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THE ROLE OF LIQUIDITY FOR
EFFECTIVE MONETARY POLICY
AND FINANCIAL STABILITY

Monetary policy refers to the measures taken by a central
bank to influence the cost and/or availability of money for
the purpose of controlling inflation, with the broader aim of
ensuring stability of the economy. One of its key operational
aspects of monetary policy is managing ‘liquidity’ in the
banking system to maintain orderly market conditions and
support policy transmission.

‘Liquidity” has several meanings and can be defined differently
depending on the context. In the context of central banking,
liquidity refers to the reserve balances held by financial
institutions, primarily commercial banks in their settlement
accounts at the central bank. These balances are essential for
the smooth functioning of the banking and financial system,
enabling institutions to settle interbank transactions and meet
daily liquidity needs, including the Reserve Requirement.
Technically, these reserve balances are known as Central Bank
liquidity.

In Sri Lanka, the Central Bank of Sri Lanka (the Central Bank)
manages liquidity using various tools such as the Open
Market Operations (OMOs), and the Standing Facilities. By
operationalizing these tools, the Central Bank manages
liquidity in the banking system to guide short-term market
interest rates, particularly the Average Weighted Call Money
Rate (AWCMR), the Central Bank's operational target, toward
the Central Bank's policy rate, thereby enhancing effective
transmission of monetary policy. In addition, the Statutory
Reserve Requirement (SRR) serves as a monetary policy tool
that enables the Central Bank to adjust the level of liquidity
in a more permanent manner. By revising the SRR, the Central
Bank can address persistent liquidity surpluses or shortages
in the banking system, and influence market interest rates by
changing the volume of funds available to banks for interbank
transactions and lending activities. Together, these tools ensure
smooth credit flows, timely payments, and the stable operation
of financial institutions.

Central Bank liquidity plays an important role in policy
signaling. Through liquidity injections
or absorptions, the Central Bank
signals its monetary policy stance,
shapes market expectations, and
anchorsinflation. Liquidity operations
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During the COVID-19 pandemic, the Central Bank adopted
an accommodative monetary policy stance and injected
substantial amounts of liquidity to support the economy. At
its peak, excess liquidity surpassed Rs. 250 billion, driving the
short-term interest rates, particularly AWCMR to the lower
bound of the Standing Rate Corridor (SRC). While this facilitated
overall reduction in interest rates and credit expansion, it also
played a crucial role in sustaining financial system resilience
and supporting the economic recovery during the pandemic.

The situation reversed in 2022 due to heightened foreign debt
servicing amidst foreign currency shortages exerting pressure
on the balance of payments, thereby forcing the government
to use the Central Bank’s shrinking foreign reserves to meet its
external debt repayments. The rupee liquidity used to purchase
foreign currency from the Central Bank for these payments
drained the banking system pushing into a severe liquidity
deficit exceeding Rs. 650 billion. As a result of this deficit and
the sharp upward adjustment of policy interest rates driven
by rising inflationary pressures, the AWCMR rose significantly,
and some financial institutions faced acute liquidity stress.
In response to these unprecedented conditions arising due
to acute liquidity shortage, the Central Bank implemented
extraordinary measures to provide liquidity support to the
banking sector, in order to preserve financial stability and
mitigate broader economic vulnerabilities.

The tight monetary policy stance that prevailed since 2022
was eased in 2023, in line with the faster-than-expected
decline in inflation. In addition, the Central Bank reduced the
SRR applicable on all rupee deposit liabilities of LCBs, with the
objective of injecting a sizable volume of durable liquidity into
the banking system, thereby reinforcing the accommodative
policy stance.

Following a period of persistent liquidity deficits throughout
2022, liquidity conditions began to improve notably toward
the end of 2023. Since mid-2024, the market has recorded a
sustained surplus, exceeding Rs. 100
billion, supported by several factors,
including the reduction in SRR,
liquidity injections through Central
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market behaviour, and strengthening
confidence in its policy direction. In
the absence of adequate liquidity, markets can face significant
disruptions, credit constraints, and even solvency challenges,
particularly during periods of financial stress.

Liquidity and the Conduct of Monetary Policy

The primary objective of the Central Bank’s monetary
operations is to ensure stability in short-term interest rates at
or around the Overnight Policy Rate (OPR), the Central Bank’s
main monetary policy tool, which serves as the benchmark
for the entire interest rate structure of the economy. When
liquidity in the banking system is either excessively tight or
overly abundant, it can distort market interest rates, thereby
weakening the transmission of monetary policy signals to
achieve desired inflation outcomes.

Forinstance, during periods of excess liquidity, when the deposit
balances of Licensed Commercial Banks (LCBs) at the Central
Bank exceed the amount required to meet their SRR, short-
term interest rates tend to decline significantly. Conversely,
during periods of deficit liquidity, when LCBs' deposit balances
fall short of their SRR obligations, market interest rates are
typically pushed upward reflecting high demand for funds. As
the ultimate authority in liquidity management, the Central
Bank conducts OMOs including repo, reverse repo, and outright
purchase or sale of government securities after assessing the
overall liquidity position in the banking system and in line
with the prevailing monetary policy stance. These operations
help maintain appropriate levels of liquidity and ensure that
market rates remain aligned with the OPR, thereby supporting
effective implementation of monetary policy and preserving
financial stability.

In addition to OMOs, the Standing Deposit Facility (SDF) and
Standing Lending Facility (SLF), available at the Standing
Deposit Facility Rate (SDFR) and Standing Lending Facility
Rate (SLFR) respectively, provide financial institutions with the
flexibility to manage routine overnight liquidity mismatches
by depositing excess funds with the Central Bank or accessing
short-term liquidity from the Central Bank.

Liquidity as a Shock Absorber and a Stabilizer

Following a monetary policy adjustment, active liquidity
management plays a pivotal role in facilitating faster
transmission to market interest rates. By adjusting liquidity
conditions promptly, the Central Bank ensures that short-term
rates respond effectively to the policy signal, enhancing the
speed and effectiveness of transmission.

Beyond its role in routine monetary operations, Central Bank
liquidity plays a critical stabilizing function during periods of
financial stress. Sudden liquidity shortages can disrupt markets,
while excessive liquidity may contribute to inflationary
pressures or speculative behaviour. In such situations, the
Central Bank acts as a shock absorber by supplying or absorbing
liquidity to maintain orderly market functioning and safeguard
systemic stability.

OMOs are also used to address unexpected liquidity imbalances,
ensuring that the domestic money market remains stable and
interest rate volatility is contained. While OMOs serve as the
primary instrument, the availability of standing facilities such
as SDF and SLF also provides a buffer to financial institutions
during periods of stress.

In exceptional circumstances, the Central Bank may provide
liquidity through Emergency Loans and Advances (ELA) to
licensed banks facing acute, but temporary, liquidity stress.
This support, extended under its Lender of Last Resort (LOLR)
function, helps prevent systemic disruptions that could
threaten financial stability, erode public confidence, and
adversely affect the broader economy.

Current Dynamics of Liquidity Conditions in Sri Lanka

Sri Lanka's recent economic trajectory offers important insights
into the dynamics of Central Bank liquidity and its broader
implications.

However, liquidity distribution across

LCBs remained asymmetric, with
some institutions holding persistent surpluses while others
continued to experience deficits. This led to excessive reliance
on the Central Bank’s Standing Facilities, prompting the
imposition of temporary restrictions to encourage interbank
market activity. With improved liquidity conditions and better
market participation by LCBs, these restrictions were gradually
removed by April 2024.

Prudent liquidity management by the Central Bank, primarily
through its OMOs, contributed to the effective monetary policy
implementation. These operations helped reduce volatility in
the AWCMR and ensured that short-term market interest rates
remained closely aligned with the Central Bank’s monetary
policy stance. The improvement in domestic money market
liquidity, along with increased market participation by LCBs
and restored confidence in the financial system, contributed
to a broader decline in market interest rates. This downward
adjustment in the overall interest rate structure created a more
favourable environment for credit growth, investment, and
economic recovery.

Delineating Liquidity Operations and Money Printing

A common misconception is that central bank liquidity
operations particularly through OMOs are equivalent to
‘money printing. However, money printing typically refers to
an increase in the monetary base or reserve money, comprising
currency in circulation and balances held by LCBs in their
settlement accounts at the Central Bank.

In practice, liquidity provided through OMOs does not
necessarily lead to an increase in reserve money. Most OMOs
are temporary market-based operations aimed at managing
short-term liquidity conditions to ensure that market interest
rates remain aligned with the Central Bank’s monetary policy
stance. Even when liquidity is injected into the system, any
excess beyond what banks are required to hold as statutory
reserves is typically absorbed through OMOs or SDF, preventing
a sustained increase in reserve money.

Therefore, while OMOs influence short-term liquidity conditions
and interest rates, they do not constitute‘money printing'in the
true monetary sense. Maintaining this distinction is essential to
understanding the role of Central Bank liquidity operations,
particularly in supporting monetary policy implementation
without compromising monetary discipline.

Strengthening the Liquidity Management Framework

As part of its ongoing modernization efforts, the Central Bank
successfully transitioned toward Flexible Inflation Targeting
(FIT) framework and monetary operations that complement FIT.
In this context, enhancing the precision of liquidity forecasting
and the efficiency of OMOs has become increasingly important
for maintaining alignment between short-term market rates
and the OPR.

Further development of the interbank money market,
refinement of the OMO toolkit including the use of appropriate
instruments and tenors, enhanced use of high-frequency data
and the prudent use of the SRRas a monetary policy tool are vital
to managing liquidity more effectively. These enhancements
will support efficient monetary policy transmission, reinforce
price stability, and build resilience in the financial system.
Strengthening these areas will also foster greater transparency,
promote market confidence, and improve the Central Bank's
capacity to respond proactively to evolving liquidity conditions
in a dynamic macroeconomic environment.

Finally, maintaining appropriate levels of Central Bank
liquidity is not only about managing interest rates, but also
about preserving trust in the financial system. Through
sound liquidity management, the Central Bank can safeguard
monetary stability, facilitate smooth financial intermediation,
and support the country’s path toward sustained economic
growth.
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