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SECTOR OVERVIEW 

1. Sri Lanka’s prospects have improved following the cessation of the civil war. In 2011, the 
economy grew by 8%. Growth for 2012–2016 is expected to moderate to 6.0%–7.5% per 
annum due to weak external demand for exports and the effects of the global financial crisis.1 
The main drivers for growth are private consumption fuelled by rising incomes, and remittances 
from Sri Lankans abroad. Investment will be supported by reconstruction efforts in the north and 
east, public spending on infrastructure, and business investment due to rapid economic 
expansion and rising property investment. The banking sector and housing markets have also 
benefited from the economic recovery, and the long-term outlook is positive.   
 

2. Despite the positive long-term outlook for the country, certain challenges remain that 
could impact continued high rates of growth. Sri Lanka’s inflation was 6.7% in 2011 and is 
expected to remain at approximately this level up to 2013. .2 To counter inflation, the Central 
Bank of Sri Lanka is expected to continue controlling the level of the Sri Lanka rupee against the 
US dollar. In November 2011 the rupee was allowed to depreciate by 3% to become more 
export-competitive in an environment of rising commodity prices and strengthening domestic 

demand. Since February 2012 the Sri Lanka rupee has been allowed to trade freely, which has 
led to further depreciation. The budget and current account deficits are still significant at 6.9% of 
gross domestic product (GDP) as of the end of 2011.3 Predictions by RAM Rating Lanka4 are 
that balances are expected to show a declining trend as better economic prospects shift the 
burden of growth and employment creation to the private sector on the assumption that the 
government keeps to its strategy of fiscal consolidation. The Government of Sri Lanka is 
experiencing a current account deficit. To bridge the external funding gap it is encouraging 
overseas borrowings by Sri Lankan banks for both senior and subordinated debt, while also 
liberalizing restrictions on corporations borrowing abroad.5 The lack of long-term finance is an 
impediment to greater investment and growth in Sri Lanka.  
 

Banking Sector Overview 

3. Banks play a central role within the Sri Lankan financial system. The banking sector 
comprises licensed commercial banks (LCBs) and licensed specialized banks (LSBs), which 
account for 55% of total assets of the financial system as of the end of 2011.6 State-owned 
banks play a central role within the financial system, accounting for 55% of banking sector 
assets.7 In terms of the asset base and the number of services provided, LCBs are the single 
most important category of financial institutions within the banking sector. As of the end of 2011, 
LCBs dominated the financial system with a market share of 46% of the entire financial system's 
assets and 66% of the banking sector's assets.8 As of the end of 2011, the banking sector 
comprised 24 LCBs and 9 LSBs. Even though a large number of licensed banks exist in the 
country, six of the largest LCBs—two state banks and four of the largest domestic private 
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commercial banks—dominate the sector. These six banks are generally referred to as 
systemically important banks,9 and represent 77% of LCB assets and 64% of banking sector 
assets. LSBs represented 9% of the entire financial system's assets and 12% of the banking 
sector's assets as of the end of 2011.10 The systemic importance of LSBs is relatively low in 
comparison to LCBs, both in terms of size and their impact on the financial system as they do 
not play an intermediary role in the payment cycle.11 
 

4. The banking sector’s total loan portfolio was approximately 40% of GDP in 2010, up 
from 35% in 2009.12 Total outstanding loans and advances increased by 31.9%, from SLRs1.9 
billion as of the end of 2010 to SLRs2.6 billion as of the end of 2011.13 Deposits mobilized by 
the banking sector increased by SLRs500 billion, or 19%, in 2011, compared with 16% in 2010. 
Total deposits were SLRs3.0 billion as of the end of 2011. The credit–deposit ratio increased to 
76% in 2011 from 85% in 2010. Due to the short-term nature of most deposits, longer-term 
external borrowings are required to extend longer-tenor loans. 
 

5. The banking sector is well capitalized, with a total capital adequacy ratio under Basel II 
at 14.3%, while the Tier 1 core capital was 12.7% as of the end of 2011. Both capital ratios were 
well above the minimum regulatory requirement of 10% for the capital adequacy ratio and 5% 
for Tier 1 core capital. The leverage ratio (Tier 1 capital–assets) was 9%, which is higher than 
the minimum level of 4% under the standard Basel III ratio. 
 

6. Profitability in the banking sector has declined somewhat due to reduced interest 
margins and declining noninterest income. The industry’s average interest margin declined to 
4.2% as of the end of 2011 because of a decrease in interest income as a result of competition 
amongst banks.  
 

7. Asset quality in the banking sector has improved significantly as the macroeconomic 
environment has improved. The gross nonperforming loan ratio declined to 4.5% as of the end 
of December 2011 from 7.4% in June 2010. The loan loss provision coverage ratio decreased to 
55% at the end of June 2011 from 58% at the end of 2010. The table provides selected data 
and ratios for the sector.   

Selected Data and Key Financial Indicators of Banking Sector 
(SLRs billion) 

Item 2009 2010 2011 
Data 

Total assets (net) 2,844 3,180 4,244 
Advances (net) 1,603 1,728 2,604 
Investments 801 1,040 1,054 
Capital funds 233 270 318 
Deposits 2,047 2,326 3,069 
Indicators  

Total capital adequacy ratio (%) 14.5 15.7 14.3 
Tier 1 capital adequacy ratio (%) 12.3 13.6 12.7 
Interest margin (%) 4.6 4.6 4.2 
Gross nonperforming loans ratio (%) 8.6 7.4 4.5 
Return on assets (after tax) (%) 1.0 1.8 1.7 

Source: Central Bank of Sri Lanka.
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8. Concentration of banks. As of the end of 2011 there were 6,122 banking branches and 
outlets in Sri Lanka. The network expanded by 201 outlets during 2011, of which 150 were 
opened outside the Western Province. The banking network continued to expand in conflict-
affected areas where demand is most apparent. Thirty four branches and 38 banking outlets 
were opened in Northern and Eastern provinces. The lack of geographical dispersion of 
branches and outlets was due to the war and security issues faced previously. Of the total 
branch network in the north and east of Sri Lanka, government banks accounted for 72% in 
2009 and 64% in 2010.1 

 

9. Bank regulator. The regulatory and supervisory function relating to banks licensed by 
the Monetary Board is carried out by the Bank Supervision Department of the Central Bank of 
Sri Lanka. The supervision of banks is based on internationally accepted standards for bank 
supervision set out by the Basel Committee for Banking Supervision. Under the off-site 
surveillance system, the financial condition of licensed commercial banks and licensed 
specialized banks is monitored on the basis of periodic information provided by banks on their 
operations. Sri Lankan banks adopt the basic approach for credit market and operational risk 
under Basel II.2  
 

10. Housing finance sector. As of the end of 2010, the total housing finance sector was 
SLRs172 billion, or $1.56 billion equivalent. It is expected to continue to grow in line with rising 
demand as the economy recovers, rising urbanization, and repatriation.3 However, the size of 
Sri Lanka’s housing finance sector is relatively small as measured by mortgage debt–GDP at 
about 6%. This ratio is much lower than the world average of 30% (Figure 1). As of 2010, 
mortgage loans accounted for 14% of total lending and 4% of total financial assets.4 Compared 
to developed countries, such as Canada where mortgage loans comprised 40% of banks’ total 
loan portfolios as of June 2010, this is quite low.5   

Figure 1: Housing Debt to Gross Domestic Product 
 (%) 

 
 

11. Housing finance is currently provided primarily by LCBs. State-owned specialized 
mortgage lenders are present in the country and, in the early stages of growth, the market was 
initially served mainly by state-owned specialized banks (footnote 6), such as the State 
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Mortgage and Investment Bank, the Housing Finance and Development Corporation, and the 
two state-owned commercial banks—People’s Bank and the Bank of Ceylon. Today, these 
banks account for about 64% of the market (footnote 17). The state-owned specialized 
mortgage lenders provide mortgages mostly on a subsidized basis, sometimes to the middle-
income segment. These banks typically have higher operating costs and higher levels of 
nonperforming loans. As the government moves to a more efficient economy, it is expected that 
subsidies will be reduced and these banks will compete with private commercial banks on a 
more level basis. There is recognition that the share of private commercial banks in housing 
finance needs to increase to meet rising demand and to develop the market in terms of product 
innovation, improved efficiency, and wider outreach in terms of both geographic and income 
segmentation.  
 

12. The current market generally serves upper- and upper-middle-income borrowers, and 
then a small segment of the lower-income market through microfinance institutions. As can be 
seen in Figure 2, estimates show that only 15% of the top mortgage market is currently being 
served. The potential market is envisaged to be much larger.6 According to the World Bank, 
there is at least an additional 15% of bankable clients in the market, and nearly 30% of the 
market (mainly in the middle- and lower-middle-income brackets) is eligible for lower-value 
housing finance loans. Thus, there is a need for more private sector commercial banks to 
provide more mortgage financing and to specifically target these underserved markets. 
 

Figure 2: Sri Lankan Current and Potential Housing and Housing Finance Markets 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

13. With respect to mortgage loan characteristics and tenor, the average tenor of mortgage 
loans varies and is within the 15–25 year range with a maximum of 30 years. However, longer 
tenors are not always readily offered, and particularly not to borrowers seeking to purchase 
more affordable housing. The maximum loan size is dependent on the individual’s repayment 
capacity and is subject to a maximum allowable deduction stipulated by the state which stands 
at 60% of gross income. In general, the maximum loan–value ratio in the market is 80%. 
However, banks have caps on the size of a loan depending upon their risk tolerance. Both 
variable and fixed-rate loans are offered in the market, as well as hybrid mortgage loans where 
there is a fixed-rate period (typically 1–2 years) followed by a variable rate period. Loans with 
fixed rates have annual interest rates of about 16% while variable rate loans average about 14% 
as of June 2012. State-owned banks normally offer fixed-rate loans.  
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MFI = microfinance institution. 
Source: T. Nenova. 2010. Expanding Housing Finance to the Underserved in 
South Asia, Market Review and Forward Agenda. World Bank. 2007. 
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14. Potential mortgage borrowers are evaluated on income, employment status, existing 
financial commitments and liabilities, credit history, age of borrower, value of house and/or 
property to be purchased, borrower’s contribution towards the project, current assets owned, 
and formal documents of birth and age. Property values are determined by a valuer chosen 
from a panel of valuer’s approved by the bank. Together with the above, a credit report from the 
credit information bureau of Sri Lanka (CRIB)7 is obtained. All Sri Lankan Banks refer to CRIB 
reports of their prospective borrowers as a critical part of their standard lending procedure. 
There is an active title insurance industry in the country and many banks use such insurance if 
there are uncertainties on the ownership of a property. 
 

15. Constraints. Bank origination of mortgage loans has been constrained because of a 
lack of access to longer-term funding, which is needed to provide longer-term mortgage loans 
and to reduce maturity mismatches within banks. Longer-term mortgage loans are important as 
they improve affordability for wider customer segments because monthly payments are lower as 
the loans are extended over longer periods. The capital markets are still underdeveloped in the 
country and deposits are typically short term. Additionally, the regulatory environment could be 
strengthened, which would help to support further growth of this market. Furthermore, market 
data is not as robust as it could be. Pressure for housing and housing loans will continue to 
grow, as previously noted. For the mortgage market to rapidly expand beyond current effective 
demand and address some of the existing housing finance gap, adequate mortgage funding is 
needed from a diverse and increased number of private commercial banks. 
 

16. Regulatory environment. Growth in the housing market could be accelerated further if 
the regulatory environment was strengthened. Sri Lanka, like other emerging housing finance 
markets, has an outdated title registration system. The World Bank is working with the 
government on a pilot program, but it is expected to fully complete the new cadastral survey and 
a computerized registry of title deeds in 2025. However, 90% of all urban land in Sri Lanka is 
legally registered and occupied, 5% is legally occupied but not registered, and only the 
remaining 5% has potential legal issues. There are two urban areas in the country—Kilinochchi 
and Mullaittiva—which are considered to have a major lack of land registration and nonexistent 
title records, primarily due to the civil war. However, as noted, there are title insurance 
companies in Sri Lanka that cover title risk in these areas.8 With respect to foreclosure in the 
event of nonpayment, pursuant to a hypothecary action, the court may find that a mortgage 
ought to be enforced within 30 days.9 As housing market turnover rates are extremely low, 
however, it decreases the ability to evict residents and makes transfer of titles through 
foreclosure cumbersome in the north and east.10 Cultural values do sometimes carry greater 
weight than legal factors and borrowers often finds ways of making payments or negotiating with 
banks. 
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