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1. Introduction

1. The present report, which is the first Annual Report of the Monetary Board of
the Central Bank of Ceylon,’is issued in pursuance of Section 35 of the Monetary Law Act;
No. 58 of 1949, which provides that within three months after the end of each financial
year, that is to say, by March 31, the Monetary Board shall submit to the Minister of
Finance and shall publish an Annual Report on the condition of the Central Bank and a
review of the policies and measures adopted by the Monetary Board during the financial
year and an analysis of the economic a.nd financial circumstances which prompted those
policies and measures. o

2. The Monetary Board was constituted on July 1, 1950 and the Central Bank
commenced business on August 28. The Monetary Board is the governing body of the
Bank and -consists of the Governor, the Permanent Secretary to the Ministry of Finance
and an appointed member. Mr.. John Exter was appointed the first Governor, and
Mr. J. Tyagaraja the first appointed member. Sir Charles Jones, C.M.G., Mr.- T. D.
Perera, C.M.G., and Mr. A. G. Ranasinha, C.M.G., C.B.E., served on the Board successively
in the capacity of the Permanent Secretary to the Ministry of Finanee. Mr. N. U. Jaya-
wardena was appointed the first Deputy Governor. The organization of the Bank by
departments and its principal executive officers is given on page (iii).

3. The Bank’s financial year is the calendar year. Since the Bank was only open
for business during the last four months of 1950, the present report, strictly speaking,
need cover only that period. However, to enable a better appreciation of the policies

-and measures adopted by the Board during the period, the report contains an analysis

of the economic and financial conditions in Ceylon during the entire calendar year 1950,
with the emphasus on the developments subsequent to the establishment of the Central
Bank. )

4. The year 1950 is notable as a period-of marked inflation in which abnormal
movements in the money supply and in the price level tended to endanger domestic
monetary stability. It was also a year in which the full effects of the devaluation of the
Ceylon rupee in September, 1949, began to be felt. In addition to the measures taken
by .the Monetary Board in connection with the organization and commencement of
business by the Bank, the major policy measures of the Board were concerned with the
problems of inflation. Consequently, a considerable part of this repott is devoted to an
analysis of the inflationary situation in Ceylon.

II. Money Supply

5 As the followmg table indicates, the money supply increased rapldly during the
year i—

Money Supply
Per cent.
tncrease over
Month . 1949 1950 corresponding
’ “month of

’ : previous year
Rs. million Rs. million

January . 5896 .. 642-1 8-9
February .l .. 577:6 .. . 644°8 11-7
March .. : e 5581 .. . 6549 17:3
r o April .. .. 545'9 .. - 659°7 20°8
) May .. .. 555°7 .. 6821 22+7
June o .. 574°7 .. 6873 19°6
July .. . 576-6 .. 7077 22-7
August .. .. 591-2 .. . 747-8 26-5
September .. .. 5884 .. 7804 .. 32-6
October e ) .. 608-2 .. 7882 .. 29-6
November .. : .. 6199 .. 822-9 .. 327
December .. . .. 640-2 .. 881-1 .. 376

N ote.—Since December, 1949,-the Central Bank’s money supply figures have differed from thoqe
. before that date, especially because they have included semi-Government deposits (séc
Statement 1a in Appendix II). However, since monthly figures for semi- Government,
deposits before December, 1949, are not available, the above figires since that date alio -

. exclude such deposits. The 1950 figures are thus in all respects comparable to those of 1949,
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The money supply is defined in the Monetary Law Act as “ all currency and demand
deposits owned by persons other than commercial banks or the Government . In other
words, it is the volume of completely liquid purchasing power in the hands of ‘the public.
Statement 14 in Appendix II and chart I in Appendix III show the components of the .
money supply for a period of years.

e A

. 6. The Monetary Law Act requires the Monetary Board to submit to the Minister
of Finance a report on domestic monetary stabilization if at the end of any month the
Board finds that the amount of the money supply has increased or decreased by more than
fifteen per cent., or if the cost of living index has increased by more than ten per cent.,
of its level at the end of the corresponding month in the preceding year. As will be seen
by reference to the table on page 5, the percentage increase in the cost of living exceeded
ten per cent. in only one month, i.c. September, 1950. The increases in the money supply
were much more pronounced. Even before the Bank opened there had been a series of
months beginning with March, 1950, at the end of each of which the money supply had
shown an increase of more than fifteen per cent. above the preceding year. Accordingly,
the report to the Minister on the inflationary situation was one of the first major policy »
matters to engage the attention of the Board. The report was submitted on December -
15, 1950, and confained an analysis of the inflation problem essentially along the same
lines as that which follows. -

7.. Chart 2 and Statement 1B on which it is based point out very clearly the under-
lying causes of the recent expansion of the money supply. This series begins at the end
of December, 1949, because banking statistics available to the Central Bank before that
date are not in sufficient detail to enable an analysis of the same degree of precision to
be made.

8. As the chart shows, the increa,se in the money supply during 1950 was due to
three principal factors. The first is the monetization of a portion of the surplus in
Ceylon’s balance of payments. This occurs through the purchase by either the com-
mercial banks or the Currency Bourd (or, since August 28, by the Central Bank) of such
excess foreign exchange as the Ceylon economy has been earning. Thus, when the
banking system, during the period in which Ceylon’s total receipts from abroad exceed
payments abroad, purchases more foreign.exchange from either the public or the Govern-
ment than it sells to them, the excess of foreign exchange purchased represents an addition
to the money supply. According to Statement 1B and chart 2, Ceylon’s external banking
assets increased by Rs. 140°6 million from the end of December 1949, to the end of -
December, 1950. Up to the end of September, 1950, the effect of the balance of payments . ¥
upon the money supply was slightly deflationary. From October to December, 1950,
however, it was very actively inflationary. The surplus in the balance of payments
increased external banking assets in those three months by Rs. 1470 million.

9. A second important factor causing the increase has been the expansion of bank
credit through the acquisition by the banking system of additional domestic earning
assets. Depending upon whether credit has been expanded in favour of the Govern- .
mental or the private sector of the economy, such assets may be divided into two
categories, namely, government securities (including treasury bills), and loans, over-
drafts, &c., extended to private enterprise. The commercial banks extended Rs. 671
million of credit to the Governmental sector and Rs. 60+5 million to the private sector ®
of the economy, a total of Rs. 1276 million. In addition, there was net credit creation
by the Central Bank (and Currency Board) during the year of Rs. 75 million, all of it in

favour of Government. The total credit extended to Government, therefore, was Rs. 746
million. : '

10. But there is a third factor causing an increase in the money supply for which
Government was responsible. This is the reduction in the Government’s rupee cash
balances. When these rupee balances are reduced (usually by paying them over to the
public in the process of meeting Government expenditures) deposits and currency are
shifted from a non-monetary classification to a monetary classification, and the effective n
purchasing power in the hands of the public is increased. Between December, 1949,
and September, 1950, the Government drew down its rupee cash by Rs. 568 million.
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Government then added Rs. 52° 1 million to its cash between October and December, 1950,
chiefly because ofs ubscriptions by the public to the Government loans, so that for the year
as a whole the reduction of Government cash balances was only Rs. 4°7 ‘million. When
this amount is added to Rs. 746 million of credit created in this period by the bankmg_
system in favour of the Government the total contribution of Government to the expansion
of the money supply for the year becomes Rs. 793 million. This compares with the
contribution of Rs. 60° 5 million by the private sector, S

11. A modlﬁcatlon must be made at ‘this pomt for the sake of completeness. The
growth of time and savings deposits and other liabilities of the commercial banks has
tended to reduce the money supply rather than to increase it. To the extent that the
public has increased its holdings of savings deposits at the expense of holdings of demand
deposits (or current accounts) there has been a shift from a monetary to a non-monetary
classification of deposits. The shift according to the following table has been Rs. 21
million in the perlod under review. _

. 12. The table summarizes the preceding analysis of the factors contributing to the
change in the money supply durmg 1950 :—

Summary Statement of Causes of Changes wn Money Supply during the
Year ended December, 31, 1950

{(In:millions of rupees). -..

»

Factors-affecting Increase or Decrease . Per cent .,
Money Supply December 31, 1949— ) of total
. December 31, 1950 . increase
I. External banking assets (nct) .. . S F14006 Lo T 53-8
2, Bank credit— o : L o
() Commercial bank- credit --67° 1 ¥ . K 25°7

extended ‘to .Government
sector (Government secu-
+ rities and treasury. bills) o o .

(b} Commercial bank credit -4-60'5 .o . . 2317
extended to private sector . .
(Loans, advances,bills, &c.) _

(c) Shift from demand to time —21:0 _ .. — 80
and other liabilities of . )
commercial banks

(tlj Commercial banks’ net . . 1066 e 40°8

- domestic credit creation
(@) + (6) —(e) ‘
(e) Central Bank’s net domestic + 75 o 29

credit expansion to Gov-
ernment sector

(f) Total bank credit - .. . +114-1 .. c - 43:7

(@) +(e) . : L

3. *Shift of Government tupec cash + 47 .. . - © 18
to the public o

4, Errors and omissions .. B + 20 .. o 07

Total increase ..~ i ) © 42614 . .- 100~

# The total contribution of Government toward the increase in the money supply during 1950 was
Rs. 79°3 million, which included Rs. 671 million of commercial bank credit made available to the
Government by purchase of Government securities (including treasury bills) by commercial banks,
Rs. 7+5 million of Central Bank credit made available through the purchase of Government securities
by the Centrat Bank, and Rs. 4*7 million, the net shift of rupee cash to the public through the decrease
in Government cash balances. The Government total is appronmately 30 per cent. of the total increase
in the money supply. :

. 13. The surplus in. theé balance of payments is obv1ously the result pnmanly of the '
very hlgh export prices which Ceylon has recently en]oyed



"14. - As regdrds the expansion of credit to the private sector of the economy, the
Central Bank has been very much concerned to know whether it has been for non-essential
or speculative purposes. [Its.investigations have disclosed that the bulk of this credit
has ‘been cssential in order to finance the growing volume of Ceylon’s trade in recent
months, particularly its exports. For example, the value of import and export bills
purchased rose from Rs. 30° 2 million in December, 1949, to Rs. 52° 8 million at the end of
December, 1950, the value of overdrafts increased from Rs. 75°1 million to Rs. 98-1
‘million and the value of other bills and various cash items in process of collection rose
from Rs. 0° 9 million to Rs. 10°5 million, all of which increases can mainly be accounted
for by the higher value of trade. Loans, on the other hand, have only increascd from
Rs. 26°2 million to Rs. 31°5 million.

15. As far as the creation of credit for the use of the Government is concerned, it is
readily apparent that such credit creation must also be regarded as essential in the short
run. On the basis of the Finance Minister’s budget last July, which was subsequently
approved by Parliament, a certain pattern of receipts and expenditures was established
for the current fiscal year, resulting in a deficit which the Government must meet by
borrowing. Unless there is an increase in the rate of investment in Government securities
by non-bank investors, it is clear that in the very short run the Central Bank cannot take
action to check an expansion of bank credit to the Government without jeopardizing the
ability of the Government to meet its obligations. The reduction of credit expansion to
the Government is a problem that must be solved by action by the Government itself to
reduce its expenditures or-increase its revenues.

16. The measures which the Central Bank has taken for checking the expansion of
the money supply have been prompted by the foregoing considerations.

- 17. The Central Bank wished to prevent the additional external assets aceruing to
- the commercial banks as a result of the surplus in the balance of payments from having
their full effect upon the domestic money supply. The Bank informed the commercial
banks that it did not wish to encourage them at this time to bring their balances to Ceylon
from overseas. Repatriation of such balances would only serve to increase the commercial
banks’ excess reserves and tempt them to engage in non-essential domestic lending, thus
further increasing the money supply. The Commercial banks actually increased their
net overseas assets during the year by Rs. 753 million. They were Rs. 68°6 million at
the end of 1949 and Rs. 143" 9 million at the end of 1950.

18. Although the Bank found that no significant amount of credit was being created
for non-essential purposes, 1t nevertheless specifically requested -the commercial banks
not to extend any non-essential, and particularly speculative, credit in the future. On
the other hand, the Bank made it clear that it had no desire to curtail the supply of credit
for the legitimate needs of the private sector of the economy. Generally speaking, the
present supply is required for the satisfactory movement of Ceylon’s trade. As the

value of exports rises due to a rise in their prices and an increase in their volume, it must -

be expected that there will be an expansion of credit to finance them. This type of credit
-expansion is one of the least harmful to an economy, because it is short-term credit to
enable the commercial movement of goods. If the value of exports contracts, credit will
also contract. Thus the new money will disappear, if and when the time comes, just as
naturally as it first appeared. ' : )

19. There was every indication that bankers were co-operating with the Central
Bank’s policy of restricting credit for non-essential purposes ; nevertheless, the Bank
was concerned about the volume of excess reserves in the banking system. These excess
reserves were very unequally distributed amongst the individual banks, so that an increase
.in reserve requirements would not have the same effect on all banks. Even so, the Central
Bank considered that an increase in reserve requirements would help to curb non-essential
lending, would bring pressure on any bank that might possibly be over-extended to
contract its ¢redit, and would bring the Central Bank into closer touch with the market.
At the time the Bank commenced business the commercial banks were required to
maintain with the Central Bank reserves equivalent to 10 per cent. of their demand

"



(K

(5)

deposits and 5 per cent. of their time and savings deposits. These were the minimum
reserve requirements permitted under the Monetary Law Act.. The maximum increase
permitted by the Act in any one period of 30 days is 4 percentage points. In December;
1950, after full consideration of the matter by the Monetary Board, the commercial banks
were notified that reserve requirements in respect of demand deposits would be increased
from 10 per cent. to 14 per cent. with effect from January 5, 1951. This action reduced:
the excess reserves of commercial banks from Rs. 847 mullion to Rs. 57" 4 million at the
beginning of 1951.

20. Before the end of the financial year the Central Bank had not actually engaged
in any open-market selling operations for the purpose of contracting credit, but just at
the end of the year a decision was taken to do so. It will be clear on inspection of the:
Bank’s balance sheet that the scope for such operations is strictly limited by the smallness
of the Bank’s portfolio of rupee securities.

II. * Cost of Living

21. Coupled with the abnormal increase in money supply, there has been a marked
rise in the cost of living. The monthly movements of the Colombo working class cost of
living index are shown in statement 19. These changes are graphically depicted in chart 3.
In analysing the cost of living, the Bank took the Colombo working class cost of living
index as the most representative index available. - The following table compares the
percentage change in the cost of living of each month in 1950 with that of the corresponding
month in the previous year :—

Changes in Colombo Worl:ing Class Cost of Living Indea
November 1938—April 1939 = 100

Per cent.
: ) increase over
Month - 1949 ) 1950 corresponding
month of
. . previous year
January e oo 2063 . 271 . -30
February .. NN 261 .. 271 3-8
March . .. 257 .. 266 35
April . .. 255 . 266 43
May .. .. 254 " 266 47
June . . 255 .. 271 6:3
July .. .. 256 .. 272 . .. 6:3
CAugust . .. 256 .. 274 - 70
“September .. : . 256 . 283 105,
‘October .. .. 259 .. 279 77
November .. .. 262 277 57
December .. .. 264 .. 273 34

As will be seen from the table, at the time the Bank commenced business, the index
had not shown an increase in any single month of as much as 10 per cent. above the
preceding year. The fact that the percentage increase dropped back to 7°7 per cent. at
the end of October, to 57 per cent. at the end of November, and to 3'4 per cent. at the
end of December, was partly because the index dropped steadily as a result of increased
subsidizing of the prices of flour and rationed rice as from. October 1 and December 11%,
and partly because there was a rise in the index from September to December of the pre-
ceding year. Yet there is no room for complacency. The trend of the cost of living has
been definitely upward since devaluation in September, 1949. The index has continued
to rise in 1951, so that in February it was 4.8 per cent. above February, 1950.

22. In order better to understand the forces at work in the Ceylon economy during

-the past year or so, especially since devaluation, a detailed analysis was made of the
-movement of various components of the cost of living index. In making this analysis

* On October 1, 1950, the price of rationed rice was reduced from 36 cents per measure to 30 cents
per measure and the price of flour from 28} cents per 1b. to 23 cents per 1b. Again on December 11,
the price of rationed rice was reduced from 30 cents per measure to 25 cents per measure. The landed .
cost of rice to Government in 1950 averaged approximately 58 cents per measure. : :



