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I, TERMS OF REFERENCE

While DOr. Ron May and myself have been required

to work as

a consulting team and consider all matters

relevant to the work of the Committes, we have also been

gi*en distinct terms of reference. My specific terms of

reference are as follows:

"The consultant should analyse the existing

system of provincial funding as defined in the Organic

Lay on Provincial Government and recommend such changes

(iﬁ any) that he feels are appropriate,

In

mind:

ii)

iii)

doing this, the consultant should keep in

the constraint imposed by limits of total
funds avallable to the nation in relatlon

to the development of the economy | in general
and the need to promote prlvete sector

economic growth in particular;

the spending‘aspiretions of both ths

National and the Provineial Governments
given their respective responsibilities
under the Constitution and Organicheu;

the need to ensure an efficient and easy
to administer system of public revenue
collection;



iv) the need to promote a more oyual distribution

of benefits between the provinces.

Among other tasks he considers relevant to the
above, the Consultant should:

a) review briefly the lesson to be learnt from
"fiscal federation" in other countries with

similar tiers of government.

b) comment on the advantages and disadvantages
for Papua Neu Guinea of the various systems
avallable, 8.0, conditional grants, un-
‘condltlonal grants, devolution of taxing

powers, revenue sharing, etcy

c) consider the effects on the allocation of
resources of different tax rates betueen
provincegs (e.g., with a retail sales tax)
and.agsass the efficiency of central revenue
collection at uniform™ratas to be distri-
butéd.to ﬁfovincial governments on an. un-

conditional basisj.

d) suggest any appropriate new tax measyres
for provinces, particularly where the present
incidsnce of taxation at national orkprovincial

lovel- is low or non-existent, e.g., taxation

of non-corporate agricultural incomes; and



e) consider and evaluate appropriate criteria
for the distribution of grapts from thas
National Government to Provincial Govarnmints,

ctors-as need, origin -of

II, THE PREMISES

241 The Constitution of Papua New Guinea (PNG) lays
doun the framework for what is essentially a unitary stata
with clearly marked federal features that call for a sub-
stantial degrse of decentralisation of the exercise of powar.,
Dacantralisation of political and administrative authority
cglls for tha decentralisation of financial powers and
perhaps evan a degree 0F4Financial autonomy, since, after
all, an adaquate command over resources is a sine qua non
off the exercise of govarnmental authority. Houaver; the
quaestion of tha proper or desirable degres and manner of
financial decantralisation Cén only be considared within
the context of a givan Constitution and its fundamantal
characteristics. Any financial scheme_that is'édopted must
satisfy the logic of thoe Constitution fhét the founding
fathars have fashionod,

2.2 Thus a basic premisa for the 'discussion of intar-
govarnmental fipancial relations in PNG is the fundamentally
unitary naturas of the state in which, although there is to

bé a considcrable degres of dzscantralisation of powar, the



provinces do not exarcise co-ordinata authority with the
National Govarnment and in which the lattar is the scprume
custodian of national welfare and can overrid.: the will

of the provinces on many important matters.

2.3 The position of the National Governmunt yis a vis
the provinces is brought out clearly in a number of pro-
visions of the Constitution. Thus, Saction 187E of *hs

Constitution says:

"(T) Parliament '........cee... may suspend a

provincial government. if

a) there is wide-spread corruption in -the

administration of the province;

b) there has been gross mis-management of

the financial affairs of the provincas”,
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1n.the concurrent list. ‘Section 4 of the,qqulg;_gq%
authorises the National Parliament to make Acts in thé
concurrent field (a) in relation to a matter that is 9r
national interesf- and (b) to. the extant that the matter
is of national intersst. The ‘question whether an Act of
Parllament on a concurrent subject satisfies the above
Condltlons, Ca) or- (b), is not justiciable (Section 29(2)
of the Orq@nlc Lag) Any provincial law inconsistent with

a Natlonal Government law will be invalid.



2.4 Section 37 of ths Organic lauw states that "the
National Parliament may, by a tuo-thirds absclute majority
votg, by -resolution disallow any provincial law if in its
opiﬁioh tha disall?uance,is.in the public interest". (At
least two months before the disallowing resolution is maie,
the Parliament must have, by a simnle majority, resolved

to consider the matter of the disallowance.)

2.5 Furthermore, while the provinces have been authorised
to levy a limited number of taxes, the National Parliament
has reserved for itself the pouer to set right or remove any
tax imposed by a provincial law which, in its (Parliament's)
opinien; creates discrimination betueen persons, or against
persons resident in other provinces, or agéinst products
orginating in other provinces; or is set at an unreasonably

higﬂ level, These questions also are not justiciable,

2,6 The above-mentioned provisions of the Constitution
and the Orecanic Law do not by any means negate the philosphy
or the principle of decentralisation. Indeed, the intention
is ¢learly to transfer to the provinces many functions and
powers that closely affect the lives of the people; ahd,
equally important, a reasonably adequate provision is to

be made for granting to the provinces the financial resources
that are required to perform the functions expected of them.
}q his connection, it may be noted that the provinces ars
eibhcted to deal with several of the subjects falling in the
con%urrent list under Division 4, although the National
Parliament may enact laus concerning those subjects in the
nat%onal interest, There is in fact a large number of

subﬁects in the concurrent list,



2.7 Four points become clear. First, substantiva da-
cantralisation is the desirad goal of the .creation of pro-=
vincial governments. Second, such a large concurrent fiazld
calls For a great deal of co-operation and cd—ordination
betueen th° tuo levels of govtrnmtnt Third, while the
provrnces have powers to act on their oun initiative within
thelr sphere of competence, the_Natlonal Govarnmant is the
custodian of national welfare and interast and has tho
bouer to act to thuart or remove any provincial action

that may harm the nation. And fourth, it is incumbent un
the National Government to make prDVISlonS for, and in
respect of, grants.to the prov1nces and the imposition and
collection of taxes by prov1n01al governments and to make
other financial provisions for prov1nc1al governments to
an extent reasonably adequate for the performance of their
functions““l(

2.8 These are the premises on the b851e of which I
shall attempt to critically svaluate the ex13t1ng arrange-
‘ments for the provision of financial resources to the
provinces and then make recommendations which will bo
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1/ It can be argued that what the Constitution says in
this' regard+implies that the National Government is
not expscted to, or. should not, provide for more than

" what can be reasonably regarded as adequate., By the.
same token, the responsibility is cast on the Natiopnal
Government to provide resources to the provinces, in
one way or another, which ars necessary or adeguate

for the performance of the Functions allotted to
them.



consistent with the spirit  of the Constitution and are at
the same time necessitated by the objective conditions

prdvailing in the country.

2.9 The plan of thae rest of ths Report is as follouws,
In Chapter III, I briafly summarise the ma jor provisions
of the Organic lLaw relating to fiscal mattars containad in
Part X. The summary is intended to bring out ths salient
principleS implicit in the provisions. Chapter IV gives

a profils of National. and provincial fimnances, Chapter V
deséribes and comments on the existing arrangements for
ths devolution of financial resources to the provinces.,
Chapter VI is largely theoretical and discuss the economic
and fiscal issues raised by the decisidn to have two or mors
tiers of govermnment in a country. Thaese issues, in the
ultimate analysis, require political sclutions, but the
political daecisions must be made after paying due regard
to rational economic considerations. In Chapter VII, I
shall consider the changes that are requirad in the
'FlnanCLal prOVlSlOﬂS of the Oqggnlc law and in tha admlnl-
strative proceduras that have esvolved over time. In doing
so, I shall keep in mind the relevént lessons to be draun
from the experiences of other fiscal Federations’énd also
seek to apply the basic principles discussed in Chapter

VI, The final Chapter contains a summary of conclusions
and: recommendations,
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MAJOR LEGAL PROVISIONS RELATING TO PROVINCIAL FIHAUCES

Sourcses of Revenue

3.1
of

The financial resources of a province shall consist

a)

9)

receipts from taxation imposed by provincial
laws or imposed under delegation from the.

National Government;

grants, unconditional and conditional, from

the National Uovernment;
shares of Nationmal taxes;

the proceeds of court fees, fines and penalties
and other faes and charges under provincial

laws;

returns on and proceads of invastmants;

income from commercial enterprises conductad
by it;

proceeds of short-term borrowings, loans from
tha National Government and long-or medium-term
loans, if any, spécifically approvad by the
National Minister for Finance; and



h) ‘"such othzr moneys as arc lawfully available
to it under an Act of Parliament or a rro-

vincial law.,®

e

e i it e v

them to build up in course of time a strong and divorsifiad
ravenua structure. Howevar, they are now predominantly
dependant on grants and other transfer from the Natignal
Government., As can be seen from Tablel, in 1980,appr6pri-
ations under Section 248 (largely consisting of transfers
to finance the 7 transferred functions in respect of 15
provinces which have not yet been granted full provincial
autonomy) and minimum unconditional grants together con-
stituted more tﬂan 78 per cent of tha provincial revenues.
Oun tax and non-tax- revenues constitutsd about 1 per cenf
of the total,"g/ 0f the rest of the 21 par cent or so,
dbnditional grants accountad for 10 per cent, National
Fﬁscal Commission grants for 4.5 per cent, derivation

j&ants for 1.5 per cent and thas share of national taxes
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2 ARs of 1980, the provinces themselvues did not raise
any significant amount of tax revaenues. It is
understood that the gencral retail sales tax is
baing put into oparation in threa provinces only
this year (1981). A limited amount of non-tax
ravenues might have also basan collected by some .
of the provinces but complete. figqures are not
available. It could be surmisaed that if the pro-
bable collections by the provinces are all taken

into account, they might amount to 1 per cent of
the total receipts,



(royalties and motor vehicles registration Feas,‘étc.) fer
4.8 per cont. Assuming that dorivation qrants, in o NS0,
represent shares in tha national tax on axports, 1t could

be said that ths rovenues raisod by tho pfovincus'on Fholr
own and shares of national taxas togathar brought in just
above 7 per cent of the total provincial revanues: (i.a2.,non-

capital recesipts).

TABLE 1

Sourcaes,  of Provincial Revenue.
(1980)
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Amount Per éent
K'0oo of total
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1. Division 248 appropriations 67,446,5 43,7
2, Minimum unconditional grants 52,308.8 34,5
3. Conditional grants 15,594.9 10.1
4. National fiscal commission grants 7,000 4.5
5. Shares of national taxes 7,430‘ 4.8
6. Derivation grants 2,250.6 1.5
7. Oun tax and non-tax ravenues 1,360.2 0.9
B. TOTAL 154,390.9 100.0
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Provincial Tax Pougrs

. W

3.3 Exclusivaly provincial taxas, raFerred to in

Sactions 56 and 57 of the Qggpngp”}@HJ.cohsist of

a)

b)

retail salas tax;

taxes on public antertainments and places

of pubiic anfértainments for which admission
is 'chargad;

taxes on land;

head tax;

fee for licences for (a) mobile traders
(other than mobile banks, (ii) places whare
intoxicating liquor is sold and (iii)
opérating or carrying on gambling, lotteries
and games of chance; and”

any other tax that could have been imposed
by the Local Government Councils beforc the

commencement of the Organic Lauw,

3.4 The range of tax powsrs granted to the provincaes

is quite limited. OFf the above list, only threes sources

kan, striétly speaking, ba regarded as modern forms of
taxes that could be expected to be exploited; namely, the
retail sales tax, the tax on entertainments and land taxas.

\ . L ,
The hezad tax could parhaps be uséd to some extent by

{village bodies; but it can hardly be used to raise signi-

‘Ficant amounts of ravenue at the provincial level, having



- 12 -

regard to the fact that it seriously violates the canon of
equity. Rates on land, which would come undsr (f) above,
would be needed by the Local Governmant Councils uno cannck
be used to finance provincial expeniiture, That lzaves tha
provinces with thres taxes, These may be considarad to be
suitable for provincial operation in that ths impact of the
taxes will, and can, be. largely localised, whereas mgre
broad-based taxes like the income tax would have nation -
or economy - wide repercussions. The Constitution makers
seem to have given much weight to this consideration just
as the Consultants to the Constitutional Planning Committes
(cPC), Professors Tordoff andhuétts had done.“l/ It is also
possible that the CPC felt that it would take some time for
the provinces in general to develop a set-up cf tax
administration and that it would not be wise to burdsen

them with the task of administering more complicated, or

a larger number of, taxes.

3.5 Taken together, these three taxes cannot ba regarded
as quite insignificant., But the development and administra-
tion of .an equitable and economically efficient land tax
would present a number of problems in the paculiér
conditions of land tenure and land use in PNG., Also,

it is a moot questibn if all the provinces ars capable

of administe:ing a full-=fledged retail sales tax. Ue

shall return to thase questions. later,

- ——— -

X/ cf. Chapter 7 of ngg;j;Jyl; sntral Provincial Governmant
. Relations by Tordoff W, and Watts R.L., 1974 (lordoff and

Watts Heport).
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Transfer of Proce=ds of Selected National Taxes

3.6  Section 67 of the QOrganpic lLaw specifies that tha
r2t proceeds of (a) the royalties on petroleum, othar
minerals, natural gas, timber, fish and water used for
hydro~electric projects and.(b) the fees for the Regis-
tration and Licensing of Motor Vehicles and for licences
and permitslto drive motor vehicles, collected by tHe
National Government, uiil’be paid over teo the respective
provinces uherein:they are collected or can be deemed to
be collected. Thus the QOrganic law, having given to the
ﬁroviﬁces three taxes uith"potential for exploitation,
stipulatés that the net proceeds (i.e., net of cost of
collection) of two more taxes could be wholly transferred
to the provinces. The proceeds of both these taxes are
to be allocated among the provinces oh the basis of origin,

This has two implications.

a) The National Government, apart from snsuring
a nationally desirable level and uniformity
of rates, acts as a collecting agency for the

provinces; and

b) Since the allocation is on the basis of
origin, those provinces endowed with the
concerned natural resources and ehjoying a
higher level of economic and commercial
activity would benefit proprotionately

more,
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Derivation Grants
3.7 In their Report cited sarliar, Toiroff and Uatts

had recommended that in addition to the paymont of the net
revenue from centrally imposed royalties to the provincas

on thé basis of derivation, the entire net proceedé of a
moderate rate (say, 5 per cent) of an export tax leviad by
the National Government on aqriculture prodhce he dis~
tributed according to the proportion collected oh<produce
criginatihg from each pfovince". While éccepting the
principle behind the recommendation of the tub experfs,

the CPC softened its impaCt by making some significant
modifications to the scheme. Thus the Organic law-

specifies (Sectién 66) that a derivation grant will re paid
to a province which will be equal to "1.25 per cent Ef the
value derived from the province to goods exported Frém

Papua New Guinea during the preceding,?iscal year" minus

the amount received by that province in the form of royalties
during the preceding fiscal year. This means in eFFéct

that instead of being eligible to receive both the royalties

'

and the derivation grant, the provinces producing exported
goods on which royalties are collectible (minerals; timber,
fish, etc.) can receive only the higher of the two. Alsn,
the derivation grant was linked to the export value

rather than to the amount of the export tax collectede

S0 that even.ifﬁexpoft‘tgxes\ara,removed,:the concerned

i

provinces would :continue to receive the derivation grant.

3.8 Houwever, so long as the_derivation grant is payabls,
the National Government will have an incentive to co tinue
the export.taxes. This in turn limits the scope for the
lavy of a tax on land or the produce gqf land by the drovincesE

5
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Unconditional Grants,

39 ~ Unconditirnal grants pravided for under Section 84

oﬁ the Organic law consist .of two components: There is Pirst
aiminimum amount of grant in respect of each province tidd

o the cost of maintaining the services transferred te that
piovince under the scheme of provincial devolution, As
indicated in detail in Or., May's Report, all'prduinces assumed
r%Sponsibility for the provincial legislature and secretariat,
capital works maintenénce and Rural Improvement Programme
(JIP), but seven other functions have been transFerred
e%?ectively only in resbect of four provinces which have
assumed full financial autonomy.. In respect of these latter
Féur provinces, the minimum unconditional grants (MUG) cover
all the transferred Functions; whereas in respect of the rest
of the 15 provinces, -MUG for the first three functions are
sﬁpplemented by eXpenditure by thg Naticnal GOVerhment under
Divisioh 248 of the National Budget. As :egards.the,latter,
uhile the provihcial governmenf'ﬁersonnel are involved in

the spending, the funds do not pass through the provincial
budgets, and fairly close supervision is exercised by the
Nétional Government's Department of Finance ouer.the expendi-
ture. The MUG received by the four provihcés tHat have
assumed full responsibility should be compared with MUG and.

Division 248 expenditure in the case df‘fheAbther provinces.

3410 The MUG are calculdted according to the formula
laid down in Scheduls 1 of the Organic law., £Essentially,
the formula aims to guarantee to each province an amount
equal to the cost of the functions that it has taken over

adjusted by a cost of living index, at the same time
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eansuring that the grants will not have to be increased
faster than the major sources of revenue of the Naticnal

Government. The actual formula is:

If A is the base fiqure of the amount spent on
the transferred activity in 1976/77, B is the percentags
increase in the cost of living index (prepared by the
National Statistician) in thg praceding year and C is the
percentage change in the revenues accruing to the National
Government from the income and corporate taxes, customs
and excise duties and the Mineral Resources Stabilisation
Fund in the year of grant over those in the precediné year,

tha guaranteed amount in 1977/78 would be the smaller of

R + A8, and
AR + AC.

For any subsequent year, the adjusted base figure for
1977/78 is to be carri®d forward, year by year, in the

same manner, Although 'B' is defined in the formula as

"the percentage increass (if any) in the cost of living",

the actual method of computation stipulated calls fér the
unueighted averaging of the "Consumer Price Index and the
Statistician's Import Price Index". ' The underlying assumption
seems to be that this aueragé-uould fairly approximate to

the index of the’pfices of the goods and services bought

by the provincial governments.

3.11 The second component of the unconditional gFants
can be used for new services beyond the level rapresented
by MUG or MUG and Division 248 expenditure, as the cass

may be, Bection 64, Sub-section (1) of the Qrganic lau
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stjfipulates that "for each fiscal year, the National Gov.rn-
mént shall, nut of moneys lawfully available for the purpoes,
makea unconditional grants fo the provincial governments®,
(Italics adhed). From this, we can infar that (a} tha
National Government is under an‘obligation to make un=-
cgnditionall grants to the provinces every year, (b) the
énount for the purpose must be appfopriated by Pariiamant°

d (c) the size of the grant is left entirely to the dis-
C{Bthﬂ of the National Government though it must consider
th

rdgard to allocation.,

e recommendations of the National Fiscal Commission in

Conditional Grants

3.12 The National Government is empowered to. make
CWnditional grants to provincial govﬁrnments for any purpose
agreed on bstween the National Government and the provincial

gguernments concerned., The National Government may desist
From making conditional grants in a year, if it is so

Chooses but this is only a theoretical possibility., What
1§ more important is that the grants would be subject to
cdnditions agreed upon and should be spent only for the
purpLses for which the grants are made. Matching grants
aru not spec1flcally mentioned, but, presumably, could_be
one of the conditinns in suitable cases. Most of the
,c?ndltlonal grants are now being made in respect of

ssctoral programmes and projects under NPEP,
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Fees and Fines

3,13 The provincial Qovernmonts may imposae and colloct
court fees as well as fines and psnalties, laviable or
prescribed under provincial laws made for the purposa of
Section 41. They may also impose fees and chargas in
respect of -goods and saervices supplied undar a provincizl
law. These aro supplementary, but by nr means significant,

sources of revenue for the provincial governments.

3.14 As required by Section 187H(1) of the Constitution,
the Qﬁﬂﬁﬂigﬂkﬂk establishes a National Fiscal Commission
(NFC)., The NFC consists.of five members including thse
Chairman, who are to be appointad by the Head of Stats on
the advice of the National Executive Council, given after
consultations with provincial and local government leadears
(as laid doun in Section 76, Sub-section 2 of the Qrganpic
Law). The members will hold office for four years and

will be eligible for re-appointment. As of now, the

Chairman and the members are all part-time appointses,

3.15 The NFC has béen givén three 'specific..functions
to perform:

a) to consider and report on any alleged
discrimination or unreasonableness in
provincial taxation and on any proposal
by the Nationmal Government to remove or

correct it;
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b)Y to consider and to make racommandations to
the National Executive Council on the allo-
cétion of unconditional grants to provincial
goﬁarnments and as between provincial govern-

ments; and

c) to considar and make recommendations to ths
National Govsrnment and provincial govarnm:nts
on‘other fiscal mattaers relatih@ to provincial
governments raferred to it by the National

Government or a provincial government.

3. 16( The NFC has to be consulted before'a decision is
made, by the Natlonal Government as to the allocation of
uncondltlonal grants under Section 64. The Commission is
énjoﬁned to recommend to the National Executive Council

a JUSt and equitable allocation, within the limits of
Flnahce available, to each ﬁrovince". From Section 79, Sub-
sgcthon (3), it would ssem that no province can be left out
of the allocation of unconditional grants., Furthermorz, Sub-
section (4) lays down that the NFC "shall, in principle,

base 1ts de0181on on equal grants per head of population”,
although it may depart from the above principle whsrs somes
relevant factor, like the level of development, will make

the strict application of the principle unjust or inequitable.
Thisrmeans that a partial daparture from thé»principle of

equai per capita grants is allowed on prbpefly‘justified grounds,

3.17 It is interesting to nots that the NFC has so far
not allocatbd any part of the unconditional grants on a per
Capl a ba51s, though such factors as the number of children

of s?honl going age not enrolled have been given weight.



IV. A& PROFILE OF NiTIONAL AND PROVINCIAL FINANCES

Introductory

4.1 PNG possesses several of i+ characturistic featurss
of a developing country. Its per capita qgross domustic
product (GOP) in 1980 is ostimated at K577.4, uhich ot tho
current exchange rate is equivalent to US. 808. ﬂlthdugh
there is a net outflow of factor inmcomes, its level of per
Gapita national product can be said to be high enaugh to
place PNG in the top 20 per'cent of the developind countries:
Nevartheless, in some respects the economy of PNG‘is'quite
underdeveloped. ~Its relatively high income is maﬂnly due to
selected profitable exports, while the rest of the economy
remains largely undegeloped with a isizeable subsistence and
non-monetised -sector. Tuo of the basic weaknesses are the
backward state of general agricultural production and the

lack of communication/transport facilities,

4,2 While manufacturing accounts for only about 8-9

per cent of GDP, mining ~nd guarrying account for about

11 per cent and the tertiary industries excluding public
and professional services account for about 17 per cent
(Table 2). Together the above sectors account for about

41 per cent of GOP. . In\principle, production dr income of
these sectors, exports and public service salaries can be
made the ba51s of der1v1ng government revenues. However,
the unorganlzed nature of much retail trade and small
bus1nesses, the undeveloped state of pon-export agriculture
and the dependence on eXport markets act ‘as 1mportant limiting

factors ih’ diversifying the bases, and raising the level,
of taxation,



- 21 -
TABLE 2

Gross Domestic Product By Industrial Origin - 1979

(Percent of tetal)
1. Agriculture, hunting, forestry and fishing 337

2. Mining and quarrying 16.0
3 Mahufacturing industries 8.5
4. ﬁlectricity, gas and water supply 1.2
5. Cobstruction 4.0
6. Tr%de, restaurants and hotels 73
Te Trgnsport, storage and‘comhunications 4.4
8. Other 24,9
9. Total 100

Source: UN, Stat;stiga% Abstract,
June 1981, p. Liv




4.3 This is nnt to say that the level of taxatinan is
not already high in PNG, given its level of developmeﬁt
and of its per capita income. The ratio of tutal tax
revenues (natlonal and proV1n01al) to GDP-uwas 17.5

per cent in 1980 and the tatal revenues (tax and nin-

tax excluding foreign grants) amountad to ss much as
19;7f99r cent of GDR. Of the 63 developing countries studiod
by. the officials of the International Monetary Fund, -for
1955-76 only 21 countries had a tax ratio higher than
that of PNG and the average tax ratis for the 63 countries
was 15.80 per cent—/ Countries uwhich had tax ratios of
18 per cent and above were mostly those exporting pet-
roleum and other minérals. - Their revenues and economies
‘tended to depend Targely on ‘their mineral exports. The
situation is not very different in PNG—/

4.4 lable'3 presents trends in and composition of
National Government revenueg from 1978 to 198l1. 1In the
three-year period, tWé;total‘revenues'including Foreﬁgn
grant assistance increased by 27 per cent. Betueen

1978 and 1979, the increase was only of the order of

1 per cent, but in the succeeding tuo years, the rate of
increase was 13.1 per cent and 11.3 per cent, respectively.
If foreign grant assistance is excluded, the rate of
grouth of revenues in 1980 and 1981 (over the respective

previous years), uas dlstlnctlvely higher at 21. 8 per cent
and 14.3 per cant.

1/ Tait, A.A. Orats N. and Eichengreen; B, YInternationt
’ Comoarlson of Taxation for selected Developing Countries,
1972-76" Imr July 31, 1978 (Mlmeo)

2/ 1t must be noted. that the PNG governmont budget sWOUS only
to theiamount of money withdrawn from ithe Mineral Resources
‘Stabilisatinn Fundj; the actual receipts from Bougginville
Copper could be higher. In 1980, they were K108. ymillion.,
On that basis, the tax ratio|uould |amount to 20.6 lper cent.
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TABLE 3
Natignal Governrment Current Reczipts
1978 e X079 oo lesa 1991 B
“revenue sources  Amount % Amount % Amount % Amount %
RS S 7 S
K1000 K1000 K1060 K1000
Tax_revenue
®ineTal 31,200 7.0 38,500 8.5 56,600 11.1 81,400 14,:
resourcesygl
stabilisation
fund
Income tax 67,133 15,0 61,599 13.6 75,861 14.9 91,000 16.¢
{Indv) '
Intome tax: 49,183 11.0 40,784 9.0 47,460 9.3 50,000 8,8
{comp
pividend with- 3,504 .7 3,838 .8 5,083 .9 4,000 -
holding tax '
Succession duty 1,500 .3 302 .1 139 .02 100 -
Bookmakers turn- le8 .03 297 .06 252 300
BookmakeTs licences 14 .0gs3 16 - 26 20
Stamp duties 1 - 1,703 .3 1,853 <3 3,700 .8
sundry reC%ipts 78 .01 175 ~ - 100
Royalty taxes - - 53 50
ImpoTt duties 46,000 10.3 48,034 10.6 54,532 10.7 64,600 11.4
fxcises 38,300 8.6 40,995 9.1 44,737 8.7 51,100 9.p
sundry receipts 10 .002 135 - 129 150
508 TOTAL 2844791 59,9 244,786  E4.4 296,277 58.2 358,490 63.3
Hon_tax re?enue |
Investments 2,644 .5 7,455 1.6 15,369 3.0 4,600 .g
revenue
Registratidn 99 . 275 .1 1,225 .
feos (docuj\entS) ’ ¢ B0 .
Liouor licdnces Bl .01 97 - 263 .05 250
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Table 3 continued

1978 1979 1980 1981
Revénue Amount A Amount % Amount A Amount
sources
Land lease 1,618 3 1,034 .2 1,638 .3 2,500 La
rentals : :
Timber leases, ,q .5 2,039 4 1,173 . 1,600 )
Administra- 22,201 4.9 19,260 4.3 18,185 3.5  13,73) 207
tive & other
receipts

ﬁ—-;» ‘ - .
SUB TATAL o5 gaq 6.5 30,160 6.7 37,743  T.4  23.489.7. 4.1
Grant
assistance
Australian 171,360 . 38.4 174,142 19 34,1 182,500 39.¢
aid! '

chér assis- ' E
tance 103 .02 693 .1 860 o1 1,600 R 4

SUB%TOTAL 171,463 38,5 174,835 38.8 174,659  34.3 184,100 32,5

. ——
e

GRAND 445,187 449,721 508, 685 566,010
~TOTAL - \

Sources: Department of Finance,
" Public Accounts for 197
and 1980 and Estimates of
Revenue and Expenditure
for 1981
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4,6 Tt is seen that over the perind 1978-81, the propor-
tiJn of revenue from foreign grant assistance declined from
38.15 per cent to 32.5 per cent. The relgtive importance of
otMEr non-tax revenues also decllned (from 6.5 to 4.1 per cent),
uhlle the proportlonate contribution of taxation increased
slgnlflcantly - from 54.9 per . cent in 1978 to 63.3 per cont in
.1931. This trend ils likely to continue as the importance of
Audtralisn assistance is expected to decline. The increment

iﬁ resources that would bECo@e'available to the National

Government aﬁd the provinces%uould then largely. depend on the

grolth of tax revenues in the future,
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4o For some reason, thore was a fall in the yield nof

pf the major taxcs such as the individual income éax, the
‘company tax and import dutics between 1978 and 1979, Hence
total tax revenues rémained almost stagnant in 1979. Hauwever,
in the next two years tax ruvenucs ‘grew by 21 per cent each
year. Such a high rate of growth is primarily due to ths
grduth of the total rocelipts from the copper cnmpény and
secondarily duc to the'buoyancy of individual income tax

revenue.

4.8 One could compare the rate of growth of National
Government revenuss with that of provincial revenuss inclusiye
of Division 248 expenditures, in order tn gain am idea of
whether the respurces allocated to and available for the provij
ces have been rising at least in step with National revenues,
In order to be meaningful, the comparison must bei made only

for the years in which the provinces uerexpérForming more or
less the same set of transferred functions. I have, therafore,
chosen the three years 1979 - B8l. The .annual percentage
increases in National rcvenues and provincial revenues inclusivi
of allocations were as fillous:

1980/1979 1981/%980
National revenues before 13.1 11.3
transfaers ‘
Provincial revenues 16.1 9.7
4.9 Thus, while in 1980, the growth of revenues accruing

to the provinces was faster than that of National{revenues,

in 1981, ‘according to estimates, the reverse would be the
Cas8.



V., ARRANGEMENTS FOR PROVINCIAL FUNDING

Pattern of Financing

5.1 The broad patfern of provincial funding waus
indicéted in Chapter III. The gverwhelming importance of
MUG and Division 248 expendltufe Was brought out in Tsble 1.
It may be useful now to compare the patterns of financing in
the several'prov1nces. Appendix Table C gives the percen-
tage éontriﬁution of the different types of transfers and
taxes?to the budgets of the 19 provinces.  The information
contained tHerein is summarised in Table 4. For purposés

of meaningful comparison, the provinces are divided into
three groups, AMiz., the less developed, the advanced, and
the less advanced or the intermediate; and the sources of
revenue are classified into four categories, viz, (a) MUG
and Division 248, (b) conditignal grants; (c) NFC grants and

(d) tax related receipts including derivation grants.
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TABLZ 4

Composition of Frovincial Ruvenue = 1930

J. - + =
(PerCuDu of tot...
Wt ¢ K ST R T - ST S SO W S R W o A I T S v TIN MT W A L  T T WT - W8 YL D HR YW 3 W O N M e G M L N 1T A T ww e

Provinces MUG & DIV -~ Conditional NFC arants  Tax
243 grants, NPEP ' ralated
etc. ‘ recaipts

. e

e A v - o

Less deéveloped

1« Western 69.8 2446 541 Oed
2« Gulf 738 18e4 549 19
3« West Sepik 737 21.0 367 15
4o Oro 81 .6 1162 bel 2.8
S5e¢ Simbu B2e2 8.9 5.1 3.8
%+ Enga’ 8047 1342 5.3 0.8

Average 76«97 1622 492 1.87

Less advanced or intermediate

1e Central 8307 6ol Fe.6 beb
2. Milme Bay 766 181 3.6 1.7
3. Southern "

Highlands 868 7e6 S0 004
4e Western '

Highlands 797 Te1 Se6 746
Se Morbba 80.73 Be6 4483 5.8
Ge Nadmng 813 Ze8 5.8 4eb
Te East Sepik 85.0 Teb Be6 1.8
8. West New ”

Britaih 775 113 448 6ed
9. Manus 794 121 6.0 245

Average 8120 9.64 4.98 4416

Adv anced

1e Nor th

Solomons 558 264 1¢5 3943
2e East New

Britain B1e5 5.2 22 11 1
%3¢ New Ireland B85.6 542 27 Be5
4. Eastern

Highlands 7546 10.8 Te1 6e5

Average 74663 590 3
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1sble 4 continued

N
e TENEATLE

e ‘ ——
vinces MUG & Div.242 C.nditional NFC orants Tax Pela;ed
pro gr:nts NPEP TBcuipts
cte.
v, All Provircos  78.2 10.1 4.5 7.2

a) {ncludes staff grants

L4

p) Includes derivation grants
Snurce: Appendix Tablehy

5,2 It is seen ‘that all the provinces except North Snlomons dependedq

pn MG to the extent nf not less than 70 per cent. As many as 10 provimges

depended on MUG‘and/or Division 248 for more than 80 per cent of their
tptal revenues. Again, only North Solomons derived a substantial
gmportioh of r%venues from tax related receipts, i.e., receipts that
sill grow automatically with the rise in income and economic activity.
if MUG take caré of even the approximate cost of carrying out the
ttmwFErred Functlons, that province has great mansceuvrability in

mm99t1ng and eXpﬂndlﬂg activities. Next comes East New Britain

shich derives lL per cent of its revenues from taxes and derivation grants.

5,3 Althougm there do not scem to be systematic variations in the
peumntage COntrlbutlons from conditional (mainly NPEP) grants, the less

doveloped prov1wcos are generally seen to draw a larger prpportion

nf their resouroes from them than the gthers., Slmllarly, the advanced

grovinces generally get a smaller proportinn of their revenues from
%fC grants.

If we Con91der average percentage contributions for the groups,

ﬂwredoes not seem to be much variation as regards the contribution

&muNUG+Dlv131op 248; a point of interest is that the secnnd graup
garives relatlveﬂy more From these unconditional grants than the others
is is probably because in their case Division 248 expenditure

[fsxpenditure
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has grown faster. In respect nf conditional grants, there are cleer
and systematic variations in the averages for the groups. fhe share .
of conditional grants in total revenues is tho hinhost Fir th 1at
group (less develpped) at 16.2 per cent, the next highest for th+
intermediate group (9.6 per cent) and the lowest for the advancod
gruop‘(5.9 per cent). There is a similar systematic variation - in
the reverse direction - in the average share of tax re{atud Toowints
the loucst for the less developed group (1.9 ber cent) =nd th: highes
for the advanced groupv(15.9 ner cent), the average share in the casg

of the intermediate grnup being 4.2 per cent.

5.5 The broad cnnclusions that can be drawn ars: a) the provinces
_és a whole are largely dependent on grants from the National Govern-
ment which are tied to "the cost" of the transferred functions;
b) tax #evenues and tax shares constitute a small proportion of
revenues for the provinces in general; and c) fhese statements anply

with greater force to the more backward or less develo@ed provinces.

Minimum unconditional Grants

5.6 It is generally agreed that upto a point uncondltlonal grants
constitute a proper, or more desired, Form of transfen§t0 lower-tier
governments because they impinge less on the Feellng of autonomy

and allow those govornments to allocate expendlture ameng different
functlons accordlng to their respective scales of preferencos.

It is also usual, when provincial governments are created (or
Federatlons enaformed), oT a revenue source 1s taken aJay, to
stlpulate that a certain minimum amount should be guarenteed to all
the provinces or to the cancerned prOV1qces, as the casg may-be.

On the face of"it, the system of transFers in ooeratlon in PNG
satisfies bsth these crlterla and hence pne might argue that it is. in
conformity with the accepted prlnC1DleS %F federal finance. But

a closer analysis will show that there is a departure from the ‘gensral

principle of unconditinnal grants and that in fact tho MUG are nnt
truly uncaonditional. .



5,7 bgénerally the guaranteed volume of grantsis sthmleted in
terms of an absolute amount, sr af a percentage 2f rovenus from a
saurce, or.of a minimum par capita ampunt, The method of
stciFyinéithe'minimUm, gchrally} is nat the uhole foraula for
making a grant, but merely a'brjvisu 9" th. formula wiich spells
_out the method of calculating the grant; or tus T thrue cptions
are given with agne of them implicitly bozoming tha minimum. Thus,
the 1947 fax‘rental agreément_oupu;on tha Dsminion Bovernment and
the provinces in Canada in fslqtian ta incomo taxes contained thé

follouing!options in regard to minimum payments

Option 1:
a) & 12.75 per capita on 1942 population +

bi 50% of provincial income and corporate tax revenue
. for year ended December 1940 +

c) Statutory subsidies payable in 1947.
Ootion 2:'

a) § 15.00 per capita on 1942 population +

b) Statutory subsidies payable in 1947,

Option 3:

a) § 2 million guaranteed minimum with a special minimum
of § 2.1 million for Prince Edward Island.

5.8 In;addition, the minimum base of 150 per cent of wartime
payments was continued with adjustments, but these details ars not

relevant for the present analysis. But it must be noted that all
; Contained

the three options n a guafénteed minimum but the actual

receipts c

puld be larger, because all base payments, including the
8 2.1 mill

ion guaranteed for Prince Eduward Island, were adjustable

with growth factors of population and provincial domestic producté.
Thus, under option 1, the minimum ner capita was related to 1947
posulation, but the actual entitlement would be based on the

population|of the year of grant, if that was higher.
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L

5.9 By contrast, the farmuln for FUG ladd own in the drg nis
Lau does nat allou for the gr)uth in income a1 posulption, Sut

for changes in the general price level. ssuming t‘%t the modn af
price level adgus*ment nroperly reflects thoe ch2nge 1n the crst ~f

financing the transferred functions, the qrqntq Ol uld bo just

sufflclent to take caro nf thnse functions in b 51 ally the s-me

mannor as was dnne 1n the year aof transfur. (A chxngﬁ oT imprave-

ment uould change the cost). Hence, cven though, ih%nrinciqleﬁ the
nrovinces are free to soend the money from MUG as th@y like, in
effect they cannot spare resaurces from MUG for any.dther nurpose,
unless the methdd<ofvgrice«adjustment should err dn the side of
gener051ty. Thus this large camponént'of unconditional grants becom
in effect 2 conditional grant. Since ithe formula for MUG does not
contaln an adjustment factor u1th reference to poqulatlons'1n03me,
etc., it does not prov1de for growth in receipts in neal terms,

part of which could be asplied to other purposes, or For

improving or extendlng the services within the sohere of the

transferred functions.

5.1 . A formula for & guaranteed minimum grant is USU3lly intended
to protect the- r901plent governmo nts, the MUG fprmula in the Organlc
Law is designed more to nrotect the. National Government than the
p:bvincial governments, The,Formulé'does not guarantee an un-
ambiguous minimum to the provinces; what it.specifies is the

maximum that the National Government is obliged tn pay.

5.11  If the formula were Fo'state‘thqt the provinCés would

be entltled to a oercentage of specified Central ,revehues or the
base~ year cost oF carrylng out the tr§nsferred functions adjusted
by the Factor of growth in spe01fled revenues, subject to-a minimum
DF the base—year cost adJUSted by an appropTiate price index or

I
truly unconditional ‘grant ulth a guaranteed mlnimum. | Such a for-

theggrouth of Dooulatlon in the provinces, the grant &ould become a
mula uould remove the protectlon" given to the Natlonal Government,
but: 1ts interests could be safoguarded by loaving ono or tuo

lmpomtqnt sources of revenue out of the calculatlons.
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‘ to cePtain functions

L

e found 1% the 2nd component under
i
y the NFC,

ms less than 5 per cent of the total provincial revenu=zs

As it is sincq the MU "tied

G are
lained earlier the tfuly

s \ _
imanner ex unconditional grant

Saction 64, adminis-
But the amoun¢ of money passing through the
t is also:not grouwing, the kind of Plasflrlty genrrq]’y
d fer in the Formula for unconditional grants does not

n the. system of UnCoﬂdltanal grants provlﬂed fnr in the
Lauw,

5.13
in the

axpendi
percent
Price 1

componsd

per cer

is on g

Index)
the cns
valid.
ve not
differe
rates,

assume’

rate of

As pointed out in Chapter II1, the percentage increase

cost of l;v1ng, for the purpose of adjusting the base year
ture Flgure, is to be measured in terms of the average
age change in the Consumer Price Index. and the Import

ndex. Simple averaging gives equal (50%) ueight to both

hts._ Thus the formula for adjustment implies that 50
t of the pr0V1T01al expenditure on transferred functlons
oods (which wolld increase .in step with the Import Price
and 50% on uagés (vhich would increase only in step with
t of living index).. I wonder if such an assumption is
Moreover, in course of time, would there ngt be, or should
allow for, increase in real wages? the cost of
increase at dlfferent
some faster and some slower than the index.

Besides,

nt activities might, rather would,

0ne cannot
that these would balance out and result in an average k

increase equal to (CPI + Import I)e/s 2—/ In course of

time tqe pattern of expenditure would change, and it would indeed

be impossible to predict the rate at which the index of prices

of the

basket of goods and services the provincial gcvefnments

uould"?e buying/, The indexing procedure followed now could only

be con$

[uould

idered satisfactory as a short-term measure.

OTou

l/ This

is hereafter referred to as CP-IM average index.
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5.14 Indeed, even in the short-nwnit has proved inadEque~te.
It has been found that the cost of maintaining cwital works -
,roads, bridges, bu1ld1ngs - has increascd faster than CP- IMT
average index. "Maintenance Subsidy™ had therefore to be
~1ntroduced in the form of a "conditional grant", which in 1980
amounted toK 1.97 millinn. For 1981 the maintenance subsidy
is estimated at K 1.6 million. Presumably thie was considered
insufficient and hence the WFE m-de its oun CalCUlqtljﬂS af the
escalation in. the costs of maintaining capital works qhd srovided
for K 2.1 million for 1981 as part of the distribution of .
"unconditional grants®, It cannot be maintained that a satis-
factory solution has been found when additional unCOndltlonsl
grants through the NFC have to be diverted for the malntenance
of existing assets so that the scoge’Fcr equalisation.érants

is reduced.

5.15 Abovs all, since the MUG formula does not contain an
element of income or growth elasticity, even if the prlce ad just-
meént were satisfactory, the provincial govprnmcnts uould not

be able to extend the. scale of services within ‘the sqme Functibns,
let alone undertake new functions, unless they are glven additional
grants 3nd/or they have access to nther expandlng resources.

The more aannced provinces are ‘in an adVantageous l1t1un as

far as. thelr oun resources oT shares in natlonnl taxesl(lncludlng

totally deoendent on grants. Conditional grqnts under NPEP do
beneflt them substantlally, but\the assets created under “the
scheme of NPEP projects have to be maintained. The uodrer
provinces cannot find the resources for that purpose under the
existing system and_condltrons,

derivation grsnts) are.gnncermed. The ponrer DrOVlnCBT are
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5.16 On the basis of the sevzral considerations set out above,
ﬁ'am incllne to conclude that the maethod of aujustmemt in the MUG
fgrmula is unsatlschtory from the long T—term noint of view and tha t
as it contql s no grouth Factor in real terms, the case far
3dd1tlonal grants at least in rosaect\of the 3oorur provinces is

yery strong.i Uhether these should take the Form of uncondltlunwl
(through N¥ O) or conditional grants or of a share 1n an elrstic
squrce oF ta> or whether the prosent NUG formulw should itself tbea
modified to orovxde an element of growth are questions we shall

gonsider later.

Conditional Grants

anm—

5,17  Conditional grants account for about 10 ner cent of the
total revenues of the provimceé. The'gréater"gart of conditional
grants . ds ch@nnelled through NPEP schemes. of these, the Sectoral
Programmes arL the more important. Condltlonal grants outside

NFEP -Schemes are\minimaI.LAIt<i§ gnderstood.thut'NPEP grants are
gfﬁén botthhé;creation of .capital and for recurring or current /foe
expenditure, If NPEP grants are made available for a limited
gerind.of time in respect of particul=ar programmes the question

. will arise as to how the assets will be maintained, or the expenses

of Using them, esg.of running the schools will be met, particularly
u\the .pooT pravinces.

58 @ As far 'as I can understand, matchimg grants are not

peing given p;éSumably because the provinces in general have ng
rosources to match. Conditional ‘grants tend to favour the poorer
provinces: Per.capita conditiognal grants are higher in such
provinces as Western, Gulf and West Sepik.

grants is in general equalizing.

The "impact of these

L. 19 In thelr submission to the Commlttee, several Premiers
have complaln?d about the manner 1n which the Funds under the
sgctoral Programmes are belng allocated They Feel that projects
are started u;thnut tho concurrencm of the nroV1nces, which are
howWever exoectod to take care of the concerned prDJECtS. A clear
demarcation oF national and provincial responsibilities in resgpect
sf these prog%cts id desirable,
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National Fiscal Commission

5. 20 The functions and composition of the NFC have already buin
described in Chanter II1I. I shall here deal with only the Cuommi-
ssion's function relating to the allocatian nf grants. The othur
two fumctinns mentioned in Scction 78, subsections 1.{2) =nd (c)
4ill be dealt with in Dr. May's Ropnrt. |

5,21 ' Arreading nf the quahic Lew  would lead ane to supnnse

that an important role was envisaged for the NFC. It wnuld not
oniy cvolve into a respectGE, impartial referee, but would also
constitute an important instrument for effecting equalising
transfers to the provinces. If these indeed were the xoectatlons,
they have been belied., -The NFQLplaYed a minimal role in the /[has
matter of transfer of resources to the provinces.

5,22  Section 78, Subsection l.(b) stipulates one of the dutiss
of the NFCL"tQ make recommendatigns to the Natiahal”EXéCut{Qet Lﬁo b
Council on the ‘allocation of unconditional grants under Section 64
to provincial governments and: as betueen provincial governments"
At first 91ght it would anpear that the jurisdiction of the NFC
extends to all unconditional grants, because the reFerence 1s Lo
"uncondltlonal grants under Section 64" Even though the Formulq
for MUG is lald down in Schedule 1, the NFC could stlll undertakﬂ
the camoutatlon and ensure that each province gets its due.

(This’ is noﬁ to say that the Deoartment of Finance has not carried
sut the comnutatlons correctly) But the intraduction of the
condition, "in. accordance with Section 29" has.virtually confined
the NFC to the émounts ofiuncondirional grants~ih'exc%ss of the
guaranfééd minimum,

5.23 The MUG are - preSUmably intended to enable the Prgvrncral
governments to carry on-the ba31C Functlons transferred to them
in the‘?a;e of 1nFlatlon. Condltlons change and 01rc:Estances

might arise which, would make the guaranteed amounts imsufficient.
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I have fndicated earlier some.of the reasons why the MUG might

. prnve *iadsnuqte. The questlon arises as to uho ‘wnuld decide that
MUG have became 1nadequate and what shoul” be done about it. One
answer is that if the mrov1nces‘f;nd the MUG to be inadequate,
they shpuld use some of their oun resources derived from provin-
cial tages or shares of Natinnal taxes. In a country whero all
~the nro£inces are’fairly well developed and their incomes and

t . N o S -
revenues are growing, this might be a proper ansuer, provided s:mu
substantial revenue sources have been allotted to the provinces.

This answar is unsatisfactory in the context of PNG in which there

are a nymber of paor provinces who have to depend, far some years

" ta come jat any rate, on grants and shares of national taxes allbcated
on the qasis of need. ‘Again, if the formula for the basic uncondi-
" tional Qrants; besides specifying a minimum, had contained a

groch €ns£or, such a review abaut adequacy might not become
necessary. As the prcsent arrangements-stand thera can be no
doubt that gne needs to enqu1rs if the MUG are prov1ng adequato

for the purpose for uhlch they wers intended. The NFC eould have
made 1mpart1al studles-oF this questlon in respect of various:
nrovinces, but the Commissinn has not been asked to look into
this-quektion. The intention is perhans tn COanne its activities
strlctlykto the "excess" uncondltlonal grwnts. In the event,

the Depamtmcnt nf Finance itself soems to have nersuaded the

NEC thatrMUG were insufficient and a Capltal malntenance subsidy
was callsd for,

5.24 Slnce the growth in total resnurces had slowed daun,

NEC dec1dsd that increases in recurrent expenditure such as an
sstabllspment should be kept down, and the maximum possible re-
sources should be diverted to development purpnses. Hence tha
decision to make available substantial additional grants under
NPEP. This inevitably meant that only a limited amouit was

available to be distributed as unconditional grants. This

partly explains the limited role that the NFC has played so far.
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5.25,  In 1980,K .7 millinn were made available to tre NFC for
distributionn as uncanditinnal grants. This amsunt qu reducec

to K 5 mil;ion in 1981. The amnunf faor 1982 is 1l;oi;ikcly ta he
koot 1t tho same.level, oven though a roguust ForK 11095 willisn
was put forward to the BPC by -the conccrned division of the
Départment.df Finance.

5,26 It would be uscful to discuss the mann:t in @hich the NFC
decides upon the allocation among the provinces of the sum madce
available tozit. We shall take the exercise relating to 1981 =as

the basis for discussion.

5. 27 The Commissinn seems to have decided that the distribution
of any part of: the amount at its disposal on an equai perT capita
basis, as suggested in Section 79, Subsection 4, uoulﬁ not be equi-
table, althgugh equalisation Was its objectivs. The%Commission
decided that it would be more fruitful and beneficial if the
nrovinces were helped in relation to their Q%%%iyyw ée?tain vital
areas., Tuwp such arsas were first cdnﬁideredulthe ru%ning nf the
nrovincial government and canital works maintenance,

5.28 5 The Commission fBlt that some of the ﬁonrer Brovinces were
unablégto raise resaurces gn their own and%the ahounts’uhich
they'réceivéd by way of unconditionaligrants (m;nimu%)AFrgm the
National Govermment was not sufficient to Fully heétche cost

aof running.tﬁ%vpiovincial government. | This handicapiués chosen

as one of the criteria for making grants.  The methodology adopted
was as follows:

5,29 First, ‘the cost nf running the government in (1979 - the
provincial Parliament™s maintéhanqe;“salaries of proQincial ministet
and of support sta%?, travel costs, etc. - was estiméted for all
the provinces;’_SBCQnd,' on thé basis of those Figures, the mogt
"essential" cost df_fUnﬁingmé:p:oQinCial ngernmeﬁt was computed.
For 1979, %his figure came to K14,000; for 1981/1982, it would be



- 39~

about K175,000. Third, the total revenue receipts of each province
(Division 248 expenditureg ezcluded) were subtracted from this
comnuted esscntlal cost of running a provincial governmcnt If
the lefEIEHCL was neg ative, i.@., 1F the rbVOﬂUUS were higher
than the cosﬁ, that particular grov;nce uas‘con81derod in-~
sligible for aid under this head. Im other cases, thc grovince ua
given the diffarwnce to ﬁridgo the gab: Ih lQBl, the total mmount
of grant to be given for the support of running the nrovincial
government came to K400,000}4 This amount of grant can be looked
upon s ane for equalising"tﬁelstandards nf general administra-
tive services. In 1981, only 7 provinces,meré given this grant.
(sée Table 5).

5.30 For purposes af estlmqtlng the amounts of" maintenance
subsidy to be glven, “the c;st of malntalnlng the Capltal assets

in each proglnce vas estimated malnly on the basis of information
supplied by/Deoartments concerned. _The ‘information covered roads,
bridges, bu;ldlngs, 31rstr1ps and Uater supply plants. It uwas
found that ;n many proulnces the assets uwere not being properly
‘maintained. i‘The more 1mportant among the causes for poor
maintenance uwerc lack of money, lack of .skilled people and bad

budgetary plahning. The Commission copld address itself only to
the first cause,

- 5,31 In order to arrive at. the amount of ellglble grant, the
actual amount spent on malntenance in the previous year was sub-
tracted from the estimated cost in the case of each provinca.

The dlffergnce was tn be given as subsidy. Im011c1t1y, actual
expenditurg was taken to represent !'revenue capacity! and the
estimated cost 'the need'. 1t was felt that some of the pravin-
cial governments did not have the administrative CapaCity fql
snend. So|some ad justments were made to the figures derived as
aboye pgﬁ?re determining the actual amounts of mainteﬁance subsidy

to be paia*. The total amount to be pald came toK-.2.1 mllllon,
éhd'every‘;

yTovince was given some amount of subsidy under this heqd_
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This grant, therefore, cannaot roally bo called on uqu$li3ing G ont.
Though it .5 a specific purposc grant, since thu nrovinc;s Wi, Do
free to spend the money on any act1u1ty they chase, ié Cannat_bs
called a conditional grant. It can qnly be uecribol ng o gineTal
grant-in-aid of the provinces. This amount of grant for mainte-~

nance will be repeated for 1982,

5.32 After the two tynes of the grants mentiosnec abave were
nravided for, tho Eommission was left with K2.5 mllliqn. Those
werc used far méking equalisation grants. It may be noted that
under the nrocedure followad by the Commission, the amount

availwb&e.For making equalisation grants was derived as a residual.

5.33 The methodology of deriving the entitlement to the
equalisation grant may be briefly described. Indicators of relqtlw
development or underdevolopment were developed in relatlon to five
different areas: edUC?tan, health, tranSport ‘cash 1ncome
opportunity and pUbllC finance. The. total amount avallable was
distributed among the five areas on the ba31s of best jucigement.
For example, it was felt that tranSport develppment uas probably
the most 1mnortant requiremcnt; hence the largest uelght was
as§}gned to that area. In 1981, the amount of K2.5m availabls

was distributed mamorg the  five areas as follows:
K'00ao
Transport 600
Education 500
Health 500
Cash inconme 500
Public ?1nance 400
Toﬁal 2,500
5'34 Next, the amount’ allocated to each area was dlstrlbuted

among the DrDV1nCBS in dlrect or-inverse proportian Oas the case

'may be) £o ‘the indiddtors ($) for each province in tHe concerned
;are e
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5,35  In ‘the -area of educat on, the numbsT of r.lldren in the =zge
QMUP 7.192 nht attending community schools and the number of children
in the age grDUp 13-16 not attendlng vocatlonal or high schools were
stimated for each province, Besides, for 1981, the pupil to teacher
gtio in theéschools was also estimated. Each of the figures so cal-

ylated uas laken as an indicator of deficiency. The total amount

eilable for education was apportioned amdng the indicators and the
gunt so apportloned Was distributed among the prOV1ncee in proportion

o the 1nd10ators.

5,36 In the area of health the indicators used for 1981 were atten-

jance of chlldren agei 0-1 at hospitals, clinics and aid posts, the num-
per of cases\of immunization of children. aged 0-5, incidence of diseases
{number of people reported falling ill) and hospltal beds. The rest of

the procedure was the same as in the ease of education.

5,37 In réspect of transport, road mileage per sguare mile/person
s2s taken into account and the amount available was distributed in
jnverse proportion to the indicator.

5,38 Cash income opportunity was calculated by taking into account
parcapita rural small income, other government services and the number
.f posts in the private sectgr. Heie again, the amount available was

jjstributed in inverse proportion to the indicator.

5. 39 In respect of public finances, per capitalrevenues of each

yrovince were first calculated, 0One of the highest per capita.revense

rjgures was ¢hosen as the standard and the deviation of the per -capita
evenue of each province from the standard was obtained (i.e. the
;tandard pBr;CapitO revenuefminus'the actual per capita revenuse).

his was mul%iplied by the population of the province. The products
iave the population weighted deviation For each provihce. Ighpring
he negative | dev1at10ns, the pgthers uere added to give the = sum of
jpviations. ‘The available amount of K400 000 was allocated in the

ropoTtion of the ratio of the population weighted deviation for each
rovince to the sum of deviatigns.
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5.40 The grants given or the basis of the criteria'of back-
wardness i.. .wiation to aduCaL;,n, health, transport, cash income
nopportunity and public finances may be t rmed equallsétlon grants-
ag they wero iiitvended, may be in a small way, Lo uHaUﬁb the less

developed provinces to catch up with the more developed ones.

5.41 The amounts of grants allocated to the cifferent provinces
(under the three different categories and the total) in 1981 are
prescnted in Table 5. The last column gives qgrants per capita.
Per capita grants vary from K.13 for East Sepik rto K3,90 to Gulf
and K4.14 to Manus. The average comes to Kl,78, VUWhile tuo

of the poorer prouinces, Uéstern'and Gulf, get the highest per
capifa grants (other than Manus) Simbu gets less than the average.
The fairly sizeable vafiations in per capita grants have arigen
because difecfbueight Qas giveh to population.only in relation to
calculating one indicator, the deficiency in public revenues.

In developing indicators for health and education, population was
indireqtly'giVenﬂueight in so far as the number of bhildreﬁ wers
taken into account,

5.42 Given the paucity o ‘data, the methodolngy evolved by the
Commission may be said'téfbe fairly sophisticated. .The question
could of course be raised whether a subst ntial part of the money
at its disposal should not have been dlstrlbuted on an .aqual

per capita basis. Uould not the language of SGCtan 79, Subsection
(4) of the Organic Lau call for a gregter weightage td be

given +to population unless jUStiFicatioh ean be offered for a
departure from the pr1n01ple? A broader question is. unether the
discretion of the NFC should be circumscribed at all? - IF the

total amount of grant is g;venuand-the prlnc1ple of distribution
pre-determfhéd; then tﬁeré would, be no need far a grant¥distributihg
agency! This.méttér needs to be sorted out. Suffice hére to point
out that while a departure from the prlnc1ple of equal per capita
distributinn can certainly be justified, the departure must not hurt
the‘poo:er prov1nces.l For examplé, the objective of eqﬁalization

is not furthered by a province such -as Simbu being giveh'a louer
than average ber.capita grant,
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THABLE 6

al Fiscal Commission.

ndditignal Ynconditional frants - 1987

A e R L T S o B - e

Alloc tion 0

P R

e o e A . 3 e e e i et 5 e ¢ e NSEDAS)

Provinco N%lntenance Equallsatlon Cost oF Total acc- Tot 11 as Per
previncial ording given canita
govgrnmpnts formula prgnts

I , - e - et

yestern 784000 183.000 130.000 391.000 500.000 2.R30

Gulf 25.000 119.000 45.000 189,000 250.000 3.90

Central 134.000 64.000 198.000 230.000 1.96

filne Bay 52.000 143,000 195,000 260.000 2.03

Oro 42.000 102.000 10,000 154,000 180.000 233

southern ¢ .

iﬁghland. 133,000 228.000 75.000. 436.000 350.000 1449

Enga 106,000 189.000 55,000 305.000 350.000 2413

yestern a ' : .

Highland 165.000 167.000 332,000 350.000 133

simbu 105,000 161000 266.000 250.000 1440

Fastern o o

pighland 207.000 270.000. 477.000 420.000 1e¢52

Morobe 1854000 417.000 602.000 420,000 1435

fladang 97.000 101.000 198.000 300.000 1.42

Fast _ : A ,

Sopik 1084000 128.000 237.000 250.000 113

yost '

Scpik 47.000 114.000 25,000 186,000 . 260,000 24283

flanus 28.000 31.000 60.000 119.000 120.000 4eb64

yost Now

fast New '

gritain 137.000 16.000 153.000 160.000 1.20

Now

North ‘

Solomons’  237.000 23.000 260 OOO 160.000 1424

TOTAL F,100.000 2,500,000  400.000 5,000,000 500.000

wote: 1980 Population figures have beecn used.

Source : Executive Officer, MC and

.1980 Population Census,
8p. cit.
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The futurs role of the NFC would depend upon whether an
autnomatic .. win factor would L: introduced in the formula for

shat is now called MUG or an.additional amourt could bo

made

separatzly wvallable through a share in a Matisnal tax J: ytha -
ise to bo distributed by the NFC. As it is, since MUG have proved
éo be‘insufﬁicienﬁ even..far carrying on an urichanged scalc of
§perations, including Capital WUorks Maintenance, the amnunts
available to the NFC have had to be used partly for purposcs that
dught to have been taken care of by MUG, Thus Capital Maintenance

has had to be financed through three souTrces.

5.44 An Assistant Secretary in the Department of Finance acts
as Executive Officer to the NFC, He and his staff. act as its
%ecretariat. There are, obviously, some-adVantagés in being
éargioed by the Department oF‘Finance whose officials have detailed
énouleﬁge of, and ready access to, informatinn. But the demons-
érability bF the‘Commission's.independeht status is to spme extent
ﬁompromisedIby-this‘close association. -~ 1f the CoﬁmisSioh is to '
play an enlargedgfble in the distributinn of grants. and é more
%ctive'role in relation £o other fiscal m?tters, it would bscome-

necessary t- give it a proper office and an independent secretariat.

"Revenues Based gn Origin

5.45 ~ These consist of three components: taxes within the
drovincial sphere, shares of national‘féxes and derivation grants.
Togethgr they account for 7.2 per cent of the revenues available to
ﬁhe p:ovinces (inclusive of Division 248 expenditureg). But they ars
quite unequally distributed among the provinces.

5,46 = -As far as own'taxes are concerned, only two or three
provinces have attempted to levy their own general or turnover
metail sales taxl! The others have legislated a sales tax onm

‘¢igarettes ard tobacco, may be some of them on beer also,

he: Ghairman and members can! sit and work and where a library

T L : : :
}ﬁ As'bf‘nou,“the Commission has not been allotted an office where
;f books and documents can be maintainead,
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but the taxes are collected by National Government's Excise
Department and the net proccedc distributed to the Provinces
uhPreln thte tax is collected. \blmllarly, the Bookmaker's tax is
collected by the National Tax Office. It is'clear that sevsral

of the! proV1nces do not have the admlnistratiue.ability to
eFFectively collect even a limited form of sales tax. Morepver,
the or0v1nces do not seem to have assumed the pouwer to levy the
Bntertalnments tax, which some of the District Councils were
already levying. The provinces would have to negotiate with those
CounC1%S which levy the tax. Here égain_not much by uay of

revenue can be expected in the near future.

5.47 The tuo National taxes, motor vehicle registration and
mineral, timber and Fisﬁing royaities, whose net proceeds are
given ﬂo the provinces on the basis of origin, bring in 5 per cent
of the total revenues of all the provinces, but they accrue on&y
to a fer provinces. Onﬁy Central, Western nghlands,uEast New
Brltaln and Ngrth Solomons get one. or more than one per cent of
their>g venues from the motors vehicles_ﬁéx. As for royalties,
thay coitribute significantly to North Soclomaon's revenues théreby
making {it perhaps the only province to enjoy a degree of fimancial
autonom}. Five other provinces derive between 2.0 and 5.5 per
cent ofl their revenues from royalties, others only 1 per cent or
less. }f the tuo sources are  taken together, only 7 provinces,
namely,{North Solomons, East New Britain, West New Britain, Morobe,
Cent:al? New Iteland and Madang are found to be deriving the bulk
of the *ield (betueen 3 and 36 per cent of their revenues). Ffor
the rest of the 12 provinces, these two sources bring in one or
lessg thgn one per cent of their revenues,

5.48 The conclusions that emerge are that, firstly, since the
derlvat%on grants and the snares pof the national taxes are

dlstrlbdted on the basis of origin, the less developed and less
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endowed prruyinces can get 1ittle from them; and seoondly, as far
as provinues: own tax sgurcers .tz concerned, tae taxabl% capacity
and the administrative abilitx are greater in the more @aveloped
provinces anu nence here again the less develoned oroVinCas are
left in the lurch.

Transfers to Provinces and Equalisati n

5.48 It had been envisaged that the provisions of the

Organic Law .would result in a balancad system of transfers to

the orov1ncea, which would ba81oally satisfy the criteria of ade-
quacy, autonomy and equallsatlon, and at the same time leave scope
for the National Governmant to oromote nationally d981rable
activities through oond1t10na1 grants. 1t may be raoalled that
Tordoff and*Watts in their Report had recommendeq in addition

to taxes to be levied and collected by the provinces,'a system of
devolution or transfers oonalstlng of a\ a needs comoonent - an
unoondltlonal grant to be dlstrlbuted 90 oer oent on the baSlS

of 00pulatlon and 10 per cent on the ba31s of area; b\'a deriva-
tion Component con81st1ng oF shares of royaltles on mlnerals,
timber, etc., and the net p- ~oceeds of a S per cent tax on exports;
c) a compenaatlon COmponent to b2 given to any oroulnce uan which

an extra ‘burden is 1mposed as a result of national pochy, d)
"

a substantlal equalisation component con31st1ng of a dum arrived
at on- the basxsof a proV1nce s deficiencies acoordlng te a set

of soc1o—econcm1c 1ndloators" (empha81s added) and 8)a istabilising
comporient: to be pald to any proV1noe if the Flrst four icomponents
‘prOVEd to oe 1nsuff1c1ent to cover the recurrlng costs of
maintainino‘the'Fonctions‘trans?erred to the previnces (np.7/32-33).
While.further rBCOmmendlng that, the Natlonal Government should
retain the pouer to make oondltlonal grants in addltlon to the
above transfers, the experts suggestad that the allocatlon of
unoondltlonal transfers be made by the National Parllament actlng
on the reoommendatlons of ‘an exorrt commission to be adp01nted

every four years. UWhereas Professors Tordoff and Wattsg



- 46 -

znuypwed prryvinces can get little from them; and secondly, as far
Qs provintes‘ oun tax sgtrcee .c3 concerned, tne taxahle}caoacity
nd the ‘administrative ability are grestet in the more develooed

pTovVinces ana nence'here again tihe less develonped orov1nk 's are

leFt‘in the Iurch.

Transfers to Provinces and Egualisation

5.49 It had been envisaged that the provisions of the

Grgjnlc Lay .would result in a balanced system of transfers to

the provinces, which would ba81cally satisfy the crlterla of ade-
quacy, autonomy and equallsatlon, and at the same time leave scope
"or the Natlonal Government to oromote natlonally desrrable
éct1v1tles through condltlonal grants. Tt may be recall d that
ordoff and Watts in their Report had recommended in aodltlon
o taxes to be levied ‘and collected by the orov1nces,’a ‘system of
evolutlon or: transfers consrstlng of a) a needs Comoonent - an
nCondltlonal grant to be dlstrlbuted 90 per cent on the basis

) f oopulatlon and/lD per cent on the basrs of area7 b) é derlva-

E‘*‘&*—d‘-—-—‘i -

~‘<+““'E)— e

ion Component ‘tonsisting of shares of royaltreS on mlndrals,
xtlmber etcy, and the net p oceeds of a 5 per cent tax on exports;
c) a compensaulon component to b3 given to any . province up8n which

‘extra burden lS 1mposed as a result of national pollcy9 d)

]

substantial equallsatlon component con81st1ng of a sum arrlved

HeEe o
oF =

on-the basrsof a province's deficiencies according to a set
3001o-econpmlc 1ndlcators" (emph381s added); and s)astablllslng
omponent to be paid to any pr0V1nce 1F the Flrst four Comoonents

oroved to be 1nsuFf1c1ent to cover the recurrlng costs oF

-

. O S O,; -

malntalnlng ‘the functions transFerred to the orev1nces an.7/32 33)
While, further recommendlng that\the Natlonal Government should
retain the pouer to make Condltlonal grants in addlthﬂ ‘to the
'ﬂbove transfers, ‘the exoerts suggested that the allocation oF
nancondltlonal transfers be made by the Natlonal Parllament acting
:;h the reeommendatlons of" an exovr% commys81on to be aooolnted

Bvery | Four years. - Uhereas Professors Tordsff and Watts
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had quanﬂified the derivation component by suggesting a specitic
formula, 'and the stabilising component could be derived as o resi-
dual, the relative proportions in which the ottrer grants iad to be
given were left open. Components (a) and (b) wers undpubtecly
meant to be felatively large and important and were to be in the
nature oF unconditional grants. Since the-expert Commiscion was

to make recommendations in regard to,uhcdnditional:grants, the
magnitudes of "the needs® and "equalisation™ components and thea
methods of allpcating them among the provinces were left to. be
determined by it. The expert Commission uas to be constitutiona@ly
enjoined "to seek a balanced set of recommendations taking accquﬁt
of the criteria of need, derivation, compensation, equalisation and
National Welfare" (p.7/33). It would not be an incorrect inference
te say that the experts had recommended thét only one of thé
national taxes be shared and that too on the basis of derivation,.
hecause they had envisaged that the:unbonditidnal_grants based an
needs and;edualisation would be substantial, -both absolutely and

relatively. In the event, when the Organic Law come to be

written, much the greater part of the wnconditional grants came

to be linked with the level of services being performed at the 

time of transfer; and the role of the expert commission, which in

the view of Professors Tordoff and Watts, was to revieuw the
financial s;tuation every Four‘years and to'recohménd the magnitude
and alloCation of the bulk of unconditional trénsfers, was reduced
to that of allocating a relatively small amount of unconditional
grants made available by the National Government from year to year.
We are not here conncerned so much with the lmportance of the

Comm1581on as' with the fact the actual provisions of the Qrganic Lau
have reduced the

effectiveness of the principle of equalisation in

the schemeEoF transfers in general and, reduced it to insignificance

in the scheme of unconditional transfers in particular,
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5.50 Table g presents the per capits reve uns of the ors 270

“~ o

from diff.rene sources as wsll as Thedr n2r ¢ it t5bal rove i
(as of 1980) Manus, because of the extr mem sm=)lnoss of its
|

population is shown to have the highest per czpita .o v.ruad. G

shall leave Manus put of the comparison.

5.51 Barring Manus, per capita revenues rangc from ¥34.5 for
Eastorn/ﬁighlands'to K99.9. for New Ireland, the average for the
Drovindes working out to K53.5. Eastern Highlands, Westorn High-~
lands, East Sepik, Southern Highlands, Madang and Simbu get lower
than aberage per éapita revenues. While some of the backward
provinces such as Western, Gulf and Oro are not doing badly, the
top four ranks belong to New Ireland, North ‘Solomons, West Neuw
Britain and East New Britain. It will be noted that the provinces
receiving lower than average per capita revenues have relatively
large populations. It can be said that the wide vi variations

in the levels of per capita revenues largely refleet the fact
that population is given little weight in the distribution.of
transfers. But part of the cause is also to be attributed to

the fact that derivation rather than equalisation is the principle

underlying the distribution of the revenues.

5.52. Summing up, it may be stated that since the mimimum uh-
conditional grants,‘uhlch form the bulk of the transfers, are
linked to the levels of serv1ces attalned on the date of transfersg.
the shares of taxes and the deeratlon grants are dlstrlbuted on
the Basis of origin, and the additional UﬂCOﬂdlthﬂal grants

which could have been distributéd on the principle of equalisation
are nominal in maghitude,'thefentire scheme of financing:taken
tobether tends to have no significant equallslng 1mpact. Condition
al grants and NFC grants which tend to be egualising account for
about 15 per cent of the total transfers. 0Of these, the conditdoba,
grants are mainly related tp neu projects and do not immediately

affect the inequalities in the permissible or feasible levels of
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recurring expenditure. Finally, it must be remembered that ths
| s ,‘ =
formula, for MUG does not contain a growti factor snd therefoue

grants under the formula haVé*%ended to be incIastit,



VI, PRINCIPLES AND PROBLEMS OF INTER—GGUERN@ENTAL
FINANCIAL RELAT IONS

The Eco JEE

1

2. Las
6.1. It is not hecessary for me to deal with tre principles
of .inter-governmental financial relations in a comprehensive
manner as the basic issues were adequately covered in the
ngépffgﬂétﬁs Report. I shall only deal with the subject

briefly, concentrating on those aspscts which were over-

looked or insufficiently stressed in that Report.

6.2 A federal or a decentralised governmental structurs
is advocated and desired in different countries oh political,
administrative, cultural and economic grounds. The political
and administrative -arguments for a decentralised political
structure are well-knoun and need not be repeated here.
Cultural differences among the peoples inﬁabitingia country
reinforce the desire for political'devolution andloften act
as the prime motive for the creation of a decentr%lised
governmentai structure uwhich,. it is hoped, would énable the
different groups to preserve their identities, at least to

a limited extent, and make it possible for sach gfoup to

run its own local affairs without interference Frbm the other
groups. |

6.3 The 'economic argument for having more than one tier
of governmerit rests on the grounds of economic efficiency
i.e., it 1s possible to achieve greater eFF1c19ncy in the

allocatlon of resources with decentrallsed dec181on making.
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This?uill be so for two reasons. First, the scales of
pref;rences of the members of small r communities are
like'y to be more homogeneeﬁs than those of the peop.ie

in the country as whole. Hence'if the pouer to provide
publ;c services, partlcularly those with predomlnantly

local impact, were to he given to local or smaller commu-
nitiés, the quality and scale of eerv1eee prov1ded could be
more|in accordance with the scales of preFerences of the
censimers and thus greater efficiency in resource allocation
uould be achieved. Second the benefits flowing Frdm
diffgrent types of services extend to larger or smaller
areas, i.s., the services have leFerlng areas of incidence
oF‘beneFit, or the benefit incidence can be restricted-

in several cases to‘particular area In every case uhere
the i cidence of beneﬁlt can be limited or is limited to
iarea, it would obviously be desirable .for a governmental
quthdrity having juriediction over that area to provide the
service in accerdanee with the scale of preFerencee of the
peopie living in thet area and‘charge them for it, " The
pBOpIe'Jho benefit from th. service ‘and the people ‘who

are charged for it would bs the same and hence there

sSoms

would be matching of costs and benefits, ensupthgwefﬁiciency
in the use of resources. There are of eeurse some public
services uhose impact and benefit extend to the whole
nation, e.g., defence and Forelgn aFFalrs.» Such sarvises
have [therefore to be prOV1ded by the natlnnal government

and the cost defrayed through national taxes. By the same
token, serv1ces which have a predomlnantly local or regional

|

imeact may best be provided by looal or reglonal
governmento.
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6.4 Ideally, one could think oé several laysrs of govern-
ment with differing jurisdictions, |esch performing one or
more services whose benefit extends only to its jurisdictien,
and taxing the people within-that jurisdiction to 'pay for
those services.' In practice, a multiplicity of authorities
will lead to confiict, confusion and excessiVe administrative
eoet.‘ Hence not more than 3 or 4 tiers of government are
‘snvisaged under constitutions providing for a federal or
decenfraliéed’efrdcture of government. Such a structure

would secure a reasonable degree of decentralisation.

6.5 In practice, there would be spill over of benefits

and costs fromvene area to another. These can be dealt with

by appropriate means in a Federal'system. We. ehaIl ignors

this compllcatlon here and shall concentrate on the characterl-
stics of a Federal finangial system that would enSure a high
"degree of economlc efficieney and at the sams time satisfy the
political aspiration for autonomy of leFerent regibns,

groups and localities,

Basic Problems of Federal Finance
6.6 But for economic efFLCLency to be secured and for

the asplratlon For autonomy to be fulfilled in the true sense,
it uould be neceSsary to prov1de each layer of’ government
with 1ndependent means of raising resources. Houever,"the
means or taxes BSSlgned to each level should. enable it to
rhise resourtes in an equ1table manner and on a: scale
sufficient to fulfil 1ts expendlture reSpDnSlbllltleS and

at the sape time the lmpact and incidence of taxesileVLed

.

by it should largely be.conflned to its-own jurisdiction,
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. )daral finance A/
rom the Faot that taxee uvrh lOCallSed ar

ic problems of multi- leVel o~

fects and
te tend to be neither productive nor-glastic nor
ry eqoitable. The mo-t¢ productive, modern'Forms or

n, whicn can also be made progressive, -like. the

1 income éak, thevnetfuorthmtax'and rhe-oorooration

tax hava"ﬁhsee often eifending beyond single
&es oy provlnoes and have natlon—u1de impact.
Bctive ooileotlon oF the personal and corporate
Faxeﬁ by a prov1nolal or reglonal government is
te, may derlve Lnoome From many sources outside the
of r851dence. The problem would

l1nc,1al 1ncome tax should be based
8s

Even

ith leFloultles because the assessee, -persondl or

arise whether

on origin or
This 'is a potentlal source of 1nter-provinoial

+ Even 1? a. common deflnltlon oF

Thd term "federal finance" is used in this Report

asja 'shorthand. expression Fdr "inter-governmental

fimancial relations",

No referenoe to a classic-

federal strugture is intended.

the 1ncome tax base’
ted by all ‘the sub-natlonal governments, tax competition
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among those governments woull effectively prevant sach
government from raising the rate of its tax beyond a
certaih level, as otheruise taxpayers might move to other
jurisdictions. ‘Uhatever has been said above rsgarding

the personal income tax applies withh even greater force
to‘the‘corboration~income tax. In any case, the personal
ahd the‘corporate income taxes have to be harmonised and
therefore need to levied in the main only by one government
authority;v Houevef, it is possible under certain conditions
for the provincial governments to be permitted to impose a
supple ment on the national,persoﬁal income tax, to be

collected by the central government.

6.7 In the sphere of commodity taxation too, the scope
for provincial levies does not cover the major taxes,
Import téxes; for one‘thing, must be with the cemtral
governmenf. Similarly, taxes on domestic production, or
excises, cannot be left to be leQied by thebprobincial
governments as the incidence of those taxes ui;lifall on
consumeis living in different provinces and on exports.
Furthermore, a tax on all manufactures including;;nputs
and imtermediate products would lead to cascadLni,iuu~
controlled final incidence and other harmful écoﬂomic
consequences. Hence in the interests aof economi&
efficiency and inter-provincial justice, a proviAce can

be allowed to 1evy only a commodity tax or commodjity taxes
that fall dmrectly on the_ consumption of its resﬂdents.
Indeed ons of the 1mportant considerations in Fashlonlng
the tax structurs in a federal system is to ensure that

the taxihg powers of the provincial governments would not



lead tb harmful effacts on the efficient allocation of
resourees or to the parcelling or break-up of the unified
market|within the whole country, or to one province taxing
to any|significant extent the residents of other provinces.

Hence provincial taxation on the basis of precduction and

the taxation of inter—provincial trade will have to be

ruled put.

6.8 A retail sales tak, however, would bs an eminent
candidate for provinciel use. But high rates would lead to
diuers?on of trade (unless'there is inter-provincial agresment
en thelgensral level of rates) and a pronounced reliance on
retail sales taxation' (on consumptlon) would tend to

make the tax structure regressive.

6.9 - Fipally, as Professors Tordoff and Watts had pointed
out, taxes are no longer used merely as a means:of raising
revenue, but also as lmportant instruments of economic and
social policy. "Hence tha pouer to levy the major taxes will
have to be vested in the central government

6.10 The concélusion is inescapable that the provinces or
any sub=National “levels ofngovernment cannot be endowed with
tax powers uwhich would make them even as a group-— let

alone each individual government in the group-- self-
sufficient or even nearly self-sufficient in resources.

A substantial part of the resources needed by them would
have to come in the form of transfers from the central
government which would have to be given the pouer to levy
the major taxes. To some extent, therefore, the nexus
between the decisions to tax and to spend would be broken,

but then the aim must bs to enable the provinces, in the
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|
long-run at any rate, to balance costs and beﬁ
margin, Hence it uolld be necessary, to the é
to let, or sven make, the provinces raise part

resources they need from their respective CLtL

6.11

to raise only a part of the resources needad b

Slnce generally speaklng,the provinces

the central government will be ra181ng the bul

resources, there arises thé familiar problem o

fiscal imbalance in any federal or decentralis
This

through a system of transfers from the central

struycture. . imbalance needs to be remedie

to the provinces.

6.12

taxes or of grants to be made at the discretio

The transfers can take the form of sha
centfal’government; The grants in turn could
of either conditional or unconditional grants.
nation of the scale of transfers, of the forms
transfe.s should take and o/ the bases on whic

be distributed to the pfovinces are among the

efits at the
xtent possinle,
of ths

Zens.

will be able
y them while
k of the

f vertical
ed governmental
d or redreesed

government

res in central

n of the -
take the form
The determi-
that thes
h they should

basic proelems

to be solved,

decided upon,

A
Mechanism of Transfers

6,13

equlty and admlnlstratlve convenlence lead to

Since only considerations of economic

sation of the levy and collectlon oF the meJor
‘has''bgen arqued that 1t ‘would be proper to ret
whole of" the proceeds ‘of “sbecified central tax

once the assignment of tax power

s has been

efficiency,
the centrali-
taxes, it
urn part of
es‘to'the
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proyinces from which fﬂﬁy;u:é collected. The argument
reaily is that some of the taxses whizh the_ﬁ}pVinC?s should
have beesn allowed to'cdlleqt on the greund o0 thoic vwn
:eq@irements are given overbto the central government only
in ﬁhe interests of #fficiency and minimum cost, and that
therefore it is only just that a good part of such tax
monéy should be returned to the provinces on the basis of
origin or derivation. This argument is specially applicable
where the revenue source used by a region or a proulnce at
the time of forming the federation or.a revenue source
glven to the province under the COﬂStltuthﬂ, is centralised
on grounds of economlc eFF101ency. In some federal consti-
‘tutions such as thpse of West Germany and . India, tax sharlqg
arrangements have Eeen introduced as part of the total |
flscal ad justment mechanlsm embodied in the constitution,
but the dlstrlbutlon of the proceeds is ~not necessarily

to be on the basis: oF derivation. »A variant of the tax
sharxng arrangement is for the provinces to be alloued to
Levy supplements on selected central taxes which uould be
collect :d by the central gc srmment. The upplement will
fall on the residents of the concerned province and the
yiéld will be made over toAit. Another variant is for the
central government to lay down the broad law relating to

a thx, the provinces to fix the rates of the tax uith
co@plete or limited Ffeedom, and then the'central/governmeht

to |collect it and distribute the proceeds on the basis of
origin.

6.}4 In all of these cases, the distribution of the
pr?ceeds of the tax(es) among the provinces is on the

basis of derivation. If the provinces in a country are

eqyal in essential respects (in per capita terms), and
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if the central government has no desire gither tb-éhcourage the
provinces to undertake, or to presc.t them frgm un&ertaking,
partlcular SBerCEu, then an arrangement by which eomo taxes
(e.g., the retall sales tax) will bs lavied and collected

by thevprovinoes and the proceeds of certain othorktaxes

will be'distributed by the central government on tHe basis

of derlvatlon alone would represent a satlsFaotory 'solution

of the Federal Flnance problem. In Fact houever,,tnere

are usually 1nequallt1es betueen the provinces. This is
particularly so in developing countries. Besides, .the

central government would wish to retain the pouer to promote
nationally beneficial aotivities. éeoause of thess important
reasons, all the transFers, or even a major part of the
transfers, cannot take the form of shares of central taxes
distributed on the basis of origin or, what comes to the

same thing, of ‘unconditional derivation. grants. UHen
provincial governments are tormed in what was previously

a wholly unitary state or when some regions or small units

come together to form @ ?ederation, it is natural for the
people in the better-off regions to}seek‘to ratain some

of the economic advantages that flow from the higher level

of development they have attalned., Indeed, they vouli

require a hlgher level oF revenue than the poorsr provrnces,

to begln with at any rate, because of the need to finance

the hlgher level of, or more extended, services belng
performad by the governments of those areas. Nevertheless,
the requ1rements of the poorer provinces cannot be ignored.
While they can ralse resources on their own only on| a
limited scala, as compared to the more advanced provinces,
they face the uphlll task of catching up with the latter

in the matter of essential publlo services, and henoe,
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over time, proportionately more resources will have to be
allacatad |to them, On the other hand, it is cis. - "+ "ha
greater the decentralisation of the taxing pousrs or ths

more the ﬁrans?ers from the central govarnment take ths

form of shares of taxes distributed on the

{

basis of orinin,

Cm e n W e w e W

the more ﬁhe~boorer provinces will ;ﬁand‘to lose and thg

more the qicher praovinces will gain, Just as it is n:ocessary
to recognise the need to let the advanced provinces retain
some of the advantages of their development, so also it is
‘essentialfto remember that the poorer provinces should not

be put to 'such disadvantgge that the residents of those
provinces 'would besdistinctively'uorse off as a result of
d?centralﬂsation “(under a wholly unitary form of government,
the leueliof public expenditure in an area will not be
linked to ithe amownt of revenue it cantributes to the
national exchequer). Since the les$ developed or the poorer
provinceslcannot themselves raise_rbsources, or claim
rBSOUrCBS;Oﬂ the basis of origin, to the extent they need
them an since'the inequali’ ies betuween the provinces have

to be redressed over time, under a decentralised political
structure it is necessary to provideffor a substantial
porportion of the grants and shares of taxes to be distributed
on the basis of need and equalisation. The principle of
syualisation is of special significance in thé~context of

a developing country such as Papua New Gyinea.
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Unconditional vs Conditioral Grants

B . T P

5.15 - Thevprovincee would like to enjoy tha maxi..m dagres
of autonomy within the spheres alldtted‘to them, The fis.ling
and fact of autonomy occur when the provinces are abls to
raise rasources on their oun or receive them in the form of
cleéflyfspecified shares of natiomal taxas or of unconiitional
grants. As:betueen shdres of taxes and unconditional gr1nt
the provinces would tend to favour the former because an
element. of discretion remains with the central government

in the case of grants, which can be increased from year to
year on the basis of a desliberate dscision, uhereas the sharse

of a tax is already specified and has a growth element built
into it.

6.16 In any case, both are received without any conditions
Being attached and the recipient governﬁent is Free_to spend
the money as it thinks best.

6.17 Flscal theorlsts generally prefer the bulk of the.
transfers to be made in the form of unconditional transf‘erc
for the reason that the very intention of setting up
prov1n01al or lower~tier governments is to enable the
communltles concerned to prov1de public services uhto
themselves accordlng to® thelr own preferences., DF course,
the presupp081t10n here 1s that” provincial. governants will
act respon31bly and that the people of each prov1née ulll
be able to ensure that the .government would alloca{e the
resources fairly efficiently, To the extent that ﬁrov1nces
are dependent on uncondltlonal grants, it is true ihat the

decisions to raise resources get divorced from theia90181ons
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to spenb. But if tho provinces have been assigned some
tax powers ths balancing of the ¢odt ‘or burden of taxation
and thetbeneflt of public expendlture will s+ill take
place at the margin.

65.18 Conditional grants enable ‘the central government
to influence the public expenditure .-dacisionsof the provincial
govarnménté.' Conditional grants may be used for the

following desirable purposes:

a) to promote expenditure on projects that are
considered‘nafionally important or that
rank high in the scheme of national
prioirtiesj(Falling in the concurrent

or provincial sphers);

b) to bring certain essential services upto
nationally accepted minimum standards in
all provinces, e.g., primary education,
health and transport; and

c) to induce provinces to inerease the
scals of those services uhose benefits
tend to spill over across proQincial
borders, because a province would nor-
mally tend to underspend on those

services uhose benefits Splll over to
other provinces.
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6,19 Conditional grants do not always fully sdccead in
‘their purposes. Supposing a province woul~ have;spent
K50,000 on ssrvice 'A' in the absence of a conditiaonal
grant., Assume that a conditional grant of K25,000 is

given to induce that government to raise its expenditure

on 'A' to K75,000. That government may raise expenditure
on,'A' to K60,000 only and direct K15,000 of its own
resources to services 'B' and 'C'; or it could reduce its
own taxes by some amount. Eonditional grahts'ére more
spccessful in the case of services the demand for which are
fairly income elastic (i.e. demand increases mors than pro-

portionately with government income).

6.20 Conditional grants may be given for capital for-
mation expenditure, current but non-reecurring expenditure,
or current, recurring expenditurel™ If conditional grants
are given for the last category, monitoring of expenditurey
to see that the grants are being spent for the purposes for
which they are meant, wnuld have to continue indefinitely
unless the grants are just promotional and would cease after
some time it is easiest to monitor grants given in;respecf

of specific projects.

6.21 Conditional grants must be made selectively, If
there is a plethora of - objeétlves, monltorlng would become
4ifficult and, by and- large,'lneffectlve. Furthnr, grants
tied to a mult1p1101ty of pufposes would make’ the task of
budget making unnecessarlly complicated, This category

of grants may best be given for specifie prOJeCtS and For
expendityre under a few broad heads.

Bl - . TII SUS  S TWDDTH TR W TS R T . . ST S . WP MM W NN Y P e T W - S = — W .

.1/ By current expanditure is meant expenditure not
~leading to the acqusition of capital assets, -
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6. 227_ ‘The major part of ¢z transfars should take the
form of.-shares oF taxes and of unconditional grants, thelr
local mdgnltude being dstermgﬁed on the busic oi ti. Lunge
of functions to be parformeddgy the provinces and in the

light of thsir .own resourcss

Impact of Transfers

6,23 Conditional grants age intended to influence the
actlons of the prOVLn01al goVernments in the d931red
dlrectlons. But all-grants, besides FulFllllng their
ObJBCthBS, may have some impact (intended or unintended)
on the| behaviour of the provincial governments. Tha
p0381b@e effects will depend upon ‘the nature of the grants
and the principles on which they are distributed., In
designing a scheme of grants, these possible consequencss
must be allowed for. And it is important to remember that

unconditional grants too could have deleterious consequences.

6.24  Thus, for example, if a part of th: .grants is made
in inverse'proportion to the amount of tax revenues that

a province is raising (with a, view to helping backuard
provinces), the prov1nces would te induced to reduce their
ouwn tax effort. ~ Or again, if unconditional grants ars
determlned on the basis. of underuriting provincial deficits,
the»p@oyinces would be given an inducement to incur
additional expenditures, which they would not have under-
takenTiF they had to pay for them, and pass on the burden

to thq central government. On the other hand, if the
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tax effort of a government is taken into account in
determining its grantsientitlement, provincss would be
induced to raise more resources ?n their own., Similarly,
if the distribution is partly on the basis of origin,
there would be an implicit reward for good aconomic
performance. In general, the effects to be avoided arsg
eXpenditure exaggeration and tax effort reductioh. In
particular, pravinces should not be given the impression

that their budget deficits would be underuritten except
in some abnormal circumstances,

6.25 For this reason, I should strongly recommend that a
stabilising or topping up element should not form a part
of the system of grants.

£.26 In the light of the foregoing principles and of
the objective conditions obtaining in PNG, and kéeping
‘also in mind the historical developments since 1975, I
shall atfempt to discuss in the next ehapter, thé
modifications to be brought about in the existihg

‘system of provincial financing.



VII, MODIFICATIONS IN THE EXISTING SYSTEM OF
PROVINCIAL FUNDING

The Maior Uuestions

7.1 In considering the need for modifications in the
existing system of pravineial funding, the following ma jor

questions may be asked:

"a) Is the magnitude of transfers adequate, or
should it be increased?

B) Should the.pattern of transfers be changed:
If so, in what directions?

c) Is the distribution of the transfers as
between the provinces equitable? How can
the equity of the system be increased?

d) Hou can the oun tax revenues of the provinces
be increasgd? and

®) What should be the role of the NFC?

7.2 It is my considered opinion, formed after a careful
svaluation of the system of funding prevailing, :that Ehe
pattern of trans?éns and the mode of determining the com-
ponents shouid he changed and that the distribution of the
transfers as betwsen the provinces should undsrgo a shift
in favour of the less developed provinces. 1If the absalute
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amounts 901ng to the more advanced prov1nceb are ﬁé‘ to be
reduced, increasing the share going . to thé le s dPVuloqjd
provinces would mean some increase in the total maantuwe

of the trgnsfers. In 1980, 30 psr cent of the total ravanuas
(excluding capital receipts)'df the National Governmant uas
transferred to the provinces; in 1981, rearly fhe sama pal--
centage (29.7) is expected to prsvail. Whethar this ratio

can be increased will depend on the fate of growth of National
Government revenues and its commitments. However that may be,
it may be .hoped that the samé ratio of tfansfsrs to total
revenues at least could be maintained. If so, with the grouth
of revenues, the total amounts of transfers to the provincss
would increase. The shift in favour. of the less deuelopsd
provinces can then be brought about through giving them a
larger share of the increment in transfers, i.e., hy making
the transfers to them increase faster than the transfers to

the more advanced provinces.

The Magnitude of Transfers

7.3 | If the burden of National Government taxation is

not to increase significantly, it is clear that the divarsion
of a laréer share of resources to the less devélopedﬁ
provinces will have to be "at the expense of " the National

Government and/or the more advanced provinces.*L/'

1/ This does not necessarily mean that the absolute

amounts going to the more advanced provinces ‘would
fall.
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7.4 I shall discuss the manner of the diversion later.
But I would like to make tuwo p01nts in relatlon to the
transfer of a larger volume of resources to the provinces

in the lmmedlate future.

7.5 First, it may be asked whether the level of National
Government‘téxation'could not ‘be faised It was seen eérlier
that - the total taxation in PNG has already reached the lesvel
of - 18-20 per cant of GDP., In my view, it uou%d‘be dndersirable
to raise this ratio by the introductingOF'additional taxes at
the Natiohal level, Houever, through better enforcement of
the existing-taxes, partlcularly the income tax, .it should

be possible to raise the ratioc by one percentage p01nt or so.
ThlS would give an additional revenue of about K20 million

over and above the normal increase.

7.6 Second, any sizeable increase in the valume of transfers
to the provinces can only be contemplated after the setting

up of proper accounting syetems in saveral of thém which do

not have such systems today and in the context of the

establishment of the conditions of accountability. Thesa

matters are dealt with in datail in Or. Meyis Report.

Provincial Taxation

7e7 The main reasons phy there has te ‘be a change in
the pattern of resourcs traheferS'tO'the provinces are that
in‘the‘present system too little weight is“giﬁen to the
principles of 'need'! and *squalisation' and that the mode
of detarmining the bulk of the unconditional grants under
the MUG formula has proved to ba unsatisfactory. Tha

detailad arguments have been presented in Chapter V.
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Suffice 1t to. p01nt out h°r° that thio MUG fFormula is
ba31cally deflgl ant’ bucausq 1t eFFectJVﬁlv frooczes thao

lovels of saervices attained in tho luN daveloped provincas.
Thase provinces get vary little by way of sharas of N2tiional
taxes or derivation grants., And sinde %thz addltlohal uh-—
conditional grahts are of small magnitude, tha: quostion
arisas: from whare will tha poorer provinces find the
 r5sOur¢es to maet the recurring cost of provinding thea
"extended scale of services (more aducatlon, health sarvices,,
atdh) even though the capital cost of additional facilities
could be mgt out of conditional grants under NPEP?’

748 Dne possible source is prov1n01al taxatlon. Rlthough
assigning ‘more tax pouwcrs to the provinces will b“nuflt the
mora aconomlcally doveloped ones semewhat morae, tha scope for
additional taxation by the provinces must cartainly be
explored. But the taxes must be such as will not biaco

the poorar pravinces to great disadvantage and will not harm
national economic welfarc on ths linos indicatad in the

previouS'Chépte?;

7.5 One suggestion that has been made is that tho
provinces bs allowad to lﬂvy a suppldmnnt on tha pa:rsonal
incoma tax. Tha suppl3m nt will be collacted by the National
Tax Office and will ba distributed to the prOVlanS on the
basis of origin. Thé praétice of tha centrai govofnmanﬁ
~collacting th provincial levies has -baocn in axistance in
Canada, But this davice will not work in PNG under tho
prasent cbndlt;ons and ui11 alse not provide raesources to

the poorar provinces, The points of colloction oF‘thu

parsonal income tax in PNG arc only a faw contras, Port
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Moresby, Las and Rabaul belng the most promlnent among them,
The faxes on the salaries of even th0ou'uork1ng in the

interior of different provinces ars paid by their employers

at the bigger touns where the headquarters’ ‘of companiss are
situated. Thus it would not be possible to distribute the
yield of the supplement on the basis of collection, FEven if

it uere pOSSlble to do so, the poorer prov1nces will get hardly

anythlng out of it, We will have to reject thls solution.

7.10' .. Another suggestion is that the provinces should
develop a productive and equitable tax on land or the
produce of land., If the tax is tb-be a substitute for an
1ncome tax on non-corporate agrlcultural income, it must,
in some manner, be related to the productivity of the
leFerent holdings, I understand that, tradltlonally, the
ownership of land is vested in the clans in most parts of
the country and it is difficult to identify or select an
individual on uhom the responsibility to pay the tax can be
fixed, This problem gan in principle be éolved; indeed it
must have been tackled in sons manner in relation to the
making of loans for agricultural ddvelopment. But the
ascertainment of the normal ‘productivity of land, based on
past output and prices, would require a comprehensive
cadéstral survey of all cultivable land, as wused to be
Qérriqd out in;theéIndian sub-confinent It would be costly
and time-bonsuming. Also, it would be difficult to levy
this kind of tax in respect of land on which subsistence
agrlculture is being carried on. One could, however,
thlnk of an acreage tax in respect of lands on Uthh cash
crops are groun. The tax rates would be fixed in terms of

different amo@nts of Kina per ecre for lands growing
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different types of hromi“. "he ratns vould be low, blit
would bsar some relation to the income per 8cre llkeﬂy
to be earned. They would be kept fixed for ceven yeiir.
or so, so that the increase 1n’product1v1ty during that

period would wholly go.to the owners.

7,11 vUnless the acreage tax in respect of lands grouing
cash crops is kept at a very lew level, ‘it wculd lead to
double,taxatibn oF the agricultural products being expdrted.
Since, in the case of agricultural exports, PNG is a price-
taker in the international market, an export tax can be said
to fall on the local producers., Thus the levy of.the export
"tax restricts the scope for the lavy of a produce ta;,by

the provinces.

7.12. The prov1nces ‘cannot be permltted to levy a tax on
the basis of productlnn i.e., excises, because while the
province where productlon takes place would levy the tax,
the consumers of the product uho ultimately will pay. it
will be spread over all the provinces. Similarly taXation
of sales to producers and to dealers in other provinces will
lead to multiple taxation (tax cascading) and the export
of taxes to other provinces, For the time being, the"
Natlonal Government is levying the BXCISG tax -only on
alcohollc liquor (malnly beer) tobacco and” 01garettes ahd
soft drinks. So long as the National Government - excises
are limited in ‘coverage (as now) , thare 1s'ccope for the
levy of a Fulquledged retall sales tax by: the prou1ncial

. governments. They ars empouared to levy tp;s tax'undpr

- e sy -
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7.13 Th:ee provinces have 2lready introduced lesgislation
for the levy of “turnover type or gensral retail s2les tax,
Other provinces, by and large, have only a cigaratte and

|

tobacpo tax, (May be one or tuo of them a ‘beer tax.) The
cigarptte and tobacco tax brings in only K 1,2 million, A
geneﬁ?l ratail salgs tax on the other hand canr bring in a

sigqificant amount of revenue.

7.14 A number of aspects has to be considered in this
conneption. Unlike the excise duty which can be conveniently
coLl%bted at the Feu‘pdints of production, the retail sales
tax h?s to be collected at a much larger number of points

of sdie at the retail sfage. The retéil_stage has been
deFin;d in the law, and uhere convenient, the sale to some
one who buys for retail sale is permitted to be subjected to
tax. }This means that a.system of registration of dealers
having a turnover above a certain minimum can be introduced.
Alsc, all dealers uho largely sell direct to the public and
are having a specified minimum turnover will have to be
reqﬁired to register thamsalv.c. Then sales by registered
dealers to non-registared dsalers and to consumers will be
subjected to tax. The system can be made to work, but the
administration of a retail sales tax is not an easy ﬁatter, as
is wall known to tax administrators. Most of the provincial
govarnments would not have the capacity, as things stand

now, to enforce such a tax effectively. Besides, if each
province is to have its oun salas tax system, there would

ba a %ultiplicity of systems, laws anid rates of tax. Small

differences in rates would not be a matter for concern, but
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a multiplicity of laws and administrations would causa
hardship and confusion to trade and businsss. Besﬁdes,
it is an avoidable wasta of rasources in a small country
to establish-19\provincial sales tax administrations with
all thas parapharnalia of tax collactors, haad offices,

tribunals, =ctec.

715 For reasons . of minimising costs of collection,
avoiding a multiplicity of laws and procedures ‘and for
sacuring effective enforcemant of the,tax,.it would be
desirable to have one Natiopal Sales Tax administration,

In fact, for the present at any rate, I would think that
this is the only option available if a gensral rctail salas
tax is to be developed. The plan I would recommaend is

as follows: In consultation with the provincial governments,
the National Government should. formulate a model sales tax
lay that will be adopted by all the provincial assenblies,
The National Government would also spucify .the articles and
services that would be beyopd the purvicew of the sales tax,
Patroleum products (whose priCBS‘musf be regulated as a
matter of national policy) and air services are instances in
point, All other commodities will be divided into 3 or 4
rate categories and for each category, the National Govarn-
mant, after consulting the provincial governmoents, will
prascribe a rate band within which a provincial government
can fix tha rates to be épplied to different commoditics

on sales within that province. If a province wishas to
apply, for Som? spacial reason a rate of tax oh a commodity
which falls outside the band prescribed for the commodity,
tHe permission of the National Government would havb to be
obtained fbr that., The rate bands will have lower Er higher
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rates‘depending r1 thae nature and use of the cbmmodities,

ie e.,lu,,thnr they are’ neceseltles, artic’es of ¢

uss, N- essentuals, or luxuries. Having dgtermined tha
rates |to be applled in their respective:terrltorles, the
provingial governments will then pass resolutions delegating
to the Natlonal Government the power to levy the retail
sales Lax, lnlt;ally for a period of & years,

7.16 It vould be idsal and in the interests not only

of the orderiy development of trade and'industry but alsg
of the provinces‘themselvee, if all the: provinces could be
persuaded to join the scheme, IF, unfortunately,’ this is
not possible, two alternatives are opsen. The fiftst is to
inaugunate the‘echeme in respect of those provinces which
wish tol join it, The second elfernative'is to amend the
Orqanlc lLaw and transFer the pouer to levy the sales tax
to the Natlonal Government I would racommend the first
alternative,

717 If a tax is to be appliad to the sale of a number of
commodities in all the previnces, it w.uld become necessary to
levy this tax in the National Capital District. A portion

of the yield may be given to the Municipal Government and

the rest passed over to the NFC ﬁor distribution among the
provinces who"have joined the national scheme of sales

tax.
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7.18 Finally, thare has *o be co-brdination betunen sales
tax policy on the one hand and-the policy of import t’< 1/
ond excise policy on the other., Since at presant me e
consumer gdods ars imported, a retail sales tux would act

in the main as an addition to import duty, but it would e
‘different. from.a surcharge on import duty ‘imn"that it covers
value added at the uholesale and retail stages. In courss
of lee, as local manufactures deuelop, it would begin to
fFall on domestically produced goods. If the sales tax gets
well developed, then the scope for extending sxcise ‘
taxation would be limited. It is important to realize that
by handing over the power to levy a general retail sales tax
to the provinces, the National Parliament has implicitiy
placed a restraint on the extension of.excises, because

any such extension will lead to double taxation and un-
controlled incidence. By the same token, thz combined incident
of the import tax and the sales tax would haye to bé kept

under review and controlled,

7.19 Cne tax which the provinces themselvas will hes able
to leVy and collect is 2 "tax on proFessions, trade and callin
which is usually called a profession tax. This is a:téx on
services which the provinces cah'levy as a supplement to the
sales tax on goods, But as the present provisions of the

Qrganic law do not permit the provinces to lavy this tax, the

necessary amendments may be made.

7420 A profession tax is simply a tax on everyone who has 3
profession, trads or calling. It is not to be construed as
a tax on income, though those with low incomes may be exemptod

from it. The maximum profession tax that can be collaected

-
-
B e ad - — - -

1 Ravanue component of the import tax.
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from a porson may ha linitsAd to K100 by Natioral law. ..

A full set-off For profuassion tax -paid shoulsd -bu grantad

against incom: tax liability,

is giyen balow,

1.

2,

Ldwyaers, doctors, zngineaers, accountants, utc.

l

1
J
i‘é

0O oM

|
i
|
i
i

TrLders, rastaurant owners, contractors, atc.

d.

with la2ss than five year's standing

with 5-10

with more

|

yaars' standing

than 10 ysars' standing

An illustrativa: rato

uilz

e
STl

1

Nil

K50

K100 with

the provysiod that those who have retired, or are more

than 60 ybars of age will be axempted.

with gross
with gross
50,000

with gross

K100,000
with gross

turnovar lass than K10,000

turnover betwzan K10,000 and

turnovar

batwean K50,000 and

turnover arova K100,000

Sallariod emﬁloyees

‘a,

be

with total
with total

and K15,000

emolumants balow K7,500

emolumaents hatuaen K7,500

C.iwith total emolumants abova K15,000

Artlists, actors and uriters

Saqp as in 3,

Nil
K50

K75

K100

Nil
K24-~K60

K100
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J .
7421 "he provincial cale. tax and the profession tax

together may bring in between K7 and 10 million, The salss

et

tax can-nowbe epplied ocnly to sepected cnmmodities 1t will

take a considaerable amount of time and sxporiance tafera it

can be turned into an effective beneral tax,

Unconditiognal Grants

722 I recommend that the present formula for minimum
unconditional grants be abandoned. In the present system

the growth of the unconditional grant is by a percentage of
the base grant, This places the less developed provinces at

a disadvantage. A good part of the growth in the unconditiond
grants must be indépandant of thaz base grant, For this,

purpose, thea total unconditional grants that a proyincé will
be given should consist of two parts: The first.part will be
the base grant or the minimum grant., This base grant may be

specified in two alternative ways:

a) per capita grant at the base year level, i.e,,
the sams amoDHt of ber capita grant as tha
province was getting in th: yesar previous to
the year in which the new scheme is adoptéed.
In the case of provinces which subsﬁqUBntiy
assume Full financial autonomy,Athe minimum
assured will be the per capita MUG } division

248 sxpenditurs; or
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b) . the actual absolute leval of MUG aor MPG +
DlVlSlOﬂ 248 ’xpandlturﬁ, as tha gase.maybe,
1n the ykar prevlous to tne changeov:F Thea:
Flrst altbrnatlvs allous for tﬁs grouth of
populatlon. Tha Qrant which a. prov1ncp uill
ba getting ux]l bJ‘r1s1ng at the same rats
as its populatlon.l Tha seecond altarnativa
would not allow for'that,

?‘?3 The minimum grants will be supplemented by addltlonal
uncondltlonal grants; If the minimum grants are given accordlng
to the second formula, the. amount of addltlonal uncondltlonal
grants to be given would obviously have to be much largcr. |
Hence. the second Formula for minimum grants is the less
attraptlvs.of\tha two alternatives. The additiomal un-

conditional grants may bs given in two forms:

1) a specifiad shara in a productlvs National tax and

2) equalisation grants.

'3 roegards (H), what can bs COﬂSldbrbd is the sharing
of 10 per cent, or at lzast 7.5 per cent of the nat proceeds
of th° personal 1ncoms tax and a reduction in the lavel of tHa
dsrlvatlon grant from 1.25 per cent of export ValUu‘tO 0.625
par cent Rt 1981 yleld this would mean a net outflouw from
the Nétlonal 8udgot by about K7 million (at 10% sharg). If
necessary, to this xtant, or to partly covar this, thzs monay

|
given at presant wunder the SGctoral programmas may be reducod,

' As ragards (2), avery two years an exarcise will ba
carriéd out to soe if, ln addition to (a) the basae or minimumn

grant and (b) the share of incoma tax, the provincss or any
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i
of the ; .vinces neued Turtl . tesistanco . and if so |to what
axtant the National Geovocrnment has th: resourcas to meat the
!

neod.,  Assuming an extra amount is considury! oy o 1 L, Liis

may ba fixad at a suitable level which will hold good for

two years.

7.24 Another approach can bg to leave the sntire additional
grant to be determinad on tha>basisiéf an opverall assassmant

and .not to have the sharing of tha imcome tax.

7.25 Lat moe skatch out one particular scanario, combining

some of the altezrnatives mentionad above.

1. The minimum grant wiil be the per capita MUG
in the year prévious to the year of changeover.
The total commitmant‘of tha National Govaernmaont
on this account will grow at the samc rate as
the combinaed population of tha provinces
(leaving out the National Capital Terriéory).
The populatior figures for non-bensus years
will have to te @ timated’on,the~basis of

projactions 5T otharuwise.

2. 10 per cent (or at least 7,5 per cent) of the
nat yield of tha parsonal incoma tax will bs
transferrad to the provinces and the prasent
derivation grant will be reducad by half
(subject, howevar, to the condition that a
-pfoviﬁce now getting derivation grants will
not get less by way of the combination of the
share of income tax and the reducad demivation
grant).: |
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Every tuo y:2rz .0 exercise should be carrled
out on a bread: assessment of needs, keeping

in mind the crlterlon oF equa ication, to
detarmine the addltlonal asslstance some or

all of the prov1nces would requlre and to

see to what extent thls requ1rement can be

met glven the resource position of the Natlonal
Government. Any additional grant that is

decided upon will remain fixed for tuo years.

7.26 This is the combination I would like to recommend,

It has several advantages. First, the minimum unconditional
‘grant\uhich increases according to the §routh of population,
uhile\teking'care of the grouth of the needs of the province
Ain one sense will in fact be less than the growth according
to CPI or according to the growth of National Government
revenues. This means that leéss will accrue under this
Formula to all the provinces including the richer provinces
and there will beva distributionfih favour of the provinces
wvhose ‘porulations grow faster. The amount saved here, by
having a lower growth of MUG than at p;esent, can be ussd

Por giving increassd additional grants to be distributed on
different criteria, Third, one part of the additional grant,
namely, the share of the income tax Ulll be automatically
determined, This provision will mean an increased pgt

burden of around’ K 7 million., With a cut in sectorael pro-
grammes by K 2 or 3 million the nst additional burden could
be reduced to K 5 or 4 million. Part of this will be absorbed
by thetlouer grouwth OH the minimum grant between the year of
change;and the previous year, AFter the first year, in any

case, the growth in the share going to the prov1nccs will
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depend n tha growth of "inc m2 tax revenus ind will come out
of it; hence it will rict causz any problaem to the National
Wovernmeﬁt. On tha other hand, many provincaes will walenms
this provision, because they will auvtomatically gain fron
tha}grouth of the vconomy. Fourth, any additional un-
conditional grant.will be given only on the basis of naad

and equalisation.and ohly to the extant that tha Naticnal
Govarnmant resources permit. Fipnally, tho exercisa will-ba
done for a fwo-ysar pariod giving some stabi&ity to prouincﬁﬂ

budgeting.

7e27 Thquuestion arises as to how the amount of un-
conditional grants 6var\and abéve the shars of the incoms taX
will be dotermined and who will detormine it. Once this is
decided,  we must decide about‘the criteria of distribution of
the total i.e., the share of the income tax and the addition

grants,

7.28 It is a salutory principle that the amount of the

—

additioral unconditiona’ grants should be laft finally to
be decided by fhavNational~uuvernment.‘ Tha interests of
the provihces are takan care of by t+r guarantze of tha,
par capita grant and the entitlement to th. sk of tho
income tax. Houaver, it is desirable for the NFC to be
associated with this exsrcise. Tha NFC should koep under
CDntindqﬁs.raviag'tha Finénces of tho_provincesiand the
way-in which they spend the funds at their-dispcsal., After
the recommended sbhema ngs into opasration, six months
bafore thd end of tha two-year pariod, the provincial
governments may be,requifédhby the NFC to maks submissions
on the .state of their fipancas and their perFormahce;

stating also thair needs for additional resources; if any.
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The MFC.}ill hold discgussioi > with thae reprisantativas of
provinciél governmants and quastion them on their claims,
lapsés a?d Pailufas. At tha conclusion of its study of
prdvfncial submissions and. its daliberations wvith tha pro-
vinéﬂal rapresahtatiues, tha NFC will submit a confidontial
repoft to the Minister for Financial Affairs on the stata
of pqovincial financas indicatimg broadly.tha~total amount
the spveral pmovinces will gat from revanuss from all sources
othaj

ditidnal grants that the National Govarnment may decida to
give [(for the next tuo years), The Commission will also

commant on the financial perFormanﬁe of the different pro-

than the additional unconditional grants and any con-

vincas, The NFC will not be reguired to study the National

| v :
Goverpmant Financss '‘and will not be authorised to make any

recommandatibns on the amounts of the two residual grants
(addﬂtiohal unconditional and conditional grants) to be given.
The Matibnql Govarnment will bé, howevar, raquired to take
intoéaccount the report of the NFC before deciding upon the

i
i

amou&t of additional unconditional grants to be given if any,
7.29 There remains now the question of the distribution
amon# the provinces of the sharce of ti.e income'tax and of
the additional unconditional grants which the National
Govefnmént might dazcide toc make. It may be laid douwn that
50 par cent of the shars of the income tax be distributed
on tﬁe basis of population, The rest of tha S0 per cant
of tHo share of tha income ta£ and the additionmal un~-
condﬁtional grants, if .ny, may ba laft to bo distributed
by the NFC on criteria, such as the ones.it has already
deve:opad,‘suitably modified in the light of‘the changas
in tﬁe'system of transfaers now introduced.
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Tha Re’ f ths Fisgal Commissinn

7.30 Since the total volume of the -shar: of thz incemay tax
and of the additinnal unconditional grants laft to be distri-
butod by thua NFC will grou} the Commission will play

‘an increasingly importantjrole in tho distribution of Funds
ameng the-brovinces. If my suggastion that the NFC bu
,ragujfed tn raceive submissions from the provinces and méke

a report to the Financa Minister every tuo ysars is accepted,
the Commission will bégin to play a truly aducative and
mediatory role. If thsse uasighty functinns arc to beo parform
satisfactorily, the‘Commissién itsalf shcowld be sérengthened
;and;givon an identity~sepa?ata from that of the Department
of Finance, I racommoend thaf there be appointed one full-
time member who will ba dééignated the membar~-sacretary.
Undar the present law, no member of the publib servicas can
be made a @embar of the Commission% This law could be
amended, or an outstanding non~official with oxperiance aof
public affairs could be appointed. The samc parséh should
not be aopointed member-sacratary for more than tuo tarms.,
The second recommendation concarning the Commissicn is thaf;
tha Commission should be given an office in a place other
than the Department of Finahce. Sufficient funds should

be allocatad to it so that a small library cculd be built

up and the necessary staff may be recruited and trained.

One middle levsl officer Froh‘the Department of Finance may
alsog ba. seconded to the NFC,
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Royisy

7,31 I recommand that 10 yoars eftar ths now schame is
put 1nto operation, the whole matter must be ruv1euod t:
consider in what ways it has successfully mzt the d:vblwping
neads. of thae provincas and whether it has causnd any saricus
diffigultics to the National Government and if medificatinns
ara necassary, If possibla, at the time of avary TO;year
rev1eu, the per Caplta minimum unconditional grant may ba
1ncreased to the averagse of tha per capita total unconditional
grant (mlnlmum grant plus,the additional uncondltlonal grant
exclu51ve of the share oF tha income tax) for the previous
10 years. This would maan that a portion of the relatlve
galns[made by, the poorer provinces will become part of the
mlnlm%m grants for the naxt 10~-year period, Also, thao
amount of the additional unconditional grants to be given at
the d‘scratlon of the National Governmaent would becoma
gpondingly Sméllgrr

corre

Surchargs on Incoma Tax
X :

7.32 Tha Natiopal Government should be authorised to lavy
a surdharge for its own purposas an-tha pa rsonal incoma tax
underf:xtra-ordlnary circumstances or under a naticnal
rgupcy. The yield of thoe surcharge will not ba sharwvable
with thu provinces, It may be laid douwn, houever, that a

rasolutlon to impose such a surcharge-should be passad by a
tun- fhprds ma jority,
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Conciud..., Cossrvations

i vay - -

7.33 The package of modifications in tha svetem of
transfers Frem the National Government to the provinces
as well as the measures*proposed to devalon Drovincial
sources onreVenue should prove-aﬂmquats to meet_thﬂ arouing
nzads of the prnv1n(es without jeopurdlising tho Punda-
mental and ouerrldlng interests of the National Government.
I have sought to maintain a balance on the one hand.
between the needs of the National Government and those
of thelprov1nces, ‘and on the other, betuween the lnterests
of the mere developed and the poorer provinces, By
recommending that a moderate share of the incoms tax be
handed over to the provinoes, I have tried to introduce an
element of automaticity in the transfers flowing, to'the
provinces. The change in the system suggested would not
mean any disruption of Natiomal finances. at the tlme of
changeover. Only a small reductlon 1n the amount oF ex=
penditure under ‘the sectoral programmes may be called for
in the initial year, I fully recognise the 1mportahce of
dlrect developement ‘expenditure by the Natlonal Government
as well as of conditional grants (including sectoral
programmes) which the Natlonel Government .would ursh to
give to promote development in priority areas as well as
tobhelp the poorer provinces. The scope for such actian
by the Natiopal Government would by_mO‘means be significantly
curtailed if thevscheme I have recommended is sdopted.
Lastly, I have triad to enhance the importance and prestige
of the NFC which could play a really important sducative
and mediatory rols. Only a properly staffed NFC could make
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a continuous study of the problems of inter~-governmental
financial relations so that policy dascisians could be taken
on the basis of correct information and analyels. Unile‘
‘recommendlng steps to increass the 1mportance of the NFC,

I have taken care to ensurg that the Flnal word on the
amounts of additional uncondltlonal grants and conditional
grants to be given to the prov1nces would reqt with the
Natlonal Government. The scheme of transfers I have
recommended has enough flexibility inasmuch as it Contalns
a share in a national tax, minimum unconditional grants,
additional unconditional grants which could be used for the
purpose of mequalisation and conditional grants which

could be used both for equalisation and for promoting

development ‘in nationally desired areas.

7:.34 One of my terms of refersnce requires that I shouﬂd
indicate "appropriate criteria for the distribution of
gfants from the National Government to Provincial Govern-
ments, including such factors as need, origin of revenus,
etc." I have indicated the difficulty of apportioning the
share of income tax on the basis of origin; however, the
yield of the sales tax should be distriboted on the basis
‘of collection from each province. Insofar as the minimum
unconditional grants will increase in accordance with the
grouth'oﬁ population, the growth of needs would be taken
care of to a large extent. Other than that, the criterion
of need is bast left to be enshrined in the toansfers tha%
would be made on the recommendations of the NFC., In this
connaction, I have describad the present set of criteria
used by the NFC and have suggested that they may continus
to be appll#d by the NFC with suitable modlflcan

l?na with emerglng developments.s

ions in
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