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Central Bank of Si Lanka - Objectives, Functions & Organization

Central Bank of Sri Lanka

The Central Bank of Sri Lanka* was established by the Monetary Law Act of 1949 with capital
appropriated from the Board of Commissioners of Currency and commenced operations on August
28, 1950. The Central Bank is at the apex of Sri Lanka's financial system and is responsible for
safeguarding both the value of the Sri LankaRupee and the country’s banking, financial and payments
system.

Objectives

The Central Bank’s focus and functions have evolved since its formation, in response to the changing
economic environment. In keeping with trendsin central banking, the objectives of the Central Bank
were streamlined by amending the Monetary Law Act in 2002, to enableit to pursueits core objectives
and to free it of the multiple objectives that were originally assigned to it.

The Central Bank has two objectives:

« Maintaining economic and price stability

« Maintaining financial system stability

with aview to encouraging and promoting the development of the productive resources of Sri Lanka.

Prior to the amendment of the law, the Central Bank had multiple objectives such as the stabilization
of domestic monetary values, the preservation of the stability of the exchange rate, the promotion of
ahighlevel of production, employment and real income and the encouragement and promotion of the
full development of the productive resources. The problem was that these multiple objectives could
sometimes be in conflict or be inconsistent with each other. Meanwhile, a consensus had devel oped
internationally that a central bank’s primary goal should be the maintenance of price stability. As
price stability is crucially dependent on stable macroeconomic conditions, one of the core objectives
of the Central Bank was specified as “economic and price stability”.

Furthermore, asthe experience of other countries has demonstrated the stability of thefinancial system
is crucial in improving the resilience of the economy. Hence, financial system stability was also
identified as a core objective of the Central Bank. The two objectives are correlated and complement
each other. Ensuring financial system stability isof primeimportance, asmonetary policy istransmitted
through financial intermediaries (institutions) to achieve price stability. Hence the two objectives are
in harmony and this enables the Central Bank to perform its main functions more effectively.

The Central Bank has been given a high degree of autonomy to enable it to achieve its objectives. In
thistask, the Central Bank closely liaiseswith the Ministry of Financein making policy decisionsand
the Secretary to the Ministry of Finance is amember of the Monetary Board, which isthe governing
body of the Central Bank.

* Known as the Central Bank of Ceylon until 1985.
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If thereisadifference of opinion on monetary policy between the Minister of Finance and the M onetary
Board, the Minister of Finance may inform the Monetary Board that the Government accepts
responsibility for the Monetary Board adopting policiesin accordance with the opinion of Government
and direct the Monetary Board to adopt Government policy.

Price Stability

Price stability safeguards the value of the currency in terms of what it will purchase at home and in
terms of other currencies. Price stability or stable prices means low inflation. Experience has shown
that the economy performswell when inflation islow and is expected to be low. Interest rates are al so
low in these conditions. Such an environment allows an economy to achieve its growth potential and
fostershigh employment. Freefrom the disruptive effects of high and variableinflation, both consumers
and producers make economic decisions with confidence. Low inflation or price stability fosters
sustainable long-term economic growth and employment. The Central Bank uses monetary policy
measures to control inflation.

Financial System Stability

A stable financial system creates a favourable environment for depositors and investors, encourages
efficient financia intermediation and the effective functioning of markets and hence promotes
investment and economic growth.

Financial system stability meansthe effective functioning of thefinancial system (financial ingtitutions
and markets) and the absence of banking, currency and balance of payments crises. Financial instability
is caused by bank failures, excessive asset price volatility, collapse of market liquidity or adisruption
to the payments system.

Financial stability requires a stable macro-economic environment, effective regulatory framework,
well organized financial markets, sound financial institutions and safe and robust payments
infrastructure.

The maintenance of financial stability entailsthe prevention, detection and reduction of threatsto the
financial system as awhole, through the surveillance of markets and financial institutions, oversight
of the payments system and crisis resol ution.

Monetary Board

Governing Body

The Central Bank has an unique legal structurein that the Central Bank is not an incorporated body.
In terms of the Monetary Law Act, the corporate statusis conferred on the Monetary Board, whichis
vested with al powers, functions and duties. Asthe governing body, the M onetary Boardisresponsible
for making all policy decisions and for the management, operation and administration of the Central
Bank.
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Monetary Policy Targets

Excessive growth in money supply generates inflation. This happens when the growth in money
supply is greater than the growth in output.

To maintain price stability, the Central Bank influences the growth in money supply, by determining
the level of reserve money. Thisisdone by targeting the level of reserve money needed to achievethe
desired path for the growth of money supply.

Money supply is defined as currency held by the public and demand, time and savings deposits held
by the public in commercial banks. This definition of money supply isknown as M., . Reserve money
is defined as currency in circulation and commercial bank deposits with the Central Bank. The
relationship between money supply and reserve money is determined by the money multiplier (the
number of times reserve money is used in generating money supply. i.e. money supply divided by
reserve money).

The reserve money targeting framework is operated through a monetary programme. The monetary
programme sets out the desired path for growth in money supply and determines the reserve money
target necessary to achieve this money growth. The monetary programme is prepared by the Central
Bank taking into account factors such as the expected economic growth, fiscal and balance of payments
developments, desired level of growthin credit and inflation. The Central Bank conducts open market
operations to achieve the planned target for reserve money.

The monetary programme is a dynamic framework that has the flexibility to change as economic
conditionsvary. Hence, it is revised whenever necessary to accommodate unexpected changes and to
provide the broad guidelines for the Central Bank’s open market operations.

Monetary Policy Statement

The Monetary Board of the Central Bank isresponsible for conducting monetary policy. In 2001, the
Monetary Policy Committee (MPC) was formed to study and make recommendations on monetary
policy, for the consideration of the Monetary Board. The MPC is chaired by the Deputy Governor in
charge of Price Stability. The MPC meets at |east once amonth to eval uate the monetary policy stance
and to make recommendations on monetary policy through the Governor to the Monetary Board.

Following the Monetary Board meeting, the Central Bank issues amonthly statement on its monetary
policy stance. The monthly Monetary Policy Statement contains announcements on changesin policy
measures, if any, and the rationale for such changes. It also includes detailed information on current
economic developments and economic projections. The monthly Monetary Policy Statement is
conveyed to the public through press releases and media conferences and is posted on the Central
Bank website.

In order to achieve greater transparency and to increase both market and public awareness of its
policies, the Central Bank issues an advance release calendar indicating the scheduled dates for the
release of the monthly Monetary Policy Statements.

11
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Surveillance of the Financial System

The Central Bank has aresponsibility for ensuring that the financial system as awhole is sound and
robust. The Financia Stability Committee headed by a Deputy Governor was formed to co-ordinate
this task and to make recommendations to the Monetary Board on policies and measures to promote
financial stability.

The Central Bank maintains financial stability by assessing potential risks and vulnerabilities to the
financial system through the surveillance of markets and systemically important financial institutions,
strengthening the regulatory infrastructure and the payments system oversight and putting in place
crisis management policies. The latter includes a safety net mechanism, such as the Central Bank’s
lender of last resort facility (Iending to solvent banksthat have short-term liquidity problems) and the
proposed mandatory deposit insurance scheme to safeguard depositor interests.

Risks to the financia system are monitored and measured through surveillance which incorporate
both micro-prudential and macro-prudentia indicators. The Central Bank is setting up a system to
monitor the early warning indicators of instability. International factors such as oil prices, food and
commodity prices, key interest and exchange rates and economic growth in important countries will
be monitored. From the domestic macro-economic side, the indicators that will be monitored are the
budget deficit, inflation rate, interest rates, exchange rates, trade performance, balance of payments,
foreign reserves, money supply, domestic credit and public debt. The micro-prudential indicators that
will be monitored are bank’s/financial institution’s capital adequacy ratios, liquid asset ratios, non-
performing loans, return on equity, ratio of bank reservesto assets, share pricesand foreign liabilities.

The Central Bank will publish aperiodic Financial Stability Report to inform the public on the health
of the financial system and to draw attention to potential risks.

Exchange Rate Policy

A floating exchange rate system was adopted in June 2001. The exchange rate is determined by
market forces of demand and supply, reflecting the macroeconomic fundamentals in the economy.
Thisisamajor step forward in theliberalization of foreign exchangetransactions, whereby the exchange
rate is market determined. Central Bank intervention in the foreign exchange market is mainly to
prevent excessive volatility in exchange rates and to maintain acomfortablelevel of external reserves.
The Central Bank’s buying and sdlling of foreign exchange is done at or near market rates.

International Reserve Management

The Central Bank manages the official international reserves of the country. The Monetary Law Act
stipulates that the Central Bank should maintain adequate foreign exchange reservesin liquid foreign
currencies and asmall reservein gold to maintain the international stability of the Rupee and freedom
in current international transactions.

The foreign exchange reserves are invested in the international money and capital markets in such a
manner asto maintain an appropriate balance between liquidity and the rate of return on the country’s

12
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assets. A major part of the international reserve is invested in fixed income securities (foreign
Government securities) and the balance in foreign fixed deposits, call and current accounts and gold.
At present, the main currenciesin which reserves are held are US Dallars, Sterling Pounds and Euros.
The public debt repayment requirements and the income generating capacity of the currencies are
considered in determining the currency composition.

Compilation and Dissemination of Economic Data and Statistics

The Central Bank compiles statistics required to formul ate macro-economic policies and disseminates
information on the economy to the public. Thisincludes statistics on money, banking and the financial
sector, balance of payments, government finance, national income (economic growth), prices, wages
and employment, agriculture, industry, services and the trade sector. The Central Bank also conducts
economic research and surveys, including the Consumer Finance & the Socio Economic Survey.

Issue of Currency

The Central Bank is the sole currency issuing authority in the country and issues legal tender in the
form of notes and coins. There is no maximum limit imposed on the issue of currency. The issue of
currency is primarily based on the transaction demand for money.

The denomination, dimension and design of the notes and coins are decided by the Monetary Board.
Currently, the Central Bank issues notesin seven denominations (Rupees 1000, 500, 200, 100, 50, 20
& 10) and coinsin 10 denominations (Rupees 10, 5, 2 & 1, Cents 50, 25, 10 ,5, 2 &1). The larger
denomination notes have enhanced security features to deter counterfeiting. The Central Bank also
sells commemorative notes and coins.

Supervision of Banks, Finance Companies and Primary Dealers

The Central Bank isresponsiblefor regulating and supervising banks, finance companiesand primary
dealersto promote the safety and soundness of the banking and financial system and to safeguard the
interests of depositors and investors.

The regulation and supervision of banksis governed by the Banking Act and the Monetary Law Act.
The Central Bank isthe licensing authority for banksin Sri Lankaand issues banking licensesfor two
categories of banks, namely, Licensed Commercial Banks and Licensed Specialized Banks (which
are savings and devel opment banks). The main distinction between commercial banks and specialized
banksisthat the former is permitted to accept demand deposits (current accounts) from the public and
engage in afull range of foreign exchange transactions, whereas the latter is not.

The supervision of banks is based on the internationally accepted standards for bank supervision set
out by the Basel Committee for Banking Supervision. In keeping with global trends, the Central Bank
ismoving towards the risk-based supervision of banks. This approach focuses on the identification of
banking risks, the management of these risks and the assessment of the ability in banks to mitigate
these risks.

13
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Asapart of itsregulatory and supervisory functions, the Central Bank issuesdirectiveson thelicensing,
operations and closure of banks, the prudential requirements relating to banks, the resolution of weak
banks and the enforcement of regulatory actions.

The main techniques of supervision are continuous off-site monitoring and surveillance and periodic
on-site examinations of banks, meetingswith bank management and co-operation with external auditors.

The Central Bank monitors the compliance of banks with a number of prudential requirements, such
as, capital adequacy, liquidity, large exposures, asset quality, provisioning for non performing loans,
related party transactions, income recognition, share ownership, investments, disclosure of accounts
and the audit of banks. In addition, the internal controls and standards of corporate governance in
banks are al so assessed.

At theend of 2004, therewere 22 Licensed Commercial Banks (11 local and 11 foreign banks) and 14
Licensed Specialized Banksin operation and carrying on businessin Sri Lanka, under the purview of
the Central Bank.

The Central Bank regulates and supervises Registered Finance Companies under the Finance
CompaniesAct. Theregulatory and supervisory framework for finance companiesissimilar to that of
banks. The Central Bank also registers and monitors finance leasing companies. At the end of 2004,
therewere 27 registered finance companies and 65 registered finance | easing establishments, including
19 specialised finance leasing companies under the purview of the Central Bank.

To increase public awareness, the Central Bank periodically publishes press notices on “Financial
Institutions Legally Permitted to Accept Depositsfrom the Public” and a“ Guideto Interest Rates and
Fees of Banks’

The Central Bank also regulates and supervises primary dealers under the Local Treasury Bills
Ordinance and the Registered Stocks and Securities Ordinance. At the end of 2004, there were 11
primary dealers in operation, of which 8 are specialized companies and 3 are Licensed Commercial
Banks.

Banker to the Banks

The Central Bank isresponsiblefor providing payment and settlement facilitiesfor commercial banks
and primary dealers. As banker to the banks, the Central Bank provides current account facilities to
theseingtitutions. With effect from September 2003, these payment and settlement facilitiesare operated
on areal-time gross settlement basis.

The Central Bank isalso responsiblefor providing facilitiesfor the clearance of retail payments, such
as cheques, bank draftsand off-linefund transfers. Since April 2002, the Central Bank has out-sourced
the clearing house function to LankaClear (Pvt) Ltd, a company jointly owned by the Central Bank
and commercial banks.

In addition, the Central Bank has initiated action to implement a Cheque Imaging and Truncation
Project, in collaboration with LankaClear to speed up the clearing of cheques. The project will be
completed in 2005.

14
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In situations of emergency or imminent financial panic which directly threatens monetary or banking
stability, the Central Bank may also provide emergency loansto commercial banks that are facing
temporary liquidity problems against acceptable collateral. This facility is commonly known as the
“lender of last resort” facility.

Payment and Settlement Systems

Inthepursuit of its objective of financia system stahility, the Central Bank isresponsiblefor maintaining
awell-functioning and safe payment and settlement system. In order to enhance efficiency, the Central
Bank introduced the Real Time Gross Settlements System (RTGS) in 2003 to facilitate large value
(over Rs.1 million) or time critical payments, electronically, in real time, rather than at the end of the
day, thus eliminating settlement risks. Commercial banks and primary dealers are participants of the
system.

RTGS system has expedited fund transfers among banks, primary dealers, other financial institutions,
investors, customers, the Government and the public. The main types of transactions settled through
the RTGS areinter-bank call market transactions, government securities market transactions, foreign
exchange transactions, open market operations and net cheque clearing transactions. The Central
Bank providesintra-day liquidity facilities on a collateralized basis, free of charge to participants.

The Scripless Securities Settlement System (SSSS) facilitates the transfer of scripless Government
securitiesagainst payment onthe RTGS. The RTGS and the SSSSare collectively called “ LankaSettl€”.

Banker to the Government

As banker to the Government, the Central Bank maintains the accounts of and provides banking
facilities to Government departments, agencies, institutions and certain statutory boards. At the end
of 2004, therewere atotal of 121 such accounts. The Central Bank also provides provisional advances
to the Government

Public Debt Management

The Central Bank isresponsible for theissuance, servicing and management of public debt, on behal f
of the Government. The main objective is to manage public debt to ensure that the Government’s
financing needs and payment obligations are met at the lowest possible cost, consistent with aprudent
degree of risk, over the medium to long-term.

The Domestic Debt Management Committee, consisting of Central Bank and Treasury officersdecides
on the Government’s domestic borrowing programme, within the approved Budgetary limits which
are approved by Parliament .

As the agent of the Government for domestic borrowing, the Central Bank raises funds from the
public by issuing avariety of Government securities, such as, Treasury Bills, Treasury Bonds, Rupee
Loans and Sri Lanka Development Bonds.

15
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Since 2004, the Central Bank issues Treasury Billsand Treasury Bondsin el ectroni ¢ scripless (paperless)
form. The Central Bank conductsweekly auctionstoissue Treasury Billsand Treasury Bonds, through
primary dealers in Government securities. The Central Bank also operates the central depository for
Government securities, known as*“ LankaSecure” whichisthetitleregistry for Government securities.

Official Representation of the Government Abroad

The Central Bank represents the Government at the International Monetary Fund (IMF) and may be
authorized to represent the Government in dealings with the World Bank, foreign Governments,
institutions and agencies and regional financial institutions and agencies.

The Central Bank also assists the Ministry of Finance in planning and co-ordinating work with the
World Bank, IMF, Asian Development Bank and other multi-lateral and bilateral donors.

Foreign Exchange Management

The Central Bank of Sri Lankacarriesout its duties and functions under the Exchange Control Act, as
an agent of the Government in accordance with directions issued by the Minister of Finance.

TheAct provides for the imposition of duties and restrictionsin relation to gold, currency, payments,
securities, debts, imports, exports and transfer and settlement of propertiesinvolving foreign exchange
transactions.

At present, foreign exchange transactions rel ating to goods and servicesin trade (current transactions)
are freely permitted without restrictions through Authorized Dealers in foreign exchange (i.e.
commercia banks) subject to their exercising duediligenceto identify the bona-fides of the transaction.

Capital transactions (transactions relating to acquisition of real or financial assets) are partially
liberalized, specially in the area of non resident investments in shares in rupee companies in Sri
Lanka, which are permitted subject to certain exclusions and limitations.

Capital transactions that are not liberalized require Central Bank approval unless they are permitted
in terms of ageneral permission.

The preparation of a Foreign Exchange Management Act in place of the existing Exchange Control
Act isunder consideration to enablethe Central Bank to orderly monitor and regulate foreign exchange
in aliberal environment.

Regional Development

To enhance credit delivery to the rural sector, the Central Bank acts as the apex agency for the
disbursement of funds for some rural credit and micro-finance projects under certain donor assisted
programmes. Thisisdone by providing refinance to banks and financial institutionsfor on-lending to
borrowers. The Central Bank implements the Small Farmers and Landless Credit Project and the
Poverty Alleviation Micro-Finance Project. The Central Bank also administers the credit guarantee
scheme for various rural credit programmes.

16
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Regional Offices

The Central Bank has Regional Officesin Anuradhapura, Matale and Matara. These officesare mainly
involved in promoting rural credit schemes and economic development activities.

Employees’ Provident Fund

Intermsof the Employees’ Provident Act, the M onetary Board is custodian of the Employees’ Provident
Fund. The Central Bank discharges these responsibilities by receiving member contributions,
maintaining member accounts, investing funds and paying benefits to members.

Annual Accounts

The Central Bank has adopted International Financial Reporting Standards in the preparation of its
accounts, which are also audited in accordance with International Standards on Auditing. This audit
complementsthe audit done by the Auditor General. The Central Bank has also adopted anew Internal
Audit Charter to have its accounts on a comparable basis with other central banks.

Profits

The Central Bank’sincome is generated mainly from interest earned on the holdings of Government
securities and investment income from international reserves. The profits of the Central Bank are
transferred to the General Treasury or used to settle Government obligations to the Central Bank,
following the guidelines given in the Monetary Law Act.

Annual Report

The Central Bank isrequired by the Monetary Law Act to submit an Annual Report to the Minister of
Finance on the state of the economy, the condition of the Central Bank and areview of the policies
and measures adopted by the Monetary Board, within four (4) months after the end of each financial
year.

Regular Press Releases

The Central Bank disseminatesinformation on aregular basis through pressreleases on the following
subjects.

Exchange Rates (daily)

Open Market Operations (daily)

Money Market Rates (daily)

Government Securities Market Report (daily)

Treasury Bill & Bond Auctions (weekly)

Economic Indicators (weekly)

Consumer Prices (monthly)

Monetary Policy Review (monthly)

External Trade (monthly)

Economic Growth /Gross Domestic Product Estimates (quarterly)

17
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Main Publications

o Annual Report

« Monthly Bulletin

¢ Recent Economic Devel opments (annually)

e Economic and Socia Statistics of Sri Lanka (annually)
« Sri Lanka Socio-Economic Data (annually)

o Financial Stability Report (annually)

« Consumer Finance Survey (oncein three years)
« “Satahand’ (oncein two months)

e “Kurippedu” (oncein two months)

+ News Survey (quarterly)

o Staff Studies (quarterly)

o Occasional Papers

o Guideto Financial Servicesin Sri Lanka

« Guideto Foreign Exchange Transactions

A completelist of all publications and more detailed information about the Central Bank is
available at the Central Bank website : www.centralbanklanka.org

For additional information, please contact :

I nformation Department

Central Bank of Sri Lanka

Telephone: 2477424, 2477639, 2477240
E mail : information@cbsl .1k

Fax : 2346304, 2477739, 2346275
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Annex 2

Departments of the Central Bank of Sri Lanka

(At the end of 2004)

DEPARTMENT MAIN FUNCTIONS

Economic Research Department

Responsible for compiling data and conducting research in
money, banking and other economic subjects for the
formulation and implementation of policies and measures
and for the information of the public.

Statistics Department

Responsible for compiling national accounts,
economic statistics and conducting surveys.

Domestic Operations Department

Responsible for implementing monetary policy
measures, mainly through the conduct of open market
operations and the enforcement of the reserve
requirement for commercial banks. Operates current
account facilities for the Government,

commercials banks and primary dealers.

International Operations Department

Responsible for managing the official international
reserves.

Bank Supervision Department

Responsible for the supervision of banks.

Supervision of Non-Bank Financial
Institutions Department

Responsible for the supervision of finance companies.

Payments & Settlements Department

Responsible for operating the Real Time Gross
Settlement and the Scripless Securities Settlement System.

Currency Department

Responsible for the issue and distribution of currency
notes and coins.

Public Debt Department

Responsible for the raising, servicing and managing of
public debt.

Exchange Control Department

Responsible for carrying out the foreign exchange
management function.

Regional Development Department

Responsible for providing refinance under some donor
assisted rural credit programmes.

Employees’ Provident Fund Department

Responsible for receiving Employees Provident Fund
member contributions, maintaining member accounts,
investing funds and paying benefits to members.

Finance Department

Responsible for the preparation of financial statements.

Secretariat Department

Responsible for general administration.

Legal Department

Advises on legal issues and law reforms and represents the
Central Bank in legal fora.

Information Department

Responsible for the dissemination of information to the
public and providing library facilities.

Information Technology Department

Responsible for computerization of operations and
systems.

Human Resources Department

Responsible for recruitment, placement, promotions and
performance monitoring of staff.

Training Department

Responsible for co-ordinating staff training.

Centre for Banking Studies

Responsible for conducting training programmes

Welfare Department

Responsible for providing welfare facilities to staff.

Premises Department

Responsible for the maintenance of the premises.

Security Services Department

Responsible for providing security.

Management Audit Department

Responsible for the internal audit function.
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