
www.adb.org/urbandev                                                           
October 2009

Urban Innovations and
Best Practices

Strengthening Financial Intermediary for Infrastructure  Development  
in Local Authorities
Ownership of Development by Local Authorities
Since 2006, the Government of Sri Lanka has been implementing 
a $66.7 million Local Government Infrastructure Improvement 
Project (LGIIP), including a $50 million loan from the Asian 
Development Bank (ADB). Conceptually, the LGIIP conforms 
to government policies regarding decentralization of powers 
and aims to further strengthen the local authorities (LAs) in the 
country through institutional strengthening and capacity building of 
Local Loans and Development Fund (LLDF) and LAs in providing 
improved basic urban services to citizens, such as water supply, 
urban roads, drainage and sewerage, solid waste management, 
and small-scale community buildings. A typical size of subprojects 
is about $0.5 million.  

With the LGIIP’s innovative design, LAs are responsible for 
identifying, preparing, and implementing subprojects, while LLDF 
is responsible for appraising, approving, monitoring, and evaluating 
these subprojects. At the beginning, LAs did not have adequate 
expertise to prepare and implement subprojects; similarly, LLDF 
did not have adequate capacity to appraise, monitor, and evaluate 
the subprojects. LLDF was earlier associated with two other ADB 
projects (only for loan recovery)—one in the urban development 
sector and another in agriculture. Both projects were not 
implemented by LLDF, which was brought merely as a debt 
collecting agency at a late stage. The LGIIP reflects a paradigm 
shift as it fully involves LLDF and LAs in implementation from 
the beginning. LAs have developed a sense of ownership of and 
expertise in implementing the subprojects. LLDF is transforming 
into an effective implementing agency and gaining valuable 
experience to become a sustainable financial intermediary in the 
long run.   

Innovative Financing Mechanism to Develop  
Financial Intermediary
A statutory body established in 1916, LLDF is one of the oldest 
financial organizations in Sri Lanka. Its main function is granting and 
administering loans for investment in infrastructure development of 

LAs. However, before commencement of LGIIP, LLDF operations 
were low due to inadequate funds, limited management capacity, 
and lack of development of bankable projects. Earlier, the annual 
lending by LLDF to LAs averaged around $0.6 million a year; 
however, under LGIIP, annual lending is likely to increase ten-
fold to $8 million. To enhance the LLDF’s absorption capacity to 
meet this substantial increase in lending, a separate ADB technical 
assistance study (TA 4703-SRI: Strengthening Local Government 
Infrastructure Financing Project) was commissioned in 2006.  

As a result, in the medium term, LLDF is successfully 
transforming itself into a standard municipal development fund 
(MDF) that accesses and distributes funds from the Government, 
ADB, and other development partners; facilitates project 
development and administration; and effects loan recoveries. 
It has evolved a criteria-based, transparent, and objective on-
lending system that does not lend to earlier defaulters; created a 
mix of loan–grant–share depending on the type of local authority 
(i.e., 7% LA contribution, 33%–53% loan, and 40%–60% grant); 
usually limits the maximum loan amount to a local authority to two 
times the LA’s own annual income; lending only to economically 
viable, socially acceptable, and environment-friendly subprojects; 
ensuring revenue enhancement for repayment of loans, etc. As 
LLDF further evolves, it may generate a range of lending and 
non-lending products (variable mix of loan–grant–share, flexible 
interest rate regime, equity participation, guarantees, underwriting, 
advisory services, etc.) based on the needs of local authorities. 
Also, LLDF will be required to support LAs in developing a shelf 
of bankable infrastructure subprojects. Moreover, beyond 2011, 
LLDF would need to shift from being a pure fund-based lending 
institution to a market-based financial intermediary ready to access 
capital markets, pooled financing, municipal bonds, and other 
fund sources. It may have to be registered with Central Bank of 
Sri Lanka as a suitable legal entity fulfilling prudential norms and 
capital adequacy requirements.  

LLDF has realized the enormous opportunity for financing 
urban infrastructure in local authorities, as rapid urbanization, 
coupled with the growing economy, has widened the gap in the 
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demand and supply of civic services in urban areas. Sri Lanka’s 
urban population is currently 27% of the total population and 
is likely to reach 45% by 2015. LLDF is uniquely positioned to 
bridge the gap if it transforms itself from a passive debt collecting 
agency to a proactive and vibrant financial intermediary through 
a step-by-step approach. The LLDF’s complete transformation 
into a financial intermediary may be jeopardized if prescribed 
prudential norms of proper revenue recognition, provisioning 
for nonperforming assets, transparent financial disclosure policy, 
internal institutional capacity, and capital adequacy norms are 
not followed. Any such long-term transformation would require 
a strong political will and commitment of the Government to 
provide an appropriate policy and regulatory framework, and 
level the playing field to encourage the development of financial 
intermediaries.  

Building Capacity of Local Authorities
LGIIP is supporting each participating LA in preparing good 
quality, locally relevant, and implementable Financial and Local 
Improvement Plan (FLIP), followed by strong monitoring for 
enforcement. Each FLIP of participating LA contains an action 
plan for revenue enhancement, proper financial management, 
efficiency improvement, cost reduction, and better delivery 
of citizens’ services. As a result, some of the LAs show 
comprehensive analysis of financial and governance issues with 
substantive improvement in revenues over the past few years and 
high targets for the next few years. The LGIIP evaluates the FLIPs 
prepared by LAs and conducts regular capacity building programs 
in and continuously monitors the targets set out in the FLIPs.  

So far, implementing LGIIP suggests that local authorities, 
provincial councils, and LLDF have gained relevant experience 
in handling procurement procedures, contract administration, 
and construction management practices with acceptable quality 

standards. Most of the LAs did not have in-house capacity to 
properly design or supervise subprojects nor did they have access 
to outside expertise. Though it is too early to expect that LAs 
can prepare detailed project reports, design reports, and bid 
documents to international standards, a beginning has been made 
in the right direction wherein the LAs receive practical on-the-job 
training in urban infrastructure development.

Significant Impact on Municipal Infrastructure
Despite the startup problems, LGIIP is now moving well and with 
good quality of implementation. The completion of approximately 
120 identified subprojects by 2011 is going to have a significant 
impact on the municipal infrastructure and delivery of urban services 
by LAs. It is expected to benefit citizens from local authorities in all 
nine provinces of the country under various physical components 
of the project, which shows a wide geographical coverage and 
impact.  The LGIIP’s success is reflected in the LAs’ growing 
demand for more subprojects than what can be approved under 
LGIIP, although a substantial part of the LLDF funding is in loans. 
However, as LGIIP is a demand-driven project, many of the 
subprojects are nonrevenue generating projects which will have 
to be supported with general revenue enhancement measures, 
as envisaged in LGIIP. Accordingly, ADB and the Government are 
giving due importance to proper implementation of FLIPs.


