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Abstract

This paper analyses competition in the banks and its contribution to

financial sector development in Sri Lanka during 1960 - 2010. Competition is

analyzed by considering trends in the identified indicators for state banks and

other banks, and it observes that there has been an intensified competition

a ks. The paper recognizes that banks' competition

h Io lmprove services and the products of the

ll it concludes that favorable developments in the

flnancial sector are not only due to competition but also due to other macro-

economic and policy changes, which cannot be separately measured and the

flnancial sector has grown remarkably in Sri Lanka.

Keywords : Assets - Banks - Deposits - Financial Sector - GroMh
Liberalization - Loans

lntroduction

The relationship between competition in the financial sector

and associated growth !s ambiguous in theory (Claessens & Luc

Laevan, 2005). Measuring competition is furthermore complex'

However. in the recent past there has been an intensified competition

and favourable developments in the financial sector iil Sri Lanka.

1 The views expressed in this paper arc those of the author, and do not necessanly

indicated the views of the Central Bank ot Si Lanka
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Sri Lanka's financial sector has achieved its current level of
development in different areas relatively to many other countries.
Developments in financial institutions, markets and instruments.
lmprovements in the quality of financial products and innovations,
efficiency in services oFfered by financial institutions and application
of technology whrch were suppoded by proactive and tirnely
Interventions by the Central Bank and more liberalized exiuentry
permissions to financial Institutions have contributed to avail current
status in the financial system in Sri Lanka. This paper attempts to
analyze the competition and associated financial sector developments
in Sn Lanka based on its historical performance.

Although the financial sector consists of many institutions,
in this study only the commercral banking sector is analyzed with a
breakdown of two groups, namely, state banks and other banks. Srare
banks considered are the Bank of Ceylon and the people's Bank
which have been in existent for the last five decades Other dornestic
and foreign commercial banks are categorized as other banks The
period selected for this study is from 1960 to 2010, considerjnq the
availability of data.

Favourable developments in the financial sector could con-
tribute to a faster economic growth The Central Bank of Sri Lanka
(CBSL) berng the apex instituhon in the ftnancial sector, many vari-
eties 6J 1;^una 

"' 
institut,ons are curre-tly in operation in Sri I anka

Some of these financiai institutions did not exist jn Sri Lanka prior
to the 1960s. Due to liberaltzation policres introduced after j977,
the economy was open for a wider array of financial institutions to
function in the country under a more open exiventry policy. Finan-
cial liberalization for economic growth was advocated by lvlckinnon
(1973) and Shaw (1973) during 1970s In Sri Lanka the financral sec-

censed Commercral Banks, Licensed Specialised Banks. Reotstered
Finance Companies, Primary Dealers Leasing Establishmenis, Mer-
chant Banks, Savtngs and Loan Associations, Venture Capitals. Unit
Trusts, ContractLal Serving Institutlons such as Emplovees provi-
denVTrust Funds and Insurance Companies These inshiutions form
a competitive frnancial market in the country while providing a varrety
of domestic and international financial services which are presenUy
available in many other countries. However, it is dtfficult to separate
the growth in services and products that took place due to competi-
tion and that of due to otl-er reasons.
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Measurements of Competition
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the boxes at the bottom of
entation of economic liber-
lore product differentiation,
later stability. Pi'ior to those
lin the boxes in the Figure
) in the number of financial
r has intensified during the
here were only 2 domestic
:rcial banks. By 2010 there
banks, which undoubtedly

tudies have found that entry
)nd makes domestic bank-
al.,2001). The branch net-
i rapidly from 28 branches
r foreign banks in 1960 to
,tively for domestic and for-
branch net-works improve

rumber of commercial bank
as 5,164 in 20'10. The in-
educed the number of per-
lly from 219,911 in 1960 to
he institutional sector have
deposits from the general
al institutions based on de-

I to measure competition.
rdies on bank competition.
/ays of measuring competi-
ional methods to measure
Some studies have found
collusive (Goldberg & Rai,
(Leuvensteijn et al., 2007)

ng the market shares mea-
t banks (Brewer & Jackson,
terature are empirical while
ra & Sensarma, 2009) have
lanks and public banks fo-
this analysis, the following
lder reference to study the

Competition and Financial Sector Development in Sri Lanka

pattern of competition.

(a)Trends in deposit base ofstate banks In comparison to other
commercial banks.

(b) Trends in loans and advances provided by state banks as
against that of other commercial banks.

(c)Trends in asset composition ofstate banks as against that of
other commercial banks.

The Bank of Ceylon, which is a state bank, has been func-
tioninginSri Lanka since '1939 and it was nationalised in 1961. Inad-
dition to that bank, People's Bank was established in 1961 as another
state bank. These two banks held more than 70 per cent of deposits
of the banking sector in '1965. As other banks started functioning in

the country, the proportion of activities of these state banks has de-

clined during the period up to 2010. Hence, in this study it is assumed
that this was due to the competition from other banks established in
the country. The market for deposits, loans and assets has been cap-
tured by other banks in the country as analyzed below.

(a) Trends in the Deposit Base

As depicted in (Figure 1), the share of deposits held by state
banks declined from 1987, showing that private sector banks have

acquired a higher market proportion towards 2010, confirming that
the comoetition from other banks has increased. The state banks
held more than 90 per cent of total deposits ln 1987. This declined
to 50 per cent in 2010. The state banks' share may have been ac-
quired by new banks such as the Regional Rural Development Banks
(RRDBS) which were set up after 1985 and new private banks which

started functioning after 1987.Sri L
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(b) Trends in Loans and Advances

The proportion of loans and advances granted by state
banks declined from 1975. The share of loans and advances held
by state banks decuned from 85 per cent in 1979 to 50 per cent in
2010. During 1970 to 1977 the controlled regime ofthe government
encouraged using state banks by government institutions and the
public following which activities and loans/advances granted by state
banks have increased. Liberalization policies implemented after 1977
encouraged entry of domestic private banks and foreign banks which
have contributed to increase the share of loans and advances by
other banks. The open economic policies have resulted in increase
in activities in many areas of the economy following which a credit
expansion by the private sector banks has taken place. As shown in
Figure 2, the most remarkable feature in the trend in the share ofthe
loans and advances of the private sector banks was the bypassing of
the share of loans and advances of state banks since 2003, implying
that competition has further intensified.

(c) Trends in Assets held

Similar to the trends in loans and advances, the proportion
of assets held by private banks has been increasing since 1977. The
share of assets held by state banks has declined from 81 per cent in
1976 to 49 per cent in 2010. This is clear from the fact that whenever
loans and advances, which form a part of assets, are decreasing total
assets also may be decreasing. The decline in the share of assets
of state banks, as opposed to private banks, is clearly seen (Figure
3). Similar to trends in loans and advances, in the asset base to the
private sector has further exceeded the proportion of assets held by
state banks from 2003 onwards. Government policy changes too fol-
lowed by the increase in pnvate sector banking activities have con-
tributed to increase assets held bV other banks.
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It can be concluded that as the market for prlvate banks has

increased, the proportion of the market for state banks has deciined

and it has been captured by private banks showing that the competl-

tion has increased. Based on these trends, it can be concluded that

competitton among the banks in Sri Lanka has been increasing for

the last five decades.

Results of Competition

lncreased competitlon ln the financial sector influences the

access of firms and households to financial services and external

financing thus affecting economic growth. Competition promotes in-

stitutions and their services, rendering wider benefits to a country'

Financial institutions with integration to internatlonal markets cur-

rently offer a wide range of services compared to a limited number

of services that had been offered 50 years ago The key driver for

these developments was the opening of the financial sector by allow-

ing international banks to operate in the country with the inltiation of

th; CBSL and the Government contributing to improve insiltutional

and legal services.
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ComDelilion and Financial Sector Development n Si Lanka

Time and the labour used to complete a banking transaction in the
past have been saved by the operations of these instruments which
are evident from the increased volume and value of cards and trans-
actions. In Sri Lanka there were 13 financial institutions issuing credit
cards while 18 institutions were issuing debit cards in 2010. Internet
and mobile banking facilities are offered by 9 financial institutions.
The same institution may not necessarily issues both instruments.

Since the number of financial intuitions whrch offer these ser-
vices and the customers who use the systems are higher, it may be
concluded that there is a competition. Table 3 shows the volume and
value of these services as at end of 2010. These services were not in
existence in Sri Lanka, or in any other country, for that matter, at the
time of gaining her political independence partly due to the fact that
these products were not available even amongst the global products.

Table 3: Usage of Financial lnstruments

At
Independence

2010* Volume'o00
Value Rs Mn,

(a) Credit Cards in Use 16,450 74,9't7

(b) Debit Cards in Use 5,340 15,768

(c) Inlernet Banking
Transaclions

4,319 268,934

(d) Tele Banking/Mobile
Banking Transactions

229 5,095

(e) ATM Transactions 98,483 612,668

* Volume of Transactions and their Values
Source: Compiled by the Author

Competition has also promoted usage of technology by fi-
nancial institutions for which the development in lT industry is partly
responsible. The necessity of promoting international banking prac-
tices along with globalization has encouraged usage Of modern
lT systems for the financial institutions- At present, all commercial
banks use computers with required infrastructural developments for
their operations. The staffs of financial intuitions are well trained lo-
cally and internationally to handle these systems. Globalization has

Sri L
an

ka
 Jo

urn
al 

of 
Adv

an
ce

d S
oc

ial
 S

tud
ies

 

Nati
on

al 
Cen

tre
 fo

r A
dv

an
ce

d S
tud

ies
 in

 H
um

an
itie

s a
nd

 S
oc

ial
 S

cie
nc

es
 (N

CAS) 

 



Jaurnal of AdvaDcec! Social Stuclies Val 2 No 1

Sri L
an

ka
 Jo

urn
al 

of 
Adv

an
ce

d S
oc

ial
 S

tud
ies

 

Nati
on

al 
Cen

tre
 fo

r A
dv

an
ce

d S
tud

ies
 in

 H
um

an
itie

s a
nd

 S
oc

ial
 S

cie
nc

es
 (N

CAS) 

 



,anced Social Studies VoL 2 - No. 1

rnology as well as capacity
rrrent lT systems were not in

tat were implemented in Sri
;ent, there are local systems
ally operated payments and
( Payment System (SLIPS),
re / Mobile / Tele-banking /
Machines (ATMS) for retail

emenl System (RTGS) and
r for bulk transactions were
rchnology has facilitated the
)es round-the-clock, satisry-
nsactions and providing ser-
for them. Systems such as
been adopted by financial

ogical developments. In Sri
ctions in 2010 amounted to
rctively (CBSL). There were
services to customers using
untry in 2010. The ATM ser-
)r customers throughout the
:st of obtaining such servic-
mplacent in providing these
lromoted their usage. Tech-

luality maintaining accuracy

lue clearance that had been
tions spending a number of
>ressing a few computer but-
;ally being present at a bank
1960s. Competition among
e use of technical systems
ions and gi'oups locally and
cial institutions are aware of
/ fail to apply technology, as
g amidst the increased cus-

re competing for scarce re-
to the grass root level. Evi-
-.ctor activities have declined
rncial businesses in the rural
ganized financial institutions

Competition and Financial Sector Developnent in Si Lanka

more for their day to day financial requirements. Expansion in branch
net-work, improvements in awareness, technological developments,
improvement in communications have encouraged the usage of or-
ganized sector financial institutions for the needs of the public. For
instance, according to Consumer Financial Surveys conducted by the
CBSL, the percentage of loans obtained from the organized financial
institutions by individuals has increased from 14.3 percent in 1963 to
61.1 per cent in 2003 / 2004. The same percentage for commercial
banks has increased from 7.8 per cent to 35.9 per cent during the
same period. Usage of money lenders, friends, relatives and others
for financial needs of the individuals have declined considerably in
place of expansion in the activities of organized sector in Sri Lanka,

- according to the Consumer Finances and Socio Economic Survey
Reports of the Central Bank of Sri Lanka. They are partly due to com-
petitive financial activities initiated and developed by flnancial institu-
tions and therefore competitive financial business has prompted or-
ganized financial institutions to go to grass root level thus expanding
the financial deepening in the country.

The decline in cost of funds is one of the positive develop-
ments expected when competition is increased. lt has found in some
studies that stronger competition leads to lower spreads (teuven-
steijn et al., 2008). However, in Sri Lanka this has not taken place as
seen from the cost of funds and the revenue of the funds depicted in
Figure 3. Difference between deposit rates and lending rates have
widened over time in contrast to what could be expected from the
competition. This may have been due to a fact that the cost of the
financial institutions is high and therefore, it does not permit to reduce
the lending rates followed by reduction in margins.

- contributory Factors for the Performance

The developments that have taken place in the financial sec-
tor have not been only due to improvements in the competition. Other
supportive factors such as technological developments, proactive

role of the regulators, infrastructure development and the Govern-
ment support have also contributed to developments in the financial
sector.
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The role of the Government and the Central Bank has Drovid-
ed the necessary grounds for the financial institutions to foster com-
petition. As the financial sector regulator, the CBSL has been able
to maintain a trouble-free regulatory framework which is a require-
ment to protect financial institutions from adverse domestic and in-
ternational turbulences. The CBSL, being proactive, has maintained
the system stability so as to protect competition among financial in-
stitutions. In this process, the CBSL has introduced the necessary
amendments to legislation thus protecting the financial market from
breakdowns. Amendments were introduced to several laws while in-
troducing new legislation that was required to cope up with the new
challenges emerged around the world. Based on these laws the
CBSL has issued guidelines and directions to the financial market as
and when necessary. These have helped Sri Lanka's regulatory sys-
tem to be on par with international regulatory systems and to protect
the financial institutions from adverse developments such as financial
crises. Current macro-economic conditions and the prevailing peace-
ful environment have provided a conducive environment to maintain
competition among the market players.

The CBSL has also provided an efficient payments and set-
tlemenl systems. in the country. Systems such as Real Time Gross
Settlement System (RTGS) and Scripless Securities Settlement
System (SSSS) have created a conducive environment to complete
payments and settlements promptly and accurately. These systems
facilitate financial institutions to maintain competitjon.

As a result offinancial sector developments there are notable
improvements in the key macro-economic variables. Increasing ac-
tivities of commercial banks which have been partly due to improve-
ments in competition encouraged customer deposits of the banks. As
depicted in Figure 5, the real per capita deposits of commercial banks
have increased from Rs.138 in 1965 to Rs.1,530 in 2010 showing
that together with improved economic activities, the competition of
the banks has promoted deposits in the organized sectot

Total real deposits of commercial banks have grown by more
than 28 times from Rs. 1,546 million in 1965 to Rs. 31,602 million in
2010. Trends in total real demand deposits and real time and savings
deposits are depicted in Figure 6.
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Along with the expanslon of the bank branch network, de-
posit mobilisation and lending of banks have also increased. The in-
creased activities of banks are reflected in the increasing kends in
deposits mobilised and credit granted by bank branches. As depicted
in Figure 8, real deposits per branch have grown from Rs.3.6 mtllion
in 1975 to more than Rs.13.3 million in 2010 with a peak of Rs. 18.7
million in 2005. Similady, the real loans and advances granted by a
bank branch have also increased from Rs.3.5 million in 1975 to more
than Rs.9.9 million in 2010. All these positive results are a part of the
development of the financial sector The competition among financial
inslitutions has partly contributed to increase in deposits collected
and loans and advances granted by bank branches. Total real depos-
its consisting of demand, time and savings deposits of commercial
banks amounted to Rs.31.6 billion in 2010 which is an increase of
more than 20 times as compared to 1965.

Total real assets of commercial banks have increased by
more than 22 times during the period under reference. Total real as-
sets held by commercial banks increased from Rs.1,814 million in
1965 to Rs.41 ,491 million in 2010 as depicted in Figure 8. Although it
is clear that these developments have taken place due to progress in
overall economic activities in the economy, some contributions may
have come from the competition.

Numerous employment opportunities have been created dur-
ing the recent past as a result of developments of the financial sector.
It is rather difflcult to guage the total employment created by financial
sector due to absence of sector-wise data. However, as a proxy to
show the increase in employment generated by the financial sector
the employment opportunities provided by state banks can be used.
The employment in the state banks has increased from 8,018 in 1975
to 16,603 in 2010. There can be similar increase in employment op-
portunities in the other banks as well. The expansion in financial in-
stitutions, their branch network and activities have contributed to this
increase, although the contribution to this from the competition along
cannot be measured.
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As a result of the progress of overall economic activities In.
cluding competition, there is a growth in the financial sector durlng
the reference period. The financial sector has well contributed to eco.
nomic growth in the recent past which is seen from the percentage of
the financial sector contributed to Gross Domestic Production (GDP)
as depicted in Figure 9. In real terms, the financial sector contribution
to GDP has increased from 1.2 per cent in 1965 to 8.9 per cent in
2010. Although this growth may include increase in profits and divi-
dends of financial institutions, the upward trend can be considereo as
a positive groMh recorded by the sector during the reference period.
The growth in the financial sector has been a combined result of com-
petition and other developments over time.

There are untapped areas for financial institutions to improve
competition, one area being the capacity in the unorganised sec-
tor. Although due to increase in formal banking activities in the rural
sector, the unorganised financtal activities have declined over time
according to the Consumer Finances and Socio Economic Survey
Reports of the Central Bank of Sri Lanka, the capacity available in
the rural areas shows that there is further room for financial institu-
tions to improve their activities. Although the state banks and some
other domestic private banks have made a remarkable contribution to
improve financial deepening in the grass-root level, there is still room
in the unorganized sector for the banks to expand their activities. lm-
proving awareness among the public about the formal financial sec-
tor activities would demand for more activities of the formal financial
institutions at the grass root leve..

The attention of the financial institutions has to be paid to
improve not only the domestic market competition but also the inter-
national competitiveness in opening branches, extending services to
international community including Sri Lankans working abroad, de-
veloping financial instruments, developing skills and further acquiring
talents and utilizing technology. lt is no doubt that Sri Lanka's finan-
cial institutions have to face international competition when they at-
tempt to improve their activities beyond the boundaries of the country.
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Conclusion

The Sri Lankan financial sector, which has developed spe-

cially after 1977, when the liberalization policies were implemented'

consists of many varieties of financial institutions available in many

other countries. This paper analysed the ComPetition among financial

institutions after 1960s along with the financial sector achievements

in Sri Lanka. Although ihere are many indicators that can be used to

measure competition, this study has used three indicators to observe

competition among commercial banks in Sri Lanka. The indicators

used are trends in the share of deposits, share of the loans and ad-

vances and that of assets held by state commercial banks and other

commercial banks in the country. By examining the trends of these

indicators it concludes that there has been an intensified competition

among banks in Sri Lanka.

This study also reveals some favourable developments tak-

en place due to competition in the financial sector. lt identifies that

improvements in banklng services, procedures used by banks, new

instruments and markets, technology, service quality and accuracy,

spread to grass root levels as some of the favourable developments

due to intensified competition. However, it also points out that reduc-

tion in the margins of cost of funds has not taken place, as expected

from an intensified competition. According to the study favorable de-

velopments in the financial sector have taken place not only due to

competition but also due to a series of other factors such as govern-

ment and regulatory interventions, policy changes, infrastructure and

technological improvements, the contributions of which cannot be

separated. As revealed in the study, the financial sector has grown

remarkably in Sri Lanka while contributing to growth in employment

and GDP lt is also highlighted that there is enough room in the unor-

Oanised and international markets for the banking sector to improve

comoetition.
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