
Local Government Enhancement Sector Project-Additional Financing (RRP SRI 42459) 

FINANCIAL MANAGEMENT ASSESSMENT 
 

A.  Executive Summary 
 
1. The financial management assessment (FMA) was conducted in accordance with Asian 
Development Bank (ADB) Guidelines for the Financial Management and Analysis of Projects 
(2005), and the Financial Due Diligence: A Methodology Note (2009). The FMA considered the 
capacity of the executing agency, i.e., Ministry of Provincial Councils and Local Government 
(MPCLG) and the agencies involved in implementation and operation after construction, i.e., 
Provincial Councils, Pradeshiya Sabhas, and the National Water Supply and Drainage Board 
(NWSDB), including funds-flow arrangements, staffing, accounting and financial reporting 
systems, financial information systems, and internal and external auditing arrangements.  
 
2. The project management unit (PMU) will be responsible for all day-to-day management 
of the proposed additional financing of LGESP, including but not limited to: (i) preparing an 
overall project implementation plan and detailed work program; (ii) providing overall monitoring 
and guidance on implementation of project works; (iii) monitoring all project management 
activities; (iv) preparing necessary project progress and project completion report; (v) financial 
planning and budgeting including contract awards and disbursements; (vi) approving and 
releasing the payments under the project; and (vii) ensuring full compliance with the ADB’s 
resettlement, environmental, and other safeguard policies. The Subproject Coordination Units 
(SPCUs) will be responsible for all activities of the project i.e., in subproject identification, 
design, procurement, and execution with the support to PMU. NWSDB will be responsible for 
supporting PMU for water supply projects in technical matters under output 1 and operate the 
created assets after implementation as asset owner. 
 
3. The major risk factors identified during the assessment that need to be addressed 
include: 
 

(i) Inadequate staff with less capacity in the internal audit divisions of Provincial 
Councils which will affect the quality and delay in submission of audit reports; 
and 

(ii) Delay in submitting accounts and limitations in the chart of accounts to 
accommodate project activities in Provincial Councils. 
 

4. Despite the highlighted risks, with the on-going actions by MPCLG and Provincial 
Councils in addressing the issues and with the risk mitigation measures proposed, the financial 
management arrangements are considered satisfactory. In line with the on-going project, Local 
Government Enhancement Sector Project1 (LGESP), the proposed additional financing of 
LGESP will provide continuous support to all stakeholders for improving financial management. 
The overall risk assessment for the project is Moderate. The action plan under process to 
reduce the above risks includes: 
 

(i) Strengthening the internal audit divisions by recruiting new staff in Provincial 
Councils and adequate training for them with the support of MPCLG and the 
proposed additional financing of LGESP; and 

                                                
1
  ADB. 2011. Report and Recommendation of the President to the Board of Directors: Proposed Loan and Technical 

Assistance Grant to the Democratic Socialist Republic of Sri Lanka for the Local Government Enhancement Sector 
Project. Manila (Loan 2790-SRI and TA 7877-SRI). 

http://www.adb.org/Documents/RRPs/?id=42459-014-3
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(ii) Procurement of appropriate accounting package and training staff for the use of 
the package in Provincial Councils. 

 
B. Introduction 
 
5. The FMA has been performed in accordance with ADB Guidelines for the Financial 
Management and Analysis of Projects (2005), Financial Due diligence a Methodology Note 
(2009), and Financial Management Technical Guidance Note (2015).  
 
6. The financial management for executing agency and other relevant agencies was 
assessed with focus on funds flow, staffing, accounting policies and procedures, segregation of 
duties, budgeting system, payments, policies and procedures, cash and bank, safeguard over 
assets, contract management and accounting, internal controls, financial reporting and 
monitoring, and information systems in relation to administering the proposed additional 
financing of LGESP. The assessment is based on the results of a financial management 
questionnaire, perusal and review of documents, and discussions with senior officials of 
executing agency and other relevant agencies. 
 
7. The FMA has considered two types of risks; (i) inherent risks; i.e., risks outside the direct 
control of the financial management of executing agency and other relevant agencies, and (ii) 
control risks; i.e., risks concerning the internal functioning and control of the finance and 
accounting division of executing agency and other relevant agencies. 
 
8. A key aspect of the FMA is evaluating the risks associated with project financial 
management arrangements. ADB’s principal concern is to ensure that project funds are used 
economically and efficiently for the purpose intended. In support of this, it seeks assurance that 
the financial management system of executing agency and other relevant agencies can report 
on the source and use of the project funds.  
 
C. Brief Project Description 
 
9. With the objective of improving the effective delivery of local infrastructure and services 
by local authorities in less-developed areas of Sri Lanka, ADB is currently implementing LGESP 
(footnote 1). In continuation of this partnership, the additional financing is proposed to scale up 
a well-performing project. It includes: (i) improvement of water supply systems in chronic kidney 
diseases (CKD) affected areas; (ii) improvement of local infrastructure and basic services 
delivery; and (iii) advancing policy reform of local government and strengthening their capacity. 
As executing agency, MPCLG will implement the additional financing of LGESP through the 
present PMU which is managing the on-going LGESP. Under the present system, SPCUs 
established in Provincial Councils will support PMU/executing agency in implementing the 
project. In case of subprojects in 29 Pradeshiya Sabhas, the SPCUs will implement them in 
coordination with Pradeshiya Sabhas, which in-turn will be the asset owner and will maintain the 
established assets under the additional financing of LGESP. In both cases, Provincial Councils 
will be the party to the contracts agreement and will support in the supervision of work quality. 
Secondly, the SPCUs will implement all the identified schemes of water supply in areas affected 
by CKD with technical advisory from NWSDB. NWSDB will play only supporting role2 and will 
not directly deal with project disbursements which will continue to remain with PMU. On 
completion of implementation, NWSDB will take over and operate the assets created under 

                                                
2
  NWSDB will be responsible for detailed engineering designs of the water supply systems in CKD-affected areas 

and provide technical support during construction, as NWSDB will run most of the facilities after construction. 
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water supply schemes in CKD affected areas with an exception to around four schemes which 
will be operated by respective Pradeshiya Sabhas after implementation. With this background, 
all the stakeholders of the additional financing (MPCLG, PMU, Provincial Councils/SPCUs, 
Pradeshiya Sabhas, and NWSDB) are considered for the FMA. 
 
10. The FMA is based on the results of its questionnaire,3 discussions with senior officials of 
all stakeholders, and information made available by the currently on-going LGESP.  

 
D. Country and Sector Financial Management Issues 
 
11. Sri Lanka has made notable advances in economic development during recent years 
and appears to be on its way to join the ranks of upper middle income countries. 
Macroeconomic performance has generally exceeded expectations. Real GDP grew 7.4% for 
2014, up from 6.3% in 2012. Inflation declined to below 5% and the external current account 
balance has improved. The expected growth for Sri Lanka remains robust at 7% and inflation 
remains in the mid-single digits. Near-term risks appear moderate, although there may be some 
bumps in the road from market turbulence and climatic events. On-going fiscal consolidation 
and debt reduction need to continue, but the burden of adjustment needs to shift decisively to 
revenue generation. Debt targets could potentially be recasted to achieve deeper reduction over 
a longer period. The USAID Assessment has complemented GOSL’s efforts to establish a 
financial management information system to systematize and integrate the execution of the 
budget as well as treasury and accounting operations.4 In contrast to the observation by World 
Bank Study (Sri Lanka -Country Financial Accountability Assessment Study, June 2003), Sri 
Lanka has accomplished considerable progress in the public financial management in creating a 
conducive public financial management to facilitate international funding for economic 
development. 
 
E. Project Financial Management System 
 
12. Financial management assessment carried out for the executing agency and other 
relevant agencies including: (i) MPCLG and its PMU; (ii) Provincial Councils and SPCUs located 
in Provincial Councils; (iii) Pradeshiya Sabhas; and (iv) NWSDB is summarized in Table 1 
below.  
 

                                                
3
  Revised FMA Questionnaire in May 2015 was used for this purpose.  

4
  Sri Lanka Public Finance Management, Assessment Report, June 2015, USAID. 
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Table 1: Findings of the Financial Management Assessment 

Area of 
Assessment 

Findings 

MPCLG and PMU 
Provincial Councils 

and SPCUs Pradeshiya Sabhas NWSDB 

Executing and 
Implementing 
Agencies  

The executing agency is the 
MPCLG. Implementation is 
supported by a dedicated 
PMU headed by a Project 
Director with the support of a 
team to manage the on-
going and proposed LGESP 
on full time basis. To support 
PMU, SPCUs are in place in 
the Provincial Councils.  

SPCUs operated under 
PMU will be located in 
the Provincial Councils 
and support PMU in 
project financial 
management by 
coordinating with 
Pradeshiya Sabhas and 
Provincial Councils. 
SPCUs are headed by 
Commissioner of Local 
Government of the 
Province as Provincial 
Project Director. 

Pradeshiya Sabhas will be 
supported by SPCUs in 
implementing the 
subprojects and enter into 
the contract agreement with 
the contractors and also 
supervise and contribute in 
ensuring the work quality of 
the contractors.  
Pradeshiya Sabhas will 
maintain them after 
implementation except 
water supply schemes 
taken over by NWSDB. 

NWSDB will only play as supporting 
role

a
 and will not directly deal with 

project disbursements. On completion 
of implementation, NWSDB will take 
over and operate the assets created 
under water supply schemes in CKD 
affected areas with an exception to 
around four schemes which will be 
operated by respective Pradeshiya 
Sabhas after implementation. 

Major 
Experiences of 
Managing 
Externally-
financed 
Projects  

MPCLG has experience in 
handling ADB funded Loan 
2201-SRI: LGIIP (recently 
completed), Loan 2790-SRI: 
LGESP (on-going), and a 
few other projects. It also 
has experience in managing 
several projects funded by 
World Bank and JICA. 

Provincial Councils of 
NWP and NCP 
coordinated 
implementation of 
several projects funded 
by ADB, World Bank, 
and JICA. 

Pradeshiya Sabhas under 
the proposed additional 
financing of LGESP do not 
have the experience in 
external financed projects. 
Apart from other support, 
financial management to 
Pradeshiya Sabhas will be 
supported by SPCUs. 

NWSDB has handled many projects 
funded by ADB, World Bank, JICA and 
many other loan agencies including 
Jaffna and Killinochchi Water Supply 
and Sanitation project funded by ADB. 

Fund Flow 
Arrangements  

All the consultants will be 
engaged by the PMU and 
the payments will be made 
by the PMU. While contracts 
will be signed between 
contractors and Pradeshiya 
Sabhas/contractors and 
Provincial Councils, 
Pradeshiya Sabhas are not 
involved in fund flow. All 
payments will be made by 
the PMU to the contractors 
upon endorsement of 

Not involved in fund flow 
of the project. 

Not involved in fund flow of 
the project. But involved in 
approving the interim and 
final payment certificates of 
the contracts.  

NWSDB obtains funds from the 
national budget through the MWSD; 
from various development partners; 
sale of water collected from the 
collection centres all over the country. 
NWSDB will not be involved in fund 
flow during the implementation and 
take over around 26 water supply 
schemes. 
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Area of 
Assessment 

Findings 

MPCLG and PMU 
Provincial Councils 

and SPCUs Pradeshiya Sabhas NWSDB 

SPCUs or Provincial 
Councils. 

Organization 
and Staffing  

The accounting section is 
headed by one Financial 
Analyst with support of one 
accountant and one 
accounts assistant. The 
present staff has adequate 
experience in ADB funded 
projects. 

Provincial Councils’ 
treasury division under 
Deputy Secretary 
Finance is assisted by 
three directors, 
management assistants, 
and finance assistants. 
Accounts in SPCUs are 
handled by a qualified 
accountant with support 
of one accounts 
assistant on full time 
basis. 

Pradeshiya Sabhas’ 
accounts division is 
adequately staffed and 
headed by senior 
management assistant. 
This person is supported by 
seven officers handling 
different subjects. 
Pradeshiya Sabhas’ 
account division will not be 
involved in project finance 
 

NWSDB accounts division is headed 
by the Additional General Manager 
Finance. He is supported by two 
Deputy General Managers and five 
Assistant General Managers with nine 
Chief Accountants in the head office 
and 11 in RSC where the subproject 
accountants supported by the support 
staff. All the staff is permanent officers 
and transferable after serving 5 years 
at any other office.  

Accounting 
Policy and 
Procedures  

MPCLG follows the 
government accounting 
system (cash basis) that is 
regulated by ‘Financial 
Regulation’ prepared during 
the colonial rule and 
‘Procurement Guidelines, 
2006. PMU follows Public 
Sector Accounting 
Standards with accrual 
basis.   

Provincial Councils 
follow provincial 
government regulations 
and central government 
regulations. They follow 
cash accounting but plan 
to transform into accrual 
basis gradually from 
2016. 

Pradeshiya Sabhas follow 
accounting procedure in 
accordance with Sri Lanka 
Accounting Standards 
which are in parallel with 
International Accounting 
Standards. Follow accrual 
basis in accounting. 

NWSDB keeps all its financial 
transactions according to financial 
regulations of the Central Government 
and regulations of NWSDB. It follows 
accrual accounting in accordance with 
Sri Lanka Accounting Standards and 
consistent with International 
Accounting Standards. 

Segregation of 
Duties  

All the financial accounting 
functions are appropriately 
segregated before receipt 
and payment both in 
MPCLG and PMU. 

Adequate segregation of 
duties in accounts and 
administration divisions 
are in place in Provincial 
Councils. 

Adequate segregation of 
duties in accounts and 
administration divisions are 
in place in Pradeshiya 
Sabhas. 

The NWSDB organizational system 
ensures adequate segregation of 
duties in accounts and administration.  

Budgeting 
System  

Adequate budgeting system 
is in place except proper 
preparation and reporting 
formats. The budget is 
prepared in advance and is 
compared with actual 

Adequate budgeting   
system is in place except 
proper preparation and 
reporting formats. After 
approval from the 
cabinet, the budget 

Adequate budgeting 
system is in place except 
proper preparation and 
reporting formats. Accounts 
division prepares the 
overall budget.  

Adequate budget system is in place 
except proper preparation and 
reporting formats. Accounts division 
prepares the budget. Budget is 
submitted to the Board of Directors of 
the NWSDB.  
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Area of 
Assessment 

Findings 

MPCLG and PMU 
Provincial Councils 

and SPCUs Pradeshiya Sabhas NWSDB 

expenditure. This is carried 
out both at MPCLG and 
PMU levels. 

becomes the provincial 
budget.  

Payments Payments are made against 
invoices and other 
supporting documents 
submitted to the accounts 
division. The process is 
same for MPCLG, PMU, and 
SPCUs. 

Payments are made 
against invoices and 
other supporting 
documents submitted to 
the accounts division.  

Payments are made 
against invoices and other 
supporting documents 
submitted to the accounts 
division. 

Payments are made against invoices 
and other supporting documents 
submitted to the accounts division. 
Adequate procedures are in place.  

Cash and 
Bank 

The operation of the bank 
account lies with the head of 
the entity and the head of 
the accounts division. For 
MPCLG, it’s the Secretary 
and the Chief Accountant. In 
PMU, the bank account is 
handled by the Financial 
Analyst. Project Director and 
Financial Analyst are joint 
signatories. 

The operation of the 
bank account of the 
Provincial Council lies 
with the Chief Secretary 
of the Council and 
Deputy Secretary 
Finance. Project 
accounts will be handled 
by PMU and supported 
by SPCUs. 

Operation of the bank 
account of Pradeshiya 
Sabhas lies with the 
Secretary and Senior 
Management Assistant. 
The accounts division is 
responsible to ensure 
reconciliation with 
accounting records and 
bank statements on 
monthly basis.  

The operation of the bank account lies 
with the head of the entity and the 
RSC. The revenues collected by the 
collection center are transferred to 
NWSDB bank accounts. Reconciliation 
with accounting records and bank 
statements is on daily and monthly 
basis. 

Safeguard of 
Assets 

Records of fixed assets are maintained by the accounts division. Adequate asset registers with annual verification procedures 
and along with insurance policies some categories. 

Contract 
management 
and 
accounting 

Maintain all records including accounting records in contract wise which enable these entities to monitor effectively. 

Policies/ 
Procedures  

MPCLG accounting is on a 
cash basis. PMU accounting 
is on an accrual basis.  
 

Presently on cash basis. 
But Provincial Councils 
have a plan to shift to 
accrual basis accounting 
gradually from 2016. 

The accounting is on 
accrual basis. 

The accounting is on accrual basis. 

Internal Audit  There is an internal audit 
unit. Headed by an 
Accountant, the unit reports 
directly to Secretary. PMU 
accounts will be audited by 

Separate internal audit 
divisions are operated in 
Provincial Councils 
under the head of the 
entity. Audit carried out 

Internal audit works under 
the secretary and 
responsible to the audit 
committee. There is only 
one officer in the division 

A separate internal audit division is in 
NWSDB with sub-units in the RSC. 
Internal audit directly reports to the 
Chairman and works closely with the 
audit committee. The staff 
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Area of 
Assessment 

Findings 

MPCLG and PMU 
Provincial Councils 

and SPCUs Pradeshiya Sabhas NWSDB 

MPCLG on quarterly basis. according to an 
approved program. Audit 
committee is in 
operation. SPCUs will 
support PMU in its 
internal audit.  

with adequate qualification. 
The division only carries 
out post audit transactions. 
The audit is carried out 
according to the program 
which was approved by the 
audit committee.  

establishment strength is more than 
100. However, 15% of the positions 
are vacant. The division only reviews 
post audit transactions.  

External Audit  The financial statement is 
audited by Auditor General’s 
Department annually based 
on the National Accounting 
Standard. The annual audit 
report should be available by 
end of 6 months. (before 30

th
 

June of the following year) 
PMU and SPCUs accounts 
will be subjected to annual 
external audit by Auditor 
General. Auditor’s report 
should be ready by 31 
March and Auditor General’s 
audit report by 30 June. 

The financial statement 
is audited by Auditor 
General’s Department 
annually based on the 
National Accounting 
Standard. The annual 
audit report should be 
available by end of 6 
months (before 30

th
 June 

of the following year). 
SPCUs will support PMU 
in the external audit 
activities. 

The annual audit report 
from Auditor General’s 
Department should be 
available by end of 6 
months (before 30

th
 June of 

the following year).  

The annual audit is carried out by 
Auditor General and the report should 
be available by end of 6 months 
(before 30

th 
June of the following year). 

Accounting deficiencies brought up by 
the auditors in their audit reports will 
be complied on priority basis.   

Reporting and 
Monitoring  

All the reporting 
requirements for MPCLG 
and PMU are in place. But it 
is required to change a 
format for accommodating 
details for better project 
monitoring.  

All the reporting 
requirements for 
Provincial Councils are in 
place, accordance with 
financial regulations of 
the central government 
and provincial councils. 
SPCUs will support PMU 
in submitting the required 
reporting documents. 

The reporting is done on 
monthly, quarterly, and 
annual basis for Pradeshiya 
Sabhas. Financial 
statements are prepared on 
annual basis using manual 
accounting system. The 
financial reports do not 
compare actual expenditure 
with budgeted and 
programed allocations. No 
variance analysis 
undertaken for proper 
implementation of 
budgetary control system at 

The reporting is done on monthly, 
quarterly, and annual basis for 
NWSDB. The monthly, quarterly, and 
annual statements of NWSDB are 
prepared in accordance with financial 
regulations of the central government 
and NWSDB. Presently the financial 
reporting system has no link with the 
financial information systems of 
individual project progress. This affects 
the monitoring of physical and financial 
progress. 



8 

 

Area of 
Assessment 

Findings 

MPCLG and PMU 
Provincial Councils 

and SPCUs Pradeshiya Sabhas NWSDB 

the Pradeshiya Sabha 
level. Financial reporting 
has no link with the 
financial information 
systems of individual 
project progress.  

Information 
System  

MPCLG account division 
uses computerized system 
including salary operation 
system. PMU account 
division is using manual 
system for accounts and 
reporting system. 

Accounting division of 
the Provincial Councils 
use computerized 
system including salary 
operation system. 
SPCUs’ account unit 
which supports PMU 
uses manual system for 
accounts and reporting 
system. 

Pradeshiya Sabhas’ 
accounting division uses 
manual information system 
except for salaries that 
uses computerized system. 

Accounting division of NWSDB uses 
customized computerized accounting 
systems. It fulfills the present needs of 
the NWSDB.  

ADB = Asian Development Bank, CKD = chronic kidney disease, JICA = Japan International Cooperation Agency, LGESP = Local Government Enhancement 
Sector Project, LGIIP = Local Government Infrastructure Improvement Project, MPCLG = Ministry of Provincial Councils and Local Government, MWSD = 
Ministry of Water Supply and Drainage, NCP = North Central Province, NWP = North Western Province, NWSDB = National Water Supply and Drainage Board, 
PMU = project management unit, RSC = Regional Support Centre, SPCU = subproject coordination unit,  

a
  NWSDB will be responsible for detailed engineering designs of the water supply systems in CKD-affected areas and provide technical support during 

construction, as NWSDB will run most of the facilities after construction. 
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F. Risk Assessment 
 
13. The FMA has considered two types of risks: (i) inherent risks, i.e., risks outside the direct 
control of the entity financial management; and (ii) control risks, i.e., risks concerning the 
internal functioning and control of the entity accounts division. The following key risks have been 
identified. 
 

Table 2: Risk Summary 
Risk Risk Assessment Risk Mitigation Measures 

A. Inherent Risk 

1. Country 
Specific 
Risks 

Moderate 
Low institutional capacity for effective 
financial management and lack of 
complete information for accurate 
budgeting. 
 

 
On-going efforts are underway by the 
government and ADB. Provision of support 
(by loan and TA) focused on capacity 
building in participating local authorities. 
Provision of loan support for IT systems 
and ensure that the systems are up and 
running smoothly. 

2. Entity 
Specific 
Risks   

Moderate 
Manual processes in public financial 
management systems. 

 
Loan support for MIS and TA support for 
capacity building under various programs. 

3. Project 
Specific 
Risks 

Moderate 
Local authorities do not have 
adequate financial and technical 
capacity for O&M.  

 
Commitment to O&M budget allocation will 
be confirmed upfront. Capacity 
development and training programs will be 
implemented.  

4. Overall 
Inherent 
Risks 

MODERATE 
While country-specific risks and entity-specific risks exist, these risks might be 
mitigated through cordial efforts of the Government of Sri Lanka and participating 
entities with support of ADB.  

B. Control Risk (MPCLG and PMU) 

1. Executing 
agency 

Low 
MPCLG implemented several ADB 
and other IFI funded projects through 
a PMU without major problems. Also 
presently handling the on-going 
LGESP.  

 
Not applicable 

2. Flow of funds Moderate 
The process of approval for payments 
is very lengthy and is time consuming 
which affects the disbursements.   

 
The process of approvals can be reviewed 
and simplified. And, ADB TA is working on 
the fund flow mechanisms in the on-going 
projects.  

3. Staffing  Low 
The Finance Section in MPCLG and 
PMU is adequately staffed by 
appropriately qualified and 
experienced personnel. 

 
Not applicable. 
 
 

4. Accounting 
Policies & 
Procedures 

Low 
MPCLG Policies and procedures are 
well documented and follow cash 
basis accounting. However, PMU 
adopted accrual basis accounting 
acceptable to Auditor General 
Department.  

 
Not applicable. 
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Risk Risk Assessment Risk Mitigation Measures 

5. Internal Audit Substantial 
The internal audit unit needs 
additional staff to handle PMU’s 
internal audit functions. Without this, 
delay in audit procedures, delay in 
activities and report submission in 
PMU is expected.  

 
Dedicated audit staff to support the internal 
auditor will improve the situation. 

6. External 
Audit 

Substantial 
The annual audit report is typically 
produced around within 6-9 months 
from the year-end. Delay in 
submission of accounts from SPCUs 
and delay in answering queries result 
in delay in issuing the audit report. 

 
Training to SPCU staff under the proposed 
project in dealing audit issues will reduce 
this risk. 
 

7. Reporting 
and 
Monitoring  

Moderate  
A comprehensive monthly and 
quarterly financial management 
reporting system is in place for the 
on-going project. Manual system of 
accounting and lack of backup 
procedure in the PMU exist. 

 
ADB to provide relevant assistance and 
training as needed. Changed to 
computerized accounting system to 
facilitate a timely reporting, monitoring and 
backup procedure in the PMU. 

8. Information 
systems 

Moderate 
Computerized accounting system 
needs to be installed in PMU for the 
project.  

 
ADB to provide relevant assistance and 
training as needed. Suitable computerized 
information system has to be procured as 
staff and time is a constraint. 

9. Overall 
Control Risk 

 

MODERATE 
MPCLG is aware of these identified risks and in the process of addressing them. 
More attention shall be taken by the management to expedite the on-going 
mitigation measures and resolving the outstanding issues). 

C. Control Risk (Provincial Councils and SPCUs) 

1. Implementing 
agency  

Low 
Many Provincial Councils handled in 
the past several ADB and other IFI 
funded projects through a PMU 
without major problems. 

 
Not applicable 
 

2. Flow of funds Low 
No fund flow involved. 

 
Not applicable 

3. Staffing  Low 
Full time accounts staff was recruited 
in SPCUs. 

 
Not Applicable 

4. Accounting 
Policies and 
Procedures 

Low 
All in place. 

 
Not applicable 

 

5. Internal Audit Substantial 
Inadequate staff and capacity. 

 
Strengthening the internal audit department 
by recruiting new qualified staff. Training 
the existing staff with the support of the 
proposed project. 

6. External 
Audit 

Moderate 
System is in place. Occasional delay 
happened in the audit report due to 
delay in answering audit queries. 

 
Program has to be developed for the year-
end accounts finalization and fix 
responsibilities for the respective officers.  

7. Reporting Moderate  
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Risk Risk Assessment Risk Mitigation Measures 

and 
Monitoring  

The limitations of the system due to 
technology, difficulties in project wise 
reporting and monitoring 
experienced. 

Suitable accounting package to be 
procured and used for the project. Quarterly 
reports need to be developed to show 
budgeted against the actuals.   

8. Information 
systems 

Moderate 
Weak data back-up system. 

 
Back up procedure has to be improved and 
all backups to be kept off the site. 

9. Overall 
Control Risk 

 

MODERATE 
Some financial management risks, flaws, and imperfections are recognized, but 
most of them are not with high risk. Delays in internal audit procedure and 
submission of audit and MIS reports are found with substantial risks and these need 
to be tackled. Provincial Councils and MPCLG are taking necessary actions to 
address these and this will be supported by the proposed additional financing of 
LGESP in specific capacity building areas. 

D. Control Risk (Pradeshiya Sabhas) 

1. Implementing 
agency  

Moderate 
Pradeshiya Sabha has never handled 
ADB and other IFI funded projects in 
the past. 

 
Periodical additional training to Pradeshiya 
Sabha accounts staff will reduce the risk. 
Also they are not directly involved in the 
project financial management. 

2. Flow of funds Low 
Not involved in fund flow of the 
project. 

 
Not applicable 

3. Staffing  Low 
Pradeshiya Sabhas’ accounts division 
is adequately staffed 

 
Not applicable 

4. Accounting 
Policies and 
Procedures 

Moderate 
Policies and procedures are 
documented well. However, 
inadequate capacity to implement this 
policies. Presently accrual basis 
accounting is followed. 

 
Staff of Pradeshiya Sabhas to be trained on 
public accounting standards and 
preparation of accounting statements. 
Accrual basis accounting to be improved 
with application of public accounting 
standards resulting in showing a better 
financial position of the entity. 

5. Internal Audit Substantial 
Inadequate capacity of the existing 
staff and inadequate staff to handle 
internal audit activities. 

 
Internal audit division to be improved – 
increase staff strength by increasing cadre: 
capacity building including training need to 
be done.  

6. External 
Audit 

Moderate 
Audits carried out by the supreme 
audit institution. Occasional delay in 
audit reports due to audit program 
delay.  

 
An arrangement to be worked out with 
Auditor General’s office to priorities audits 
of the project related entities are these are 
time bound projects. 

7. Reporting 
and 
Monitoring  

Moderate  
The limitations of the system, 
difficulties in project wise reporting 
and monitoring experienced. 

 
Suitable accounting package to be 
procured and used for the project.  

8. Information 
systems 

Moderate 
Use of manual system in data 
compilation results in delay in 
submission. Inadequate back-up 
system may result in data loss. 

 
Computerized accounting system has to be 
used for timely reporting system. Back up 
procedure has to be improved and all 
backups to be kept. 

9. Overall MODERATE 



12 

 

Risk Risk Assessment Risk Mitigation Measures 

Control Risk Recognized risks are mostly not high from the project financial management 
perspective. However, delays in internal audit system, inadequate capacity of 
account and audit staff, and submission of audit and MIS reports may indirectly 
affect the project implementation, as they need to support SPCUs for different 
activities. 

E. Control Risk (NWSDB) 

1. Asset Owner  Low 
The entity has handled several 
projects through establishing 
separate PMUs.  

 
Not applicable. 

2. Flow of funds Low 
No fund flow involved. 

 
Not applicable. 

3. Staffing  Low 
Accounts division is adequately 
staffed. 

 
Not applicable. 

4. Accounting 
Policies and 
Procedures 

Moderate 
Lack of adequate capacity to handle 
the national accounting standards 
that was recently made as 
mandatory. 

 
Staff to be trained and made aware on 
accounting standards and use them in 
recording transactions and preparation of 
year end accounts. 

5. Internal Audit Substantial 
Due to vacancies in the division 
(about 15%), activities have been 
limited and may adversely impact. 
The staff establishment needs to be 
increased by professional audit staff. 

 
Vacancies to be filled by recruitment or 
transfer and staff to be trained. 
 

6. External 
Audit 

Moderate 
Audits carried out by the supreme 
audit institution. Delay was during the 
years 2012-2014 in submission of 
accounts for audit. From 2015, it was 
corrected.  

 
Not applicable. 

7. Reporting 
and 
Monitoring  

Moderate 
Information produced by the 
automated system of the entity may 
not show any physical progress.  

 
Requirement of information required for 
physical monitoring needs to be included in 
the system for reports generation.  

8. Information 
systems 

Low 
The system suits the entity 
requirement. Back-up procedure is in 
operation.  

 
Not applicable. 

 

9. Overall 
Control Risk 

 

MODERATE 
All the identified risks relating to financial management are recognized, but most of 
them are not high. However a few such as delays in audit system, vacancies in 
internal audit division are found with substantial risks and the management is taking 
adequate steps to address these risks through recruiting qualified staff and 
information system. 

ADB = Asian Development Bank, IFI = international financial institution, LGESP = Local Government Enhancement 
Sector Project, MPCLG = Ministry of Provincial Councils and Local Government, NWSDB = National Water Supply 
and Drainage Board, O&M = operation and maintenance, PMU = project management unit, SPCU = subproject 
coordination unit, TA = technical assistance. 
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G. Strengths and Weaknesses 
 
14. Strengths: A significant strength of the financial management systems of MPCLG and 
its PMU is that they have more experience in handling multilateral funded projects including the 
completed Local Government Infrastructure Improvement Project,5 the on-going LGESP and the 
on-going Jaffna and Killinochchi Water Supply and Sanitation Project.6  
 
15. Weaknesses: The significant weaknesses of the financial management system are as 
follows: 
 

Significant weakness  Resolution 

Insufficient capacity and lack of staff to handle internal 
audit activities in Provincial Councils that affects the 
audit process.  

Strengthening the internal audit division by recruiting 
new staff in Provincial Councils and adequate training 
for them with the support of MPCLG and the proposed 
project. 

Delay in submitting accounts and limitations in the chart 
of accounts to accommodate project activities in 
Provincial Councils. 

Procurement of appropriate accounting package and 
training staff for the use of the package in Provincial 
Councils so as to submit the accounts to Auditor 
General for auditing in time. 

 
16. Action Plans: Following implementation units agreed to an action plan to address 
issues that the financial management assessment identified. 

Area Current scenario Risk Mitigation measures 
Target 
date 

A. Internal Audit Division    
1. Provincial 

Councils 
Lack of staff and 
knowledge on internal 
audit.  

This may delay the 
audit activities. 

Strengthening the internal 
audit division by recruiting 
new staff and training to the 
existing staff.  

Dec-
2016 

B. Reporting & Monitoring    
1. MPCLG, 

PMU 
Inadequate budget 
preparation and 
various reporting 
format for monitoring. 

Could not facilitate 
the monitoring as 
present budget and 
reports do not 
include project 
specific financial 
achievements with 
explanations for 
variance. 

Suitable accounting package 
has to be procured for better 
reporting and monitoring 
system for PMU. 

Dec-
2016 

2. PMU / 
SPCUs 

Manual system of 
accounting and lack of 
back-up procedure. 

Delay in 
submission of 
accounting and MIS 
reports. 

Suitable accounting package 
has to be procured for better 
reporting and monitoring 
system. 

Dec-
2016 

LGESP = Local Government Enhancement Sector Project, MPCLG = Ministry of Provincial Councils and Local 
Government, NWSDB = National Water Supply and Drainage Board, PMU = project management unit, SPCU = 
subproject coordination unit. 
 
17. Financial Covenants: The audited project financial statements prepared in accordance 
with Sri Lanka Government Accounting Standards will be submitted in the English language to 

                                                
5
  ADB. 2005. Report and Recommendation of the President to the Board of Directors: Proposed Loan to the 

Democratic Socialist Republic of Sri Lanka for the Local Government Infrastructure Improvement Project. Manila. 
The loan was closed in January 2013 and project completion report is being prepared. 

6
  ADB. 2010. Report and Recommendation of the President to the Board of Directors: Proposed Loan to the 

Democratic Socialist Republic of Sri Lanka for the Jaffna and Kilinochchi Water Supply and Sanitation Project. 
Manila. 
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ADB within 9 months of the end of the fiscal year by the executing agency. A management letter 
shall also be provided indicating any weaknesses in the internal control system that have come 
to the auditors attention as a result of his audit, as well as recommendations for improvement 
and PMU’s comments. This shall also include a status update on the follow-up on previous 
year’s audit observations. The Government of Sri Lanka and the executing agency have been 
made aware of ADB’s policy on delayed submission the requirements for satisfactory, and 
acceptable quality of the audited accounts. ADB reserves the right to commission an 
independent audit if the audit is substantially delayed or to confirm that the share of ADB’s 
financing is used in accordance with ADB’s policies and procedures. The audited program 
financial statements shall be disclosed in the ADB and the project website in accordance with 
ADB’s Public Communications Policy (2011).  
 
18. This includes the audit opinion, the program financial statements and accompanying 
notes. Management letter shall not be disclosed.  


