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$EVWUDFW
7KH LPSRUWDQW VWDWXV RI WKH FRPPHUFLDO EDQNLQJ VHFWRU LQ WKH ¿QDQFLDO
environment of the economy has encouraged the researchers to inquire into
WKHGHWHUPLQDQWVRIEDQNHI¿FLHQF\7KLVVWXG\IRFXVHVRQWZRDVSHFWVUHODWHG
WREDQNHI¿FLHQF\LQ6UL/DQND2QHLVWRLGHQWLI\WKHLQÀXHQFHRIEDQNVSHFL¿F
DQG RSHUDWLQJ HQYLURQPHQW IDFWRUV RQ EDQN HI¿FLHQF\ 7KH VHFRQG LV WR ¿QG
ZKHWKHUWKHRZQHUVKLSW\SHVRIEDQNVPDWWHULQH[SODLQLQJEDQNHI¿FLHQF\7R
WKLV HQG WZR HI¿FLHQF\ PHDVXUHV KDYH EHHQ HPSOR\HG 1HW ,QWHUHVW 0DUJLQ
(NIM) and Return on Assets (ROA). The selected sample consists of fourteen
licensed commercial banks. Based on the data during the sample period 2001
– 2011, the estimation of parameters has been done using the random effect
SDQHOGDWDDSSURDFK7KHUHDUHDIHZLPSRUWDQW¿QGLQJV)LUVWWKHHVWLPDWLRQ
UHVXOWV DVVRFLDWHG ZLWK WKH WZR HI¿FLHQF\ PHDVXUHV DUH VRPHZKDW GLIIHUHQW
Second, except for a few cases, we observe the expected sign of the parameters.
7KLUG WKH GHWHUPLQDQWV RI HI¿FLHQF\ YDU\ DFURVV WKH RZQHUVKLS W\SH RI WKH
EDQNV)RXUWKLQWHUPVRIWKHVLJQL¿FDQFHRIWKHSURSRVHGGHWHUPLQDQWV52$
LV D PRUH VXLWDEOH HI¿FLHQF\ PHDVXUH IRU VWDWH EDQNV ZKLOH 1,0 LV D EHWWHU
measure for private and foreign commercial banks. Finally, there is a tendency
IRU  RSHUDWLQJ HQYLURQPHQWDO IDFWRUV EHFRPLQJ VLJQL¿FDQW ZKHQ HI¿FLHQF\ LV
PHDVXUHG LQ WHUPV RI 1,0 DQG EDQNVSHFL¿F IDFWRUV DUH PRUH LPSRUWDQW LQ
H[SODLQLQJHI¿FLHQF\ZKHQ52$LVVHOHFWHGDVWKHSUR[\
.H\ ZRUGV EDQN HI¿FLHQF\ FRPPHUFLDO EDQNV EDQNVSHFL¿F IDFWRUV
operating environment factors, net interest margin, return on average assets.
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Management & Finance, University of Colombo, Sri Lanka.

- 22 -

Introduction
&RPPHUFLDO EDQNV LQ 6UL /DQND DFFRXQW IRU D VLJQL¿FDQW SHUFHQWDJH RI WKH WRWDO
DVVHWVRIWKH¿QDQFLDOV\VWHPLQ6UL/DQND$VDWWKHHQGRILWDPRXQWHGWR
SHUFHQWRIWRWDODVVHWVRIWKH¿QDQFLDOV\VWHPDQGSHUFHQWRIWRWDODVVHWVRIWKH
entire banking sector in the country 1. Commercial banks play an important role in
WKHPRGHUQ¿QDQFLDOVHUYLFHVLQGXVWU\DQGWKH\KDYHEHFRPHWKHSULQFLSDO¿QDQFLDO
intermediary in the fund transfer system.This important status of the commercial
EDQNVLQWKHHQWLUH¿QDQFLDOV\VWHPLQWKHHFRQRP\KDVHQFRXUDJHGWKHUHVHDUFKHUV
WRLQTXLUHLQWRWKHHI¿FLHQF\RIWKHFRPPHUFLDOEDQNLQJVHFWRU
In Sri Lanka, like in most of the other economies, commercial banks can be
FODVVL¿HG E\  RZQHUVKLS W\SH LQWR WKUHH JURXSV VWDWHRZQHG EDQNV SULYDWH EDQNV
and branches of foreign banks. State-owned banks do not enjoy decision-making
autonomy as their private counterparts do. They have to satisfy certain needs of the
government either openly or through behind the curtain channels. However, there
exists a large customer base for state-owned banks. Especially, older generations
place much trust in them and rely heavily on them for their banking activities
as well as other requirements such as pawning and leasing. However, younger
generations seem to rely more on private and foreign banks, which have initiated
QHZ ¿QDQFLDO LQVWUXPHQWV DQG RIIHU EDQNLQJ VHUYLFHV LQ D PRUH ÀH[LEOH PDQQHU
:LWKWKHLQWURGXFWLRQRIWKHQHZ¿QDQFLDOLQVWUXPHQWVE\SULYDWHDQGIRUHLJQEDQNV
state banks seemed to have followed suit. The non-interest return component as a
percentage of the total returns is higher in foreign bank branches compared to that
percentage of the local banks.
In this context, a researcher can ask a number of relevant questions. We focus
RQWZR7KH¿UVWLV:KDWGHWHUPLQHVWKHHI¿FLHQF\RIWKHFRPPHUFLDOEDQNV"7KH
VHFRQG LV 'R RZQHUVKLS PDWWHU LQ GHWHUPLQLQJ WKH HI¿FLHQF\ LQ WKH FRPPHUFLDO
banking sector. However, there is a dearth of published literature in the Sri Lankan
context aimed at answering these questions. The objective of the present study is to
make an attempt to answer the two questions.
7UDFLQJ WKH GHWHUPLQDQWV RI EDQN HI¿FLHQF\ LV LPSRUWDQW LQ D IHZ UHVSHFWV )LUVW
WKHEDQNVWKHPVHOYHVFDQIRFXVRQWKHVRXUFHVRIHI¿FLHQF\LQWKHLUIXWXUHSODQQLQJ
Second, it may also strengthen their armoury that can be used against adverse
VLWXDWLRQV OLNH ¿QDQFLDO FULVHV 7KLV LV UHDOO\ LPSRUWDQW LQ WKH FRQWH[W RI D FDSLWDO
1

Central Bank of Sri Lanka, Annual Report 2012
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DFFRXQWWKDWLVEHLQJJUDGXDOO\OLEHUDOL]HG7KLUGWKH¿QGLQJVRIDVWXG\OLNHWKLVPD\
FRPHLQXVHIXOIRUSROLF\PDNHUV$FFRUGLQJWR(GLULVXUL\D  ¿QDQFLDOVHFWRU
reforms in Sri Lanka mainly focus on the banking sector, and improvement in bank
HI¿FLHQF\LVDSUHUHTXLVLWHIRUGHYHORSPHQW
The remainder of the paper is structured as follows: In the next section, there is
a brief literature review carried out with the intention of framing the conceptual
model. Then the method is outlined. The section which describes the measures
is followed by the presentation of the estimation results. Then these results are
GLVFXVVHG ZLWK UHVSHFW WR WKH WZR PHDVXUHV RI HI¿FLHQF\ VHOHFWHG IRU WKH VWXG\
0DQDJHULDOLPSOLFDWLRQVDQGWKHOLPLWDWLRQVRIWKHVWXG\DUHUHFRUGHGQH[W7KH¿QDO
section contains key concluding remarks.

/LWHUDWXUHUHYLHZ
7KHGH¿QLWLRQVRIFRVWDQGSUR¿WHI¿FLHQF\FRUUHVSRQGZLWKWZRLPSRUWDQWHFRQRPLF
REMHFWLYHV QDPHO\ FRVW PLQLPLVDWLRQ DQG SUR¿W PD[LPLVDWLRQ 0DXGRV 3DVWRU
3HUH] DQG 4XHVDGD   (I¿FLHQW EDQN SHUIRUPDQFH LPSOLHV  LPSURYHPHQW
LQ SUR¿WDELOLW\ LQFUHDVH LQ YROXPH RI IXQGV FKDQQHOOLQJ WKURXJK WKH V\VWHP DQG
greater safety in terms of improved capital buffers in absorbing risk (Berger, Hunter,
& Timme, 1993; Perera, Skully and Wickramanayake, 2007; Ramadan, Kilani and
.DGGXPL6X¿DQ 

0HDVXULQJEDQNHI¿FLHQF\
5HVHDUFKHUVDGRSWGLIIHUHQWDSSURDFKHVWRPHDVXUHEDQNHI¿FLHQF\7KHWUDGLWLRQDO
PHWKRGLVEDVHGRQ¿QDQFLDOUDWLRVZLWKZKLFKRQHFDQPHDVXUHWKHRYHUDOO¿QDQFLDO
VRXQGQHVVRIDEDQNDQGWKHRSHUDWLRQDOHI¿FLHQF\RIWKHPDQDJHPHQW &KHQDQG
Yeh, 1998). Financial ratios compare a company’s ratio with a benchmark ratio to
judge its performance (Al-Shammari and Salimi, 1998). However, Maudos, Pastor,
3HUH]DQG4XHVDGD  SRLQWRXWWKDW¿QDQFLDOUDWLRVDUHQRWVWDEOHLQGLFDWRUVWR
PHDVXUHHI¿FLHQF\
,QWKHOLWHUDWXUHYDULRXVSUR[\PHDVXUHVDUHXVHGWRHYDOXDWH EDQNHI¿FLHQF\DQG
the scope of these measures is different. Return on Assets (ROA) and Net Interest
Margin (NIM) are the common proxy measures used to evaluate bank performance
(Humphrey and Pulley, 1997; Demirguc-Kunt and Huizinga, 1999; Wu, Chen and
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Shiu, 2007; Athanasoglou, Brissimis and Delis, 2008; Chatzoglou, Diamantidis,
9UDLPDNL 3RO\FKURX DQG &KDW]LWKHRGRURX  .KUDZLVK  6X¿DQ  
Computation of ROA involves interest returns as well as non-interest returns while
NIM is based only on interest returns.
Kumar and Gulati (2010) describe ROA as an overall performance measure as it
captures non-interest return as well. Wu, Chen and Shiu (2007) state that ROA is an
DSSURSULDWHSHUIRUPDQFHPHDVXUHEHFDXVHLWFDSWXUHVWKHSUR¿WHI¿FLHQF\RIEDQNV
DQGWKRVHEDQNVWKDWDFKLHYHWKHKLJKHVWOHYHOVRISUR¿WDUHWKHPRVWHI¿FLHQWEDQNV
However, Maudos, Pastor, Perez and Quesada (2002) are of the opinion that ROA
LV QRW DQ DSSURSULDWH PHDVXUH WR GHWHUPLQH FRVW DQG SUR¿W HI¿FLHQF\ DV LW IDLOV WR
FDSWXUHWKHGLVSHUVLRQRIFRVWVDQGSUR¿WVDPRQJFRPSDQLHVDQGFRXQWULHV
1,0 LV D SUR[\ PHDVXUH XVHG WR HYDOXDWH WKH HI¿FLHQF\ RI FRVW RI LQWHUPHGLDWLRQ
According to Ho and Saunders (1981), “the bank is viewed as a dealer in the credit
market acting as an intermediary between the demanders and suppliers of funds”.
Lin, Chung, Hsieh and Wu (2012) suggest that the NIM of a bank is a representation
RIQHWLQWHUHVWUHWXUQDQGLWSURGXFHVVXI¿FLHQWHDUQLQJVWRHQKDQFHWKHFDSLWDOEDVH
,Q DGGLWLRQ WR ¿QDQFLDO UDWLRV WKHUH DUH VXSSOHPHQWDU\ HI¿FLHQF\ PHDVXUHPHQW
techniques. One of them is parametric measures. For instance, the Stochastic Frontier
Approach (SFA) uses econometric techniques to estimate a frontier and decompose
WKH VWRFKDVWLF WHUP RI WKH UHJUHVVLRQ PRGHO LQWR DQ LQHI¿FLHQF\ FRPSRQHQW DQG D
random error (Tochkov and Nenovsky, 2011). An alternative to parametric methods
is nonparametric methods such as Data Envelopment Analysis (DEA). It uses
mathematical programming to construct a piece-wise linear production frontier
that envelops the observed data points and treats all deviations from the frontier
DV LQHI¿FLHQF\ 7KH LQSXW DQG RXWSXW YDULDEOHV DUH TXLWH VLPLODU WR SDUDPHWULF
measurements.

'HWHUPLQDQWVRIEDQNHI¿FLHQF\
%DQN HI¿FLHQF\ LV RIWHQ H[SUHVVHG DV D IXQFWLRQ RI EDQNVSHFL¿F DQG RSHUDWLQJ
environment factors. Previous studies focus on operating expenses, management,
FDSLWDOVWUHQJWKDVVHWTXDOLW\EDQNVL]HDQGQRQLQWHUHVWLQFRPHDVEDQNVSHFL¿F
determinants (Demirguc-Kunt and Huizinga, 1999; Kosmidou, 2008; Wu, Chen
DQG6KLX6X¿DQDQG+DELEXOODK.KUDZLVK6FKLQLRWDNLV
Perera, Skully and Nguyen, 2012).
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7KHHPSLULFDO¿QGLQJVRI0RO\QHX[DQG7KRUQWRQ  VKRZWKDWHI¿FLHQWEDQNV
are expected to operate at low cost. A few other researchers also agree with the
VDPH RSLQLRQ ZKLFK LV H[SODLQHG DV D QHJDWLYH UHODWLRQVKLS EHWZHHQ HI¿FLHQF\
and operating expenses (Kosmidou, 2008; Schiniotakis, 2012; Perera, Skully and
1JX\HQ 6X¿DQ  PHQWLRQVWKDWPRUHSURGXFWLYHDQGHI¿FLHQWEDQNVXVH
information technology to reduce operating expenses. As Molyneux and Thornton
(1992) reveal, a major portion of operating expenses are comprised of staff cost
DQG LW KDV D VWURQJ SRVLWLYH UHODWLRQVKLS ZLWK 52$ 7KLV FRXQWHULQWXLWLYH ¿QGLQJ
VXJJHVWVWKDWKLJKSUR¿WVHDUQHGE\¿UPVLQDUHJXODWHGLQGXVWU\PD\PRWLYDWHWKHP
to pay high salaries to their employees.
$ VWURQJ FDSLWDO VWUXFWXUH LV SRVLWLYHO\ UHODWHG WR EDQN HI¿FLHQF\ (TXLW\ WR WRWDO
DVVHWVLVXVHGDVDSUR[\WRPHDVXUHFDSLWDOVWUHQJWKRIEDQNV 6X¿DQDQG+DELEXOODK
2010). A solid capital base is a buffer for banks to withstand unstable macroeconomic
conditions and to increase safety for their depositors (Angbazo, 1997; Athanasoglou
et al., 2008; Demirguc-Kunt and Huizinga, 1999; Kosmidou, 2008; Ramadan, Kilani
and Kaddumi, 2011).
Poor asset quality causes bank failures (Athanasoglou et al., 2008). It creates a
QHJDWLYH LPSDFW RQ ERWK EDQN¶V SUR¿WDELOLW\ DV ZHOO DV HI¿FLHQF\ E\ UHGXFLQJ WKH
interest income and increasing the provisions costs (Kosmidou, 2008; Schiniotakis,
2012). Asset quality is measured using the ratio of loan loss reserves to gross loans.
It indicates how much of the total bad loan portfolio has been provided for but not
charged off (Kosmidou, 2008). It is argued that the credit risk is also negatively
UHODWHGWREDQNHI¿FLHQF\
:KHWKHUWKHVL]HRIWKHEDQNFRXOGLQÀXHQFHSHUIRUPDQFHLVDQLQWHUHVWLQJLVVXHIRU
researchers. The empirical results are mixed and some studies disclose a positive
relationship between bank size and ROA (Chatzoglou, Diamantidis, Vraimaki,
Polychrou and Chatzitheodorou, 2010; Khrawish, 2011; Kosmidou, 2008; Ramadan,
.LODQL DQG .DGGXPL  6X¿DQ  :X &KHQ DQG 6KLX   +RZHYHU
.RVPLGRX  PHQWLRQVWKDWWKHHIIHFWRIVL]HLVLQVLJQL¿FDQWIRU52$DQGWKHUHLV
DSRVVLELOLW\WKDWODUJHEDQNVPD\JHQHUDWHORZSUR¿WV)XUWKHUPRUH$WKDQDVRJORX
et al. (2008) and Schiniotakis (2012) are of the view that bank size does not matter
LQGHWHUPLQLQJWKHHI¿FLHQF\RIFRPPHUFLDOEDQNV
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,Q DGGLWLRQ WR EDQNVSHFL¿F IDFWRUV EDQN HI¿FLHQF\ LV LQÀXHQFHG E\ RSHUDWLQJ
environment factors as well. The variables normally cited in the literature are
LQÀDWLRQLQWHUHVWUDWHHFRQRPLFJURZWKUHJXODWRU\UHTXLUHPHQWVE\WKHDXWKRULWLHV
DQG PDUNHW LQWHUHVW UDWHV 6X¿DQ DQG +DELEXOODK   IRFXV RQ WKH LPSDFW RI
LQÀDWLRQ RQ EDQN HI¿FLHQF\ ,QÀDWLRQ DIIHFWV SHUIRUPDQFH SRVLWLYHO\ VLQFH OHQGLQJ
UDWHV DGMXVW XSZDUGV IDVWHU WKDQ ¿[HG GHSRVLW UDWHV LQ RUGHU WR EH LQ OLQH ZLWK
LQÀDWLRQDU\VLWXDWLRQV)XUWKHUPRUHKLJKUHDOLQWHUHVWUDWHVDUHSRVLWLYHO\DVVRFLDWHG
with higher interest margins, especially in developing countries (Demirguc-Kunt
and Huizinga, 1999; Kosmidou, 2008; Molyneux and Thornton, 1992; Ramadan et
al., 2011).
The economic growth represented by the growth rate of GDP determines the demand
IRUDQGVXSSO\RIORDQVDQGGHSRVLWV'HPDQGIRU¿QDQFLDOVHUYLFHVWHQGVWRJURZDV
WKHHFRQRP\H[SDQGVDQGVRFLHWLHVEHFRPHZHDOWKLHU 6X¿DQDQG+DELEXOODK 
Therefore, higher GDP growth rates positively affect ROA and NIM (Demirguc-Kunt
and Huizinga, 1999). Flannery (1981) is of the opinion that market interest rates
LPSDFWRQFRPPHUFLDOEDQNUHYHQXHVFRVWVDQGSUR¿WDELOLW\
Capital adequacy, liquid asset ratio and statutory reserve requirements are the main
regulatory requirements imposed by banking regulators (Aluthge, 2001; DemirgucKunt and Huizinga, 1999; Molyneux and Thornton, 1992). Demirguc-Kunt, Laeven
and Levine (2004) explain that the bank regulations restrict the freedom of bankers
to conduct their business to boost NIM. Regulatory requirements increase the cost of
RSHUDWLRQV7KHUHIRUHLWKDVDQHJDWLYHUHODWLRQVKLSZLWKEDQNHI¿FLHQF\
)XUWKHUPRUH 5RXLVVL DQG %RX]JDUURX   KLJKOLJKW WKDW WKH LQÀXHQFH RI
determinants may vary with the ownership type of the bank. The study states that,
LQ GHYHORSLQJ PDUNHWV IRUHLJQ EDQNV VKRZ KLJKHU HI¿FLHQF\ FRPSDUHG WR WKHLU
domestic counterparts. Mercan, Reisman, Yolalan and Emel (2003) show that
foreign and privately owned Turkish commercial banks outperform their stateowned competitors. Perera, Skully and Wickramanayake (2007) suggest that stateRZQHG6RXWK$VLDQEDQNVDUHPRUHLQHI¿FLHQWWKDQSULYDWHRZQHGRQHV7KLV¿QGLQJ
LVFRQVLVWHQWZLWKDQXPEHURIDUJXPHQWVLQWKHOLWHUDWXUHWKDWSULYDWHO\KHOG¿UPV
should perform better than their state-owned counterparts. Differently, Molyneux
DQG7KRUQWRQ  DUJXHWKDWRZQHUVKLSVWDWXVLVLUUHOHYDQWWREDQNSUR¿WDELOLW\
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&RQFHSWXDOPRGHO
52$ FDQ EH WKRXJKW RI DV DQ RYHUDOO PHDVXUH RI EDQN HI¿FLHQF\ ZKLFK LQFOXGHV
non-interest returns as well as interest returns. NIM can be taken as a measure of
HI¿FLHQF\WKDWLVEDVHGRQO\RQLQWHUHVWUHWXUQV:HGHFLGHGWRXVHERWKPHDVXUHV
as the comparison of results associated with two measures is more likely to have
important managerial implications. Accordingly, both ROA and NIM are used as
dependent variables (denoted by be in equations in this and the following sections)
in the proposed model.
$V GLVFXVVHG LQ WKH SUHFHGLQJ VHFWLRQ ERWK EDQNVSHFL¿F DQG RSHUDWLQJ
HQYLURQPHQWDO IDFWRUV DUH DPRQJ WKH SRWHQWLDO GHWHUPLQDQWV RI WKH HI¿FLHQF\ RI
banking performance. Accordingly, a set of variables which are more appropriate
for use in the Sri Lankan context have been selected as independent variables in
the model. Operating expenses management (oe), asset quality (aq), credit risk (cr),
capital adequacy (ca) and the size of the bank E] have been selected to be the bankVSHFL¿FGHWHUPLQDQWVRIHI¿FLHQF\7KHRSHUDWLQJHQYLURQPHQWIDFWRUVVHOHFWHGIRU
the study are economic growth JU LQÀDWLRQ(inf), market interest rates (ir), riskfree investment rate (rf) and regulatory requirements (rr) by the authorities. The
functional dependence in the proposed model is given by equation (1).

(1)

0HWKRG
The unit of analysis in the study is individual commercial banks. The banking
sector in Sri Lanka consists of twelve domestic licensed commercial banks, twelve
foreign bank branches and nine licensed specialized banks. The study is limited
to licensed commercial banks. Two state-owned commercial banks (People’s Bank
and Bank of Ceylon), nine domestic private commercial banks (Commercial, HNB,
Sampath, Seylan, NDB, DFCC Vardhana, Nations Trust, Pan Asia, and Union) and
three foreign bank branches (HSBC, Standard Chartered and Citibank) are included
in the sample. One private commercial bank has been eliminated from the sample
since it was established later than the beginning of the sample period. Nine foreign
bank branches have been excluded for non-availability of data. As at the end of 2011,
the selected sample accounts for about 99 per cent of the total assets of commercial
banks.
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The sample period involves eleven years from 2001 to 2011. Selection of the sample
period is mainly determined by the availability of data. The data sample includes
fourteen units (commercial banks) and data related to those fourteen units for
eleven time periods (years), thus providing the researchers with 154 observations. It
comprises both time series and cross sectional dimensions. Therefore, either pooled
or panel data approaches have to be used in order to estimate the relevant parameters.
It is a well-known fact that pooled data analysis neglects the heterogeneity among
units. On the contrary, panel data analysis explicitly captures the unobserved
heterogeneity among units. To test whether the unobserved heterogeneity is present
LQWKHGDWDDUHGXQGDQW¿[HGHIIHFWWHVWLVSHUIRUPHG,IWKHWHVWUHVXOWVLQGLFDWHWKH
presence of unobserved heterogeneity in the data, then the panel data approach has
to be employed for the estimation of parameters in order to avoid heterogeneity bias.
,Q WKH SDQHO GDWD DQDO\VLV WKHUH DUH WZR HVWLPDWLRQ PHWKRGV QDPHO\ ¿[HG
effect approach (FE) and random effect approach (RE). In the FE approach, the
unobserved heterogeneity among units is assumed to be a time invariant and nonrandom phenomenon. The RE approach takes the unobserved heterogeneity among
units as a time invariant but random component which is assumed to be lumped
into the residual term. If unobserved heterogeneity is related to the regressors, the
use of FE is usually recommended as the RE estimators will be biased due to the
relationship between the regressors and the composite error term. On the other
hand, if unobserved heterogeneity is not related to the regressors, then either RE or
FE can be used. However, in a situation like this, RE is said to be preferred to FE as
the degree of freedom is usually low in the case of FE due to the use of dummies, the
number of which is equal to the number of units. The Durbin-Wu-Hausman test is
employed to choose between FE and RE.
Equations (2) and (3) depict FE and RE versions of the relevant model2.
FE:
(2)

 0RUHVSHFL¿FDOO\WKH)(PRGHOLQGLFDWHGLQHTXDWLRQ  LVDOHDVWVTXDUHGXPP\YDULDEOH
¿[HGHIIHFWPRGHO$OWHUQDWLYHO\RQHFDQXVHHLWKHU¿UVWGLIIHUHQFHRUWLPHGHPHDQHG¿[HG
effect models.
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RE:
(3)

where beit LVHI¿FLHQF\PHDVXUHRIEDQNi in period t; Xijt is bank i’s jthEDQNVSHFL¿F
factor in period t; Ykt is kth operating environment factor in period W Įj is the
FRHI¿FLHQWRIjthEDQNVSHFL¿FIDFWRUǃkLVWKHFRHI¿FLHQWRIkth operating environment
factor; Di is a dummy variable which is equal to 1 for bank i and 0 otherwise; İit is
stochastic error term; and uit is composite error term which is equal to unobserved
heterogeneity plus İit.
The same model is estimated for both dependent variables. In addition, with
each dependent variable, four regressions are run. First, the model is estimated
using the entire sample. Then the regressions are run using sub-samples, namely,
domestic state-owned banks, domestic private banks, and foreign bank branches.
In subsequent sections, these samples are known as ‘Overall’, ‘State’, ‘Private’ and
‘Foreign’, respectively. The objective of using these sub-sample regressions is to
FRPSDUHWKHLPSDFWRIWKHRZQHUVKLSW\SHRQEDQNHI¿FLHQF\3DUDPHWHUHVWLPDWLRQ
is carried out using e-views version 6.

0HDVXUHV
5HWXUQ RQ DVVHWV 52$  WKH EURDGHU PHDVXUH RI EDQN HI¿FLHQF\ RXW RI WKH WZR
measures selected for this study, is measured by the net income as a percentage of
WKHWRWDODVVHWVRIDEDQN7KHRWKHUHI¿FLHQF\PHDVXUHQHWLQWHUHVWPDUJLQ 1,0 LV
measured by the difference between the interest paid out by banks on deposits and
borrowings and the interest income earned on loans and investments as a percentage
of total assets.
Operating expenses management is measured using cost to income ratio (denoted
by ci). It is expected to explain expenses management relative to the revenue
generated by the bank. The ratio of equity to total assets is used as a proxy for the
capital adequacy variable (ca). It indicates the bank’s capacity to absorb shocks
and the stability of the bank. The measurement of asset quality is assumed to be
represented by the loan loss provision compared to gross loans (denoted by ll). The
proxy measure of bank size E] is total assets of the bank. As a proxy to the credit
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risk, non-performing loans ratio (denoted by npl), which indicates non-performing
loans as a percentage of gross loans, is used.
Growth rate of the real Gross Domestic Production (denoted by JGSJU) is used to
represent economic growth. Market interest rate is assumed to be represented by the
prime lending rate (denoted by plr). The three-months Treasury bill rate (denoted
by tbr) has been selected as the substitute for the risk free investment rate. Statutory
reserve ratio (denoted by srr) is the proxy measure of regulatory requirements
by authorities. Changes in the Colombo Consumer Price Index (CCPI) is used to
PHDVXUHLQÀDWLRQ(inf).
(TXDWLRQV  DQG  FDQEHUHZULWWHQPRUHVSHFL¿FDOO\LQWHUPVRIWKHPHDVXUHV
suggested for each variable as follows:

(4)

(5)

where beitLVHI¿FLHQF\PHDVXUHRIEDQNi in period t; ciit is operating expenses ratio of
¿UP i in period t; cait LVFDSLWDODGHTXDF\RI¿UPi in period t; llit is loan loss provision
RI¿UPi in period WE]it is the size of bank i in period t; nplit is non-performing loans
RI¿UPi in period WJGSJUt is growth rate of real GDP in period t; inftLVLQÀDWLRQUDWH
in period t; srrt is statutory reserve requirement in period t; plrt is prime lending rate
in period t; tbrt is treasury bill rate in period t.
The study gathered secondary quantitative data for the relevant variables from
annual reports of domestic licensed commercial banks, annual reports and other
published data of CBSL, rating reports and general articles published by Fitch Rating
Lanka and Ram Rating.
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1.13

1.65

0.726

-1.48

0.73

2.63

4.96

-11.54

1.08

2.07

-4.7

-1.92

Skewnes

32.89

24.27

15.616

74.76

15.62

733.66

5530.68

123,230.8

304.66

266.7

9816.02

567.16

J Bera

0.102

-0.381

0.109

0.032

0.279

-0.185

0.004

0.344

0.332

0.114

0.61

1

NIM

0.005

-0.149

-0.014

-0.029

0.239

-0.381

-0.182

0.52

0.376

0.108

1

ROA

-0.01

-0.311

-0.02

-0.062

0.238

-0.103

-0.097

0.065

-0.263

1

bz

0.005

-0.27

-0.02

-0.065

0.243

-0.424

-0.088

0.055

1

ca

-0.032

-0.057

-0.042

-0.052

0.207

0.059

0.025

1

ci

-0.126

-0.122

-0.112

-0.135

-0.098

0.315

1

ll

-0.043

0.043

0.019

0.037

-0.29

1

npl

-0.014

-0.229

-0.114

-0.137

1

gdpgr

0.845

0.179

0.912

1

inf

0.922

0.11

1

plr

0.222

1

srr

1

tbr

* Values are given in Rupees million.

Notes: NIM – net interest margin, ROA – return on average assets, npl – non performing loans, ll –loan loss provision, bz – bank size,
FDFDSLWDODGHTXDF\FL±RSHUDWLQJH[SHQVHVLQI±LQÀDWLRQJGSJU±JURZWKUDWHRIJURVVGRPHVWLFSURGXFWLRQWEU±WUHDVXU\ELOOUDWHVUU±
statutory reserve requirement, plr – prime lending rate

4.71

NIMROA

Mean

7DEOH'HVFULSWLYHVWDWLVWLFVDQGWKHFRUUHODWLRQPDWUL[
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5HVXOWV
This section includes the descriptive statistics, correlation analysis, results of the
¿[HG HIIHFW UHGXQGDQW WHVW DQG WKH +DXVPDQ WHVW DQG SUHVHQWDWLRQ RI WKH UHVXOWV
obtained from the proposed model with respect to two dependent variables using all
four samples.

'HVFULSWLYHVWDWLVWLFVDQGFRUUHODWLRQDQDO\VLV
Table 1 presents descriptive statistics and correlation matrix of data used in the
VWXG\ 7KH OLQHDU UHODWLRQVKLS EHWZHHQ WZR SUR[\ PHDVXUHV RI HI¿FLHQF\ QDPHO\
52$ DQG 1,0 LV  7KRXJK WKH WZR HI¿FLHQF\ PHDVXUHV VKRZ D VLJQL¿FDQW
positive relationship, they are not perfectly correlated. This supports the view that
52$ LV D PHDVXUH WKDW FDSWXUHV  HI¿FLHQF\ LQ RYHUDOO EXVLQHVV DFWLYLWLHV RI EDQNV
ZKLOH1,0UHSUHVHQWVHI¿FLHQF\LQRQO\LQWHUHVWUHODWHGDFWLYLWLHVRIEDQNV
&RUUHODWLRQV DPRQJ LQGHSHQGHQW YDULDEOHV DUH LQVLJQL¿FDQW H[FHSW IRU WKUHH
variables. The correlations between plr and inf, inf and tbr and plr and tbr are
0.912, 0.845 and 0.922, respectively. The high correlation between the two interest
UDWHVDQGWKHLQÀDWLRQUDWHFDQEHH[SODLQHGZLWKWKHKHOSRIWKH)LVKHUK\SRWKHVLV
which suggests a one-for-one relationship between the nominal interest rate and the
LQÀDWLRQUDWH6LQFHERWKtbr and plr are nominal interest rates, there may also be
a tendency that they show a close linear association over time. Accordingly, though
WKH\DUHVXJJHVWHGWREHLPSRUWDQWDVWKHGHWHUPLQDQWVRIEDQNHI¿FLHQF\LQRUGHUWR
avoid multi-collinearity problems, inf and tbr have been excluded from the analysis.
Out of the two interest rates, plr is assumed to be more suitable in analyzing bank
HI¿FLHQF\DQGIRUWKDWUHDVRQLWKDVEHHQUHWDLQHG
After these changes, equations (4) and (5) can be rewritten as follows:

(6)

(7)
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)L[HGHIIHFWUHGXQGDQWWHVWDQG+DXVPDQWHVW
7DEOH  UHSRUWV WKH UHVXOWV RI WKH UHGXQGDQW ¿[HG HIIHFW WHVW $V ERWK F and F2
statistics imply, the null hypothesis of the absence of unobserved heterogeneity
LV UHMHFWHG DW HYHQ  OHYHO RI VLJQL¿FDQFH LQ IDYRXU RI WKH XVH RI WKH SDQHO GDWD
approach. To proceed with the panel data analysis, as the next step, it has to be
decided whether to use FE or RE approach. Results of the Hausman test suggest that
WKHUHLVQRVLJQL¿FDQWGLIIHUHQFHEHWZHHQWKHSDUDPHWHUVJLYHQE\ERWK5(DQG)(
approaches3. Though either FE or RE can be used under circumstances like these, it
has been decided to proceed with the more parsimonious RE approach for the task
of estimating the parameters of the relevant model.
7DEOH)L[HGHIIHFWUHGXQGDQWWHVW
(IIHFWV7HVW

6WDWLVWLF

GI

3URE

Cross-section F
Cross-section Chi-square

12.6453
124.566

(13,132)
13

0.000
0.000

7KHPRGHOZLWK1,0DVWKHPHDVXUHRIEDQNHI¿FLHQF\
The results related to the estimation of the model wherein dependent variable NIM
is reported in Table 3. In the case of the Overall sample, more than 50 per cent
RI WKH YDULDWLRQ LQ 1,0 LV H[SODLQHG E\ WKH VHOHFWHG EDQNVSHFL¿F DQG RSHUDWLQJ
environment factors. This result is corroborated by the higher F statistic which
LPSOLHVDKLJKHURYHUDOO¿WRIWKHUHJUHVVLRQ7KH'XUELQ:DWVRQVWDWLVWLFZKLFKLV
equal to 1.026 indicates no positive or negative autocorrelation. Capital adequacy,
operating expenses, prime lending rate and statutory reserve ratio seem to be crucial
in determining NIM of commercial banks in the Overall sample.
7DEOH  5HJUHVVLRQ UHVXOWV ZKHQ 1HW ,QWHUHVW 0DUJLQ LV WDNHQ DV WKH
HI¿FLHQF\PHDVXUH
Variable

&RHI¿FLHQW
2YHUDOO

ǋ
E]

3

State

3ULYDWH

Foreign

6.123

9.243

5.660

5.757

(5.952)

(4.431)

(3.619)

(4.101)

-1.29E-06

-2.18E06***

-1.30E-06

2.86E-06

(-1.521)

(-21.362)

(-0.574)

(1.213)

To conserve space, detailed results are not reported here.
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Table 3: Contd...
Variable

&RHI¿FLHQW
2YHUDOO

ca
ci
ll
npl
JGSJU
plr
srr
52
Adjusted 52
Durbin-Watson Stat
F-Stat
No. observations

0.122***
(2.472)
0.001***
(14.445)
-0.051
(-0.776)
-0.008
(-0.612)
0.047
(1.202)
0.089***
(2.599)
-0.398***
(-4.447)
0.548
0.523
1.023
21.953***
154

State

0.034
(0.612)
-0.036***
(-241.34)
-0.144
(-0.695)
0.02
(0.332)
0.057
(0.579)
-0.027
(-1.737)
-0.175***
(-6.649)
0.463
0.132
1.733
1.398
22

3ULYDWH

Foreign

0.197***
(6.879)
0.001***
(10.460)
-0.083
(-0.514)
-0.016
(-0.697)
0.05
(1.082)
0.060**
(1.916)
-0.386***
(-2.763)
0.706
0.680
1.041
27.028***
99

-0.031
(-1.579)
0.058***
(5.692)
-0.056
(-0.659)
0.007
(0.195)
-0.014
(-1.297)
0.25***
(5.541)
-0.567***
(-5.588)
0.613
0.484
1.273
4.748***
33

Values in parentheses are t-statistics; Estimation of the parameters is based on the model
JLYHQLQ(TXDWLRQ   VLJQL¿FDQWDW VLJQL¿FDQWDW VLJQL¿FDQWDW

In the State sample, though the 52LVDVWKHLQVLJQL¿FDQWF statistic suggests
WKHRYHUDOO¿WRIWKHPRGHOLVSRRU+RZHYHUWKHEDQNVL]HRSHUDWLQJH[SHQVHVDQG
the statutory reserve ratio seem to be important in explaining the variations in bank
HI¿FLHQF\
The regressions based on both Private and Foreign samples show relatively high
H[SODQDWRU\ SRZHU DQG JRRG RYHUDOO ¿W ,Q WKH FDVH RI WKH 3ULYDWH VDPSOH FDSLWDO
adequacy, operating expenses management, prime lending rate and statutory
UHVHUYHUHTXLUHPHQWDUHFUXFLDOLQH[SODLQLQJHI¿FLHQF\+RZHYHUZKHQZHWXUQWR
the Foreign sample, this role is played by operating expenses, prime lending rate and
statutory reserve requirement.
When all four samples are taken together, capital adequacy, operating expenses,
prime lending rate and statutory reserve requirement are the crucial determinants
of NIM in the commercial banks in Sri Lanka.
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7KHPRGHOZLWK52$DVWKHPHDVXUHRIEDQNHI¿FLHQF\
(VWLPDWLRQUHVXOWVRIWKHPRGHOLQZKLFK52$LVWKHHI¿FLHQF\PHDVXUHLVUHSRUWHG
in Table 4. In the overall sample, though the explanatory power of the proposed
GHWHUPLQDQWVRIEDQNHI¿FLHQF\LVPRGHUDWH UHSUHVHQWHGE\WKH52 of 0.47), overall
¿WRIWKHPRGHOLVVWURQJ&DSLWDODGHTXDF\RSHUDWLQJH[SHQVHVDQGQRQSHUIRUPLQJ
ORDQVDUHWKHEDQNVSHFL¿FIDFWRUVWKDWDUHVLJQL¿FDQWO\UHODWHGWR52$$SSDUHQWO\
none of the macroeconomic factors plays any remarkable role in explaining ROA.
The best explanatory power (given by 52 RI   DQG RYHUDOO ¿W RXW RI DOO HLJKW
regressions is found in the State sample with ROA as the dependent variable. Except
IRU WKH SULPH OHQGLQJ UDWH DOO WKH RWKHU PDFURHFRQRPLF IDFWRUV DQG EDQN VSHFL¿F
factors contribute to explaining the variations in ROA during the sample period.
Though the explanatory power in the Private sample is at a satisfactory level (given
by 52 of 0.63), that in the Foreign sample is extremely poor (given by 52 of 0.16).
2SHUDWLQJ H[SHQVHV DQG QRQSHUIRUPLQJ ORDQV DUH WKH RQO\ VLJQL¿FDQW SURSRVHG
determinants in the Private sample. In the Foreign sample, it is the bank size and
QRQSHUIRUPLQJORDQVZKLFKVLJQL¿FDQWO\KHOSH[SODLQWKHYDULDWLRQVLQ52$
7DEOH  5HJUHVVLRQ UHVXOWV ZKHQ 5HWXUQ RQ $VVHWV LV WDNHQ DV WKH
HI¿FLHQF\PHDVXUH
Variable

&RHI¿FLHQW
2YHUDOO

ǋ
E]
ca
ci
li
npl

State

3ULYDWH

Foreign

2.052

-3.282

3.593

9.986

(2.237)

(-4.613)

(1.546)

(2.59)

-1.54E-07

2.62E-06***

-8.30E-07

-9.39E-06**

(-0.203)

(6.207)

(-0.335)

(-2.147)

0.145**

0.067***

0.201

-0.003

(1.704)

(3.179)

(2.583)

(-0.052)

0.003***

0.028***

0.003***

-0.075***

(25.841)

(4.752)

(16.117)

(-3.228)

-0.168

0.202*

-0.441

-0.001

(-0.716)

(2.021)

(-0.845)

(-0.016)

-0.118**

-0.005**

-0.165***

-0.107

(-2.107)

(-1.813)

(-3.022)

(-0.935)
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Table 4: Contd...
Variable

&RHI¿FLHQW
2YHUDOO

JGSJU
plr
srr
52
Adjusted 52
Durbin-Watson Stat
F-Stat
No. observations

-0.023
(-0.275)
0.008*
(0.125)
-0.198*
(-1.146)
0.474
0.445
1.204
16.321***
154

State

0.071***
(5.134)
-0.01
(-0.307)
0.075**
(2.465)
0.927
0.882
1.558
20.623***
22

3ULYDWH

-0.125
(-1.084)
0.007
(0.112)
-0.264
(-0.99)
0.632
0.60
1.172
19.344***
99

Foreign

0.22
(1.129)
-0.032
(-0.619)
-0.442
(-1.238)
0.163
-0.116
1.697
0.583
33

Values in parentheses are t-statistics; Estimations of the parameters is based on the model
JLYHQLQ(TXDWLRQ   VLJQL¿FDQWDW VLJQL¿FDQWDW VLJQL¿FDQWDW

'LVFXVVLRQ
,Q WKLV VHFWLRQ WKH LPSDFW RI WKH VLJQL¿FDQW GHWHUPLQDQWV RI EDQN HI¿FLHQF\ LV
GLVFXVVHG ZLWK UHVSHFW WR WKH WZR HI¿FLHQF\ PHDVXUHV 1,0 DQG 52$  VHSDUDWHO\
7KHUHDVRQIRUVXFKDVHHPLQJO\DUWL¿FLDOVHSDUDWLRQLVWKDWLWKHOSVWKHUHVHDUFKHUV
WRFRPSDUHWKHSUHVHQW¿QGLQJVZLWK¿QGLQJVLQSUHYLRXVVWXGLHVRQHDFKRIWKHVH
measures easily. However, in the third sub-section, the results obtained with respect
WRWKHWZRHI¿FLHQF\PHDVXUHVDUHFRPSDUHG

7KHPRGHOZLWK1,0DVWKHPHDVXUHRIEDQNHI¿FLHQF\
The results emerging from all the regressions wherein NIM is taken as the dependent
variable indicate that operating expenses, capital adequacy and bank size are the
VLJQL¿FDQWEDQNVSHFL¿FIDFWRUVVKRZLQJDSRVLWLYHUHODWLRQVKLSZLWK1,02SHUDWLQJ
H[SHQVHVDUHWKHRQO\YDULDEOHZKLFKKDVFRPPRQVLJQL¿FDQFHLQHYHU\VDPSOH7KH
LPSRUWDQFHRIWKHRWKHUWZRYDULDEOHVDVWKHGHWHUPLQDQWVRIEDQNHI¿FLHQF\FKDQJHV
across sub samples. Statutory reserve requirements and prime lending rate are the
WZRRSHUDWLQJHQYLURQPHQWYDULDEOHVWKDWKDYHVLJQL¿FDQWLPSDFWRQ1,07KLVLV
somewhat consistent in all four samples.
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The regression results of the Overall sample supports the previous researchers’
DUJXPHQW WKDW FDSLWDO DGHTXDF\ SRVLWLYHO\ LQÀXHQFHV EDQN SHUIRUPDQFH 3UHYLRXV
UHVHDUFK ¿QGLQJV VKRZ WKDW DGHTXDWHO\ FDSLWDOL]HG EDQNV ZRXOG VHHN D KLJKHU
NIM in order to maintain their top positions (Demirguc-Kunt and Huizinga, 1999;
Kannan, Narain and Ghosh, 2001; Lin, Chung, Hsieh and Wu, 2012). However,
capital adequacy has limited relevance for foreign banks. First, it is due to the better
quality of their assets that capital requirement in absolute terms is relatively lower
than in the other two types of banks. Second, foreign banks generate a higher return
from off-balance-sheet business for which the statutory capital requirement is
VLJQL¿FDQWO\VPDOOHU,QWKHFDVHRIVWDWHEDQNVWRRLWLVDQLQVLJQL¿FDQWIDFWRU7KHUH
again, the large volumes of state and statutory institutional business they handle
FDUU\ OHVV VWDWXWRU\ FDSLWDO :H REVHUYH WKDW FDSLWDO DGHTXDF\ VKRZV D VLJQL¿FDQW
SRVLWLYHLPSDFWRQWKHHI¿FLHQF\RIWKHSULYDWHEDQNV
7KH UHDVRQ IRU WKH VLJQL¿FDQW UROH RI FDSLWDO DGHTXDF\ LQ WKH 2YHUDOO DQG 3ULYDWH
samples is that private sector commercial banks handle a variety of customers falling
into different risk categories, ranging from 0 to 100 risk weightage. Therefore,
these banks have to maintain a comparatively large amount of capital to meet
statutory capital standards. When the risk is high, banks tend to keep high interest
margins as well. However, state and foreign banks handle primarily two different
sets of customers. Foreign bank branches handle top end customers who could
obtain a superior credit rating from rating agencies. For them, the statutory capital
requirement in absolute values is less compared to any high risk portfolio. The NIM
that could be received from such customers is relatively lower. The two state banks
transact a fair share of their business with government departments and statutory
institutions which could obtain Treasury guarantees for which capital requirements
are less. Government organisations pay comparatively lower rates due to their higher
credit rating. On the other hand, margins are small. Due to these, capital adequacy
PD\ EH OHVV LPSRUWDQW IRU VWDWH DQG IRUHLJQ FRPPHUFLDO EDQNV ZKHQ HI¿FLHQF\ LV
measured in terms of NIM.
$WKDQDVRJORXHWDO  DQGPDQ\RWKHUUHVHDUFKHUVFRQ¿UPWKDWWKHRSHUDWLQJ
expenses are negatively and strongly linked to NIM, showing that cost decisions
RI EDQN PDQDJHPHQW LQÀXHQFH EDQN SHUIRUPDQFH $V FLWHG E\ /LQ HW DO  
0DXGRV DQG 6ROLV   ¿QG WKDW KLJK PDUJLQV DUH ODUJHO\ H[SODLQHG E\ DYHUDJH
operating costs. Therefore, the predicted relationship between operating expenses
PDQDJHPHQW DQG 1,0 LV QHJDWLYH $ VRPHZKDW VXUSULVLQJ ¿QGLQJ RI RXU VWXG\ LV
that operating expenses management shows a positive relationship with NIM in the
- 38 -

Overall, Private and Foreign samples. This supports the observations of Khawaja
and Din (2007), which emphasize that there could be a positive relation of NIM with
DGPLQLVWUDWLYHFRVWZKLFKLPSOLHVWKDWDVWKHSUR¿WDELOLW\RIWKHEDQNGHFUHDVHVGXH
to the increase in administrative cost, the bank recoups the losses by increasing the
spread. This can happen through charging more on loans or paying less to depositors
or some combination of the two methods. However, the results associated with the
state-owned banks in Sri Lanka support the argument of Athanasoglou et al., (2008)
showing a negative relationship. Out of all the commercial banks in the Overall
sample, the two state banks record the highest operating expenses ratios. Figure 1 is
an illustration of how NIM and operating expenses of Bank of Ceylon vary over time
during the sample period. It clearly shows that the negative relationship is common
in most of the situations throughout the sample period.
)LJXUH  5HODWLRQVKLS EHWZHHQ 1HW ,QWHUHVW 0DUJLQ DQG 2SHUDWLQJ
([SHQVHVRI%DQNRI&H\ORQ

6RXUFH Published statistics of Bank of Ceylon

Ho and Saunders (1981) found that bank size is an important factor in determining
NIM. They report that large banks maintain small NIM and small banks’ NIM is
VOLJKWO\KLJK.DQQDQ1DUDLQDQG*KRVK  ¿QGWKDW1,0YDULHVSRVLWLYHO\ZLWK
the bank size. However, Athanasoglou, et al. (2008) observes that the bank size
GRHVQRWPDWWHULQGHWHUPLQLQJ1,0:H¿QGWKDWEDQNVL]HGRHVQRWVLJQL¿FDQWO\
DIIHFW1,0LQ2YHUDOO3ULYDWHDQG)RUHLJQVDPSOHV+RZHYHUEDQNVL]HLVVLJQL¿FDQW
and negative in the State sample. We observe that the two state banks account for
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the highest volume of total assets and their large bank size negatively contributes
WR1,07KLVUHVXOWLQWKH6WDWHVDPSOHVXSSRUWVWKH¿QGLQJVRI+RDQG6DXQGHUV
(1981).
0RO\QHX[ DQG 7KRUWRQ   ¿QG D SRVLWLYH DVVRFLDWLRQ EHWZHHQ EDQN UHWXUQV
and the level of interest rates. Their results suggest that the prime lending rate is a
VLJQL¿FDQWYDULDEOHZLWKDSRVLWLYHLQÀXHQFHRQ1,0)ODQQHU\  PHQWLRQVWKDW
PDUNHWUDWHHPHUJHVDVDSURPLQHQWLQÀXHQFHRQEDQN¶VFRVWVDQGUHYHQXHV$OWKRXJK
there is a greater reliance on interest rate, the effects of market rate changes for loans
and deposits may cancel each other out in the case of most of the large banks. We
¿QGDVLJQL¿FDQWDQGSRVLWLYHUHODWLRQVKLSEHWZHHQWKHSULPHOHQGLQJUDWHDQG1,0
Table 5 presents the composition of total income of all the commercial banks in Sri
Lanka. It is evident that more than 75 per cent of the total income is derived from
interest income. The fact that interest is the primary source of income may be the
UHDVRQIRUWKHKLJKVLJQL¿FDQFHRIWKHSULPHOHQGLQJUDWHRQ1,0LQWKH6UL/DQNDQ
context. However, previous researchers found that the prime lending rate has mixed
results over NIM.
7DEOH&RPSRVLWLRQRIWKHWRWDOLQFRPHRIFRPPHUFLDOEDQNV
2001

2002



2004



2006

2007





2010

2011

II

68

86

81

80

84

111

156

232

287

299

267

NII

14

17

17

25

27

28

31

36

46

49

52

Total Income

82

102

98

105

111

139

188

268

333

348

319

II as a % of
Total Income

82.7

83.7

82.4

76.6

75.3

79.9

83.3

86.5

86.1

85.9

83.8

Notes: II – interest income; NII – non-interest income; Values are given in billions of rupees
Source: CBSL published statistics, 2012

7KHLPSDFWRIWKHVWDWXWRU\UHVHUYHUHTXLUHPHQWRQ1,0LVVWDWLVWLFDOO\VLJQL¿FDQW
and negative. Increase in the statutory reserve ratio is a reduction of investable
funds while cost remains unchanged. This will cause the reduction of interest income
DQG WKHUHE\ EULQJ WKH LQWHUHVW PDUJLQ GRZQ 2XU UHVXOWV FRQ¿UP WKH SUHYLRXV
UHVHDUFK¿QGLQJV+RZHYHUWKHUHH[LVWVDQDOWHUQDWLYHYLHZDVZHOO+LJKHUUHVHUYH
requirements will constrain bank lending by squeezing excess reserves, lowering the
money multiplier, pushing market interest rates higher and widening NIM (Cargill
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and Mayer, 2006; Ma, Xiandong and Xi, 2011). Kalish and Gilbert (1973) raise an
alternative argument that bank regulation is not an indicator which causes banks to
produce at excessive cost.
7KHUHLVDOVRDVHWRIYDULDEOHVZKLFKGRQRWFRQWULEXWHWREDQNHI¿FLHQF\ZKHQLWLV
measured in terms of NIM. The growth rate of real GDP, non-performing loans and
ORDQORVVSURYLVLRQVKDYHDLQVLJQL¿FDQWLPSDFWRQ1,0+RZHYHUWKLVFRQWUDGLFWV
the results reported in Demirguc-Kunt and Huizinga’s (1999). Khawaja and Din
 DOVR¿QGDVLJQL¿FDQWLPSDFWRIQRQSHUIRUPLQJORDQVRQ1,07KH\DUJXH
that, as non-performing loans increase, it leads to increased intermediation cost of
banks, which translates into lower NIM.

7KHPRGHOZLWK52$DVWKHPHDVXUHRIEDQNHI¿FLHQF\
2SHUDWLQJH[SHQVHVH[HUWDVLJQL¿FDQWLPSDFWRQ52$LQWKH2YHUDOOVDPSOHDVZHOO
as in all three sub samples. In addition to operating expenses, capital adequacy
DQG QRQSHUIRUPLQJ ORDQV DUH DOVR VLJQL¿FDQW YDULDEOHV LQ H[SODLQLQJ 52$ LQ DOO
the samples except for Foreign. However, the relevance of operating environment
IDFWRUVWREDQNHI¿FLHQF\LVYHU\ORZZKHQLWLVPHDVXUHGLQWHUPVRI52$
According to most of the studies, there must be a negative relationship between ROA
DQGRSHUDWLQJH[SHQVHVUDWLR7KHEDQNVDLPLQJDWLQFUHDVLQJSUR¿WDELOLW\DUHPRUH
concerned about lowering their operational cost (Molyneux and Thornton, 1992;
.RVPLGRX  6FKLQLRWDNLV   $WKDQDVRJORX HW DO   ¿QG WKDW WKH
RSHUDWLQJH[SHQVHVDUHQHJDWLYHO\DQGVWURQJO\OLQNHGWR52$+RZHYHUZH¿QGD
SRVLWLYHUHODWLRQVKLSEHWZHHQWKHWZRYDULDEOHVZKLFKLVFRQVLVWHQWZLWKWKH¿QGLQJV
of Molyneux and Thornton (1992), a study which argues that the relationship is
SRVLWLYHEHFDXVHDSDUWRIKLJKSUR¿WVHDUQHGE\¿UPVPLJKWKDYHEHHQGLVWULEXWHG
DVSHUIRUPDQFHEHQH¿WVDPRQJHPSOR\HHV
:KHQDEDQNPDLQWDLQVKLJKFDSLWDODGHTXDF\LWGRHVQRWFRQVLGHUH[WHUQDO¿QDQFLQJ
much and also bank capital acts as a safety net in the case of adverse developments.
7KHUHIRUH EDQNV ZLOO EH DEOH WR LQFUHDVH WKHLU SUR¿WDELOLW\ $WKDQDVRJORX HW DO
2008; Khrawish, 2011; Kosmidou, 2008). In addition, well-capitalized banks face
ORZHU ULVN RI JRLQJ EDQNUXSW ZKLFK UHGXFHV WKHLU FRVWV RI IXQGLQJ 2XU ¿QGLQJV
ZKHUHLQFDSLWDODGHTXDF\LVVLJQL¿FDQWO\SRVLWLYHO\UHODWHGWR52$VXSSRUWWKHDERYH
arguments developed in previous studies.
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Figure 2 illustrates a positive relationship between capital adequacy and ROA in
the entire Sri Lankan commercial banking system. The regression results show that
FDSLWDODGHTXDF\LVVWDWLVWLFDOO\VLJQL¿FDQWDQGWKHUHH[LVWVDSRVLWLYHUHODWLRQVKLSLQ
Overall and State samples since it is the cheapest source of long term funds.
)LJXUH5HODWLRQVKLSEHWZHHQFDSLWDODGHTXDF\DQG52$

6RXUFH CBSL published statistics, 2012

.KUDZLVK  ¿QGVWKDWWKHUHLVDVLJQL¿FDQWSRVLWLYHUHODWLRQVKLSEHWZHHQEDQN
VL]HDQG52$LQWKHFRPPHUFLDOEDQNVRI-RUGDQ+RZHYHU.RVPLGRX  ¿QGV
WKDW ODUJH EDQNV PDNH ORZ SUR¿WV )XUWKHUPRUH $WKDQDVRJORX HW DO   DQG
Schiniotakis (2012) are of the view that bank size does not matter in determining
WKHHI¿FLHQF\RIFRPPHUFLDOEDQNV7KHUHVXOWVRIWKLVVWXG\PRUHRUOHVVVXSSRUW
WKH ¿QGLQJV RI $WKDQDVRJORX HW DO   DQG 6FKLQLRWDNLV   :KHQ  EDQN
HI¿FLHQF\ LV PHDVXUHG LQ WHUPV RI 52$ ZH ¿QG PL[HG UHVXOWV %DQN VL]H LV D
VLJQL¿FDQWGHWHUPLQDQWWKDWQHJDWLYHO\DIIHFWV52$RQO\LQWKHFDVHRIIRUHLJQEDQNV
7KHUHODWLRQVKLSEHWZHHQEDQNVL]HDQG52$LVVLJQL¿FDQWO\SRVLWLYHLQWKHFDVHRI
state banks.
Non-performing loans arise due to the poor quality of assets in the bank’s loans
SRUWIROLR +LJKHU HI¿FLHQF\ LV H[SHFWHG WR EH FRUUHODWHG ZLWK EHWWHU FUHGLW ULVN
evaluation or a lower non-performing loan ratio (Goddard, Molyneux & Wilson,
 %DUU.LOOJR6LHPVDQG=LPPHO  DOVRFRQ¿UPWKHQHJDWLYHUHODWLRQVKLS
EHWZHHQEDQNHI¿FLHQF\DQGQRQSHUIRUPLQJORDQV,QWHUPVRI52$QRQSHUIRUPLQJ
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ORDQVDUHDQHJDWLYHVLJQL¿FDQWGHWHUPLQDQWRIEDQNHI¿FLHQF\LQ2YHUDOO6WDWHDQG
3ULYDWHVDPSOHV7KHVHUHVXOWVFRQ¿UPHDUOLHU¿QGLQJV
$OXWKJH   DUJXHV WKDW SUR¿WV DUH GHSUHVVHG ZLWK WKH LQFUHDVLQJ VWDWXWRU\
UHVHUYH UDWLR 2XU ¿QGLQJV ZLWK UHVSHFW WR 2YHUDOO 3ULYDWH DQG )RUHLJQ VDPSOHV
SURYLGHHPSLULFDOHYLGHQFHIRUWKLVDUJXPHQW+RZHYHUZH¿QGDSRVLWLYHVLJQL¿FDQW
relationship between the statutory reserve ratio and ROA when it comes to the state
EDQNV%ULQJLQJRXWDUHDVRQIRUWKLVVWUDQJHUHODWLRQVKLSUHPDLQVDGLI¿FXOWWDVN
The growth rate of real GDP is expected to have a positive relationship with the
performance level (Khrawish, 2011). Favourable economic conditions may have a
SRVLWLYH HIIHFW RQ WKH GHPDQG IRU DQG VXSSO\ RI EDQNLQJ VHUYLFHV 6X¿DQ  
6XUSULVLQJO\HFRQRPLFJURZWKH[HUWVDVLJQL¿FDQWLPSDFWZLWKWKHH[SHFWHGSRVLWLYH
VLJQRQO\LQWKH6WDWHVDPSOH,QDOOWKHRWKHUVDPSOHVLWUHPDLQVDQLQVLJQL¿FDQW
factor. Molyneux and Thornton (1992) show a positive relationship between interest
UDWHDQGSUR¿WDELOLW\+RZHYHUZH¿QGWKDWWKHSULPHOHQGLQJUDWHGRHVQRWKDYHD
VLJQL¿FDQWLPSDFWRQ52$,WLVZHDNO\VLJQL¿FDQW DWOHYHO RQO\LQWKH2YHUDOO
sample. The higher loan loss reserves imply higher risk on assets or poor asset
quality. If the asset quality is poor, there exists a higher probability of an increase in
GHIDXOWULVNZKLFKZLOOVXEVHTXHQWO\ORZHUWKHEDQN¶VSUR¿WDELOLW\ $WKDQDVRJORXHW
al., 2008; San and Heng, 2013). However, contrary to these arguments and previous
¿QGLQJVZHREVHUYHWKDWWKHLPSDFWRIORDQORVVSURYLVLRQUDWLRRQ52$LVSRVLWLYH
DQGVLJQL¿FDQW RQO\DWOHYHORIVLJQL¿FDQFH DPRQJVWDWHEDQNV,QDOOWKHRWKHU
VDPSOHVORDQORVVSURYLVLRQUHPDLQVDQLQVLJQL¿FDQWIDFWRU

&RPSDULVRQRIWKHUHVXOWVZLWKUHVSHFWWR52$DQG1,0
We observe that the same set of independent variables behave in a somewhat
GLIIHUHQWPDQQHUZLWKWZRPHDVXUHVRIEDQNHI¿FLHQF\7KLVUHVXOWLVSDUWO\H[SODLQHG
by the absence of a close linear association between ROA and NIM4. Conceptually,
while ROA covers both interest as well as non-interest returns, NIM is based only
on interest returns. Therefore, one can argue that ROA is a more comprehensive
measure than NIM.
2XWRIHLJKWSURSRVHGGHWHUPLQDQWVVL[DUHVLJQL¿FDQWLQH[SODLQLQJWKHHI¿FLHQF\RI
VWDWHEDQNVZKHQHI¿FLHQF\LVPHDVXUHGLQWHUPVRI52$+RZHYHUWKHQXPEHURI
VLJQL¿FDQWIDFWRUVIRUVWDWHEDQNVFRPHVGRZQWRWKUHHZKHQHI¿FLHQF\LVH[SUHVVHG
4

As Table 1 indicates, the correlation between ROA and NIM is 0.61.
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LQWHUPVRI1,07KLVREVHUYDWLRQVXJJHVWVWKDWLQWHUPVRIWKHHI¿FLHQF\VRXUFHV
XVHGLQWKHVWXG\52$LVDEHWWHUPHDVXUHRIHI¿FLHQF\IRUVWDWHEDQNVLQ6UL/DQND
On the contrary, based on the same reasoning, NIM can be suggested as a better
PHDVXUHRIHI¿FLHQF\IRUERWKSULYDWHEDQNVDQGIRUHLJQEDQNEUDQFKHVLQ6UL/DQND5.
)XUWKHUPRUHHI¿FLHQF\RIWKHVWDWHEDQNVLVEHWWHUH[SODLQHGE\WKHVHOHFWHGVHWRI
explanatory variables when ROA is selected to be the dependent variable6. However,
ZLWKWKHVDPHVHWRIH[SODQDWRU\YDULDEOHVWKHHI¿FLHQF\RIERWKSULYDWHDQGIRUHLJQ
EDQNVLVEHWWHUH[SODLQHGZKHQHI¿FLHQF\LVPHDVXUHGLQWHUPVRI1,07. One reason
for these observations may be the variation in the breakdown of interest and noninterest returns across three types of banks. The interest and non-interest return
components of state, private and foreign banks are 84% and 14%, 83% and 17% and
72% and 28%, respectively. The absence of an explanatory variable that adequately
captures the non-interest return component may be another reason.
Another notable observation is that the importance of the operating environmental
IDFWRUVLVZHOOUHÀHFWHGLQWKHUHVXOWVZKHQHI¿FLHQF\LVPHDVXUHGLQWHUPVRI1,0
2QWKHRWKHUKDQGEDQNVSHFL¿FIDFWRUVSOD\DPRUHLPSRUWDQWUROHLQH[SODLQLQJ
HI¿FLHQF\ZKHQHI¿FLHQF\LVPHDVXUHGLQWHUPVRI52$8.
7KH XVH RI 1,0 DQG 52$ DV HI¿FLHQF\ PHDVXUHV OHDGV WR FRQWUDGLFWRU\ UHVXOWV DV
well. For instance, in the case of state banks, the relationship between bank size and
1,0LVQHJDWLYHO\VLJQL¿FDQWZKHUHDVWKHUHODWLRQVKLSEHWZHHQEDQNVL]HDQG52$
LVSRVLWLYHO\VLJQL¿FDQW$VLPLODUW\SHRIFRQWUDGLFWLRQLVIRXQGLQWKHUHODWLRQVKLSV
of statutory reserve ratio with ROA and NIM of state banks. The former is positive
while the latter is negative.

0DQDJHULDOLPSOLFDWLRQV
This paper offers two important observations that may come in useful for any
GHFLVLRQPDNLQJSDUW\ZKRZRXOGXVH52$DQG1,0DVHI¿FLHQF\PHDVXUHV)LUVW
 ,Q3ULYDWHVDPSOHFRHI¿FLHQWVRIca, ci, plr and srrDUHVLJQL¿FDQWZKHQ1,0LVXVHGDV
WKHHI¿FLHQF\PHDVXUH+RZHYHUZKHQ52$LVWDNHQDVWKHHI¿FLHQF\PHDVXUHRQO\WKH
FRHI¿FLHQWVRIci and nplDUHVLJQL¿FDQW:KHQLWWXUQVWRWKH)RUHLJQVDPSOHFRHI¿FLHQWV
of ci, plr and srrDUHVLJQL¿FDQWZLWK1,0ZKHUHDVWKHFRHI¿FLHQWVRIRQO\E] and ci are
VLJQL¿FDQWZLWK52$
6 Compare 52 values: 0.463 with NIM and 0.927 with ROA
7 Compare 52 values: among private banks it is 0.706 with NIM but 0.632 with ROA; among
foreign banks, it is 0.613 with NIM but 0.163 with ROA.
8 Reader is referred to Tables 3 and 4.
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the two measures respond to various sources of determinants differently. Second,
WKHLU UHVSRQVLYHQHVV WR WKH VDPH VHW RI HI¿FLHQF\ VRXUFHV YDULHV DFURVV GLIIHUHQW
ownership types of commercial banks.
7KH UHVXOW WKDW WKH GHWHUPLQDQWV RI HI¿FLHQF\ YDU\ DFURVV RZQHUVKLS W\SHV RI
commercial banks has important implications for the strategic planning of each type.
)RULQVWDQFHDQLPSRUWDQWVRXUFHRIHI¿FLHQF\IRUIRUHLJQEDQNVLVSUXGHQWRSHUDWLQJ
expenses management. They need to take the negative relationship between bank
VL]HDQGHI¿FLHQF\LQWRDFFRXQWVHULRXVO\7KHLUHI¿FLHQF\LVFORVHO\DVVRFLDWHGZLWK
macroeconomic variables such as the prime lending rate and statutory reserve ratio
as well. However, when it comes to the state banks, the focus must be on the decisions
related to proper operating expenses management, capital adequacy and reducing
QRQSHUIRUPLQJORDQV%HLQJVWDWHEDQNVWKHLUHI¿FLHQF\GRHVQRWUHO\PXFKRQWKH
SULPHOHQGLQJUDWH+RZHYHUWKH\VHHPWREHQH¿WIURPHFRQRPLFJURZWK
:H¿QGWKDWFDSLWDODGHTXDF\SRVLWLYHO\FRQWULEXWHVWREDQNHI¿FLHQF\7KLVLPSOLHV
that practising mangers should consider the possibility of improving capital strength
beyond the statutory requirements to enhance bank performance. Similarly, our
UHVXOWVVKRZWKDWRSHUDWLQJH[SHQVHVFRQWULEXWHSRVLWLYHO\WRWKHEDQN¶VSUR¿WV7KH
LQFUHDVHLQSUR¿WVVXUSDVVHVWKHLQFUHDVHLQFRVWV+HQFHPDQDJHPHQWRIEDQNVPD\
concentrate on a proper balance between operating expenses and performance.
The Central Bank of Sri Lanka (CBSL) often inspects how reasonable the prevailing
NIM in our banking system is comparing it with banking systems elsewhere (Perera,
Skully, & Wickramanayake, 2007). It may be due to the fact that CBSL is more
LQWHUHVWHGLQXSKROGLQJEHQH¿WVIRUVDYHUVDQGERUURZHUV+RZHYHUZKHWKHU1,0
is a proper measure for this purpose is a sensible question that can be raised. For
instance, the three foreign banks in our sample make more than one fourth of their
LQFRPHIURPQRQLQWHUHVWVRXUFHV7KHUHIRUHLQPHDVXULQJHI¿FLHQF\WKHUHJXODWRUV
need to pay attention to non-interest sources of income for the banks as well.
$FFRUGLQJO\&%6/FDQUHFRQVLGHU52$DVDEDQNLQJHI¿FLHQF\PHDVXUHWRYLHZWKH
broader picture and thereby safeguard the interests of not only the depositors and
borrowers but also the users of other banking services.
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/LPLWDWLRQVDQGGLUHFWLRQVIRUIXWXUHUHVHDUFK
To capture the transition period accurately, the most critical point for commencing
the sample period for the study is the year 1998. However, due to the non-availability
RI ¿QDQFLDO LQIRUPDWLRQ LQ D IHZ EDQNV WKH VWXG\ ZDV EDVHG RQ WKH GDWD IRU WKH
period 2001 – 2011. During the period 1998 – 2001, commercial banks in Sri Lanka
recorded an average ROA of 0.3 per cent. The results of this study would have been
different if those three years were included in the sample period . Athanasoglou
HW DO   ¿QG WKDW LQÀDWLRQ KDV D VLJQL¿FDQW LPSDFW RQ  EDQN SHUIRUPDQFH LQ
*UHHFH+RZHYHUDVH[SODLQHGLQWKH5HVXOWVVHFWLRQWKHLQÀDWLRQYDULDEOHKDVEHHQ
excluded in this study in order to avoid multi-collinearity problems.

&RQFOXVLRQV
7KHREMHFWLYHVRIWKLVSDSHUDUHWRLGHQWLI\WKHGHWHUPLQDQWVRIEDQNHI¿FLHQF\DQG
WR¿QGZKHWKHUWKHRZQHUVKLSPDWWHUVLQGHWHUPLQLQJHI¿FLHQF\DPRQJFRPPHUFLDO
banks in Sri Lanka. Based on the data from the sample period from 2001 to 2011,
WKHUDQGRPHIIHFWSDQHOGDWDDSSURDFKEULQJVRXWDQXPEHURILPSRUWDQW¿QGLQJV
)LUVW WKH HVWLPDWLRQ UHVXOWV DVVRFLDWHG ZLWK WKH WZR HI¿FLHQF\ PHDVXUHV DUH
VRPHZKDWGLIIHUHQW:KHQ1,0LVWDNHQDVWKHSUR[\IRUEDQNHI¿FLHQF\RSHUDWLQJ
H[SHQVHV PDQDJHPHQW FDSLWDO DGHTXDF\ DQG EDQN VL]H DUH WKH VLJQL¿FDQW EDQN
VSHFL¿FIDFWRUVWKDWGHWHUPLQHHI¿FLHQF\6LJQL¿FDQWRSHUDWLQJHQYLURQPHQWIDFWRUV
DUHSULPHOHQGLQJUDWHDQGWKHVWDWXWRU\UHVHUYHUHTXLUHPHQW:KHQEDQNHI¿FLHQF\
is represented by ROA, in addition to operating expenses management, capital
DGHTXDF\EDQNVL]HDQGQRQSHUIRUPLQJORDQVDOVREHFRPHVLJQL¿FDQWLQGHWHUPLQLQJ
HI¿FLHQF\+RZHYHUWKHHYLGHQFHIRUWKHLPSDFWRIRSHUDWLQJHQYLURQPHQWIDFWRUVLV
very weak with ROA.
Second, except for a few cases, we observe the expected sign of the parameters. Capital
DGHTXDF\DQGSULPHOHQGLQJUDWHDUHSRVLWLYHO\UHODWHGWRHI¿FLHQF\ZKHUHDVVWDWXWRU\
reserve requirements and non-performing loans show a negative relationship with
EDQNHI¿FLHQF\([FHSWIRUWKHVWDWHRZQHGEDQNVRSHUDWLQJH[SHQVHVPDQDJHPHQW
LVVRPHZKDWVXUSULVLQJO\SRVLWLYHO\UHODWHGWREDQNHI¿FLHQF\7KHVL]HRIWKHEDQN
VKRZVDQDZNZDUGUHODWLRQVKLSZLWKWKHWZRPHDVXUHVRIHI¿FLHQF\,WLVSRVLWLYHO\
related to ROA and negatively related to NIM in the case of state banks. However,
EDQNVL]HQHJDWLYHO\LQÀXHQFHVWKHHI¿FLHQF\RIWKHIRUHLJQEDQNVLQ6UL/DQND7KH
VWDWXWRU\UHVHUYHUDWLRDOVRVKRZVGLIIHUHQWUHVXOWVZLWKWKHWZRHI¿FLHQF\PHDVXUHV
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7KLUGWKHUHDUHWZRSURSRVHGGHWHUPLQDQWVZKLFKGRQRWKDYHDQRWDEO\VLJQL¿FDQW
LPSDFWRQEDQNHI¿FLHQF\)RULQVWDQFHORDQORVVSURYLVLRQLVQRWDGHWHUPLQDQWRI
EDQNHI¿FLHQF\DPRQJWKHVHOHFWHGVDPSOHRIDOOIRXUWHHQFRPPHUFLDOEDQNVGXULQJ
WKHVDPSOHSHULRG(FRQRPLFJURZWKKDVDVLJQL¿FDQWSRVLWLYHLPSDFWRQO\RQWKH
HI¿FLHQF\RIVWDWHEDQNVZKHQHI¿FLHQF\LVPHDVXUHGLQWHUPVRI52$
)RXUWKWKHGHWHUPLQDQWVRIHI¿FLHQF\YDU\DFURVVWKHRZQHUVKLSW\SHRIWKHEDQNV
In the case of state-owned commercial banks, operating expenses management,
capital adequacy, bank size, non-performing loans, economic growth and statutory
UHVHUYH UHTXLUHPHQW DUH WKH VLJQL¿FDQW GHWHUPLQDQWV RI HI¿FLHQF\ ,Q WKH FDVH RI
private commercial banks, operating expenses management, capital adequacy,
SULPHOHQGLQJUDWHDQGVWDWXWRU\UHVHUYHUHTXLUHPHQWVDUHVLJQL¿FDQWLQH[SODLQLQJ
HI¿FLHQF\ 2SHUDWLQJ H[SHQVHV PDQDJHPHQW EDQN VL]H SULPH OHQGLQJ UDWH DQG
VWDWXWRU\UHVHUYHUHTXLUHPHQWDUHWKHGHWHUPLQDQWVRIHI¿FLHQF\LQWKHIRUHLJQEDQNV
in Sri Lanka.
)LIWK LQ WHUPV RI WKH VLJQL¿FDQFH RI WKH SURSRVHG GHWHUPLQDQWV 52$ LV D PRUH
VXLWDEOH HI¿FLHQF\ PHDVXUH IRU VWDWH EDQNV 2Q WKLV UHDVRQLQJ 1,0 LV D EHWWHU
PHDVXUHRIHI¿FLHQF\IRUSULYDWHDQGIRUHLJQFRPPHUFLDOEDQNV)LQDOO\WKHUHLVD
WHQGHQF\ WKDW RSHUDWLQJ HQYLURQPHQWDO IDFWRUV EHFRPH VLJQL¿FDQW ZKHQ HI¿FLHQF\
LVPHDVXUHGLQWHUPVRI1,0+RZHYHUEDQNVSHFL¿FIDFWRUVDUHPRUHLPSRUWDQWLQ
H[SODLQLQJHI¿FLHQF\ZKHQ52$LVVHOHFWHGWREHWKHSUR[\
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