spirit of the law would not be healthy for the achievement
of the goal of financial system stability.

5.1 Payment and Settlement Systems (PSS)

The payment and settlement systems are highly — customers. There is a potential, in the event of a
inter-connected networks through which financial ~ disruption to a PSS, to adversely affect the liquidity
institutions settle large value transactions of  of financial institutions and markets and trigger a
financial markets and retail transactions of their  knock-on effect on the other areas of the economy
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on a wider scale, thus threatening financial system
stability. However, the probability of such a
systemic disruption in itself is very small.

The LankaSettle System, the systemically
important PSS, and the recently launched Cheque
Imaging and Truncation (CIT) System, have placed
the banks in a very advantageous position to
manage and diversify their risks and have increased
efficiency of their operations. Maintaining and
further enhancing safety and efficiency of these
systemically important PSS, is an ongoing process.
This section focuses on two main areas of PSS
which are important in the perspective of financial
system stability. The first is managing risks,
particularly the operational risk associated even
with a resilient PSS infrastructure, to ensure
business continuity of systemically important PSS.
Operators/owners and participants are primarily
responsible to improve risk controlling measures
jointly and individually. Financial institutions
which issue payment instruments against deposit
money, have a greater responsibility for managing
risks in the PSS. The second is the work being done
by the Central Bank with the cooperation of all
stakeholders to build a solid payment system policy
framework for the next four year period under the
responsibility vested on the Central Bank by the
Payment and Settlement Systems Act, No. 28 of
2005 (PSSA).

Managing Risks
LankaSettle System

From the perspective of financial system stability,
settling of high value transactions within and
between financial markets, through the RTGS
System, is desirable, since it assures safety of
settlement with central bank money and zero credit
risk. At the same time, from the efficiency point of
view, the RTGS System facilitates convenient and
prompt settlement of urgent payments between
participants as well as customers. The declining
trend in the usage of the intraday liquidity facility
and maintaining adequate balances in the RTGS
settlement accounts for prompt settlement of net

56

clearing obligations show that LankaSettle
participants have improved their intraday liquidity
management considerably.

LankaSecure (which provides a scripless
securities settlement facility and scripless securities
depository) and its direct real time link to the RTGS
System have contributed largely to reduce risk and
increase efficiency in settlement of government
securities transactions. However, this integration
and concentration of two systems in one system,
i.e., LankaSettle System, indicate the great systemic
relevance of managing the operational risk of
LankaSettle infrastructure to maintain PSS stability,
which, in turn, contributes towards financial system
stability.

Business Continuity

The business continuity of the LankaSettle System
received special attention at its designing stage and
the Central Bank continued to upgrade and
enhance the LankaSettle System infrastructure to
increase its resilience. The experience so far has
shown that business continuity arrangements at the
Central Bank, which include a comprehensive
business continuity plan (BCP); fully equipped
disaster recovery site (DRS); continuously
conducted failover tests; online data replication;
and real time vendor support; can comfortably
accommodate a disruption. The LankaSettle
System showed a high level of system availability
(99.54 per cent) throughout the period of its
operations (since 2003), displaying its resilience to
disturbances.

With a view to ensuring that participants of
LankaSettle are well prepared to face a prolonged
and widespread disruption, in December 2004, all
LankaSettle participants were requested to submit
their BCPs to the Central Bank by end March
2005. Having assessed the BCPs, the Central Bank
decided to develop a consistent BCP framework
for financial institutions (LankaSettle participants
and LankaClear), from the perspective of ensuring
financial system stability, and formulated a set of
BCP Guidelines in close consultation with

CENTRAL BANK OF SRI LANKA



FINANCIAL SYSTEM STABILITY REVIEW 2006

participants and LankaClear. In March 2006, the
Central Bank issued guidelines (Box 6), which
outline the minimum standards of BCP to
LankaSettle participants and LankaClear,
requesting them to submit their revised BCPs in
line with those guidelines, by end September, 2006.

The main issue identified by the Central Bank
through the evaluation of BCPs of participants is
the non availability of SWIFT connectivity at the
DRS of participants. Maintaining uninterrupted
SWIFT connectivity is very important from the
payment system stability perspective, as it
constitutes the payment message platforms for
LankaSettle transactions. In addition, LCBs rely
heavily on SWIFT to transmit other domestic and
overseas payment instructions.

Therefore, the Central Bank emphasised the
importance of having SWIFT connectivity at the
DRS of participants. In response, the SWIFT User
Group?/ geared to establish a local SWIFT service
bureau by 2007, to provide acommon connectivity
point for users to communicate with SWIFT Net.
The proposed local SWIFT service bureau is
expected to operate as a separate legal entity and
will be owned by SWIFT users in Sri Lanka who
will opt to become its members. The bureau is
expected to create a more economical and safer
SWIFT connectivity infrastructure, manageable by
its users in Sri Lanka. This will also be a landmark
in the history of the payment system infrastructure
development in Sri Lanka.

1/ The SWIFT User Group isan informal group formed
by SWIFT usersin Sri Lanka.

Box 6

Guidelines on Business Continuity Planning

Business continuity planning (BCP) refers to planning in advance to identify any potential risk of a
disruption to the payment and settlement system (PSS); formulating and implementing viable recovery
strategies; planning to ensure continuity of an institution’s services, particularly in the areas of PSS/core
banking/critical business; and administering of comprehensive testing of BCP. Each operator and financial
institution which participates in the PSS has a responsibility to reduce risk in its own operation and secure
business continuity. The Central Banks involvement with BCP is connected with its responsibility for
promoting safety and efficiency of the PSS, and facilitating overall stability of the financial system. This
applies to the Central Bank's own PSS and other PSS, which are of significance to financial system stability.
The Central Bank issued Guidelines on Business Continuity Planning to financial institutions (FIs) i.e.
participants of LankaSettle System (LCBs, PDs, CDS, EPF) and LankaClear (operator of retail clearing
systems) on 28 March 2006. The objective was to explain the Central BanKs supervisory and oversight
policy on BCP and to provide guidance on sound practices, which the Central Bank encourages Fls to
follow in order to:-

« have a workable and sound BCP for core banking/critical business and PSS (particularly systemically
important PSS) to ensure that agreed service levels are met in an event that one or more businesses or
components of a system fail;

 minimise risks arising from such disruption; and

* develop a consistent framework for BCP of FIs supervised/overseen by the Central Bank.

Each FI, as an operator or participant in the PSS, is responsible individually and collectively to
ensure high preparedness on continuation of its critical operations. The Central Bank's Guidelines could be
considered as minimum and the BCP of each FI should be compatible with its risk profile.
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Box 6 (Contd.)

Guideline 1: Vest the primary responsibility for BCP preparedness on the Board of Directors and the senior
management of each FI. The senior management is responsible for the whole process of BCP, but the Board
of Directors should take the primary responsibility by approving policies, guiding, providing resources and
monitoring.

Guideline 2: Incorporate sound practices in the BCP. Each FI is encouraged to follow the suggested process
in Guideline 2. This guideline covers BCP policies and strategy, key roles, responsibilities, business impact
analysis, recovery time objectives and other minimum requirements for BCP.

Guideline 3: Test each aspect of BCP regularly, completely and meaningfully. The practicality and
effectiveness of each BCP needs to be ensured through regular and complete testing of each component of
the business process, key staff, and interdependencies on external parties.

Guideline 4: Formulate recovery strategies and set recovery time objectives for critical operations. Critical
operations, particularly relating to LankaSettle and CIT Systems, should be identified, categorised and
prioritised according to their criticality. Business recovery strategies and recovery time objectives for critical
business functions should be decided on business impact analysis.

Guideline 5: Manage interdependency risks. Each FI should understand and appropriately mitigate
interdependency risks of critical operations by having a BCP which could be independently operated.
Failure to manage the interdependency risk in a prolonged and widespread disruption too has the potential
to cause operational disruptions. If any critical operations are dependent on outsourced arrangements,
adequate provisions are required to ensure contingency arrangements by third parties.

Guideline 6: Plan for wide-area and prolonged disruptions. Fls should have business continuity measures
for scenarios such as inaccessibility of critical infrastructure including SWIFT and telecommunication,
where there is a widespread and/or prolonged disruption.

Guideline 7: Practice separation policy to minimise concentration risk. FIs should properly mitigate
concentration risk, while not sacrificing the efficiency gains from centralised business processes and staff.
This may include establishing a primary site and disaster recovery site (DRS) in different areas or separating
critical operations and their supporting IT operations. Fls are required to submit to the Central Bank:

« the revised BCPs as per these guidelines on or before 29 September 2006;

* a risk assessment statement on or before 15 January of each year; and

 a quarterly statement reporting details on any contingency event that occurred during the quarter
under review and the remediable actions taken.

Retail Payment and Clearing Systems

Public confidence in the security and reliability of
retail payment systems is very important, since
individuals and firms mainly rely on such systems
in making their retail non cash payments. The
benefit which arises through any efficiency
improvement in retail PSS could reach grass roots
users throughout the country.

58

With the objective of ensuring that cheques
deposited in a bank in any part of the country
(except uncleared areas) are cleared and settled
within two working days (T+1, where T is the day
of deposit), the CIT System was introduced in May
2006. This has considerably reduced the cost
involved in manual cheque clearing and the
settlement risk involved in lengthy clearing cycles,
eliminated regional disparities and facilitated a
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common clearing schedule for the entire country.
The required legal framework for the
implementation of the CIT System has been
provided by the Payment and Settlement Systems
Act (PSSA) and the direction issued by the Central
Bank to LankaClear and participants of the CIT
System under the PSSA. The implementation of
the CIT System faced many challenges due to lack
of readiness by LankaClear and banks and also, lack
of awareness by the public of the new system. Some
of the difficulties have now been sorted out
although there is still doubt about whether banks
are fully committed to credit customer accounts as
early as possible.

The clearing obligations in respect of equities
and corporate debt securities traded in the
Automated Trading System (ATS) and the
‘beneficial interest’ of government securities traded
at the Debt Securities Trading System (DEX) are
settled with a time lag on accounts maintained with
a commercial bank. The Central Bank has already
expressed its concerns on the risk involved in the
said delayed settlement mechanism and requested
the Colombo Stock Exchange to make necessary
arrangements to settle clearing balances of the ATS
and DEX through the RTGS System.

Payment System Policy

The payment systems are fast changing amidst
competition among, and innovation by, market
players. Generally, market players tend to give
higher priority to profit maximisation. Payment
services being public goods, providing safe and
efficient payment services at a reasonable price is
important to ensure the stability of the financial
system. Therefore, it is important to declare a public
policy regarding the regulatory framework to
balance these twin objectives of safety and
efficiency, while providing the right incentives to
market players to develop the payment systems.
Such policy on PSS, needs to be clear,
comprehensive, transparent and followed through
by the regulators, enabling market players to plan
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ahead to meet challenges and take advantages in
the payment industry.

The Central Bank supports and cooperates
with market led developments in PSS as
complementary to carrying out its regulatory and
oversight activities, and may participate in
catalysing market initiatives, where necessary.
Cooperation is a two way process. Accordingly,
market players also have a social responsibility in
ensuring stable and efficient PSS, over and above
their commercial objectives.

The PSSA, which came into operation on
11 May 2006 has assigned responsibility, authority
and powers to the Central Bank to perform a wide
spectrum of activities which span from formulation
to enforcement of a payment system policy to
achieve safety and efficiency of PSS, and thereby,
financial system stability. The PSSA requires the
Central Bank to have a balanced regulatory
framework for all PSS, to promote market
innovation and competition which are prime
requirements for the evolution of PSS, as well as
provision of payment services at a reasonable price
to users. To achieve the best results of such an
endeavour: the policy framework needs to be well
thought out; broad policy objectives need to be
specified in a regulatory and oversight framework;
policies need to be implemented with measurable
action points with a clear road map; and progress
of each action point needs to be evaluated
thoroughly before proceeding further.

The Central Bank is geared to carry out the
challenging task of policy formulation in
consultation with stakeholders. In March 2006, the
Central Bank formed the National Payment
Council (NPC), the highest decision making body
of the country with regard to the PSS in Sri Lanka
(comprising representatives of all major
stakeholders). The objective of the NPC is to ensure
active representation of relevant stakeholders to
have a meaningful dialogue on national PSS. This
will help to take forward the modernisation of PSS.
The Central Bank is currently working with the
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NPC to formulate a PSS vision, policy and action
plan for the next four year period (2007-2010).

The proposed PSS policy framework has two
integral components: risk management and
efficiency improvement. The adoption of the policy
framework is approached in two ways: to set and
enforce the policy framework to mitigate risks and
increase efficiency; and to provide a road map for
future development, addressing short and long term
needs of the PSS. The policy statement which is to
be issued soon by the Central Bank will help service
providers and participants to understand and follow
applicable policy requirements, standards and the
action plan. The minimum standards applicable
to systems operated by the Central Bank will be
the same as those for similar systems operated by
the private sector. Such an action plan will provide
a predictable environment to invest in new payment
infrastructure.

5.2 Legal Framework

The financial sector changes fast with advancement
of information technology and innovation of new
financial instruments. However, these
developments may expose the financial sector to
numerous risks. Generally, the required changes in
law do not take place at the same pace at which the
financial sector evolves. In this context, it is
important to observe closely the developments in
global financial systems and changes in the
respective legal regimes to address the needs arising
from such developments, to make necessary
changes to the domestic legal framework without
unnecessary delays. This process may contain
re-active responses stemming from past experience,
as well as more proactive steps initiated by vigilant
policymakers. The Central Bank has taken
initiatives in the recent past to introduce new laws
and strengthen the existing legal framework with
suitable amendments, where necessary. This section
examines how the legal framework of the country
changed its shape during the first half of 2006 and
the areas in which further attention is required.
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Amendments to the Banking Act, No. 30 of
1988

During the first half of 2006, provisions of the
Banking Act, No0.30 of 1988 were amended to
address several deficiencies in the Act.

This amendment was necessary for the reason
that the provisions contained in the Act with regard
to equity capital of licensed specialised banks
(i.e., Section 76G) are not flexible, particularly in
the case of new banks that do not have the benefit
of reserves to augment capital, and the Monetary
Board of the Central Bank has limited flexibility
to stipulate a minimum capital requirement based
on the needs of a particular time or circumstances.
This is because the law itself stipulates a minimum
equity capital of Rs.50 million which even in the
current context is not an adequate capital base for
a specialised bank.

However, the corresponding provisions
applicable to licensed commercial banks were
flexible in nature in that it was possible for the
Monetary Board to vary the capital requirements
from time to time. According to legal provisions
applicable to the capital of licensed commercial
banks (Section 19 of the Banking Act) acommercial
bank which has been issued a licence can be
required to maintain an equity capital in an amount
not less than Rs.100 million or such other amount
as the Monetary Board may, having regard to the
viability and the stability of the banking system
and in the interest of the national economy,
determine from time to time with the concurrence
of the Hon. Minister. The provisions of this section
also enable the Monetary Board, having regard to
the liabilities or assets of a bank, to vary the
minimum capital requirement for a bank subject
to a minimum period of 12 months being given if
capital has to be augmented by the bank. This
flexibility guaranteed by law in relation to licensed
commercial banks from the time of enactment of
the Banking Act in 1988, has not been introduced
in relation to licensed specialised banks when such
banks were introduced in 1995 due to a legislative
oversight.
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In the circumstances, provisions contained in
the Act with regard to equity capital of licensed
specialised banks (i.e., Section 76G) were amended
to bring the said section in line with the flexible
provisions of Section 19 of the Act which apply to
licensed commercial banks. Some provisions of
section 19 were also amended to make those
provisions more clear.

In view of the distinctive nature of the
Regional Development Banks, such banks have
been exempted from the application of the new
provisions. However, in order to maintain the
aforesaid flexibility in relation to such banks, the
Monetary Board is enabled to determine the capital
requirements applicable to such banks.

Continuation of the debate on share
ownership limits in banks has been a noteworthy
feature during the period under review. This multi-
faceted issue has been often viewed as a pure legal
issue and judicial pronouncements are sought as
ultimate remedy. For this reason, it is essential that
the applicable legal provisions should always be
unambiguous and wider in scope. In this context,
comprehensive amendments were introduced to the
Banking Act in February 2005 and in March 2006.

In terms of the Banking Act, although it is
possible to merge a commercial bank whose license
has been suspended with another commercial bank,
such mergers are not possible in the case of a
licensed specialised bank whose license is
suspended. For the last several years this lacuna
hindered the possibility of arriving at a suitable
solution to revive weak specialised banks. In order
to address this issue, Banking Act (Amendment)
Act, No. 46 of 2006 was recently enacted enabling
a licensed specialised bank whose license has been
suspended to merge with another specialised bank
where the Monetary Board thinks such merger is
necessary.

Having considered the need for a
comprehensive Act that would cover recent
developments in the financial sector as well as
possible future trends and evolving areas, the
Central Bank is in the process of preparing a new
Banking Act.
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Amendment to the Monetary Law Act, No. 58
of 1949

Until 2006, powers of the Monetary Board in
relation to regulation of the supply, availability, cost
and character of bank credit were confined to the
LCBs, and the Monetary Board had no statutory
powers to exercise control over LSBs in respect of
this important aspect.

The Budget presented at the Parliament in
December 2005, observed that credit channeled
by the banking system to the rural agricultural
sector was inadequate, and proposed to amend
banking regulations to make it mandatory that
credit extended by banks for agriculture, including
processing, be increased to 10 percent of the total
credit during the next three years.

After examining the relevant applicable laws,
it was decided to amend the provisions of Part V11
of Chapter V (sections 99 to 105) of the Monetary
Law Act enabling the Monetary Board to make
order fixing the minimum percentage of loans to
be extended to any identified sector of the economy,
by the banking institutions. The said provisions
are meant to regulate the supply, availability, cost
and character of bank credit in accordance with
national monetary policy as determined by the
Monetary Board, and to ensure that bank credit is
not granted for speculative purposes, or other
purposes, prejudicial to the public interest.

The Parliament passed the Monetary Law
(Amendment) Act, No.6 of 2006 on 21 March
2006, strengthening the powers of the Monetary
Board in relation to credit operations of the
commercial banks and specialised banks.

For a long time, the need for a law that deals
with the financial institutions burdened with large
portfolios of non-performing assets (NPA) was
considered a necessity. Since the liquidity and
soundness of banks may be adversely affected by
increasing NPAs, establishment of an authority to
deal with such assets is important for financial
system stability.

Since NPAs are unproductive and do not
generate any income for a bank, they are a burden
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to a bank. When NPAs are transferred out of the
books of a bank, the regulatory capital allocated to
these NPAs is freed and is then available to the
bank for productive purposes, thereby guaranteeing
a return on the capital employed.

The setting up of asset management
companies or asset reconstruction authorities is
often resorted to by most countries in times of
crises. Consequent to the Asian financial crisis,
countries such as Malaysia, Indonesia and South
Korea restructured their banking systems, largely
through the establishment of such asset
management companies as a prudent initiative.

In the interests of the public and in order to
ensure the continued confidence of the public in
the financial system, steps were taken to establish
an asset management authority in which the NPAs
of such banks will be vested, with a view to
revitalising the financial system. This authority is
expected to engage in the business of asset
management with a view to maximising the
recovery of non-performing assets of banks and
thereby contribute to the financial rehabilitation
of banks and revitalising of the financial system as
awhole.

However, when the National Asset Manage-
ment Authority Bill was submitted to the
Parliament, it was decided to refer this Bill, to a
consultative committee so that its implications may
be examined further.

Payment and Settlement Systems Act, No.28
of 2005

The basic legal framework to introduce the
LankaSettle System was provided by amending the
Monetary Law Act, Registered Stocks and Securities
Ordinance and the Local Treasury Bills Ordinance.
Though these amendments conferred statutory
recognition of the relevant subject matter, some
legal issues were not provided for. One of the issues
was the legal recognition of electronic documents
and electronic signatures. In view of the fact that
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the Bills of Exchange Ordinance does not recognise
electronic cheque presentment, and, on the
contrary, requires its physical presentation, it was
necessary to recognise electronic cheque present-
ment, enabling the implementation of the Cheque
Imaging and Truncation System.

Another issue was the need for adequate legal
infrastructure to deal with the entire spectrum of
payment, clearing and settlement systems. Fulfilling
this long standing need, in May 2006, the Payment
and Settlement Systems Act came into force. This
Act has wide scope and covers regulation of
payment, clearing and settlement systems,
disposition of securities on the books of the Central
Bank, regulation of money service providers,
electronic presentment of cheques and all other
matters connected with the above.

Recovery of Loans by Banks (Special
Provisions) (Amendment) Act

The Recovery of Loans by Banks (Special
Provisions) Act was enacted in 1990 in order to
provide for the recovery of loans granted by the
banks more effectively without having recourse to
the courts. Accordingly, where a default is made in
the payment of any sum due on any loan, the Board
of Directors of the bank may at its discretion, pass
a resolution to sell the property mortgaged in a
public auction to recover its dues. This remedy is
known as parate execution and has been an effective
tool for the banks to maintain their non performing
assets at satisfactory low levels.

An amendment has been proposed to this Act
to restrict the parate rights given to the banks only
if the amount due on such loans is more than Rs.5
million. Other remedies will still be available in
respect of other loans. However, the possibility of
this law creating an increase in the number of
defaulters has been considered and will be re-
submitted to the Parliament only after referring it
to a consultative committee.
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Prevention of Money Laundering Act, No. 5 of
2006 and Financial Transactions Reporting
Act, No. 6 of 2006

In addition to the Convention on the Suppression
of the Financing of Terrorism Act, enacted in
September 2005, two laws were passed in early
2006, to deal with prevention of money laundering.
While the Prevention of Money Laundering Act
has introduced the offence of money laundering
to the laws of the country, the Financial
Transactions Reporting Act provides for the
mechanism to monitor and report financial
transactions in order to ensure that the offences of
terrorist financing and money laundering are dealt
with strongly.

Payment Devices Frauds Act, No. 30 of 2006

With a view to deterring illegal and hazardous
practices relating to payment devices, the Payment
Devices Frauds Act was enacted by the Parliament
in September 2006. This Act prohibits fraudulent
and unauthorised production, trafficking,
possession and use of payment devices. The word
“payment device” has been defined broadly to cover
all cards, plates, codes, account numbers, micro

CENTRAL BANK OF SRI LANKA

chips, optical instruments or documents where
magnetised encoding has taken place and devices
in which information is recorded by mechanical,
electronic, optical or other means, whereby account
numbers and other data are stored, which are
recognised by the issuers for the purpose of
completing a transaction.

In view of the necessity to heighten the
seriousness of the offences introduced by this Act,
it has been provided that the wrongdoers could be
arrested without a warrant. Since it is essential to
promote cooperation between different
jurisdictions, these offences have been made
extraditable.

In conclusion, several steps have been taken
to address the legal issues affecting the financial
sector. Introduction of new laws as well as
introducing amendments to existing laws were
considered to be essential steps to ensure that the
legal framework is compatible with market trends
and regulatory requirements and to maintain the
desirable co-operative relationships among all
stakeholders, namely financial institutions, their
shareholders, their management and their
regulators.
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Members of the Financial Stability Committee (FSC)
(As at 30 November 2006)

1. Dr. Ranee Jayamaha, Deputy Governor — Chairperson
2. Mr. W A Wijewardena, Deputy Governor — Member
3. Mr. K G D D Dheerasinghe, Assistant Governor — Deputy Chairman
4. Mr. P D J Fernando — Assistant Governor — Member
5. Dr. Anila Dias Bandaranaike, Assistant Governor/Director, Statistics Department — Member
6. Dr. H N Thenuwara, Assistant Governor/Director, Economic Research Department — Member
7. Dr. D S Wijesinghe, Assistant Governor/Director, Domestic Operations Department — Member
8. Mr. P Samarasiri, Director, Bank Supervision Department — Member/Secretary to the FSC
9. Mr. D Wasantha, Controller, Exchange Control Department — Member
10. Ms. P Liyanage, Director, International Operations Department — Member
11. Ms. K R M Siriwardhane, Director, Payments and Settlements Department — Member
12. Ms. C Premaratne, Superintendent, Public Debt Department — Member
13. Ms. L K Gunatilake, Director, Supervision of Non-bank Financial Institutions Department

— Member
14. Mr. K G P Sirikumara, Senior Assistant Director, Legal Department — Member

Members of the Financial System Stability Study Group (FSSSG)
(As at 30 November 2006)

Ms. K R M Siriwardhane, Director, Payments and Settlements Department — Head
Mr. K H A S Ariyaratne, Deputy Director, Statistics Department

. Mr. PW D N R Rodrigo, Senior Assistant Director, Bank Supervision Department — Secretary
to the FSSSG

Ms. D R Karunaratne, Senior Assistant Director, Bank Supervision Department

Mr. W Ranaweera, Senior Assistant Director, Supervision of Non-bank Financial Institutions
Department

Mr. U V Perera, Assistant Director, Supervision of Non-bank Financial Institutions Department
Mr. C N Wijayasekera, Senior Assistant Director, International Operations Department

Mr. K G P Sirikumara, Senior Assistant Director, Legal Department

Mr. T H B Sarathchandra, Senior Assistant Director, Payments and Settlements Department
10. Ms. R D T Gunasekara, Senior Manager, Public Debt Department

11. Ms.R M A S K Ratnayake, Manager, Public Debt Department
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