
Monetary Policy

x The tight monetary policy stance adopted

from end 2004 was further tightened to

curtail high growth in monetary and credit

aggregates and rising inflationary pressures.

The Central Bank raised its policy interest

rates by 25 basis points inJune, 12.5 basis

points in July and a further 50 basis points in

September 2006. Simultaneously, the Central

Bank conducted open market operations

aggressively. These policy measures were

instrumental in containing high growth in

monetary exPansron.

n Inflation, which declined since early 2005 till
March 2006, picked up again from April2006,
reflecting strong domestic demand, the upward

adjustments in administered prices including

domestic fuel prices and bus fares, and the
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he thrust of monetary policy

in 2006 was on containing

infl ationary pressures while

facilitating the continued growth
momentum of the economy. Inflationary
pressures emanating from high fuel

prices and increased domestic demand

required a further tightening of the

monetary policy. Accordingly, key

policy rates of the Central Bank were

raised three times accompanied by

continuing aggressive open market

operations. Market interest rates

increased responding to the increase in
the Central Bank policy interest rates

and with the contraction of liquidity in
the market. As a result, the high growth

in monetary aggregates decelerated,

although the growth continues to rise

marginally above the desired path.

Many central banks around the world
also have tightened monetary policy
to avoid inflationary pressures fed by

higher oil prices.



increase in the international prices of some

imported food items. The tight monetary

policy stance continued to restrain excessive

growth in money and credit aggregates to

curtail the demand pressure.

I The Central Bank continued its efiorts to

strengthen monetary policy transmission

by communicating monetary policy and

improving the efficiency of the financial

system. The public was informed of the

regular monetary policy reviews through

monthly press releases according to an

advance release calendar. The Central Bank

also continued to publish information on

developments relating to key macroeconomic

variables on the Central Bank website

enabling all stakeholders to make informed

decisions. The payments and settlement

system was further improved and a number

of regulatory measures were taken to improve

the risk management, resilience and efficiency

of the financial system, which will strengthen

the monetary policy transmission.
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Money, Credit and Interest Rates

Reserve Money

I Reflecting the increased demand for currency

during the festive season and on account of
the local government election, reserve money

increased substantially by mid April and

declined thereafter with currency returning to

the banking system. The tight monetary policy
stance of the Central Bank helped to contain

the growth in reserve money. By end August, the

year on year growth in reserve money was 76 per

cent compared with the targeted end year growth

of15 per cent.

r The increase in reserve money was mainly

reflected in the increase in net foreign assets

(NFA) of the Central Bank. The sale of foreign

currency proceeds received by the government

by way of foreign project and programme loans,

foreign currency loans raised from the Offshore

Banking Units (OBU) of licensed commercial

banks and net issues of Sri Lanka Development

Bonds (SLDB) contributed to increase NFA of
the Central Bank during the first eight months.

Even though net credit to the government

from the Central Bank increased entirely

reflecting provisional advances given to the

government by the Central Bank, Net Domestic

Assets (NDA) of the Central Bank declined

Iargely due to valuation adjustments with the

depreciation of the rupee against other major

currencies. Net Tieasury bill holdings of the

Central Bank declined marginally during the

period.

r The high expansion in reserve money was

contained through tight monetary policy
measures.

Narrow Money

r Narrow money (Mr), consisting of currency

and demand deposits held by the public,
showed a growth in the range of 10.1-16.5 per
cent during the first eight months of the year

2005. M1 declined from the higher growth of
19 - 28 per cent that prevailed in 2005. The

slower growth in currency and demand deposits
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held by the public could partly be due to the rise

in interest rates, which resulted in the moderate

growth ofMr.

Broad Money

I Broad money (Mrr), which grew at a high rate

in 2005, gradually declined in the first eight
months of 2006 responding to tight monetary

policymeasures. The broad money growth of
27.5 per cent in October 2005 was the highest

growth rate recorded since end 2004. However,

it gradually decelerated to 16 per cent by end

August 2006.The expansion in broad money

has been entirely due to the increase in NDA of
the banking system as NFA declined during the

period.The rise in NDA resulted from higher

expansion in credit to both the private sector and

the government.

r The decline in NFA of the overall banking
sector during the first eight months of the
year rvas a result of the increase in NFA of
the Central Bank and a decline in NFA of
commercialbanks. The NFA of the Central

Bank increased mainly due to the purchases

of foreign currency proceeds received by the

government and foreign currency loans raised

by the government from the OBUs of licensed

commercial banks. However, the NFA of
commercial banks declined following foreign

cuffency loans provided to the government,

investment in SLDBs raised by the governrnent

and the utilisation of foreign currency deposits

of the Ceylon Petroleum Corporation with the

banks to setde oil bills.

I Net Crefit to the government (NCG) from
the banking system increased by Rs.21 billion
during the first eight months of the year. NCG
from the Central Bank increased by Rs. 6 billion.
This was entir+ due to the rise in provisional

advances to the government by Rs. 9 billion as

the net Tie asury bill holdings of the Central

Bank declined by Rs.3 billion. NCG from

commercial banks increased by Rs. 15 billion
due to borrowings by the government in foreign

currency from OBUs, net issues of SLDBs and

an increase in Tfeasury bill holdings.

Recent Economic Developments Highliglis oi 2006 anci Prospecis for 2007
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Composition of Domesti< Credit and Private Sector Credit
Growth
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r Credit to public corporations increased by

Rs. 2 billion duringJanuary - August 2006.

Credit to Ceylon Petroleum Corporation (CPC)

increased while credit to Ceylon Electricity

Board (CEB) declined marginally. CPC had

arranged a suppliers'credit facility with India

for US dollars 150 million during the first

four months of 2006 which helped contain its

borrorvings from commercial banks.
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I In view of the continued expansion in
economic activities, innovative credit schemes

offered by banks at competitive rates and

relatively low interest rates, private sector

credit continued to grow at a higher rate during

the first eight months of the year. The year on

year growth in credit to the private sector was

in the range of 22 - 24 per cent though it shows

some moderation towards end August.Tiading,

real estate development and housing, leasing, and

consumption related activities absorbed a major

share of the credit expansion.

FinancialSurvey

r The growth in broad money supply, as measured

bythe financial survey (Mo), increasedby

around 18 - 19 per cent duringthe first six

months of 2006 in comparisonto19-21

per cent growth in Mrr. The financial survey

provides a broader measure of liquidity, covering

licensed specialised banks and registered finance

lnterest rates

I During the first nine months of 2006, market

interest rates moved upward, with the upward

revision of the Central Bank policy interest

rates, decline in market liquidity and increase

in infation. The policy interest rates of the

Central Bank; Repurchase (Repo) and Reverse

Repurchase (Reverse Repo) rates, were revised

upward by 87.5 basis points in three steps during

the first nine months of the year. With the

decline in market liquidity and the adjustments

in policy rates, the weighted avetlge rate at the

daily OMO auctions increased to 13.83 per

cent by end September from 9.29 per cent at

end 2005. The weighted average call money rate

too moved up from L0.73 per cent at end 2005

to 14.36 per cent at end September. The tax

adjusted weighted average call money rate has

moved above the upper bound of the interest rate

corridor from mid September 2006.ltwas L2.92

per cent at end September 2006.
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I The yreld curve ofgovernment securities

shifted upward with a slighdy lower increase

in yields of government securities with long

maturities indicating the expectation that there

would be some moderation in inflation in the
medium term. The yield rates on 91-day,

L82-day and364-day Tieasury bills in the

secondary market increased in a range of 4O-

50 basis points during the first nine months of
2006. Meanwhile, yield rates on 3 year and 4 year

bonds increased only by 7-8 basis points during

the same period.

r Deposit rates and lending rates of commercial

banlcs increased duringthe period, although

the adjustment of deposit rates was slower than

that of lending rates increasing the interest

spread. Average Weighted prime lending rate

(AWPR) increased to 74.70 per cent by enc

September 2006 from 12.24 per cent at end

2005, while Average Weighted Deposit Rate

(AWDR) increased to 6.89 per cent from 6.24

"Market interest rates moved upward responding to
tightening of the monetary poli./'

companies, in addition to licensed commercial

banks and the Central Bank. Contribution of
the NFA and NDA of the banking system and

finance companies were 15 per cent and 85 per

cent, respectively, to the expansion in money

supply as measured in the financial suwey. Main

contributory factors for the increase in NDA were

the increase in credit extended to the government

and to the private sector by the licensed

commercial banks and finance companies.
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per cent during the same period. Following the

policy rate increases in major economies, interest

rates applicable on foreign currency denominated

deposits too increased during the first nine

months of 2006. Savings rate on US dollar

denominated savings deposits increased from
1.25 - 3.00 per cent at end 2005 to 7.25 - 4.25

per cent by end August 2006, while US dollar

2O04,increasing it four times during the first nine

months of 2006 by 100 basis points from 4.25 per

cent to 5.25 per cent. European Central Bank,

Bank of England, Bank of Canada, Bank ofJapan

and Reserve Bank of Australia have increased

their policy rates during the period. In the Asian

region, India, Pakistan, Thailand, Malaysia and

Korea have also increased their policy rates.

"All major traditg partner countries have adopted
tight mon-et ary policy stances"

denominated time deposit rates increased from
1.50 - 4.60 per cent at end 2005 to 2.00 - 5.50

per cent at end August 2006.

Monetary Policy in the Partner Countries

r In response to risinginfationarypressures
mainly due to high oil prices and concerns

that high energy prices may be feeding

through to second round price effects, all
major trading partner countries have adopted

a tight monetary policy stance. The US has

raised the Federal Fund rate consecutivelv since

Prospects for 2OO7

r The growth in reserve money and broad

money for 2007 will be targeted to facilitate
the smooth functioning of economic activity
while preventing the build-up ofinfationary
pressures and expectations. These targets would

be based on the expected real economic growth

of 7.5 per cent and GDP deflator of 8 per

cent. The Central Bank will continue to review

macroeconomic developments on a regular basis

and the monetary policy stance will be adjusted-

accordingly.
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