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1. Country and Sector Background 
 

A. Country and sector issues 
 

1. Macroeconomic Background. Despite the steady economic growth of Sri Lanka over 
the past decade, development challenges persist due to the current global economic crisis and the 
fragile macro-economic environment in the country. Over the past five years, the national 
poverty headcount ratio has halved, but remains relatively high at 15.2 percent for a country with 
US$2,053 per capita GDP as of 2009.  Major obstacles to growth and poverty reduction have 
included the lack of economic growth in areas outside the Western Province; inadequate 
infrastructure, particularly in rural areas; the stagnant agricultural sector; the decades-old civil 
conflict; a large fiscal deficit; access to credit and a lack of advanced skills in the labor force, and 
inflexibility in the labor market.  The macroeconomic impact of the conflict has been estimated 
at 2-3 percent of GDP growth annually1. The emergence of Sri Lanka from the 30-year old 
conflict has signaled new opportunities for Sri Lanka’s economic growth and development. To 
support Sri Lanka’s economic reform program aimed at rebuilding reserves and strengthening the 
domestic financial system, the International Monetary Fund has approved a 20-month Stand-By 
Arrangement for Sri Lanka amounting to about US$2.6 billion. 
 
2. Overall GDP growth between 2008 and 2009 declined from 6percent to 3.5percent. 
Like most other countries in the South Asia Region, the export sector was the main channel 
through which the Global Financial Crisis (GFC) hit Sri Lanka. Direct impacts through the 
financial sector were muted, in large part because Sri Lankan financial institutions did not have 
any exposure to “toxic” assets.  During the first 10 months of 2009, total exports were more than 
15percent lower than during the same period in 2008.  As a result, in the first half of 2009, 
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economic growth slowed to only 1.8percent (against 6.3percent during the same period in 2008). 
As  Sri Lanka faced a severe balance of payment crisis, banks cut back lending and consumer 
spending slowed.  Data for the third quarter of 2009 suggest that the economy is now slowly 
recovering (real GDP grew 4.2 percent yoy in 2009-Q3), but production in all sectors continue to 
be lackluster.   

3. The impact of the Global Financial Crisis adds to the strains felt in the Sri Lankan 
economy in recent years by the armed ethnic conflict and by the tsunami. Armed 
confrontations in the north intensified during the 2008, and peaked during the first half of 2009, 
just when the GFC was most severely felt.  The end of the conflict has put strains on public 
finances due to the need to rapidly launch reconstruction efforts in the conflict-affected areas and 
the need to provide assistance to a large influx of fresh  internally displaced persons.  The room 
to maneuver on the fiscal side has been further reduced by a significant drop in tax revenues, in 
particular from import duties and VAT as trade declined.  One of the main lessons learned in 
post conflict countries is that employment opportunities are critical for faster recovery.  
 
4. The Sri Lankan banking sector has proven resilient to the effects of the global credit 
crisis, although the system is showing signs of strain. The system remains well capitalized and 
profitable. However, the performance of corporate and commercial loans and mortgages has 
deteriorated, and Non Performing Loans (NPLs) on SME portfolios have grown considerably. 
The NPL ratio for the system as a whole was 8.0 percent at end-Dec. 2009 and higher for loans 
to SMEs. Capital adequacy was relatively high at 14.9 percent at the end of the same period, 
since bank credit portfolios contracted significantly under the GFC. However, given the sharp 
decline in the provisioning ratio, capital adequacy may be overstated. 

2. Objectives 
 
5. The Project Development Objective is to improve access to finance (including term 
finance) for SMEs affected by the Global Financial Crisis in Sri Lanka.  Targeted 
participating financial institutions (PFIs) will include state owned, private commercial and 
licensed specialized banks with a national branch network. Targeted end-beneficiaries will 
include new and existing SMEs in need of financing whose businesses suffered from the effect 
of the crises (including the GFC and the Conflict), as a way to support SME growth and 
economic recovery.  
6. The development and implementation results will be monitored through several 
indicators, in line with SME Finance core sector indicators: (i) Number of loans and volume 
of finance to SMEs across the country supported by the facility, (ii) number of loans and volume 
of finance that has original maturity greater than 3 years, (iii) improved portfolio quality of 
Participating Financial Institutions (PFIs), as measured by decreased NPLs in their SME 
portfolios. 
 
3. Rationale for Bank Involvement 
 
7. In line with the national focus on SMEs as stated in the National Strategy for SME 
Sector Development, the Government of Sri Lanka is concerned that SMEs have been 



particularly hard hit2 as a result of the GFC.  The banking sector in Sri Lanka displays a 
number of market failures that justify government intervention to support SMEs. Current market 
constraints to SME lenders include i) lack of technical capacity of banks to lend to SMEs, ii) lack 
of confidence of banks in SMEs because of an unfavorable economic environment, and iii) 
maturity mismatch preventing banks to provide long term financing to SMEs. 
 
8. The World Bank is uniquely positioned to provide access to medium to long term 
funds to Sri Lankan banks, which could in turn on-lend to SMEs. The rationale for World 
Bank involvement stems from its access to long term funds at favorable terms and from its in-
depth world-wide experience in credit line financing, combined with its expertise in improving 
access to financial services for SMEs to soften the impact of the Crisis. The proposed project 
will help reduce existing market gaps and failures that are currently constraining Sri Lankan 
banks from providing long to medium term finance to SMEs in local currency. In the long run, 
Sri Lankan banks are expected to expand term lending business to SMEs, including outside the 
Western province, a critical element in the development and growth of SMEs. 
 
9. The proposed World Bank facility will complement existing credit facilities and 
capacity building provided by the World Bank and other international organizations. The 
proposed operation seeks to build on the success of the current Renewable Energy for Rural 
Economic Development (RERED), a Specific Investment Loan with a large financial 
intermediation loan (FIL) component, which was approved by the Bank in June 2002 (US$75 
million equivalent, with US$8 million GEF component)- and one Additional Financing provided 
to GoSL in June 2007 (US$40 million equivalent. The proposed SME Development Facility 
operation will also complement other credit lines currently provided by other international 
organizations. 
 

4. Description 
 

10. The proposed Crisis Response Small and Medium Enterprises Development Facility 
(SMEDeF) would consist of a risk sharing facility available to both public and private 
participating financial institutions (PFIs)3. Selection of PFIs in the line of credit and partial 
credit guarantees facilities would be based on clearly defined eligibility criteria that would 
ensure minimum performance and profitability of the PFIs4 and focus on SME banking. The 
Project Implementation Unit (PIU) will launch a selection process upon approval of the Project 
by the World Bank Board of Directors. In preparation of the selection process, with support from 
an external law firm, the PIU will prepare draft subsidiary agreements that will be signed with 
PFIs upon Project effectiveness. 

2 There is no single, uniform definition of SMEs.  Most commercial banks use a mix of data for turnover (generally less than 
Rs300 mill. annually), total asset value (less than Rs100 million, depending on whether land is included), and in some cases 
number of employees to define SMEs.   
3 Subject to World Bank Management review, including the Board of Directors, the Bank team has requested a credit of US$58 
million for this operation. 
4 These would include compliance with prudential and regulatory requirements of CBSL, and with minimum Non Performing 
Loan and capital adequacy ratios. 



11. The project uses an incentive approach to support bank downscaling to supply 
credit to SMEs. The incentive approach would combine the provision of appropriate financing 
instruments to banks (line of credit and guarantee facility) with commitments from participating 
banks to strengthen their SME lending capability over time. Since the success of the facilities 
will depend on the application of modern SME lending technologies and risk control procedures, 
while the banks can independently access the line of credit or partial credit guarantee facility, 
technical assistance will be mandatory under both facilities. If a bank participates in both 
facilities, the mandatory technical assistance requirement would only apply for one of the two 
facilities. The project would also provide complementary technical assistance at the SME level to 
increase their “bankability”. The following components are proposed: 
 
Component 1: Financing and Risk Sharing Facility (Proposed allocation: US$ 41 million) 
 
a. A line of credit to PFIs to refinance short term and long term SME loans (US$28 million):

Based on expected demand5, the World Bank would provide a credit line to participating 
licensed commercial and specialized banks for SMEs. Access, modalities and pricing would 
include features such as competitive interest rates and maturities in line with on–going 
commercial practices and consistent with the OP 8.30 guideline, to ensure that no market 
distortions are created and the technical assistance under component 2a. would be mandatory 
for all PFIs. This refinancing facility will provide loans with a maximum maturity period of 
10 years including a maximum grace period of 2 years. 
 

b. Partial credit guarantee facility (PCG) to reduce the banks’ risk of lending to SMEs (US$13 
million): The purpose of the guarantee facility would be to backstop commercial lenders’ 
losses in cases of defaults by SME borrowers.  This well tested instrument would provide an 
additional incentive for commercial banks to engage in short to medium term lending to 
SMEs. The guarantees would be issued on a portfolio basis, on first demand, and the loan 
portfolios eligible for guarantees would consist of commercial banks’ loans to new SME 
borrowers. GoSL/IDA would provide a limited first loss guarantee on a 50/50 cost sharing 
basis with PFIs. The guarantee would cover all risks, and be payable on first demand when a 
loan is in default for a specified number of days.6. The PIU will manage the IDA PCG (PCG-
A), with support from a guarantee administrator to be selected early during project 
implementation. In addition, the IFC has expressed interest in acting as a second loss partner 
in a second partial credit guarantee scheme (PCG-B), in selected private banks on a sector 
portfolio basis, in the renewable energy, agribusiness and possibly tourism sectors. The 
World Bank IDA-IFC Secretariat concurs on the use of IDA for the facility and its related 
operating guidelines. By sharing the credit risk with PFIs, the guarantee would leverage 
lending from banks to SMEs by up to ten times the amounts committed by GoSL/IDA. 

 
Component 2: Policy and Capacity Enhancement for SME Banking (Proposed 
allocation: US$12 million) 
 

5 See Supply of SME Baking section of Annex 1 
6 To be determined in negotiations between the banks and GoSL, estimated to be 270-360 days.   



a. Capacity enhancement for lending institutions and SMEs (US$7 million): In partnership with 
the IFC and other development agencies, the project would provide technical assistance on a 
matching basis to the commercial banks benefitting from the credit line or partial credit 
guarantee, in order to i) help build capacity to provide lending services to SMEs and ii) 
ensure that SMEs have the capacity to effectively utilize loans from the banks for the growth 
of their businesses. The project will include capacity enhancement and technical assistance to 
SME clients, provided by the PFIs at the branch level. Since capacity enhancement activities 
will be a covenant to accessing component 1 funds, PFIs will be expected to design the 
training and capacity building activities with the PIU. 

b. Support to Strengthen the Enabling Environment for SME Banking  (US$1 million): The 
project would provide technical assistance to   improve creditors rights and the country’s 
insolvency regime. 

c. Implementation support for the Project Implementation Unit (PIU) (US$4 million): This 
would include building expertise to manage the project, recruiting an external audit firm to 
monitor the credit guarantee program, undertaking a detailed impact evaluation framework 
for assessing the impact of the project on the targeted clients and other implementation 
support activities.  

 
The project would in addition include an unallocated funding window of US$2.8 million, which 
would be available for additional funding for any of the above components. 
 

Financing 
Source: ($m.) 
BORROWER/RECIPIENT TBD 
International Development Association (IDA) 55.8 
 Total 55.8 
 

5. Implementation 
 
12. The envisaged project is to be implemented through a Project Implementation Unit 
(PIU) under the Development Finance Department (DFD) of the Ministry of Finance. The 
PIU is being staffed with qualified personnel and capable of satisfactorily implementing all 
aspects of the project. Its responsibilities will also include: (i) on-lending to PFIs for final 
lending to sub-borrowers (ii) Reviewing effective functioning of the on-lending facility to final 
borrowers through PFIs; (iii) on-going monitoring of the PFIs to ensure compliance with project 
criteria; (iv) responsibility for adherence to all fiduciary and safeguard requirements of the 
World Bank; and (v) monitoring and evaluation based on key project development indicators. 
The eligibility criteria for PFIs’ creditworthiness and internal operating practices and procedures 
would be determined by the World Bank in close collaboration with DFD/MOF. The PIU will 
not add a spread for administrative expense. Instead implementation support funds have been 
earmarked for its operation. An operational manual has been drafted and includes step by step 
processes and procedures to be followed, including on procurement, financial management, 
disbursement, determining the eligibility of PFIs, procedures for on-going monitoring of the PFIs 
and all other administrative processes for recording and reporting implementation, with adequate 
checks and balances. Annex 6 describes the organizational structure of the PIU and the project’s 
institutional arrangements.  



13. The PIU, formally established in April 2010, will be adequately staffed at all times 
throughout project implementation, with capacity building provided by the Project. The 
Project Director, also the Director General for Fiscal Policy of MOF, is serving part time. The 
following staff have been assigned full time to the PIU: Deputy Project Director (administration), 
Procurement Officer, two Project Officers (civil servants under the MoF); Project Accountant, 
Social Development and Communication Specialist, Environmental Specialist (staff on external 
contracts hired at market price per GoSL directive on salary structures). The PIU is planning to 
recruit external experts compensated at market prices, as required, including a Deputy Project 
Director SME Banking (full time) and ii) a guarantee administrator (firm) to process and monitor 
the partial guarantee scheme in accordance with Bank policies. The PIU will be governed by the 
Project Steering Committee, which has been formed and whose membership allows for large 
private sector representation (6 government representatives and 11 private sector and commercial 
banks representatives). The proposed governance structure is designed to ensure that an equal 
playing field is maintained in all decisions linked to the selection and monitoring of PFIs. 
 

6. Sustainability 
 

14. Project sustainability will be facilitated by Government commitment to increase 
access to finance to SMEs and Sri Lankan banks’ increasing focus on the SME segment in 
the aftermath of the Global Financial Crisis. The project’s sustainability will be supported by 
the Government’s plans to foster SME development (see National Strategy for SME Sector 
Development, 2002). As discussed in previous sections, the Government has taken several steps 
toward improving SMEs access to finance. This will help ensure that increasing access to finance 
for SMEs will remain at the center of the Government’s agenda. The project aims to incentivize 
the banks to expand their SME banking practices so as to build a sustainable SME banking 
capability within the financial sector in Sri Lanka. 
 
15. In the aftermath of the Conflict and as infrastructure is being rebuilt, Sri Lankan 
banks are now aggressively rolling out operations in the North and East of the country. 
Banks indicated that a lot of the expected growth in the North and East will be a result of SME 
activity. While the World Bank can play an important catalytic role at this stage by providing 
banks with long term financing that is currently scarce and lowering the risk of new SME 
lending through the proposed partial risk guarantee scheme, it is expected that given the positive 
returns expected for participating banks (see Annex 9), in the future banks will be able to 
increasingly secure this funding directly. This will lead to sustainability of the operation in the 
long term. But this capacity will develop over time, as economic activity grows and as the banks 
develop their SME banking capability. 

16. In order to avoid market distortion and to ensure that the borrowers will gain 
appropriate returns from investments made under this project, the PFIs will follow their 
respective pricing policies according to the market conditions. The largest market advantage 
that the PFIs will derive from IDA funds is the long-term funding that will facilitate their 
providing medium and long term financing to SMEs without taking on significant maturity 
mismatch. The proposed Partial Credit Guarantee (PCG) schemes will be priced at market rates, 



which should cover expected losses. The market price is expected to be around 2%7. It is hoped 
that the Financing and Risk Sharing Facility, combined with capacity building for SME banking, 
will enable banks to build profitable SME banking operations.  
 
7. Lessons Learned from Past Operations in the Country/Sector 

 
17. The project reflects lessons learned from recent analytical work on SME 
development. Specific support to SMEs is justified by the fact that SMEs face market failures 
that need to be addressed in order to grow and contribute to economic growth. SMEs: (i) are 
more affected by regulation and transaction burdens than larger firms (business environment 
constraints), (ii) have little access to credit (finance constraints), and (iii) have limited access to 
information, advisory services, technology and innovation (knowledge constraints).8 On the basis 
of these lessons, the project proposes to reduce constraints on SME access to finance by 
providing a credit line and partial credit guarantee facility specifically targeting SMEs and linked 
to capacity enhancement at the level of banks and SME beneficiaries.  
 
18. The project also reflects lessons learned from recent analytical work and existing 
World Bank credit lines and partial risk guarantees in Sri Lanka and other countries. The 
project will benefit from lessons learned from credit line financing throughout the world (e.g., 
India, Turkey, China and Bosnia Herzegovina) as well as from the Sri Lanka SMI I-IV projects. 
The project design also builds on a 2006 IEG impact evaluation of World Bank lending for lines 
of credit. Among other lessons, the IEG evaluation reports that any foreign exchange risk of 
subloan repayment should be borne by either the end user or the government; in no case be the 
PFI. In addition, oneconcise statement of lessons learned from credit lines that the World Bank 
has provided to its client countries throughout the world is the following: “While past experience 
with financing of credit lines has been mixed, recent evaluations indicate that the problems have 
stemmed mainly from weak borrower accountability and management capacity, lack of clearly 
defined and transparent indicators for monitoring of the financial performance of the concerned 
financial intermediaries as well as poor monitoring of the overall project impact, inadequate 
demand from ultimate beneficiaries and lack of bankable sub-projects, and inflexibilities in 
project design that make it difficult to adjust design to reflect changing ground realities” (India 
SME Project). Project design attempts to incorporate these lessons learned.  
 
19. The project also builds on specific in-country experience and crisis response 
guideline notes. An IEG evaluation of the four Sri Lanka SMI I-IV financial intermediary loans 
has been positive. It concluded that these operations were successful. The project assisted a 
broad spectrum of 16,000 SMEs with investments loans to improve their productivity and 
working capital loans to complement their investments to scale-up operations. The average sub-
loan size was US $10,000. Specific outcomes attributed to the Projects included the creations of 
22 to 56 employees per beneficiary on averageThe teams also build on lessons from the 
worldwide IDA/IFC Risk Sharing Facility scheme and from a recent joint GEF/IFC guarantee 
scheme for renewable energy in Sri Lanka. Under the GEF/IFC scheme, IFC makes payments to 

7 This estimate is based on a normalized 8% NPL ratio and a 50% final loss ratio on loans in default. See IFC-IDA 
July 2009 task force review on the Use of IDA funds for Risk Sharing Facilities and Partial Credit Guarantee 
Projects. 
8 For an overview of constraints facing SMEs, see IFC, 2004. “SME Strategy”. 



aparticipating bank on 50% of the outstanding principal balance of Defaulted Loans in the 
bank’s portfolio, with a GEF partial counter-guarantee up to a certain percentage of the loss (first 
loss). In addition, the project builds on a large IFC technical assistance (TA) program in Sri 
Lanka. This includes TA to selected banks and TA to SMEs through Chambers of Commerce 
(the IFC Southern Development Program) and through financial institutions (the Business Edge 
program in Sri Lanka). Finally, the World Bank Guidance Note on Using Line of Credit Projects 
to Support SMEs during the Financial Crisis9 states that regional, sectoral or other restrictions, in 
the case of crisis response lines of credit, should be avoided unless there are strong economic 
reasons for such restrictions. 
 
20. The above lessons have been incorporated in the design of the proposed operation as 
follows: (i) The foreign exchange risk of the Project will be borne by GoSL and losses included 
in the market on-lending rate charged by the PIU to the PFIs; (ii) The PIU, staffed by civil 
servants and contractual staff, has been assigned clear responsibilities for project 
implementation, with the use of IFC and an external firm guarantee administrator for monitoring 
the partial credit guarantee programs (see Annex 6), (iii) a steering committee with participation 
from GoSL (6 members) and the private sector (11 members) has been formed and will be active 
at all times of project implementation; (iv) the World Bank team has defined project indicators 
(see section B), and (v) the commercial banks and SMEs have expressed strong demand for short 
and medium term credit10.

8. Safeguard Policies (including public consultation) 
 

Environmental Category:   [] A  [] B  [] C  [ X] FI  [ ] TBD 
Safeguard Policies Triggered Yes No TBD 
Environmental Assessment (OP/BP 4.01) X   
Natural Habitats (OP/BP 4.04)  X  
Forests (OP/BP 4.36)  X  
Pest Management (OP 4.09)  X  
Cultural Property (OPN 11.03)  X  
Indigenous Peoples (OP 4.10)  X  
Involuntary Resettlement (OP/BP 4.12)  X  
Safety of Dams (OP/BP 4.37)  X  
Projects on International Waterways (OP/BP 7.50)  X  
Projects in Disputed Areas (OP/BP 7.60)  X  

9. List of Factual Technical Documents 
 
World Bank (2009), Global Monitoring Report 2009, World Bank Group, Washington DC. 

9 http://ifcnet.ifc.org/ifcint/psdvp.nsf/AttachmentsByTitle/LOC_during_FinCrisis/$FILE/LOC_FinCrisis.pdf
10 With respect to demand, a banking sector appraisal estimated that the total financing needs under the proposed 
credit lines would be significantly above US$58 million—the estimate is based on appraising a pipeline of seven 
commercial banks with a significant SME lending portfolio that are likely to apply for the scheme. Banks surveyed 
place their estimated demand of SME credit at US$880 million for medium and long term credit and US$660 million 
for short-term working capital credit during the period 2010-12, an aggregate demand of US$1.54 billion. 
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