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The government has been trying 
to convince the public that the 
introduction of the Value 
Added Tax (VAT) coming along with 

the removal of GST and NSL should 
reduce the prices of goods because 
the total tax the traders have to pay 
has come down if we take into 
account the calculation of VAT on the 
new basis.

Undergraduates learning econom­
ics in universities are often set the 
exercise of determining how the equi­
librium price changes when a tax is 
introduced. Students proceed to 
analyse the problem using, the supply 
and demand curves or by solving the 
relevant supply and demand functions 

^mathematically where supply equals 
■ demand at the equilibrium price. The 
analysis concludes that with the tax 
.payable, the supply curve will shift 
upwards and the new equilibrium 
price is higher. Conversely when the 

.'tax is reduced the supply curve will 
'shift downwards parallel to the old 
Jtiurve and the new equilibrium price 
 ̂is lower.
i '  But this type of analysis is inade­
quate. The effects of the VAT is to 
: apply to a large number of goods and 
-Hence the demand and supply curves 
of each commodity has to be consid- 

! ered. Economists consider that there 
; is-'a vector of prices for each and 
every commodity which will bring 
about equilibrium in all the commodi­
ty markets. The Nobel Prize winning 
economist Debrieu proved the exis­
tence of such a set of equilibrium 
prices'for all commodities and factors 
of, production. That is there is a set of 
prices under which the aggregate 
demand for each commodity and each 
factor equals aggregate supply. But 
this was proved mathematically.

But while there is a set of equilib­
rium prices the process by which the 
jconomy reaches such equilibrium is 
:Omplex. Economists generally talk 
>f markets tending towards sqch a set 
>f prices but cannot identify the par- 
icular set of prices which ensure 
uch equilibrium. How will such a set 
f prices be attained? For this we

need to consider economic dynamics, 
that is how the economy moves when 
it is out of equilibrium. The simple 
way to think about it is to consider 
what happens within a given market 
when price is such that demand 
exceeds supply and then upward pres­
sure is exerted on the price. The limit 
of this process occurring in all mar­
kets simultaneously will be to move 
the price vector to its equilibrium pat- 

. tern.
The “invisible hand” of Adam 

Smith leads the market to a state of 
rest. But, this rest will be disturbed 
with every change affecting demand 
or supply conditions. So equilibrium 
is not easily attained simultaneously 
in all commodity and factor markets. 
All markets would then be cleared.

New constraints
But there are qualifications, which 

must be noted. Note that the assump­
tion underlying all the analysis is that 
every one is a. price taker. Arrow, the 
other economist whose name is asso­
ciated with the general equilibrium 
theory of prices (it is called the 
Arrow-Debrieu theorem) once 
remarked, “If everybody is a price 
taker then who changes the price?” 
Secondly if a market while moving 
towards equilibrium, will not clear at 
the going price and hence some eco­
nomic agents (consumers or produc­
ers) will not be able to purchase what 
they want or to sell all that they wish. 
Then they will recalculate their 
demands on the basis of the new con­
straints, which again destroy the earli­
er basis for calculation of supply and 
demand curves.

. There is an auction process going 
on. Which performs the tasks of 
adjusting the prices until the disequi- 
libria in demand and supply are 
adjusted. So the theory does not say 
there is immediate convergence of the 
prices to the equilibrium prices. So 
the government should at best wait 
till the process of adjustment is over 
to see the ultimate effects of the tax ' 
reduction on prices. But the problem 
is that with time there are other 
changes coming on so that it is practi­
cally impossible to isolate the effects

of just one factor namely the tax 
reduction. Ib is is why economists 
often refer to the hackneyed phrase 
“other things remaining the same.” 
But in a dynamic world other things 
are never unchanged. So the govern­
ment economists should never have 
advised the minister that the effect of 
the tax reduction would be simple. In 
order to justify their stand they now 
have to look for scapegoats -  the 
rapacious trader.

There is another destabilising fac­
tor, namely the continuing money

creation by the Central Bank, which 
changes money incomes. Surely no 
demand curve’ will be unchanged 
when there is a change of money 
incomes, which is an assumption 
underlying "the construction of the 
demand curve. The Central Bank has 
been creating massive amounts of ■ 
money in the last two years to fund , 
the election budget deficits of 
President CBK. Economist says that 
the effect of increased money supply 
on the general price level takes about 
nine months to take effect. So Prime 
Minister Ranil Wickremesinghe is 
now seeing the effects of President

CBK’s money creation and no tax 
reductions will see any reductions in 
prices although tax increases will def­
initely raise prices.

So let not the government assume 
that because infl.iiion. which is the 
rate of increase in prices declines, 
prices will decrease. This is the eco­
nomic situation unless the surplus 
money in the economy is mopped up 
by demonetisations a la Dr. N. M. 
Perera. Otherwise the government 

^will have to continue actively to pri­
vatise and when there are no more

assets to sell the government will be 
forced to reduce expenditure. Perhaps 
this task will be left to the next gov­
ernment to perform or perish.

Will inflation come down?
Now the Central Bank says infla­

tion is coming down and monetary 
policy should be relaxed. The 
Minister of Finance has agreed that 
interest rates should come down to 
promote private sector investment.
But there is still pressure on the rupee 
in the foreign exchange market. Share 
prices have risen by about 50% 
although the earnings of the compa­

nies have declined in each of the last 
two quarters. With the increase in oil 
prices and electricity prices, the third 
quarter export earnings are1 not likely 
to be better.

Interest rates are raised by the 
Central Bank to control inflation and 
also to bolster the rupee. The down­
ward pressure on the rupee continues 
as it depreciates, against the US$. 
Industrial exports declined by 18.5% 
and total exports decreased by 16% 
while imports declined by 10.7%.
The trade balance worsened by 4.2%. 
All this is for the period Jan-May this 
year over the same period last year. 
Investment goods imports declined by 
13%. The adverse trade balance is 
$738 million and Tourist earnings 
declined by 25%. Net private remit­
tances also were less by 3%. So the 
external payments situation is far 
from satisfactory and the pressure on 
the rupee in the foreign exchange 
market will increase rather than 
reduce.
. The most important factor which 
affects our domestic inflation is the 
depreciation of the rupee and the 
rupee has continued to depreciate 
showing that there is excess demand 
in the economy. So it is not appropri­
ate to reduce interest rates not at least 
until there are definite indications that 
the inflation monster has been killed.

Then there are the wage demands 
of the plantation sector. They too will 
increase inflation since the wage 
demands exceed any productivity 
increases. How then can anybody 
believe that inflation will come down. 
Monetary policy should be with an 
eye to what is likely to happen and 
not on what has already happened.
It’s time the government decided 
what should be the rate of inflation. 
The New Zealand government fixed a 
target of 0-2% and charged the 
Governor of the Reserve bank to 
maintain the target. The Reserve 
Bank of New Zealand achieved it due 
to the sagacity of the governor. Our 
Central Bank has been creating infla­
tion not curbing it.

It seems funny that while most 
other prices are being deregulated and 
exposed to market forces, the Central
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It seems funny that while most other prices 
are being deregulated and exposed to market 
forces, the Central Bank should continue to fix 
the price of money-interest rates. Will the 
Central Bank know better than the market 
what should be the correct price? Our nation­
al savings ratio to GDP is very low and we need 
to promote more savings, which require higher 
interest rates and not lower. Could it be that 
the Central Bank is seeking to protect he bank­
ing system? The private banks are said to  have 
15-20% bad loans, which have not entirely 
been written off. Some banks are floundering 
in a liquidity crisis.

Bank should continue to fix the price 
of money-interest rates. Will the 
Central Bank know better than the 
market what should be the correct 
price? Our national sayings ratio to 
GDP is very low and we need to pro­
mote more savings, which require 
higher interest rates and not lower. 
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seeking to protect he banking system? 
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Will Interest rates co m e  d o w n . 
for the S M E s?

Anyway reducing interest rates 
will not reduce the interest payable 
by the small and medium scale enter­
prises which form the backbone of 
the economy. The banking cartel will 
see to it that the reduction is confined 
to the prime-lending rate and all oth­
ers will have to pay hefty risk premi­
um for their loans. The banks are bet­
ter off lending to the government or 
to the stock market. The credit risks 
of the big guys have not been 
assessed properly by the banks in the 
past, particularly the state banks, and 
the reduction in interest rates will 
mean a reversion to the earlier prac­
tices of political lending.

The banks will show less care in 
assessing credit risks when interest 
rates are low for their margins then 
increase and they will be tempted to 
be generous. Since there is a lender 
of last resort in'the Central Bank 
some economists argue that this pro­
motes moral hazard that make banks 
lend recklessly hoping that they 
would toe bailed out by the Central 
Bank. We saw how one banker built 
a financial empire not realising that 
it, is more difficult to maintain an 
empire than to build one through 
leveraged borrowing. Its share is 
now at Rs. 2 and the investors who 
bought its shares and corporate 
bonds are now holding worthless
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paper.
In any case the reduction of inter­

est rates will not trickle down to the 
small and medium enterprises, which 
are the backbone of the economy..;


