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I .  TERMS OF REFERENCE

U h i le  Dr. Ron May and m yse l f  have been requ ired  
to  work as a c o n s u l t in g  team and co n s id e r  a l l  matters  
r e l e v a n t  to  the work of  the Committee, us have a l s o  been 
givjfen d i s t i n c t  terms of  r e fe r e n c e .  My s p e c i f i c  terms of 
r e fe r e n c e  are  as f o l l o w s :

"The c o n s u l t a n t  should a n a ly s e  the e x is t in g  
system of p r o v i n c i a l  funding as de f ined  in the Organic  
Law on P r o v i n c i a l  Government and recommend such changes
( i f  any )  th a t  he f e e l s  are  a p p ro p r ia t e .i'[

In doing t h i s ,  the c o n su l t an t  should keep in

the c o n s t r a i n t  imposed by l i m i t s  o f  t o t a l  
funds a v a i l a b l e  to th^ n a t io n  in  r e l a t i o n  
to the development of the economy in  g en e ra lA •
and the need to  promote p r i v a t e  s e c to r  
economic grouth in  p a r t i c u l a r ;

the spending a s p i r a t i o n s  o f  both the 
N a t io n a l  -and the P r o v i n o i a l  Governments 
g iven  t h e i r  r e s p e c t i v e  r e s p o n s i b i l i t i e s  
under the C o n s t i tu t io n  and Organic Lau;

the need to  ensure an e f f i c i e n t  and easy 
to a d m in i s t e r  system of p u b l i c  revenue 
c o l l e c t  i o n ;

m irid :

i )

i i )

i  i i )
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i v )  the need to  promote a more nqual d i s t r i b u t i o n  
of b e n e f i t s  between the p ro v in ce s .

Among o ther  t a sk s  he c o n s id e rs  r e le v a n t  to the 
above, the  Consultant  shou ld :

a) rev iew b r i e f l y  the lesson  to  be .learnt from 
" f i s c a l  f e d e r a t i o n "  in o th e r  c o u n t r ie s  u i t h  
s i m i l a r  t i e r s  of government.

b) comment on the advantages and d isadvan tages  
fo r  Papua New Guinea of ths  va r iou s  systems 
a v a i l a b l e ,  e . g . ,  c o n d i t i o n a l  g ra n ts ,  un
c o n d i t i o n a l  g ra n t s ,  d e v o lu t io n  of tax ing  
powers, revenue sharing,, e t c ;

c) cons ide r  the e f f e c t s  on the  a l l o c a t i o n  of 
r e s o u r c e s .o f  d i f f e r e n t  tax  r a te s  between 
p rov in ces  ( a . g . ,  w ith  a r e t a i l  s a le s  tax )  
and assess  the e f f i c i e n c y  of c e n t r a l  revenue 
c o l l e c t i o n  a t  u n i f o r m V a t a s  to be d i s t r i 
buted -to p r o v i n c i a l  governments on an un
c o n d i t i o n a l  b a s i s ;

d) suggest any ap p ro p r ia te  neu tax  measures
fo r  p ro v in c e s ,  p a r t i c u l a r l y  where the present  
inc idence  of t a x a t io n  a t  n a t i o n a l  or p r o v in c i a l  
lovel- is  low or n o n - e x is te n t ,  e . g . ,  t a x a t i o n  
of non-corporate  a g r i c u l t u r a l  incomes; and
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s) cons ide r  and e va lu a te  ap p ro p r ia te  c r i t e r i a  
f o r  the d i s t r i b u t i o n  of a r a p t s  from tha 
N a t ion a l  Government to P r o v i n c i a l  Governments,

□ to rs-as  need, o r ig in  -of

I I .  THE PREMISES

2*1 Tha C o n s t i t u t io n  of Papua New Guinea (PNG) la ys
dqun the  frameuork f o r  uhat i s  e s s e n t i a l l y  a u n i t a r y  s t a t e  
u i th  c l e a r l y  marked f e d e r a l  f e a tu re s  t h a t  c a l l  f o r  a sub
s t a n t i a l  degree o f  d e c e n t r a l i s a t i o n  of the  ex e rc is e  of pouer. 
D e c e n t r a l i s a t i o n  of p o l i t i c a l  and a d m in i s t r a t i v e  a u t h o r i t y  
c^ l . ls  f o r  the d e c e n t r a l i s a t i o n  of f i n a n c i a l  powers and 
perhaps even a degree of f i n a n c i a l  autonomy, s in c e ,  a f t e r  
a l l ,  an adequate command over  resources  is  a s_inj3_ qua non_ 
off the e x e r c i s e  of governmenta l  a u t h o r i t y .  Houever, the 
ques t ion  of the proper or d e s i r a b l e  degree and manner of 
f i n a n c i a l  d e c e n t r a l i s a t i o n  can only be cons idered u i t h i n  
the con tex t  of a g iven  C o n s t i tu t io n  and i t s  fundamental 
c h a r a c t e r i s t i c s .  Any f i n a n c i a l  scheme th a t  i s  adopted must 
s 4 t i s f y  the lo g ic  of  the C o n s t i tu t io n  t h a t  the founding 
f a t h a r s  havo fash ionod.

2.2 Thus a bas ic  premise fo r  t h e " d i s  Cuss ion of i n t e r 
governmenta l  f i n a n c i a l  r e l a t i o n s  in PNG i s  the fundamenta l ly  
urji itary na tu re  of the  s t a t e  in u h ich ,  a l though the re  i s  to 
b  ̂ a c o n s id e ra b le  degree of d e c e n t r a l i s a t i o n  of pouer, the
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p ro v in ce s  do not e x e r c i s e  co-o rd ina te  a u t h o r i t y  u i t h  the 
N a t io n a l  Government and in uhich the l a t t e r  i s  tho supromo 
cus tod ian  of n a t i o n a l  u e l f a r e  and can o v e r r id e  the u i l l  
of the p rov inces  on many important m a t te rs .

2.3 The p o s i t i o n  of the N a t io n a l  Government a_ v_i_s_
the p ro v in ces  i s  brought out c l e a r l y  in  a number o f  p ro 
v i s i o n s  of the C o n s t i t u t i o n .  Thus, Se c t ion  187t of t h e  

C o n s t i tu t io n  s a y s ;

11 (1) P a r l iam en t  ................. .. may suspend a
p r o v i n c i a l  government i f '

a) the re  i s  u ide-spread c o r ru p t io n  in the 
a d m in i s t r a t i o n  of the p ro v in ce ;

b) there  has been gross mis-ma'nagement of 
the f i n a n c i a l  a f f a i r s  of  the p ro v in c e '1.

D i v i s i o n  4 of the Organic  Lau on P r o v i  nc laJL_.Gj3„v_e_r_n_nia_njt_ 
( Organ ic  Lau h e n c e fo r th )  p laces  a l a rg e  number of su b je c ts  
in  the concurrent  l i s t .  Se c t ion  4 of the Organ ic  Lau 
a u t h o r i s e s  the N a t io n a l  P a r l ia m e n t  to make Acts in  the 
concu rren t  f i e l d  (a )  in  r e l a t i o n  to a matter  th a t  i s  cjf 
n a t i o n a l  i n t e r e s t ;  and (b) t o , t h a  ex ten t  th a t  the m atter  
is  of n a t i o n a l ’ i n t e r e s t .  The (quest i on uhether an Act of 

Pa r l iam en t  on a concu r ren t  su b je c t  s a t i s f i e s  the above 
c o n d i t i o n s ,  (a )  or- (b) , is  not j u s t i c i a b l e  ( S e c t io n  29(2) 
of the Qrj^a_njLc^JLau) . Any p r o v i n c i a l  lau  in c o n s i s t e n t  u i th  
a N a t io n a l  Government lau  u i l l  be i n v a l i d .
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2.4 Se c t io n  37 of tha P .^sn .ic .,La.4. s t a t e s  th a t  s,the . 
N a t io n a l  Pa r l iam en t  may, by a tw o - th i rd s  abso lu te  m a jo r i t y  
votei, by r e s o lu t io n  d i s a l l o w  any p r o v i n c i a l  lau i f  in i t s  
opirjioh tha  d i s a l lo w a n c e  is  in the p u b l i c  i n t e r e s t ” . (At 
l e ag t  tuo months be fo re  the d i s a l l o w in g  r e s o lu t io n  is  made, 
the P a r l iam en t  must have ,  by a s imple m a jo r i t y ,  re so lved
to c o n s id e r  the m atter  of the d i s a l l o u a n c e . )

2.5 Furthermore,  u h i l e  the p ro v in ce s  have been au thor ised  
to  l e v y  a l im i t e d  number of taxes ,  the N a t io n a l  Pa r l iam en t  
has rese rved  fo r  i t s e l f  the power to  se t  r ig h t  or remove any 
tax imposed by a p r o v i n c i a l  lau u h ich ,  in  i t s  ( P a r l i a m e n t ' s )  
opinion-, c r e a te s  d i s c r im in a t i o n  betueen persons, or aga ins t  
persons r e s id e n t  in o th e r  p ro v in ce s ,  or  ag a in s t  products 
orgj.nat ing in o the r  p ro v in c e s ;  or i s  se t  a t  an unreasonably  
high l e v e l .  These qu es t ions  a lso  a re  not j u s t i c i a b l e .

2.6 The above-mentioned p ro v is io n s  of the C o n s t i tu t io n  
and the Oraanic  Lau do not by any means negate the ph i losphy  
or ihe  p r i n c i p l e  of d e c e n t r a l i s a t i o n .  Indeed, the i n t e n t io n  
i s  cp lear ly  to t r a n s f e r  to  the p ro v in ce s  many fu n c t io n s  and 
poufcrs t h a t  c l o s e l y  a f f e c t  the l i v e s  of the people ;  and, 
e q u a l l y  im portan t ,  a reasonab ly  adequate p ro v is io n  i s  to
be nade fo r  g ran t ing  to  the p rov in ces  the f i n a n c i a l  resources 
thai; a re  requ ired  to perform the fu n c t io n s  expected of them. 
In ' :h is  connec t ion ,  i t  may be noted t h a t  the p rov in ces  are 
expucted to  dea l  w ith  s e v e r a l  of the s u b je c t s  f a l l i n g  in the 
concu rren t  l i s t  under D i v i s i o n  4, a l though the N a t io n a l  
P a r l iam en t  may enact lags  concerning those  su b je c ts  in  the 
n a t io n a l  i n t e r e s t .  There i s  in f a c t  a la rg e  number of 
sub je c ts  in  the con cu r ren t  l i s t .
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2.7 Four po in ts  'become c l e a r .  F i r s t ,  s u b s ta n t iv e  da-
cant r a 1i s a t i o n  is  the d es i red  goa l  of tho -creat ion of p ro 
v i n c i a l  governments.  Second, such a l a rg e  concurren t  f i e l d  
c a l l s  for. a g rea t  d ea l  of co-opera t ion  and c o - o rd in a t io n  
between the tuo l e v e l s  of  government. T h i rd ,  u h i l a  the 
p rov in ces  have powers to a c t  on t h e i r  own i n i t i a t i v e  w i th in  
t h a i r  sphere of competence, the N a t io n a l  Government i s  the 
cus tod ian  of n a t io n a l  w e l f a r e  and i n t e r e s t  and has tho 
power to  a c t  to  thw ar t  or remove any p r o v i n c i a l  a c t i o n  
th a t  may harm the n a t io n .  And fo u r t h ,  i t  i s  incumbent un 
the N a t io n a l  Government to  make p ro v i s io n s  f o r ,  and in  
respec t  o f ,  g ran ts  .to the  p rov in ces  and the im pos i t ion  and 
c o l l e c t i o n  of taxes by p r o v i n c i a l .governments and to make 
o ther  f i n a n c i a l  p r o v i s io n s  fo r  p r o v i n c i a l  governments " to  
an ex ten t  reasonably  adequate fo r  the performance of t h e i r  
f  unct io n s 11

j2.8 These are  the premises on the b as is  of which I
s h a l l  a ttempt to  c r i t i c a l l y  e v a lu a te  the  e x i s t in g  a r r a n g e 
ments fo r  tha p r o v i s io n  of  f i n a n c i a l  resources  to the 
p ro v in ce s  and then make recommendations which w i l l  bo

_1J  I t  can ba argued th a t  what the C o n s t i tu t io n  says in 
th i s ! regard->’|impl i e s  th a t  the N a t io n a l  Government i s  
not expected t o ,  or, should ' .not ,  p rov ide  for  more than 
what can be reasonab ly  regarded a§ adequate. By the 
same token , the r e s p o n s i b i l i t y  i s  cas t  on the N a t io n a l  
Government' to p ro v id e  resources  to  the p ro v in c e s ,  in 
one way or a n o th e r ,  which are  necessa ry  or adequate 
fo r  the performance of the fu n c t io n s  a l l o t t e d  to  
them.
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c o n s i s t e n t  u i t h  the sp i r i t-  of tha C o n s t i t u t io n  and aro at
/

th^ same time n e c e s s i t a t e d  by the o b j e c t i v e  cond i t ions  
p r e v a i l i n g  in  the c o u n t r y .

2.9 The plan of tha r e s t  of tha Report is  as f o l l o w s .
In Chapter I I I ,  I  b r i e f l y  summarise ths major p rov is ions '  
of the Organ ic  Lau r e l a t i n g  to f i s c a l  m attars  conta ined  in 
P a r t  X. The summary is  intended to  b r ing  out tha s a l i e n t  
p r i n c i p l e s  i m p l i c i t  in  the  p r o v i s io n s .  Chapter I I I g i v e s
a p r o f i l e  o f  N a t io n a l  and p r o v in c i a l  f i n a n c e s .  Chapter V

l
d e s c r ib e s  and comments on the e x i s t i n g  arrangements fo r  
ths d e v o lu t io n  of f i n a n c i a l  resources  to  the p ro v in ce s .  
Chapter V/1 i s  l a r g e l y  t h e o r e t i c a l  and d is cu ss  the economic 
and f i s c a l  issues  r a i s e d  by the d e c i s io n  to have tuo or more 
t i e r s  of government in a coun t ry .  These i s s u e s ,  in  the 
u l t im a t e  a n a l y s i s ,  r e q u i r e  p o l i t i c a l ■s o lu t i o n s ,  but the 
p o l i t i c a l  d e c is io n s  must be made a f t e r  paying due regard 
to  r a t i o n a l  economic c o n s id e r a t io n s .  In̂  Chapter V I I ,  I 
s h a l l  c o n s id e r  the changes th a t  a re  requ i red  in the 
f i n a n c i a l  p ro v is io n s  of the  Orj^nij^J-au. and in  the adm in i 
s t r a t i v e  procedures t h a t  have evo lved over  t ime. In doing
so, I s h a l l  keep in mind the r e l e v a n t  lessons  to t}e drawn/
from the expe r iences  of o the r  f i s c a l  f e d e ra t io n s  and a lso  
seek to  app ly  the b as ic  p r i n c i p l e s  d iscussed  in Chapter 
V I .  The f i n a l  Chapter con ta in s  a summary df conc lus ions  
and: recommendations.



I I I .  MA30R LEGAL PROVISIONS1 RELATING TO PROVINCIAL FU'MJCES

Sau_r_c_e3_s

3.1 
□ f

of. _Rey_8_n_u_a_

The f i n a n c i a l  rasourcas  of a p rov in ce  s h a l l  c o n s i s t

a) r e c e ip t s  from t a x a t io n  imposed by p r o v i n c i a l  
laws or imposed under d e le g a t io n  from the.  
N a t io n a l  Government;

b) grants.j uncond i t  iona 1. and c o n d i t i o n a l ,  from 
the N a t io n a l  Government;

c )  shares of N a t io n a l  t a x es ;

d) the proceeds of court  f e e s ,  f i n e s  and p e n a l t i e s  
and o ther  fees  and charges under p r o v i n c i a l  
l a u s ;

0 ) re tu rns  on and proceeds of  inves tm ents ;

f )  income from commercial  e n t e r p r i s e s  conducted 
by i t ;

g) proceeds o f  short-term borrow ings ,  loans from 
tha N a t io n a l  Government and long-or medium-term' 
loans ,  i f  any ,  s p e c i f i c a l l y  approved by the
Nat io n a 1 M in i s t e r  fo r  F inance ;  and
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h) "such o the r  moneys as are  l a w f u l l y  a v a i l a b l e  
to i t  under an Act of Pai-li'ament- or a pro 
v i n c i a l  law. !l

3.2 I t  i s  seen th a t  the\.Qr£an_ic_ .Law, 9 i  ves tha p rov inces
v a r ie d  sources  o f  revenue which in a.r_i_n_c_ijî le_ should enable 
them to  bu i ld  up in course  o f  time a s t rong and d i v e r s i f i e d  
revenue s t r u c t u r e .  However, they are  now predominantly  
dependent on g ran ts  and o ther  t r a n s f e r  from the N a t io n a l  
Government. As can .be  seen from Table  1, . in  1980,a p p ro p r i 
a t io n s  under Sec t ion  248 ( l a r g e l y  c o n s i s t in g  of t r a n s f e r s  
to f i n a n c e  the 7 t r a n s f e r r e d  fu n c t io n s  in respect  of 15 
p ro v in ce s  which have not ye t  been granted  f u l l  p r o v i n c i a l  
autonomy) and minimum u n c o n d i t io n a l  g ran ts  toge the r  con
s t i t u t e d  more th'an 78 per  cent o f  tha p r o v in c i a l  revenues* 
Own tax  and non-tax revenues c o n s t i t u t e d  about 1 per cent 
of the t o t a l .  Of the  r e s t  of  the 21 per cent or so,
c o n d i t i o n a l  g ran ts  accounted fo r  10 per cen t ,  N a t ion a l  
F j iscal  Commission g ra n ts  fo r  4.5 per c e n t ,  d e r i v a t i o n  
gjjrants f o r  1.5 per cent and the share o f  n a t io n a l  taxes

2 As of  1980, the p rov in ces  themselves did not r a i s e
any s i g n i f i c a n t  amount of tax revenues .  I t  is
understood th a t  the  genera l  r e t a i l  s a le s  tax is
being put in to  o p e ra t ion  in th ree  p rov in ces  only 
t h i s  yea r  (1981).  A l im i t e d  amount o f  non-tax 
revenues might have a l s o  bean c o l l e c t e d  by some, 
of  the p rov inces  but complete- f i g u r e s  are not 
a v a i l a b l e .  I t  could be surmised th a t  i f  the pro 
bable. c o l l e c t i o n s  by the p rov in ces  a re  a l l  taken 
in to  account ,  ttiey might amount to 1 per cent of 
tha t o t a l  r e c e i p t s .
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( r o y a l t i e s  and motor v e h i c l e s  r e g i s t r a t i o n  feas," d t c . )  fo r
4.8 par c a n t .  Assuming th a t  d o r iv a t  i on g ran tn ,  in «.i s into, 
rep resen t  shares in tha n a t io n a l  tax on -exports, i t  could 
bo sa id  t h a t  tha rovanues ra isod  by tho p r o v in c a s 1on ‘ h j i r  
oun, and shares  of n a t i o n a l  taxes to g e th e r  brought in ju s t  
above 7 per  cent of tho t o t a l  p r o v i n c i a l  rovonuas : ( i . o n o n 
c a p i t a l  r e c e i p t s ) .

TABLE 1

Sources of P r o v i n c i a l  Revenue 
"  Cfggo) “ ”

Amount Per  cent
K 1000 of t o t a l

1. D i v i s i o n  248 a p p ro p r ia t io n s 67,446.5 43.7
2. Minimum u n c o n d i t io n a l  g rants 52,308.8 34. 5
3. C o n d i t io n a l  g ran ts 15,594.9 10.1
4. N a t io n a l  f i s c a l  commission g ran ts 7,000 4.5
5. Shares o f  n a t io n a l  taxes 7,430 4.8
6. D e r i v a t i o n  g ran ts 2 , 2 50 . 6 1 . 5
7. Oun tax and non-tax revenues 1,360.2 0.9

8. TOTAL 154,390.9 100.0
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Prov  in_c_i_a_l̂  T_ax__ .P.oua_r_s_

3.3 E x c l u s i v e l y  p r o v i n c i a l  taxas , r e f e r r e d  to in
Se c t io n s  56 and 57 of the c o n s i s t  of

a) r e t a i l  s a le s  t a x ;
b) taxes on p u b l i c  en te r ta inm en ts  and p laces

of p u b l i c  en te r ta inm en ts  fo r  uhich admission 
i s  'charged ;

c) taxes  on land ;
d) head ta x ;
a) fee f o r  l i c e n c e s  fo r  (a )  mobile t r a d e r s

(other ' than mobile banks, ( i i )  p laces  uhe;re 
i n t o x i c a t i n g  l iq u o r  i s  sold and ( i i i )  
opera t ing  or c a r r y in g  on gambling, l o t t e r i e s  
and games of chance; a n d -

f )  any o ther  tax  th a t  could have bean imposed 
by the Loca l  Government Coun’c i l s  before the 
commencement of the Organic Lag.

3.4 The ranjge of tax  pouers granted to the p rov inces
i s  q u i t e  l im ite id .  Of the  above l i s t ,  on ly  th ree  sources 
ban, s t r i c t l y  speak ing ,  ba regarded as modern forms of 
taxes  t h a t  could be expected to be e x p lo i t e d ;  'namely, the 
r e t a i l  s a l e s  ta x ,  the tax  on en te r ta inm en ts  and land taxas .  
The head tax could perhaps be used to  some extent .by 
v i l l a g e  bod ies ;  but i t  can h a rd ly  be used to  r a i s e  s i g n i 
f i c a n t  amounts of revenue at  the p r o v i n c i a l  l e v e l ,  having
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regard to  the f a c t  th a t  i t  s e r i o u s l y  v i o l a t e s  the canon of 
e q u i t y .  Rates on land,  uh ich  uould come under ( f )  above, 
uould ba needed by the Loca l  Government Cou nc i l s  c.ir.ru t
bs used to  f in a n c e  p r o v i n c i a l  expend i tu re .  That leaves  the 
p rov in ces  u i t h  th ree  tax es .  These may be considered to be 
s u i t a b l e  fo r  p r o v i n c i a l  o p e ra t io n  in th a t  the  .impact of the 
taxes  u i l l- ,  and can, be. l a r g e l y  l o c a l i s e d ,  uheraas more 
broad-based taxes  l i k e  the income tax  uould have nat ion  - 
or economy - u ide  r e p e r c u s s io n s .  The C o n s t i t u t io n  makers 
seem to  have g iven  much u e ig h t  to  t h i s  c o n s id e r a t io n  ju s t  
as the C onsu l tan ts  to the  C o n s t i t u t i o n a l  P lann ing  Committee 
(C PC ) ,  P r o f e s s o r s  T o rd o f f  and U at ts  had d o n e . - ^  I t  is  a l s o  
p o ss ib le  t h a t  the CPC f e l t  t h a t  i t  uould take  some time fo r  
the p ro v in ce s  in gene ra l  to  develop a set-up c f  tax 
a d m in i s t r a t i o n  and th a t  i t  uould not be u i s e  to burden 
them u i t h  the task  of a d m in is te r in q  more com p l ica ted ,  or 
a l a r g e r  number o f ,  t a x e s .

3.5 T ak e n . to g e th e r ,  these  th ree  taxes  cannot ba regarded 
as q u i t e  i n s i g n i f i c a n t .  9yt the development and a d m i n i s t r a 

t i o n  of an e q u i t a b le  and econom ica l ly  e f f i c i e n t  land tax 
uould p resent  a number o f  problems in the p e c u l i a r  
c o n d i t io n s  of land tenure  and land use in  PNG. A lso ,  
i t  i s  a moot ques t ion  i f  a l l  the p rov in ces  a re  capable 
o f  a d m in is t e r in g  a f u l l - f l e d g e d  r e t a i l  s a l e s  tax :  Ue
s h a l l  r e tu rn  to those qu es t ions  l a t e r .

u  Cf. Chapter 7 of Report on Ce n t r a l  p r o v i n c i a l  Government 
R e l a t i o ns by To rdo f f  U. and" U at ts  ~R.~L.~, ~l"974 (T o rd o f f  and_ 
U a t t s  Repo r t ) .
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Transfj3 j^ j3 fn Prcc9^dsm ofmj3 g lB c te d mJ{a tjLq p a 1 Taxes.

3.6 Sec t ion  67 of the 0r^n_i_c,,_Lau_ s p e c i f i e s  th a t  tha
not proceeds of (a )  the r o y a l t i e s  on petro leum, o ther  
m in e r a l s ,  n a tu r a l  gas ,  t im ber ,  f i s h  and water used fo r  
h y d r q - e l e c t r i c  p r o j e c t s  an d , (b )  the foes fo r  the R eg is 
t r a t i o n ,  and L icens ing  of Motor V eh ic le s  and fo r  l i c e n c e s  
and perm its  to d r i v e  motor v e h i c l e s ,  c o l l e c t e d  by th'e 
N a t io n a l  Government, u i l l  be paid over  to the r e s p e c t i v e  
p ro v in c e s  wherein they  are  c o l l e c t e d  or can be deemed to 
be c o l l e c t e d .  Thus the Organ ic  Lau, having g iven to the 
p ro v in ce s  th ree  taxes  uith- p o t e n t i a l  f o r  e x p l o i t a t i o n ,  
s t i p u l a t e s  th a t  the net proceeds ( i . e . , - n e t  of cos t  of 
c o l l e c t i o n )  of tuo more taxes could be whol ly  t r a n s f e r r e d  
to the p ro v in ce s .  The proceeds of both these  taxes  are 
to be a l l o c a t e d  among the p rov in ces  oh the bas is  of o r ig in .  
Th is  has tuo im p l i c a t i o n s .

a) The N a t io n a l  Government, apar t  from onsuring 
a n a t i o n a l l y  d e s i r a b l e  l e v e l  and u n i fo rm i t y  
of r a t e s ,  a c t s  as a c o l l e c t i n g .agency fo r  the 
p ro v in c e s ;  and

b) S ince  the a l l o c a t i o n  is  on the bas is  of 
o r i g i n ,  those  p rov in ces  endowed u i th  the 
concerned n a tu r a l  resources  and en joy ing  a 
h ighe r  l e v e l  of economic and commercial 
a c t i v i t y  uould b e n e f i t  p ro p o r t io n a te l y  
more.
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3.7 In t h e i r  Repp_r_t_ c i t e d  e a r l i a r ,  T o J r o f f  and U at ts  
had recommended th a t  in  a d d i t io n  to  the paymant of the net
revenue from c e n t r a l l y  .Imposed r o y a l t i e s  to the p ro v in ces/
on the bas is  of d e r i v a t i o n ,  the e n t i r e  net proceeds of a 
moderate r a te  ( s a y ,  5 per can t )  of an export tax l e v i e d  by 
the N a t io n a l  Government on a g r i c u l t u r e  produce !1be d i s 
t r i b u t e d  accord ing  to  the p ropo r t ion  c o l l e c t e d  on produce 
c r i g i n a t i n g  from each p r o v in c e " .  W h i le  accep t ing  the 
p r i n c i p l e  behind the recommendation of the tuo e x p e r t s ,  
the CPC so ftened  i t s  impact by making some' s i g n i f i c a n t  
m o d i f i c a t io n s  to the scheme. Thus the Qrj^a_n_ij  ̂
s p e c i f i e s  ( S e c t io n  66) th a t  a d e r i v a t i o n  g rant  u i l l  Le paid
to  a p ro v in ce  uhich u i l l  be equal to "1 .25 per cent bf the

i
va lu e  de r ived  from the p rov ince  to goods exported frbm 
Papua New Guinea during  the preced ing , f i s c a l  y e a r "  minus 
the amount rece ived  by th a t  p ro v in ce  in the form of r o y a l t i e s  
during the preceding f i s c a l  y e a r .  T h is  means in e f f e c t  
th a t  ins tead  of being e l i g i b l e  to re ce iv e '  both the r o y a l t i e s  
and the d e r i v a t i o n  g r a n t ,  the p ro v in ces  producing exported 
goods on uhich r o y a l t i e s  are c o l l e c t i b l e  (m in e ra l s ,  t im ber ,  
f i s h ,  e t c . )  can . r e c e i v e  only the  h ig h e r  o f  the tuo . A lso,  
the d e r i v a t i o n  g rant  uas l inked  to the export va lu e  
r a th e r  than to the  amount of the export  tax c o l l e c t e d #  
so t h a t  e v en . i f e x p o r t  taxes \ars. removed, the concerned 
p r o v in c e s  uould cdn t inue  to r e c e i v e  the  d e r i v a t i o n  g ran t .

3.8 Houev.cr, so long as the d e r i v a t i o n  grant  i s  payab le ,  
the N a t io n a l  Government u i l l  have an i n c e n t i v e  to cont inue  
tha e x p o r t . t a x e s . T h is  in tu rn  l i m i t s  the scope fo r  the
levy  of a tax on land or the produce o.f land by the [jrovinces.j
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3:9 Uncond i t  i r n a l  g ran ts  provided fo r  under Sec t ion  64
of' the Organic Lau c o n s i s t  of tuo components: There is  f i r s t
a minimum amount of g ran t  in respec t  of each p rov in ce  t i : d 
to  the cos t  of m a in ta in in g  the s e r v i c e s  t r a n s f e r r e d  to tha t  
p ro v in ce  under the scheme of p r o v i n c i a l  d e v o lu t io n .  As
in d i c a t e d  in d e t a i l  in Or. May's Repor t ,  a l l  p ro v in ces  assumedi ' .
r e s p o n s i b i l i t y  fo r  the p r o v in c i a l  l e g i s l a t u r e  and s e c r e t a r i a t ,  
c a p i t a l  uorks maintenance and Rura l  Improvement Programme 

but seven1 o the r  fu nc t ions  have been t r a n s f e r r e d  
e f f e c t i v e l y  only in re sp e c t  of four p ro v in ces  uhich have 
assumed f u l l  f i n a n c i a l  autonomy. In re sp ec t  of these  l a t t e r  
fou r  p ro v in c e s ,  the minimum u n c o n d i t io n a l  g ran ts  (MUG) cover 
a l l  the t r a n s f e r r e d  fu n c t i o n s ,  uhereas in respec t  of the res t  
of the 15 p ro v in c e s ,  'MUG fo r  the f i r s t  th ree  fu n c t io n s  are 
supplemented by expend i tu re  by the N a t io n a l  Government under 
D i v i s i o n  248 of the N a t io n a l  Budget. As regards the l a t t e r ,  
u h i l e  the  p r o v in c i a l  government pe rsonne l  are invo lved  in 
the .spending, the funds do not pass through the p r o v in c i a l  
budgets,  and f a i r l y  c lo s e  s u p e rv is io n  i s  exerc ised  by the 
N a t io n a l  Government 's  Department of F inance  over the expendi
t u r e .  The MUG re c e iv e d  by the four p ro v in ces  th a t  have 
assumed f u l l  r e s p o n s i b i l i t y  should be compared u i th  MUG and_ 
D i v i s i o n  248 expend i tu re  in the case of the other  p rov in ces .

3^10 The MUG are  c a l c u l a t e d  a cco rd ing  to the formula 
l a id  doun in Schedule  1 of the Organ i.c_^Lauj.. E s s e n t i a l l y ,  
tfjie formula aims to  guarantee  to each p rov ince  an amount 
equal to  the cost  of the fu n c t io n s  t h a t  i t  has taken over 
ad justed  by a cos t  o f  l i v i n g  index, a t  the same time
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ensur ing th a t  the grants  w i l l  not have to be increased  
f a s t e r  than the major sources o f  revenue of the N a t iona l  
Government. The a c t u a l  formula i s :

I f  ft i s  the base f ig u r e  of the amount spent on 
the t r a n s f e r r e d  a c t i v i t y  in 1976/77, 0 is  the percentage 
in c r e a s e  in  the cos t  of l i v i n g  index (prepared by the 
N a t io n a l  S t a t i s t i c i a n )  in the preceding yea r  and C is  tha 
percentage  change in the revenues accru ing  to the Na t iona l  
Government from the income and c o rp o ra te  t a x e s ,  customs 
and exc ise  d u t i e s  and the M in e ra l  Resources S t a b i l i s a t i o n  
Fund in  the yea r  o f  grant over those  in the p reced ing  y ea r ,  
tha guaranteed amount in 1977/78'uould bo the s m a l le r  of

A + AB, and
A + AC.

For any subsequent y e a r ,  the ad jus ted  base f i g u r e  fo r  
1977/78 i s  to be c a r r i e d  fo rw a rd , yea r  by y e a r ,  in  the 
same manner. Although ' B 1 is  de f ined  in the formula as 
" th e  percentage in c re a s e  ( i f  any) in the cos t  of l i v i n g ” , 
the a c tu a l  method of  computation s t i p u l a t e d  c a l l s  fo r  the 
unweighted ave rag ing  of the "Consumer P r i c e  Index and the 
S t a t i s t i c i a n ' s  Import P r i c e  Index" .  The u n de r ly ing  assumption 
seems to  be th a t  t h i s  average would f a i r l y  approximate to 
the index of the p r i c e s  of the goods and s e r v i c e s  bought 
by the p r o v in c i a l  governments.

3.11 The second component of tha u n c o n d i t io n a 1 grants  
can be used' fo r  new s e r v ic e s  beyond the l e v e l  represented  
by MUG or MUG and D iv i s io n  248 expend i tu re ,  as the  case 
may be. S e c t io n  64, Sub-sec t ion  ( l )  of  the Orjgarnx.JLau,
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ip u l a t e s  th a t  !,f o r  each f i s c a l  y e a r ,  the N a t io n a l  Gov,jrn- 
nt sJnajLJ^, nut of moneys l a w f u l l y  a v a i l a b l e  fo r  ths  purpo^i 
ka u n co n d i t io n a l  g ran ts  t'o the p r o v i n c i a l  governments” , 
t a l i c s  adtied) . From t h i s ,  we can i n f a r  th a t  (a )  tha 
t i o n a l  Government i s  under an o b l i g a t i o n  to make un

c o n d i t io n a l !  grant^  to  the p rov in ces  every y e a r ,  (b ) the 
anount fo r  the purpose must be app rop r ia ted  by P a r l iam en t ;  
ard ( c )  t h e : s i z e  o f  the gra,nt i s  l e f t  e n t i r e l y  to  the d i s 
c r e t i o n  of the N a t io n a l  Government, though i t  must cons ider  
the recommendations of the N a t io n a l  F i s c a l  Commission in 
regard to  a l l o c a t i o n .

C o n d i t io n a l  Grants

3.12 The N a t io n a l  Government i s  empowered to. make 
c o n d i t i o n a l  g ran ts  to p r o v i n c i a l  governments f o r  any purpose 
agreed on between the N a t io n a l  Government and the p r o v in c i a l  
governments concerned .  The N a t io n a l  Government may d es is t  
from making c o n d i t i o n a l  g ran ts  in a y e a r ,  i f  i t  is  so 
chooses ,  but t h i s  i s  only a t h e o r e t i c a l  p o s s i b i l i t y .  Uhat 
i s  more important i s  tha t  the g ran ts  would be su b je c t  to 
c o n d i t io n s  agreed upon and should be spent only  fo r  the 
pqrpcses fo r  which the g ran ts  are  made. Matching grants 

j ‘ 
a re  not s p e c i f i c a l l y  mentioned, but,  presumably,  could .ba 
one of  the c o n d i t io n s  in s u i t a b l e  cases .  Most of the 
c o n d i t i o n a l  g ran ts  a re  now being made in respec t  of 
s e c t o r a l  programmes and .p r o je c t s  under NPEP.
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Fe_es_ _a_nd_ ,.Li.n.e.s.

3.13 Tha p r o v i n c i a l  governments may impossu and c o J . I j c L 
cou r t  fees  as w e l l  as f i n e s  and p e n a l t i e s ,  l e v i a b l e  or 
p r e s c r ib e d  under p r o v i n c i a l  laus made fo r  the purpose of 
S e c t io n  41. They may a l s o  impose fees  and charges in 
re sp ec t  of  goods and s e r v i c e s  supp l ied  under a p r o v i n c i a l  
l a u .  These are  supplementary ,  but by rin means s i g n i f i c a n t ,  
sources  o f  revenue fo r  the p r o v i n c i a l  governments.

N a t _i.qn.a_l_ ..Fijsca_l_ J^.mjni^s^qn.

3.14 As requ ired  by Sec t ion  187H(1) of the C o n s t i t u t io n ,  
the Organ ic  Lau e s t a b l i s h e s  a N a t io n a l  F i s c a l  Commission 
(NFC) . The NFC c o n s i s t s  of f i v e  members in c lu d ing  the 
Chairman, who are  to  be appointed by the. Head of S t a t e  on 
the a d v i c e  of the N a t io n a l  E x e cu t iv e  C ou nc i l ,  g iven  a f t e r  
c o n s u l t a t io n s  u i t h  p r o v i n c i a l  and l o c a l  government leaders  
(as l a i d  doun in S e c t io n  76, Sub-sect ion  2 of the 0,^a„njLc. 
L a u ) . The members u i l l  hold o f f i c e  f o r  four  yea rs  and 
u i l l  be e l i g i b l e  fo r  re-appointment.  As of nou, the 
Chairman and the members are  a l l  pa r t- t im e  ap p o in tees .

3.15 The NFC has been g iven  th ree  s p e c i f  ic. -.funct ions 
to  perform:

a) to c o n s id e r  and rep o r t  on any a l leg ed  
d i s c r im in a t i o n  or unreasonableness  in 
p r o v i n c i a l  t a x a t io n  and on any proposa l  
by the N a t io n a l  Government to remove or 
c o r r e c t . i t ;
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b) to c o n s id e r  and to  make recommendations to 
the N a t io n a l  Execut i v a  Counci l  on the a 1 lo- 
c a t io n  of u n co n d i t io n a l  g ran ts  to  p ro v in c ia l^  
governments and as betueen p r o v in c i a l  govern
ments; and

c) to c o n s id e r  and make recommendations to the 
N a t io n a l  Government and p r o v in c i a l  governments 
on o the r  f i s c a l  m atters  r e l a t i n g  to p r o v in c i a l  
governments r e fe r r e d  to  i t  by the N a t io n a l  
Government or a p r o v i n c i a l  government.

3.16i The NFC has to  be consu l ted  b e f o r e a  d e c i s io n  is  
made, by the N a t io n a l  Government as to the a l l o c a t i o n  of 
u n c o n d i t io n a l  g ra n ts  under Sec t ion  64. The Commission is 
en jo ined  to recommend to  the N a t io n a l  E x ecu t ive  Counc i l  
!,a just- and e q u i t a b le  a l l o c a t i o n ,  w i th in  the l i m i t s  of 
f in a h ce  a v a i l a b l e ,  to each p r o v in c e " .  From Se c t io n  79, Sub- 
S e c t io n  ( 3 ) ,  i t  uould seem th a t  no p rov ince  can be l e f t  out 
of  the a l l o c a t i o n  o f  u n c o n d i t io n a l  g ra n ts .  Furthermore,  Sub
s e c t io n  ( 4 ) l a y s  down th a t  the NFC " s h a l l ,  in  p r i n c i p l e ,  
base i t s  d e c is io n  on equal g ran ts  per head of  p o p u la t io n ” , 
a l though i t  may depar t  from tho above p r i n c i p l e  where some 
r e l e v a n t  f a c t o r ,  l i k e  the l e v e l  of  development, w i l l  make 
the s t r i c t  a p p l i c a t i o n  of the p r i n c i p l e  un jus t  or i n e q u i t a b le .  
Th is  means th a t  a p a r t i a l  d epa r tu re  from the p r i n c i p l e  of 
equajL per c a p i t a  g ra n ts  i s  a l lowed on p roper ly  j u s t i f i e d  grounds,

3.17 I t  is  i n t e r e s t i n g  to note t h a t  the NFC has so f a r  
not a l l o c a t e d  any p a r t  of the u n c o n d i t io n a l  g ran ts  on a per 
c a p i t a  b a s i s ,  though such f a c to r s  as the number of ch i ld ren  
of schoo l  going age not e n ro l l e d  have been g iven  weight.



IV .  A PROFILE OF NATIONAL AND PROVINCIAL F I I ’-iANCE*

I n t r o d u c t o r y

4.1 PNG possesses s e v e r a l  o f  tr ■ ch a r a c t o r i  s t i c  fea tu res  
o f  a deve lop ing  country .  I t s  per c a p i t a  gross dorac: s hi c 
product  (GDP) in  19B0 i s  es t im ated  a t  K577.4, uhi^h :?t tha 
c u r r e n t  exchange r a te  i s  e q u i v a l e n t  to US; 808. ,'|lthaugh
the re  i s  a .n e t  ou tf low  o f  f a c t o r  incomes, i t s  l e v e l  o f  per

:i
c a p i t a  n a t i o n a l  product can be sa id  to be high endugh to
p lace  PNG in  the top 20 per  cent  o f  the deve lop ing  coun t r ie s .
N eve r th e le s s ,  in  some re s p e c ts  the economy o f  PNG i s  q u i te  

i Iunderdeveloped. I t s  r e l a t i v e l y  high income i s  main ly  due to
se le c te d  p r o f i t a b l e  ex po r ts ,  w h i le  the r e s t  o f  the economy
remains l a r g e l y  undeveloped w ith  a ^sizeable subs is tence  and
non-monetised sec to r .  Two o f  the bas ic  weaknesses are the
backward s t a t e  o f  genera l  a g r i c u l t u r a l  p rodu c t ion  and the
la ck  o f  com m unica t ion/ t ransport  f a c i l i t i e s .

4 .2  W h i le  manufactur ing  accounts fo r  on ly  about 8-9 
per cent  o f  GDP, mining:, and quarry ing  account  for  about
11 per cen t  and the t e r t i a r y  i n d u s t r i e s  exc lud ing  p u b l i c  
and p r o f e s s io n a l  s e r v i c e s  account for  about 17 per cen t  
(T a b le  2 ) .  Together the above s e c to rs  account  fo r  about 
41 per cent  o f  GDP. In  p r i n c i p l e ,  p rodu c t ion  or income o f  
these s e c to r s ,  exports  and p u b l i c  s e r v i c e  s a l a r i e s  can be 
made the b a s i s  o f  d e r i v i n g  government revenues.  However, 
the unorganised nature  o f  much r e t a i l  t rade  and small  
bus inesses ,  the undeveloped s t a te  o f  Don-export a g r i c u l t u r e  
and the dependence on export  markets a c t  as importan t  l i m i t i n f  
f a c to r s  in  d i v e r s i f y i n g  the bases, and r a i s i n g  the l e v e l ,
o f  t a x a t io n .



Gross Domestic P roduc t  By I n d u s t r i a l  O r ig in  - 1979

TABLE 2

( P e r c e n t  o f  total-)
1. A g r i c u l t u r e ,  hun t ing ,  f o r e s t r y  and f ig h in g 33.7
2. Min ing and quarry ing 16,0
3. M anu fac tu r ing  i n d u s t r i e s 8. 5
4. E l e c t r i c i t y ,  gas and u a t e r  supply 1.2
5. Cop s t r u c t i o n 4.0
6. T.r'^de, r e s t a u r a n t s  and h o t e l s 7. 3
7. T ran sp o r t ,  s torage and communications 4. 4
8. Other 24. 9
9. T o ta l IQQ

Sou rce ;  UN, S t a t i s t i c a l  ‘A b s t r a c t . 
Oune 1901, p, l i v

\ 4 - tq x -



4.3 T h is  i s  not to say th a t  the l e v e l  o f  t a x a t io n  is 
not a l r e ad y  high in PNG, givon i t s  l e v e l  o f  development 
and o f  i t s  per  c a p i t a  income. The. r a t i o  o f  t j t a l  tax 
revenues ( n a t i o n a l  and- .p rov inc ia l )  .tq GDP uas 17.5
per cen t  in  1980 a n d  the t o t a l  revenues ( t a x  and nin- 
tax exc lud ing  fo re ign  g ran ts )  amauntod to as much as 
19. 7 per  c e n t 'o  f" GDP. Of the 63 deve lop ing  c o u n t r ie s  stud ied  
by. the o f f i c i a l s  o f  the I n t e r n a t i o n a l  Monetary Fund, -for 
1972-76, on ly  21 c o u n t r i e s  had a. tax r a t i o  h ig h e r  than 
th a t  o f  PNG and ,the average tax r a t i o  fo r  the 63 c o u n t r i e s  
was 15.80 per  cen t^/. Cou n tr ie s  uk ich  had tax ra t ios-  o f  
18 per cen t  and above were most ly  those expo r t ing  p e t 
roleum and o the r  m in e ra ls .  - The i r  revenues and economies 
tended to depend l a r g e l y  on t h e i r  m ine ra l  exports .  The 
s i t u a t i o n  i s  not very  d i f f e r e n t  in  PNG^/

4.4 T a b l e '3 p re se n ts  t rends  in  and composit ion o'f 
N a t io n a l  .Government revenues, from 1978 to 1981. In  jthe

. , P .. • i I
th r e e - y e a r1 p e r io d ,  th*'e t o t a l  revenues in c lu d in g  fo re ign  
grant  a s s i s t a n c e  in c reased  by 27 per  cen t .  Betueen 
1978 and 1979, the in c re a s e  was on ly  o f  the order  o f  
1 per c en t ,  but in  the succeeding tuo y e a r s ,  the r a t e  o f  
in c rease  uas 13.1 per  cen t  a n d  11.3 per  cen t ,  r e s p e c t i v e l y .  
I f  fo re ig n  g ran t  a s s i s t a n c e  i s  exc luded, the ra te  o f  
grouth o f  revenues in  I960, and 1981 ( o v e r  the r e s p e c t i v e  
p re v io u s  years);  uas d i s t i n c t i v e l y  h ig h e r  a t  21.8 per  cent  
and 14.3 per  cent.

1/ T a i t ,  A.A. Oratu N. and ,Eichengreen \ , 8, '! In ternationa
Comparison o f  T axa t ion  fo r  s e le c t e d  Developing C o u n t r ie s ,  
1972—76” IMF, Duly 31, 1978 (Mimeo)

,i- : :

2/ I t  must be noted- th a t  the PNG government budget shows only  
the amount o f  money u i thdraun from jthe: M ine ra l  Resources  
S t a b i l i s a t i o n  Fund; the a c tu a l  r e c e i p t s  from B o u g s i n v i l l e  
Copper could be h ig h e r .  In  1980, they uoro KlQ8.7j m i l l i o n .
On th a t  b a s i s ,  the tax r a t i o  would -'amount to 20.6 per  cent.
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Revenue sources
--—------

Tax r eve nue

^inerui 
resource s
stab i l  i  satiion 
fund

Income t a x  
(Indu)

Income tax-:
(comp)

Dividend w i th 
holding tax

f u c c e s s i o n  d u t y

Bookmakers t u r n 
over t a x

Bookmakers l i c e n c  

Stamp d u t i e s  

Sundry r e c e i p t s
I

Royalty t a * 0 s  

Import d u t i e s  

Cxcises  

Export t a x  

Sundry r e c e i p t s

t a b l e 3
N a t io n a l  Government Current Recgjp ts
1.9 78 J / ;79 1980 1931

AmountAmount % Amount :■* Amount t %■
_______-p .... . .. , "■ —*• - *-'' .-»r. :*•««.- w

K1000 K 100:0 K10G0 Kl'OOO

31,200 7.0 33,500 8. 5 5 6 ,6G0 11.1 81,4.00 14. j

67,133 15.0 61,599 13.6 75,861 14.9 91,000 16.0
49,183 1 1 . 0 40,784 9.0 47,460 9.3 50,000 8,0

3,504 .7 3,838 .8 5,083 .9 4,000

1,500
168

. 3
.03

30 2 
297

.1
.06

139
252

.02 100
300

-

•s 14 
1 

78

.003

.01

1 6  
1,70 3 

175
. 3

26
1,853 . 3

20
3,700

i q o
. 6

46,000 
38,300 
7,700 

10

10. 3 
8. 6 
1.7 

.00 2

48,034 
40,99 5 

8,347 
135

10. 6 
9.1 
1.8

53
54,532 
44,7 37 

9.552 
129

10.7
S. 7 
1.8

50
64,600
51,100
11,900

150

11.4
9.0
2.1

§08 TOTAL
54?4 29 6,277 58.2 3 5 0 , 4 2 O ^ T

Hc|n tax re v e n u e

•= 7- « S  1.6 15,369 3.0 4 , 60b .8
Registration 
fees (document

2? 644 . 5 7,455

99 .2 275

81 .Q l 97

s) l l b  -1 1»225  . 2 8op #1

Liouor l i c e n c e s
263 .05 250
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1978 1979 1980 1981

Revenue Amount 
soutce s

Amount * Amount Amount

Land lease  1,618 
r e n t a l s

.3 1,034 .2 1, 630 . 3 2, 500 . 4

Timber l e a s e s 2 jgg .5 2,039 .4 1,173 . 2 1, 600 . 2
Admin is tra-  22,201 
t i v e  .& o the r  
r e c e ip t s

4.9 19,260 4. 3 18,105 3.5 13,7 33 <> '7

SUB Tn« L 28.9 33 6.5 30,160 6.7 37.749 7.4 23,489. 7. 4. L

Grant
a s s i s t a n c e
A u s t r a l i a n  171,360 
aldj

38.4 174,142 19 34.1 182,500 32.2

Other a s s i s 
tance 103 .02 693 . 1 8 60 .1 1,600

SUB; TOTAL 171,463I , ' 38. 5 1-74,835 38.8 174,659 34. 3 184,100 32. 5

GRAflD 445,187 449,721 508,685 566,010
■TOTAL

Sources :  Department o f  F inance ,
P u b l i c  Accounts fo r  1979 
and 1980 and E s t im a te s  of 
Revenue and Expend iture  
fo r  1981
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4.6 
tic* 
38. 
oth 
uh i!

I t  i s  seen th a t  ouer the per iod  1973-81, the propor- 
t o f  revenue from fo re ig n  grant  a s s i s t a n c e  dec l ined  from 
5 per cen t  to 32.5 per  cen t .  The r e l a t i v e  importance o f  

r-non-tax revenues a lso  dec l ined  ( f rom 6.5 to 4.1 per c e n t ) ,  
le  the p ro p o r t io n a te  c o n t r ib u t i o n  o f  t a x a t io n  inc reased

198 
Au d, 
in 
Gov

s i g n i f i c a n t l y  - from 54.9 p e r c e n t  in  1978 to 63.3 psr  cpnt in
i.

1. Th is  t rend i s  l i k e l y  to cont inue  as the importance o f  
t r a l i a n  a s s i s t a n c e  i s  expected to d e c l i n e .  The increment 
re s o u r c e s ; th a t  uould become a v a i l a b l e  to the N a t ion a l

would then l a rg e ly ,  depend on thearnment and the p ro v in ce s
growth o f  tax revenues in  the fu tu re .
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4.7 For some reason,  thore was a f a l l  in the y i e l d  o f  
p f  the major tax;: s such as the i n d i v i d u a l  income tax ,  the 
company tax ?.nd import d u t ie s  between 1978 and 1979. Hence 
t o t a l  tax revenues remained almost s tagnant  in  1979. However, 
in  the next two y sa r s  t?.x ruvenuos grew by 21 per  cent  oach 
y ea r .  Such a high r a te  o f  growth i s  p r i m a r i l y  duo ' to  the 
growth o f  the t o t a l  r e c e ip t s  from the copper company and 
s e c o n d a r i l y  due to the buoyancy o f  i n d i v i d u a l  income tax
re venue.

4.8 One could compare the r a te  o f  growth o f  N a t io n a l  
Government revenues w ith  th a t  o f  p r o v i n c i a l  revenues i n c lu s i v e  
o f  D i v i s i o n  248 ex pend i tu res ,  in  o rde r  to gain an idea  o f  
whether  the resou rces  a l l o c a t e d  to and a v a i l a b l e  fo r  the p ro v i j  
ces  have been r i s i n g  a t  l e a s t  in  step w ith  N a t io n a l  revenues.
In  o rde r  to be m ean ing fu l ,  the comparison must bemade only  
fo r  the yea rs  in  which the p ro v in ce s  were perform ing  mors or 
l e s s  the same set  o f  t r a n s f e r r e d  fu n c t io n s .  I have ,  the re fo re ,  
chosen the three  yea rs  1979 - 81. The annual percentage  
in c r e a s e s  in  N a t io n a l  revenues and p r o v i n c i a l  revenues inclusive 
o f  a l l o c a t i o n s  UOr B as f a l l o w s :  19e0/„ 79 1901/198Q

N a t io n a l  revenues before  13.1 11.3
t r a n s f e r s

P r o v i n c i a l  revenues 16.1 9.7

4.9 Thus, w h i le  in  1980, the growth o f  revenues accru ing  
to the p ro v in ce s  was f a s t e r  than th a t  o f  N a t io n a l  ; re venues, 
in  1981, ^according to e s t im a te s ,  the r e v e rse  would be the 
case.



\l, ARRANGEMENTS FOR PROVINCIAL. FUNDING

P a t t e r n  o f  F in a n c in g

5.1 The broad p a t te rn  o f  p r o v i n c i a l  funding was
in d i c a t e d  in  Chapter I I I .  The overwhelming importance o f  
MUG and D i v i s i o n  248 expend itu re  uas brought out  in  Table 1. 
I t  may be u s e fu l  now to compare the p a t te rn s  o f  f in an c ing  in  
the s e v e ra l  'p ro v in ces .  Appendix Table C g i v e s  the percen
tage c o n t r ib u t io n  o f  the d i f f e r e n t  types of t r a n s f e r s  and 
taxes! to the budgets o f  the 19 p r o v in c e s . ’ The information '  
conta ined  t h e r e in  is '  summarised in  Table 4. For purposes 
o f  meaningful  comparison, the p ro v in ce s  are d iv id e d  in to  
th ree  groups, jujuz . , the lfess deve loped, the advanced, and 
the l e s s  advanced or the in t e r m e d ia t e ;  and the sources o f  
revenue are c l a s s i f i e d  in to  four c a te g o r i e s ,  v i z , (a )  MUG 
and D i v i s i o n  248, (b )  c o n d i t i o n a l  g ran ts ,  ( c) NFC grants  and 
(d) .  tax r e l a t e d  r e c e i p t s  i n c lu d in g  d e r i v a t i o n  g ran ts .
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t a b u :  4

Composi t i o n  ^of Prqy_i n c i a l  Jun/c: nu3 1 930

______ ____________ r ■, i>» m m. m ■_______ _ ____  ____ ______ ____  _(_1j h r cbn t  0 f _ to t. -
P rov in cus  HUG & DI\/ C o n d i t io n a l i\IFC grants T ax

243 g r a n t s , NPE'P r :■ la  ted
e tc* r u  c n  ip ts

Less developed

1. Western 69.8 24*6 5.1 0.4
2• GuIf 73.8 1 8.4 5.9 1 .9
3* Uest  Sep ik 73.7 21 .0 3*7 1 .5
4 • Oro 81 .6 11.2 4.4 2-8
5. Simbu 82.2 3.9 5.1 3.8

"15. Enga 80.7 1 3*2 5.3 0.8
Av e r a ge 76.97 16.22 4.92

r-CD

Less advanced or in te rm ed ia te

1 • C e n t r a l 83*7 6 . I 3*6 6.6
2» M ilne Bay 76.6 1 3.1 3 *6 1 .7
3. Southern

High lands CO.VDCO 7.6 5.0 '0 . 4
4* Western

H ighlands 19.1. 7.1 5.6 7.6
5. norobe 80.3 8.6 4.3 5.8
6. Madang 31 .3 5.3 5.0 4.6
7. E a s t  Sep ik 35.0 7.6 5.6 1 .8
8. Uest  IMeu

B r i t a i n 77.5 11 .3 4.3 6.4
9. Manus 79.4 1 2.. 1 6.0 2.5

Average 81 .20 9.64 4.98 4.16

Adv anced

1 • Nor th
So lo  mons 55.3 2.4 1 .5 39.3

2. E a s t  Neu
B r i t a i n 81 .5 5.2 2.2 i 1 . 1

3* New I r e la n d 85*6 5.2 2.7 6.5
4» E a s te rn

Highlands 75.6 1 0.8 7.1

in.VD

Average 74.63 5.90 3.33 1 5.85
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Table 4 continued 

province s MUG Div.243 C .n d i t io n a l  
g r  m t s  MPtP
Li t  C e

jV, A l l  p r o v in c e s  78.2

0j Inc ludes  s t ia f f  g ran ts  
♦

b) Inc ludes  d e r i v a t i o n  g ran ts

10.1

NFC o ra ^ ts

4.5

Tax r e la tad  
r&cu ip ts l

7. 2

Source :  Appendix Tab le& l

5 2 I t  i s  seen th a t  a l l  the p ro v in ce s  except  North Solomons depended

pn.flUG to the e x ten t  o f  not l e s s  than 70 per cen t .  As many as IQ p rov inces  
,jQ0ended on MUGi and/or D i v i s i o n  248 fo r  more than 80 per cen t  o f  t h e i r  
total revenues. | Again, on ly  North Solomons d e r iv e d  a s u b s t a n t i a l  
proportion o f  revenues from tax r e l a t e d  r e c e i p t s ,  i . e . , r e c e ip t s  tha t  
•jill grow a u t o m a t i c a l l y  w ith the r i s e  in  income and economic a c t i v i t y ,  
jf MUG take ca re  o f  even the approximate cos t  o f  c a r r y in g  out the 
transferred fu n c t ig n s ,  t h a t  p ro v in ce  has g re a t  m a n o e u v ra b i l i t y  in  
budgeting and expanding a c t i v i t i e s .  Next comes E a s t  New B r i t a i n  
lihich d e r ive s  llj per  cent  o f  i t s  revenues from taxes  and d e r i v a t i o n  grants .

$,3 Although there  do not seem to be sys tem at ic  v a r i a t i o n s  in  the
percen tage  c o n t r i b u t i o n s  from c o n d i t i o n a l  (m a in ly  NPEp )g ran ts ,  the l e s s  
ijgyoloped p ro v in c e s  are g e n e r a l l y  seen to draw a la rc je r  p ropo r t ion  
of their r e sou rces  from them than the o th e r s .  S i m i l a r l y ,  the advanced 
provinces g e n e r a l l y  get a s m a l le r  p rop o r t ion  o f  t h e i r  revenues from 
!ifC grants.

I f  ue coindider average percentage  c o n t r i b u t i o n s  fo r  the groups, 
tihere does not seem to be much v a r i a t i o n  as regards  the c o n t r ib u t io n  
'fjio* MUG+Oivisiop 24^* a p o in t  o f  i n t e r e s t  i s  t h a t  the second group 
doriyes r e l a t i v e l y  more from these u n c o n d i t io n a l  g ran ts  than the o thers .
M s  is  probably because in  t h e i r  case D i v i s i o n  248 expend itu re

l/^panditure
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has grown f a s t e r .  In  r e sp ec t  of c o n d i t i o n a l  g ra n ts ,  there  are c le a r  
and sys tem at ic  v a r i a t i o n s  in  the averages fo r  the groups. Tha share 
o f  c o n d i t io n a l  g ran ts  in  t o t a l  revenues i s  the h ig h o s t  for  t,h..; 1st 
group ( l e s s  deve loped)  a t  16.2 per  cen t ,  tha next h ig h e s t  for  th-i 
i n te rm ed ia te  group (9 .6  per cen t )  and the lo w es t  fo r  the idvancod 
gruop (5 .9  per c e n t ) .  There i s  a s i m i l a r  s y s tem a t ic  v a r i a t i o n  - in 
the reve rse  d i r e c t i o n  - in  the average shars o f  t-\x reLatt-d r .C b in t s  
the lowest  fo r  the l e s s  developed group (1 .9  per  cen t )  'nd tho highes! 
fo r  the advanced group (15.9  oer  c e n t ) ,  the average share in  the case 
o f  the in te rm e d ia te  group being 4.2 per  cen t .

5 .5 The broad c o n c lu s io n s  t h a t  can be drawn a r£ :  a) the p rov inces  
as a whole are l a r g e l y  dependent on g ran ts  from the N a t io n a l  Govern
ment which are t i e d  to !,the c o s t '1 o f  the t r a n s f e r r e d  fu n c t io n s ;
b) tax ^revenues and tax shares c o n s t i t u t e  a smal l  p ropo r t ion  o f  
revenues fo r  the p ro v in ce s  in  g e n e ra l ;  and c) these  statements aoply 
w ith  g re a te r  fo rce  to the more backward or l e s s  developed p rov in ces .

Minimum u n co n d i t io n a l  Grants

5.6 I t  i s  g e n e r a l l y  agreed t h a t  upto a p o in t  u n co n d i t io n a l  grants
■ ' |

C o n s t i tu te  a p roper ,  or more d e s i r e d ,  form o f  t ran s fe r^  to l o u e r - t i e r  
governments because they impinge l e s s  on the f e e l i n g  o f  autonomy 
and a l low  those governments to a l l o c a t e  expend i tu re  amdng d i f f e r e n t  
fu n c t io n s  accord ing t© t h e i r  r e s p e c t i v e  s c a le s  o f  p re fe ren ces .
I t  i s  a lso  u su a l ,  when p r o v i n c i a l  governments are c rea ted  ( o r
f e d e ra t io n s  ere formed) , or a revenue source i s  taken ai|ay, to 

i 'f ' ■ ' \ ji 
s t i p u l a t e  t h a t  a c e r t a i n  minimum amount should be guaranteed ,to a l l
the p ro v in ce s  or to the concerned p ro v in ce s ,  as the case may be.
On the face o f 1' i t ,  the system o f  t r a n s f e r s  in  o p e ra t io n  in  PNG
s a t i s f i e s  both these c r i t e r i a  and hence lone might argue th a t  i t  i s  in
con fo rm ity  w ith  the accepted p r i n c i p l e s  jo f  f e d e r a l  f inance .  But
a c l o s e r  a n a l y s i s  w i l l  show th a t  there  i s  a depa r tu re  from the general
p r i n c i p l e  o f  u n co n d i t io n a l  g ran ts  and th a t  in  f a c t  tho ;MUG are not
t r u l y  u n c o n d i t io n a l .
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5.7 G e n e ra l ly  the guaranteed volume o f  g r i n t e i s  s t ip u la t e d  in
terms o f  Bn abso.lute amount, or  o f a percentage j f rav^nuvj from .1 

source,  or o f  a minimum per c a p i t a  amount. Tne method o f  
s p e c i f y in g  . the 'minimum, • igencrg l ly ,  i s  not the un-jlc, formula for  
making a g ran t ,  but merely a p r .) v is'o to ' th .. f 0 rmul'a which s p e l l s  
out the method o f  c a l c u l a t i n g  the g f a n t ;' i f  two or thruo opt ions  
are g iven  with one o f  them i m o l i c i t l y  becoming tho minimum. Thus, 
the 1947 tax ren ta l 'ag reem en t .pu tuG on  tho Dominion Government and 
the p ro v in ce s  in  Canada in  r e l a t i o n  to incomo taxes  conta ined the; 
f o l l o w i n g :op t ion s  in  regard to minimum payments

Option 1:
a)-$  12.75 per c a p i t a  on 1942 popu la t ion  +
b) 5096 o f  p r o v i n c i a l  income and c o rp o ra te  tax revenue 

; fo r  yea r  ended December 1940 +
c) S t a t u t o r y  su b s id ie s  payab le  in  1947.

Option 2l
a); $ 15.00 per c a p i t a  on 1942 popu la t ion  +
b) S t a t u t o r y  su b s id ie s  payab le  in  1947.

Option 3:
a) $ 2 m i l l i o n  guaranteed minimum w ith  a s p e c ia l  minimum 

o f  % 2.1 m i l l i o n  fo r  P r i n c e  Edward I s l a n d .

5.8 In  a d d i t io n ,  the minimum base o f  150 per  cent  o f .w ar t im e
payments .was cont inued  with ad justm ents ,  but these  d e t a i l s  are not
r e le v a n t  fo r  the p r e s e n t  ana ly  s i  s. But i t  must be noted th a t  a l l

con ta ined
the th ree  o p t io n s  n a guaranteed minimum but the a c tua l
r e c e ip t s  cpuld be l a r g e r ,  because a l l  base payments, in c lu d in g  the 
$ 2.1 m i l l i o n  guaranteed fo r  P r i n c e  Edward I s l a n d ,  were a d ju s ta b le  
uith growth f a c t o r s  o f  p op u la t ion  and p r o v i n c i a l  domestic products.
Thus, undejr op t ion  1, the minimum per  c a p i t a  was r e l a t e d  to 1947 
oooulat iop , but the a c tu a l  e n t i t l e m e n t  would be based on the 
pooulat ionj 0 f the yea r  o f  g ran t ,  i f  th a t  was h ig h e r .
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5,9 By c o n t r a s t ,  thfc> formul a fo r  MUG- l a i  d '.ovn in th
Law does not a l low  fo r  the growth in  income or p opu la t io n ,  but

fo r  changes in  the genera l  p r i c e  l e v e l .  Assuming th j t̂ the mo do of  
p r i c e  l e v e l  adjustment p ro p e r ly  r e f l e c t s  th o change in tha c i s t  - f 
f in a n c in g  the t r a n s f e r r e d  fu n c t io n s ,  the g ran ts  would bo .just 
s u f f i c i e n t  to take  care  o f  those fu n c t io n s  in  : bas i c a l l y  i~he s imo 
manner,-as was dons in  the yea r  o f  t r a n s f e r , (.ft ch ■ngt; or impr-ivp- 
ment would change the c o s t ) .  . Hence, oven though, in  [p r inc ip le . ,  the 
p ro v in ce s  are f ree  to spend the money from MUG as they l i k e ,  in 
e f f e c t  they cannot  spare re sou rces  from MUG fo r  any o ther  purpose, 
u n le ss  the method o f  p r i c e  adjustment should e r r  on the s ide o f  
g e n e ro s i t y .  Thus t h i s  la rge  component o f  u n c o n d i t io n a l  g ran ts  become 
in  e f f e c t  a c o n d i t i o n a l  g ran t .  S in ce  ithe formula for' MUG does not 
co n ta in  an adjustment f a c to r  w ith  r e fe ren ce  to populat ion^ income,
e t c . ,  i t  does not p rov ide  fo r  growth in  r e c e i p t s  in  i e a l . t e r m s ,!
p a r t  o f  which coulql be applied- to o the r  purposes,  or |for,  
improving or extending the s e r v i c e s  w i th in  the sphere o f  the 
t r a n s f e r r e d  fu n c t io n s .

5.1P A formula fo r  a guaranteed'minimum g ran t  i s  u s u a l l y  intended 
to p r o t e c t  t h e ' r e c i p i e n t  governments; the MUG formula in  the 0 rganic 
Law i s  designed more to p r o t e c t  the N a t ion a l  Government than the 
p r o v i n c i a l  governments. The- formula does not guarantee an un
ambiguous minimum to the p ro v in c e s ;  what i t .  s p e c i f i e s  i s  the 
maximum th a t  the N a t io n a l  Government i s  ob l iged  to pay.

5.11 I f  the formula were jto s t a t e  th a t  the p ro v in c e s  would 
be e n t i t l e d  to a percentage o f  s p e c i f i e d  C en t ra l  ..revehues or the 
base-year  co s t  o f  c a r r y in g  out the t r a n s f e r r e d  fu n c t io n s  ad justed  
by the f a c to r  o f  growth in  s p e c i f i e d  revenues,  su b je c t  to a minimum
of  the base-year  c o s t  ad justed  by an ap p ro p r ia te  p r i c e  index or

i : i ' : i

i;hej growth o f  p op u la t ion  in  the p ro v in c e s ,  the g ran t  uould become a 
t r u l y  u n co n d i t io n a l  g ran t  w i th  a guaranteed minimum. Such a fo r 
mula ^Jould remove the ’’p r o t e c t i o n ” g iven  to the N a t io n a l  Government, 
b u t ' i t s  i n t e r e s t s  could  be safeguarded by l e a v in g  one nr tuo 
impoTtant sources o f  revenue out  o f  tha c a l c u l a t i o n s .
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5.12 
in  the 
i s  to t)

As i t  i s i  s ince 
manner exb la inec

the FlUG a r e  " t i e d  to c e r t a i n  funct ions  
e a r l i e r  the t r u l y  u n c o n d i t io n a l  grant

e found ifi the 2nd component under S e c t io n  64, adminis-
t  of. money pass ing  through thetered tjy the NFC; But the amoun 

JFC foijms l e s s  than 5 per cent  o f  the t o t a l  p r o v i n c i a l  revenues. 
Since i t  i s  a l s o ;n o t  growing, th e ,k in d  o f  e l a s t i c i t y  g e n e ra l l y  
Drovided fo r  in  the formula fo r  u n c o n d i t io n a l  g ran ts  does not 
jx i  s t  in  the. system o f  u n c o n d i t io n a l  g ran ts  prov ided  fn r  in the 
I ro a n ic  Law.

ra te s ,  
assume 
rate  o

5.13 As po inted  out in  Chapter I I I ,  the percentage inc rease  
in the co s t  o f  l i v i n g ,  fo r  the purpose o f  a d ju s t in g  the base year 
expenditure  f i g u r e ,  i s  to be measured in  terms o f  the average 
percentage change in  the Consumer P r i c e  Index and the Import 
P r i c e  ]ndex. Simple ave rag ing  g ive s  equal (50^) uieight to both 
components. Thus the formula fo r  ad justment im p l ie s  th a t  50 
per cen t  o f  the p r o v i n c i a l  expend itu re  on t r a n s f e r r e d  funct ions  
i s  on cioods (which woyld in c rease  in  step w ith the Import P r i c e  
Index) and 50$ on wages (which would in c rease  on ly  in  step with 
the coi; t o f  l i v i n g  in d e x ) .  I wonder i f  such an assumption i s  
v a l i d .  Moreover,  in  course o f  t ime, uould there  not be, or should 
ue not a l lo w  fo r ,  i n c r e a s e  in  r e a l  wages? Bes ides ,  the cost  o;f 
d i f f e r e n t  a c t i v i t i e s  might,  r a th e r  uou ld ,  in c rease  a t  d i f f e r e n t

some f a s t e r  and some s lower than the index. One cannot 
t h a t  these would ba lance  out and r e s u l t  in  an average 

? in c re a s e  equal to (C P I  + Import l ) . / « 2 ^ /  In  course o f  
t in e  the p a t te rn  o f  expend i tu re  uould change, and i t  would indeed 
be im poss ib le  to p r e d i c t  the ra te  a t  which the index o f  p r i c e s  
of the basket  o f  goods and s e r v i c e s  the p r o v i n c i a l  governments 
uould tpe buy ing^.  The index ing procedure  followe-d now could only 
be cons idered  s a t i s f a c t o r y  as a short-term measure.

^uould grow

1/ Thi^ i s  h e r e a f t e r  r e f e r r e d  to as CP-IM average index.
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5.14 Indeed, evert in  the short~mrn i  t  has proved in^dsqu ;>te.
I t  has been foun.d th a t  the cost  o f  m a in ta in in g  c a p i t a l  works - 
roads, b r idges ,  b u i ld in g s  - has in c reased  f a s t e r  than CP- IM “ 
average index. "Ma intenance Subs idy"  had t h e re fo re  to be
in troduced  in  the form o f  a rtc o n d i t i o n a l  g r a n t ” , which in 1980

/
amounted toK 1.97 m i l l i o n .  For 1981 the maintenance subsidy 
i s  es t im ated  a t  K 1.6 m i l l i o n .  Presumably t h i s  was cons idered 
i n s u f f i c i e n t  and hence the NFS m-.de i t s  own c a l c u l a t i o n s  o f  the 
e s c a l a t i o n  in. the c o s ts  o f  m a in ta in ing  c a p i t a l  work£ ghd provided 
for  K 2.1 m i l l i o n  fo r  1981 as p a r t  o f  the d i s t r i b u t i o n  o f  
’’u n c o n d i t io n a l  g ra n ts 1'.  I t  cannot be mainta ined t h a t  a s a t i s 
f a c to ry  s o lu t io n  has been found when a d d i t i o n a l  u n c o n d i t io n a l  
g ran ts  through the NFC have to be d i v e r t e d  fo r  the maintenance

[
o f  e x i s t i n g  a sse ts  so t h a t  the scope fo r  e q u a l i s a t i o n  g ran ts  
i s  reduced.

5.15 Above a l l ,  s in ce  the MUG formula does not co n ta in  an
' j

e lem ent o f  income or growth e l a s t i c i t y ,  even i f  the p r i c e  adjust-
|

ment were s a t i s f a c t o r y ,  the p r o v in c i a l  governments would not 
be ab le  to extend the. s c a le  o f  s e r v i c e s  w i th in  the same funct ions ,  
l e t  a lone undertake new fu n c t io n s ,  u n le s s  they are g iv^n ad d i t io n a l  
g ran ts  and/or they have access  to o th e r  expanding resources .
The more advanced p ro v in ce s  are I n  an advantageous p o s i t i o n  as 
f a r  as- t h e i r  own resou rces  or  shares in  n a t io n a l  taxes  ( i n c l u d in g  
d e r i v a t i o n  g ran ts )  ara -poncemed* The p o o r e r , p ro v in c e s  are 
t o t a l l y  dependent on grants*  C o n d i t io n a l  g ran ts  under NPEP do 
b e n e f i t  them s u b s t a n t i a l l y ,  but' the a s s e t s  c rea ted  under the 
scheme o f  NPEP p r o j e c t s  h a v e . to be m a in ta ined .  The poorer  
p rov in ces  cannbt f in d  the resou rces  f o r  t h a t  purpose under the 
e x is t in g  system and c o n d i t io n s .
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5.16 On the b a s i s  o f  th'j s e v s r a l  c o n s id e r a t io n s  se t  out above, 
ij am i n c l i n e d  to conclude th a t  the method o f  adju'stme-nt in  the MUG
formula i s  u n s a t i s f a c t o r y  from the longer-term p o in t  o f  view and th a t  
33 i t  conta ir ls  no growth f a c to r  i-n r d a l  terms, the case for  
ad d i t io n a l  g ran ts  a t  l e a s t  in  r e s p e c t \ o f  the oooror p ro v in ce s  i s  
yery s trong.  Whether these should take  tho form o f  u n con d i t iona l  

1 ' '(through NFO) or  c o n d i t i o n a l  g ran ts  or o f  a share in  an e l a s t i c  
squrce o f  ta>- or whether the p re sen t  MUG formula should i t s e l f  .tbe 
modified to p rov ide  an element o f  growth are q u es t ions  we s h a l l  
consider l a t e r .

Ennd it iona l  Grants

5.17 C o n d i t io n a l  g ran ts  account fo r  about > 10 oer  cen t  o f  the 
to ta l  revenue's o f  the p ro v in ce s .  The g r e a te r  p a r t  of: c o n d i t io n a l  
grants ..-:is channe l led  through NPEP schemes. Of these ,  the S e c to r a l  
Programmes are the more importan t .  C o n d i t io n a l  g ra n ts  ou ts ide
(\l(f€P Schemes are  minimal.^  I t  i s  understood th a t  NPEP g ran ts  are 
given both/the c r e a t i o n  o f  c a p i t a l  and fo r  r e c u r r in g  or  c u r ren t  ^ fo *  
gxpenditure. 1 f NPEP g ran ts  are made a v a i l a b l e  fo r  a l im i t e d  
Oe r i a d .o f  t.ime in  r e sp e c t  o f  p a r t i c u l a r  programmes the question 

; u i l l  a r i s e  as to how t h e . a s s e t s  w i l l  be m a in ta ined ,  o r  the expenses 
0f Using them, e . .g .o f  running the schoo ls  w i l l  be met, p a r t i c u l a r l y  
in the...poor p ro v in ce s .

5J3 As f a r  as I  can understand,  matching g ran ts  are not
being g iven  presumably because the p ro v in ce s  in  genera l  have no 
resources to match. C o n d i t io n a l  g ran ts  lend to favour  the poorer 
provinces! P e r . c a p i t a  c o n d i t i o n a l  g ran ts  are h ig h e r  in  such 
provinces as Western ,  G u l f  and Ues't Se^ ik .  The impact  o f  these 
grants i s  in  genera l  e q u a l i z in g .

,̂19 In  t h p i r  submission to the Committee, s e v e r a l  P rem ie rs
haws complained about the manner in  which the funds under the 
Sectoral Programmes are  being a l l o c a t e d .  They f e e l  t h a t  p r o j e c t s  
8ro started) w i thou t  tho concurrence o f  the n ro v in c e s ,  which are 
however expected to take ca re  o f  the concerned p r o j e c t s .  A c l e a r  
demarcation o f  n a t i o n a l  and p r o v i n c i a l  r e s p o n s i b i l i t i e s  in  respec t  
0f these p r o j e c t s  id  d e s i r a b l e .
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N a t io n a l  F i s c a l  Commission

5.20 The fu n c t io n s  and composit ion o f  the NFC have n.lroady boon 
descr ibed  in  Chanter I I I .  I  s h a l l  here deal  u i th  on ly  the Cjmmi- 
s s i o n ' s  func t ion  r e l a t i n g  to the a l l o c a t i o n  o f  g ran ts .  The othor 
two fu n c t io n s  mentioned in  S e c t io n  78, subsec t ions  l . ( a )  nnd ( c) 
J i l l  b e , d e a l t  u i t h  in  Dr. May 's  Report .

5.21 A read ing o f  the Organic  L f 'J would lead one to suopose 
th a t  an important  r o le  was env isaged fo r  the IMFC. I t  would not 
only e vo lve  in to  a respected' ,  i m p a r t i a l  r e f e r e e ,  but would also 
c o n s t i t u t e  an im portan t  -instrument fo r  e f f e c t i n g  e q u a l i s in g  
t r a n s f e r s  to the p ro v in c e s .  I f  these  indeed uere  the expec ta t ion s ,  
they have been b e l i e d .  'The NFC^played a minimal r o l e  in  the /has 
m atter  o f  t r a n s f e r  o f  resources  to the p ro v in ce s .

5.22 Se c t io n  78, Sub sec t ion  1. ( b) s t i p u l a t e s  one o f  the d u t ie s
o f  the NFcZ."to make recommendations to the Nati-enai E x ecu t ive
Counc i l  on the a l l o c a t i o n  o f  u n c o n d i t io n a l  g rants  under Sec t io n  64
to p r o v i n c i a l  governments and as between p r o v i n c i a l  governments” .
At f i r s t  s ig h t  i t  would appear "that the j u r i s d i c t i o n  o f  the NFC, 
extends to a l l  u n c o n d i t io n a l  g ra n ts ,  because the r e fe re n c e  i s  to 
' 'u n co n d i t io n a l  g ran ts  under S e c t io n  64".  Even though the formula- 
fo r  MUG i s  l a i d  doun in  Schedule 1, the NFC could s t i l l  undertake 
the comoutation and ensure th a t  each p rov in ce  ge ts  i t s ’ due.
( T h i s  i s  not to say t h a t  the Deoartment o f  F inance has not c a r r i e d  
out the comoutat ions c o r r e c t l y ) . But the in t r o d u c t io n '  o f  the 
c o n d i t i o n ,  " i n  accordance w ith  S e c t io n  29" has- v i r t u a l l y  confined
the NFC to the amounts o f  u n c o n d i t io n a l  g rants  in  excejss o f  the
guaranteed minimum.

5.23 The MUG are presumably in tended  to enable  the [p ro v in c ia l  
governments to c a r r y  o n ' th e  b a s ic  fu n c t io n s  transTefxejd to them 
in  the face o f  i n f l a t i o n . '  Con d i t ions  change and c i rcum stances  
might a r i s e  which would make the guaranteed amounts irrjsu f f i c i e n t .
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I hav© in d i c a t e d  e a r l i e r  some o f  tfhie reasons why; the MUG might 
prove i In adequate.! The quest ion  a r i s e s  as to who would decide tha t  
MUG h'avji become inadequate and what should be done about i t .  One 
answer {.s t h a t  i f  the n ro v in ce s  f in d  the MUG to be inadequate, 
they sh |u ld  use some o f  t h e i r  own re sou rces  de r ived  from p rov in 
c i a l  taxe s or shares o f  N a t io n a l  taxes .  In  a country  where a l l  
the n ro v in c e s  are f a i r l y  w e l l  developed and t h e i r  incomes and 
revenues are growing, t h i s  might be a proper  answer, provided s-ma 
substan t j ia l  revenue sources have been a l l o t t e d  to the p rov in ces .
This  answer i s  u n s a t i s f a c t o r y  in  the c o n t e x t ' o f  PNG in  which there 
are a ntmber o f  poor p ro v in ce s  who have to depend, fo r  some years  
to come a t  any r a t e ,  on g ran ts  and shares  o f  n a t i o n a l  taxes a l lo c a te d  
on the b^asis o f  need. 'Again, i f  the formula fo r  the  bas ic  uncondi
t io n a l  g ra n ts ,  bes ides  s p e c i f y in g  e minimum, had conta ined  a 
growth f a c t o r ,  such a rev iew  about adequacy might not become 
necessarjy. As the p re se n t  arrangements stand, th e re  can be no 
doubt t h a t  gne needs to enqu ire  i f  the MUG are p rov in g  adequate 
for the 'purpose fo r  which they  were in tended .  The NFC could have 
made im p a r t i a l  s tu d ie s  o f  t h i s  ques t ion  in  re sp ec t  o f  va r ious  
provincejs, but the Commission has not been asked to look in to  
t h i s  quejstion. The i n t e n t i o n  i s  perhaos to co n f in e  i t s  a c t i v i t i e s  
s t r i c t l y  to the "e x c e s s "  u n c o n d i t io n a l  g ran ts .  In  the event ,
the Department o f  F inance  i t s e l f  seems to have persuaded the 

i .
NEC that;  MUG were i n s u f f i c i e n t  and a c a p i t a l  maintenance subsidy
uas c a l l b d  fo r .

5.24 S in ce  the growth in  t o t a l  r e sou rces  had slowed down,
NEC dec ided thg t  in c r e a s e s  in  r e c u r r e n t  expend i tu re  such as an 
e s tab l i shm ent  should be kept  down, and the maximum p o ss ib le  re 
sources should be d i v e r t e d  to development purposes. Hence the 
dec is ion  to make a v a i l a b l e  s u b s t a n t i a l  a d d i t i o n a l  g ran ts  under 
NPEP. Th is  i n e v i t a b l y  meant th a t  on ly  a l im i t e d  amount was 
a v a i l a b l e  to be d i s t r i b u t e d  as u n c o n d i t io n a l  g ran ts .  This 
p a r t l y  e x p la in s  the l im i t e d  r o le  t h a t  the NFC has p layed  so fa r .
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5.25^ In  1980,K .7 m i l l i o n  uere made a v a i l a b l e  to the NFC fo r  
d i s t r i b u t i o n  as u n c o n d i t io n a l  g ran ts .  Th is  amount ups rcduccd 
to K 5 m i l l i o n  in  1981. The amount fo r  1982 i s  a l s o ' l i k e l y  to be
kept i t  .the same * l & v o l ,  oven though a reques t  forK 1 pL»• S3 w i l l i  jn
uas put forward to the BpC by the conccrned d i v i s i o n  o f  th g 
Depar tm ent . o f  F inance .

5.26 I t  uou 1 d be u s e fu l  to d is cu ss  the manner i n  Which thu NFC 
dec ides  upon the a l l o c a t i o n  among the p ro v in ce s  o f  the sum madu 
a v a i l a b l e  to i t ,  Ue s h a l l  take the e x e r c i s e  r e l a t i n g  to 1981 as 
the b a s i s  fo r  d i s c u s s io n .

5.27 The "Commission seems to have decided t h a t  thfe d i s t r i b u t i o n
o f  pny p a r t  of- the amount a t  i t s  d i s p o s a l  on an e q u a l  per  c a p i t a
b a s i s ,  as suggested in  S e c t io n  79, Subsec t ion  4, would not be equi-
t a b l e , . a l though e q u a l i s a t i o n  Uas i t s  o b j e c t i v e .  ThejCommission
dec ided t h a t  i t  would be more f r u i t f u l  and b e n e f ic ia l ,  i f  the
o ro v in ce s  were he lped in  r e l a t i o n  to t h e i r  needs in  t e x t a in  v i t a lp namely,
a reas .  Two such a reas  wore f i r s t  cons ide red ,£  the running o f  tho 
p r o v i n c i a l  government and c a p i t a l  works maintenance,

5.28 i The Commission f @ l t  t h a t  some o f  the poore r  p ro v in ce s  were 
unable to r a i s e  re sou rces  on t h e i r  own and the amounts’ which
they re c e i v e d  by way o f  u n c o n d i t io n a l  g ra n ts  (minimum) from the 
N a t io n a l  Government was not  s u f f i c i e n t  to f u l l y  m ee t ' th e  cos t  
o f  runn ing  the p r o v i n c i a l  government, s Th is  handicap jwas chosen 
as one o f  the c r i t e r i a  fo r  making g ran ts .  The methodology adopted 
was as fo l low s : ,

5.29 F i r s t ,  'the cost'" o f  running the government in  [1979 - the 
p r o v i n c i a l  P a r l i a m e n t ’ s maintenance, s a l a r i e s  o f  p r o v i n c i a l  minister] 
and o f  support s t a f f ,  t r a v e l  c o s t s ,  e t c .  - was es t im a ted  fo r  a l l  
the p ro v in ce s .  Second, on the b a s i s  o f  those f i g u r e s ,  the mogt 
'^ essen t ia l "  cos t  of. runn ing  a p r o v i n c i a l  government was computed.
For 1979, t h is  f i g u re  came to K14,000; fo r  1981/19B2, i t  would be
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about K175 ,OlpO. T h i rd ,  the t o t a l  revenue r e c e ip t s  o f  each p rav incu  
( D i v i s i o n  248 expend i tu re  excluded) were sub trac ted  ftrom th i s  
computed e s s e n t i a l  c o s t  o f  running a p r o v in c i a l  government. I f  
the d i f f e r e n c e  uas n e g a t i v e ,  i . e . ,  i f  the revenues^ ue ie  h ighor 
than the c o s t ,  t h a t  p a r t i c u l a r  p ro v in ce  uas cons idered  in- 
o l i g i b l e  fori a id under t h i s  haad. Tf» o th e r  cases ,  the p rov ince  uas 
given the d i f f e r e n c e  to br idge the gap. In  1981, tho t o t a l  r.mount

of g ran t  to ibe g iven fo r  the support o f  running the o r o v in c i a l  
government came to K400,000. Th is  amount o f  g ran t  can be looked 
uoon as one fo r  e q u a l i s i n g  the s tandards  o f  genera l  adm in is t ra 

t i v e  s e r v i c e s .  In  1981, only  7 p ro v in ce s  uere given' t h i s  g rant ,  
(see T.ab'le 5 ).

5.30 For | purposes o f e s t im a t in g  ' the amounts o f  maintenance 
subsidy to be g iven, '  the cos t  o f  m a in ta in in g  the c a p i t a l  asse ts  
in each p.ro|jince uas es t im ated  main ly  on the b a s i s  o f  in fo rm at ion  
supplied by/Departments concerned. .The in fo rm a t ion  covered roads, 
b r idges ,  b u i l d in g s ,  a i r s t r i p s  and u a t e r  supply p l a n t s .  I t  uas 
found th a t  .̂ri many p ro v in ce s  the a s s e t s  uere not being p rope r ly  
m ainta ined. .  The more importan t  amphg the causes fo r  poor 
maintenance; uere l a c k  o f  money, l a ck  o f  s k i l l e d  people  and bad 
budgetary p lann ing .  The Commission cou ld  address i t s e l f  o n l y ' t o  
the f i r s t  cause.

5.31 In order to a r r i v e  a t  the amount o f  e l i g i b l e  g rant ,  the 
a c tua l  amount spent on maintenance in  the p re v io u s  yea r  uas sub
t ra c ted  from the es t im ated  cos t  in  the case o f  each p rov in ce .
The d i f f e r e n c e  u/as to be g iven as subs idy .  I m p l i c i t l y ,  a c tua l  
expendi turcj uas taken to rep resen t  ’ revenue cap ac i ty *  and the 
est imated post  ' t h e  need’ . I t  uas f e l t  t h a t  some o f  the p rov in 
c i a l  governments d id  not have the a d m in i s t r a t i v e  c a p a c i t y  to
snend. So

to be paid

some ad justments  uere made to the f i g u r e s  de r ived  as
above before  de term in ing  the a c tu a l  amounts o f  m aintenance subsidy

The t o t a l  amount to be paid came toK-2.1 m i l l i o n ,
and '  every  p rov ince  uas g iven  some amount o f  subsidy undQT t h i s  hs^d.



- 40 -

This  g ran t ,  t h e r e fo r e ,  cannot r o s i l y  be c a l lo d  .-n ic;ur-ili sing gr -no. 
Thaugh I t  i j  a  s p e c i f i c  purpose g ra n t ,  s ince  the ? r a v in e  j s  ui,re 
f ree  to spend the money on any a c t i v i t y  they chose, i t  cannot bo 
c a l l e d  a c o n d i t i o n a l  g rant .  I t  can on ly  be -.Icscrib- os .. c,on^r \l 
g n n t - i n - a i d  o f  the p ro v in ce s .  Th is  amount o f  g ran t  fo r  mainte
nance u i l l  be repeated fo r  1982.

.5.32 A f t e r  the two tyoes  o f  the g ran ts  mentioned above uur?
nrov ided  fo r ,  tho Commission was l e f t  u i th  K2.5 m i l l i o n .  These
were used fo r  making e q u a l i s a t i o n  g ra n ts .  I t  may be noted th a t
under the nrocedure fo l lowad  by the Commission, the amount, 
avaa^la&ie. f o r  making e q u a l i s a t i o n  g ra n ts  was d e r ived  as a res idua l*

5.33 The methodology o f  d e r i v i n g  the e n t i t l e m e n t  to the 
e q u a l i s a t i o n  g rant  may be b r i e f l y  d e s c r ib e d .  I n d i c a t o r s  o f  re lat ive! 
development or underrievelopment were developed in  r e l a t i o n  to f i v e  
d i f f e r e n t  a reas :  e d u ca t io n ,  h e a l t h ,  t r a n s p o r t ,  cash income
op p o r tu n i t y  and p u b l i c  f in an ce .  The. t o t a l  amount a v a i l a b l e  uas 
d i s t r i b u t e d  among the f i v e  a reas  on the b a s is  o f  b e s t 1 judgement, 
f o r  example, i t  was f e l t  t h a t  t r a n s p o r t  develepment uas probably  
the most importan t  requ irem ent ;  hence the l a r g e s t  we igh t  uas 
ass igned to th a t  a rea .  In  1981, the amount o f  K2.5m a v a i l a b l e  
was d i s t r i b u t e d  mamong the f i v e  a reas  as f o l l o w s :

K'OOO

T ranspo r t  600
Educa t ion  500
H ea l th  500
Cash income 500
P u b l i c  f  inance 400

T o ta l  2,500

5.34 N ex t ,1 the amount a l l o c a t e d  to each area was d i s t r i b u t e d  
among the p rov in ces  in  d i r e c t  or  i n v e r s e  p ropo r t ion  ('as the case 
may be) to' the i n d i c a t o r s  ( s )  fo r  each p rov ince  in  thje concerned 
a rea .
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5 3 5  In  the area o f  educa t ion ,  the number o f  c v . i l dren in the age
gfd.up 7-12 not a t tend ing  community schoo ls  and the number o f  c h ild re n
jp the age group 13—16 not a t tend ing  v o c a t io n a l  or high schools ue-xe
,stimated fo r  each p ro v in ce .  Bes ides ,  fo r  1981, the p u p i l  to teacher 
4 tio in  thBl schoo ls  uas a lso  es t im ated .  Each o f  the f ig u r e s  so ca l-  
.ulated uas taken as an ind ica to . r  o f  d e f i c i e n c y .  The t o t a l  amount 
jv/ailable fo r  educat ion  uas apport ioned among the i n d i c a t o r s  and the 
amount so apport ioned uas d i s t r i b u t e d  among the p ro v in c e s  in  p roport ion

the i n d i c a t o r s .

5<36 In  the area o f  h e a l t h ,  the in d iC a to r s 'u s e d  fo r  1981 uere a t ten 
dance o f  c h i ld r e n  agei  0-1 a t  h o s p i t a l s ,  c l i n i c s  and a id  posts ,  the num
ber of cases  o f  immunization o f  c h i l d r e n  aged 0-5, in c id e n ce  o f  d iseases  
(n u m b e r o f  people repor ted  f a l l i n g  i l l )  and h o s p i t a l  beds. The r e s t  o f  
the procedure uas the same as in  the case o f  educat ion .

5.37 In  re sp ec t  o f  t r a n s p o r t ,  road mileage per square mi le/person
jas taken in to  account and the amount a v a i l a b l e  uas d i s t r i b u t e d  in 
inverse p ro p o r t io n  to the i n d i c a t o r .

5.38 Cash income o p p o r tu n i t y  uas c a l c u l a t e d  by t a k in g  in to  account 
per c a p i t a  r u r a l  small  income, o the r  government s e r v i c e s  and the number

posts in  the p r i v a t e  s e c to r .  Here, aga in ,  the amount a v a i l a b l e  uas 
distr ibuted in  in ve rse  p ro p o r t io n  to the i n d i c a t o r .

j .39 In  re sp ec t  o f  p u b l i c  f in an ces ,  per  c a p i t a l r e V e n u e s  o f  each 
,rovince uere f i r s t  c a l c u l a t e d .  One o f  the h ig h e s t  per  capitaoreve^thev, 
Figures uas phosen as the standard and the d e v ia t io n  o f  the p e r -capita 
revenue o f  e£ch p rov in ce  from the standard  uas ob ta ined  ( i . e .  the 
itandard p e r jC a p i t o  revenue! minus the a c tu a l  per, c a p i t a  revenue) .
:his uas m u l t i p l i e d  by the po pu la t ion  o f  the p ro v in ce .  The products 
lave the oopQ la t ion  ue igh ted  d e v ia t io n  fo r  each p ro v in ce .  Ignor ing  
;he negat ive  | d e v i a t i o n s ,  the o the rs  uere added to g ive  the r sum o f 
leviat ions.  |The a v a i l a b l e  Amount o f  K400,000 uas a l l o c a t e ^  in the 
iroportion o f  the r a t i o  o f  the p o p u la t ion  ue ighted  d e v i a t i o n  for each 
rovince to the sum o f  ^dev ia t ions .
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5.'40 The g ran ts  g iven  oi the b a s i s  o f  the c r i t e r i a  o f  back
wardness i., x u ia t io n  to educate .in, h e a l t h ,  t r a n s p o r t ,  cash income 
o ppo r tun i t y  and p u b l i c  f in an ces  may be t rmed e q u a l i s a t i o n  grants  
as they uaro in ten d ed , ' may be in  a small  way,, i j  -ua^xjiu the l e s s  
developed p ro v in ce s  to catch up w ith  the more developed ones.

5.41 The amounts o f  g ran ts  a l l o c a t e d  to the d i f f e r e n t  p rov inces
(under  the th ree  d i f f e r e n t  c a te g o r i e s  and the t o t a l )  in  1901 are 
presented  in  Table 5. The l a s t  column g ive s  g ra n ts  per  cap i ta .
Pe r  c a p i t a  g ran ts  vary  from K.13 fo r  E a s t  Sep ik  rto K 3 .90 to Gulf  
and K4.14 to Manus. The average comes to K1.78. W h i le  two 
o f  the poorer  p ro v in c e s ,  Western and G u l f ,  get the h ig h e s t  per 
c a p i t a  g ra n ts  ( o t h e r  than Manus) Simbu ge ts  l e s s  than the average. 
The f a i r l y  s iz e a b le  v a r i a t i o n s  in  per  c a p i t a  g ran ts  have a r isen  
because d i r e c t  we ight  uas g iven  to p o p u la t io n .o n ly  in  r e l a t i o n  to 
c a l c u l a t i n g  one i n d i c a t o r ,  the d e f i c i e n c y  in  p u b l i c  revenues.
In  deve lop ing  i n d i c a t o r s  fo r  h e a l th  and educa t ion ,  popu la t ion  was 
i n d i r e c t l y  g iven  .weight in  so fa r  as the number o f  c h i ld r e n  were 
taken i n t o  account.

5;42 Givon the p a u c i t y  o da ta ,  the njethodol' igy evo lved  by the
Commission may be sa id  to be f a i r l y  s o p h is t i c a t e d .  The question,
could o f  course be r a i s e d  whether a subst n t i a l  p a r t  o f  the money.
a t " i t s  d isp o sa l  should not have been d i s t r i b u t e d  on an equal
per c a p i t a  b a s is .  Would not the language o f  S e c t io n  79, Subsect ion
(4 )  o f  the 0 rqan ic  Law c a l l  fo r  a g r e a t e r  ue ightage  td be
g iven to popu la t ion  u n le s s  j u s t i f i c a t i o n  can be o f f e r e d  fo r  a
depa r tu re  from the p r i n c i p l e ?  A .b roader  quest ion  i s  uhiether the
d i s c r e t i o n  o f  the NFC should be c i r cu m sc r ib ed  a t  a l l ?  I f  the
t o t a l  amount o f  g^ant i s  g iven  and the p r i n c i p l e  o f  d i s t r i b u t i o n
pre-determ ined ,  then th e re  would be no need fo r  a g ra n t-d is t r ibu . t ing
agency! T h is  m at te r  needs to be so r ted  out .  S u f f i c e  here  to po in t  

\ , ■ •
out t h a t  w h i le  a depa r tu re  from the p r i n c i p l e  o f  equa l  per  c a p i t a
■d is tr ibu t ion  can c e r t a i n l y  be j u s t i f i e d ,  the depa r tu re  must no.t hurt
the poorer p ro v in ce s .  Fot example, the o b j e c t i v e  o f  e q u a l i z a t io n
i s  not i fu r the red  by a p ro v in ce  such as Simbu being g iven  a lower
than average p e r . c a p i t a  g ran t .
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TABLE 6

. X i s c a l  Commi ss io n  .
A l l o c a t i o n  of >'dd i t i ona l  iJncond i t  io no 1 Hr ants -'1981

_______ ___ _ __ ______ _____ A
Provinco Me in t e  nance E q u a l i s a t i o n Cost of T o t a l  a c c  T o ta l  as |Pcr

pr«v i n c i a l ording g iven Jcaaita
govcjr nmo nts f  or mu la hrontsr

yestern 73.000 193.000 1 3 0 . 0 0 0 391 .000 500.000
I

3.80
Gulf 25.000 119.000 45.000 189.000 2 50. 0*00 3.90
Central 134.000 64.000 1 98.000 2 3 0 . 0 0 0 1 .96
flilne Bay 52.000 143.000 195.000 260.000 2. 03
Oro 42.000 1 0 2 . 0 0 0 1 0 . 0 0 0 154.000 180.000 2.33
Southern •
Highland 133.000 228.000 75.000. 436.000 350.000 1 .49
Enga 1 0 6 , 0 0 0 189.000 55.000 305.000 350.000 2-13
yes tern
Highland 16 5.000 167.000 332.000 3 50.000 1 .33
Simbu 105.000 161.000 266.000 250.000 1 .40
Eastern
Highland 207.000 270.000. 477.000 420.000 1 .52
ftor'obe 185.000 417.000 602.000 420.000 1 .35
fladang 97.000 1 01 . 0 0 0 198.000 3 0 0 . 0 0 0 1 .42
East
Sopik 108.000 123.000 237.000 2 50.000 1 .1 3
Ucst
So.pik 47.000 114.000 25.000 1 8 6 . 0 0 0  . 260.000 2.23
flknus 28.000 31.000 60.000 119.000 1 2 0 . 0 0 0 4.64
y'ost Now
Br ita in 54.000 37.000 91 .000 . 2 0 0 . 0 0 0 . ,2.24
Cast Neu
Br ita in 137.000 16.000 153.000 160.000 1 . 2 0
Nuu
Ireland 131 .000 9.000 140.000 1 6 0 . 0 0 0 2.44
North
-Solomons 237.000 23.000 260.000 160.000 1 .24

total 2 , 1  0 0 . 0 0 0 2,500.000 400.000 5,000.000 500.000

Hotoi 1 930' P o p u la t io n  f i g u r e s  have been used.

Source : E x e c u t i v e  O f f i c e r ,  NFC and 
. 1 980 Pop u la t ion  Census , 
op . c i  t •
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1

The fu tu ra  r o le  o f  the NFC would depend upon whether an 
Automatic f a c to r  would L j in t rod uced  in  the formula for
,hat  i s  now c a l l e d  MUG or an a d d i t i o n a l  amount could bo made 
s e p a ra te ly  o v a i l h b l s  through a share in  a N a t io n a l  ta/  dr  j th a r-  
l i ise  to bo d i s t r i b u t e d  by the NFC. As i t  i s ,  s in ce  MUG 'have proved 
to be i n s u f f i c i e n t  even...for c a r r y in g  on an unchanged s ca le  o f  
o p e ra t io n s ,  in c lu d in g  C a p i t a l  Dorks Ma intenance ,  the amounts 
a v a i l a b l e  to the NFC have had to be used p a r t l y  fo r  purposes th a t  
ought to have' been taken care  o f  by MUG. Thus C a p i t a l  Maintenance 
has had to be f inanced  through th ree  sources.

Ej.44 An A s s i s t a n t  S e c r e t a r y  in  the Department o f  F inance  a c ts  
ais E x e c u t i v e  O f f i c e r  to the NFC. He and h i s  s t a f f ,  a c t  as i t s  
S e c r e t a r i a t .  There a r e ,  o b v io u s l y ,  some advantages in  being 
eergic-ed by the Department o f  F inance whose o f f i c i a l s  have d e ta i le d  
l^nowledge o f ,  and ready  access  to ,  in  fo-rmation. But the demons- 
t r a b i l i t y  o f  the Commission's  .independent s t a tu s  i s  to spine ex ten t  
compromised by t h i s  c lo s e  a s s o c ia t i o n .  I f  the Commission i s  to 
pll&y an en la rged  r o le  in  the d i s t r i b u t i o n  o f  grants- and a more
aict ive r o l e  in  r e l a t i o n  to o th e r  f i s c a l  m a t te rs ,  i t  would become-i - i  7
necessary  t~' g ive  i t  a proper  o f f i c e  and an independent  s e c r e t a r i a t .  

Revenues Based on O r ig in

5.45 These c o n s i s t  o f  th ree  components: taxes  w i t h i n  the
p r o v i n c i a l  sphere, shares  o f  n a t i o n a l  taxes  and d e r i v a t i o n  grants .  
Together they account fo r  7,2 per c e n t  o f  the revenues a v a i l a b l e  to 
the p ro v in c e s  ( i n c l u s i v e  o f  D i v i s i o n  248 e x p e n d i tu re ) .  But they are 
q u i te  unequa l ly  d i s t r i b u t e d  among the p ro v in ce s .

5.46 As f a r  i as own taxes  are concerned, on ly  two or  th reej ■ . . . . . .
p ro v in ces  have attempted to le v y  t h e i r  oun genera l  o r  tu rnover  
. i s t a i l  sa les ,  tax i  The o the rs  have l e g i s l a t e d  a s a l e s  tax on 

4 i g a r e t t e s  arid tobacco ,  may be some o f  them on beer also!,

As o f  now, the Commission has not been a l l o t t e d  an o f f i c e  where 
' h e : Ohairman and members cafii s i t  and work and where' a] l i b r a r y  

f  books and documents can be m ainta ined .
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but the taxes are c o l l e c t e d  by N a t io n a l  Government 's  Exc ise  
Department and the ne t  proceeds d i s t r i b u t e d  to the P ro v in ce s  
uh e re irji thte tax i s  c o l l e c t e d .  '• S i m i l a r l y ,  the 3ookmaker s tax i s  
c o l l e c t e d  by the N a t io n a l  Tax O f f i c e .  I t  i s  c l e a r  th a t  seve ra l  
o f  th e |p ro v in c e s  do not have the a d m in i s t r a t i v e  a b i l i t y  to 
e f f e c t i v e l y  c o l l e c t  even a l im i t e d  form o f  s a l e s  tax. Moreover, 
the p ro v in ce s  do not seem to have assumed the power to le vy  the 
e n te r ta in m en ts  tax ,  uhich some o f  the D i s t r i c t  Counc i ls  were 
a l r e a d y  le v y in g .  The p ro v in ces  uould have to n eg o t ia te  u i th  those 
Cou nc i l s  uhich l e v y  the tax.  Here again not much by uay o f  
revenue can be expected in the near fu tu re .

5.47 The tuo N a t io n a l  taxes ,  motor v e h i c l e  r e g i s t r a t i o n  and
m.ineral,, t imber and f i s h in g  r o y a l t i e s ,  whose net proceeds are
g iven  tjo the p ro v in c e s  on the b a s i s  o f  o r i g i n ,  b r ing  in  5 per cent 

! ■ ■ ■ i o f  the : to ta l  revenues o f  a l l  the p ro v in ce s ,  but they accrue only  
i ■ 1 

to a f e J  p ro v in ce s .  On l̂y C e n t r a l ,  Western H igh lands ,  Eas t  Neu
B r i t a i n  and Nqxth Solomons get one. or more than one per cent o f
t h e i r  revenues . from the motors v e h i c l e s  tax. As fo r  r o y a l t i e s ,
they c o n t r ib u te  s i g n i f i c a n t l y  to North Solomon's revenues thereby
making ijlt perhaps the only  p ro v in ce  to enjoy a degree of  f i n a n c i a l
autonomy. f i v e  o the r  p ro v in ce s  d e r i v e  betueen 2.0 and ,5.5 per
cent  ofi  t h e i r  revenues from r o y a l t i e s ,  o the rs  on ly  1  per cent or
l e s s .  |[ f  the tuo sources are taken toge the r ,  on ly  7 p ro v in ces ,
namely , ,J North Solomons, E a s t  Neu B r i t a i n ,  West Neu B r i t a i n ,  Morobe,
C e n t r a l ,  Neu I-reland and Madang, are found to be d e r i v in g  the bulk
o f  the ^ ie ld  (betueen 3 and 36 per  cent  o f  t h e i r  revenues ) .  For
the res|: o f  the 1 2  p ro v in ce s ,  these tuo sources b r ing  in  one or
l e s s  thpn one per  cen t  o f  t h e i r  revenues.

5.48 The c o n c lu s io n s  th a t  emerge are t h a t ,  f i r s t l y ,  s ince  th!e 
d e r i v a t | o n  g ra n ts  and the snares  o f  the n a t io n a l  taxes are 
d i s t r i b u t e d  on the b a s i s  o f  o r i g i n ,  the l e s s  developed and l e s s
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endowed p ro v in ce s  can get l i t t l e  from them: and second ly ,  as. fa r  
as provinces- own tax source'- -...c? concerned, the taxab l^  c a p a c i t y  
and the a d m in i s t r a t i v e  a b i l i t y  are g r e a te r  in  the more 'developed 
p rov in ces  and hence here again the l e s s  developed p ro v in ce s  are 
le  f t  in  the l u r c h .

T rans f e rs  to P r o v i nces and E q u a l i s a t i  n

5.49 I t  had been env isaged th a t  the p r o v i s io n s  o f  the 
Organic  Law .would r e s u l t  in  a balanced system o f  t r a n s f e r s  to 
the p ro v in ce s ,  which would b a s i c a l l y  s a t i s f y  the c r i t e r i a  o f  ade
quacy, autonomy and e q u a l i s a t i o n ,  and a t  the same time le a ve  scope 
fo r  the N a t io n a l  Government to promote n a t i o n a l l y  d e s i r a b l e  
a c t i v i t i e s  through c o n d i t i o n a l  g ran ts .  I t  may be r e c a l l e d  th a t  
Tordoff  and: W a t ts  in  t h e i r  Report  had recommended, I n  a d d i t io n  
to taxes to be l e v i e d  and c o l l e c t e d  by the p ro v in c e s ,  a system of  
devo lu t ion  or t r a n s f e r s  c o n s i s t i n g  o f  a) a needs cnmoonent - an 
u n co n d i t io n a l  g ran t  to be d i s t r i b u t e d  90 Der cent  on the b a s is  
o f  oopu la t ion  and 10  per cent  on the b a s i s  o f  a rea ;  b) a d e r i v a 
t io n  component c o n s i s t in g  o f  shares  o f  r o y a l t i e s  on m in e ra l s ,  
t imber,  e t c . , - a n d  the net proceeds o f  a '5 per cent  tax on exports ;  
c) a compensation component to La g iven to any province; up8 n which

cy ;  d)
urn a r r i v e d

an ex tra  burden i s  imposed as a r e s u l t  o f  n a t io n a l  p o l i i  
" a  s u b s t a n t i a l  e q u a l i s a t i o n  component c o n s i s t i n g  of  a 
a t  on the b a s i s o f  a p r o v in c e ’ s d e f i c i e n c i e s  accord ing  to a set  
o f  'socio-econprnic i n d i c a t o r s ” (emphasis  added) ; and D e s t a b i l i s i n g  
component to be pa id  to any p rov in ce  i f  the f i r s t  four icomponents 
proved to. be i n s u f f i c i e n t  to cover  the r e c u r r in g  cos ts  o f  
m ain ta in ing ,  the fu n c t io n s  t r a n s f e r r e d  to the p ro v in ce s  (pp. 7/32-33)' 
Uh i l e  . f u r t h e r  recommending th a^  the N a t io n a l 1 Government should 
r e t a i n  the power to make c o n d i t i o n a l  g ran ts  in  add it io r l  to the 
above transfer-s ,  the ex oe r ts  suggested t h a t  the a l l o c a t i o n  o f  
un co n d i t io n a l  t r a n s f e r s  be made by the N a t io n a l  P a r l i a m e n t  ac t in g  
on the recommendations o f  an e X p r r t  Commission to be adpointed 
every  .four y e a r s .  Whereas P r o fe s s o r s  T o rd o f f  and Uat t$
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smuuwed p ro v in ce s  can get l i t t l e  from them; and secondly^ as, fa r  
i s  p.rov/incsa- nun tax source*' c...c3 concerned, the taxa;blej: c a p a c i t y  
and the A d m i n i s t r a t i v e  a b i l i t y  are g r e a te r  in  the mor;e developed 
p rov inces  ana nence here again the l e s s  developed o rc / in c . s are 
le  f t ’ in th e lu rch  .

Tr a n s f e rs  to P r o v i nces and E q u a l i s a t i o n

5.49 I t '  had been env isaged th a t  the p r o v i s io n s  o f  the 
0_rqanic Lau_ , uould r e s u l t  in  a balanced system o f  t r a n s f e r s  to 
the Drovinces ,  uhich would b a s i c a l l y  s a t i s f y  the c r i t e r i a  o f  ade
quacy, autonomy and e q u a l i s a t i o n ,  and a t  the same time le ave  scope 
f o r  the N a t io n a l  Government to .promote n a t i o n a l l y  d e s i r a b l e  
a c t i v i t i e s  through ’c o r id i t io h a l  g ran ts .  I t  may be r e c a l l e d  th a t  
“ o rd o f f  and W a t t s  in  t h e i r  Report  had recommended, I n  a d d i t io n  
•;o taxes to be l e v i e d  and c o l l e c t e d  by the p ro v in c e s ,  a ^system o f  
devo lu t io n  or: t r a n s f e r s  c o n s i s t i n g  o f  a) a needs comoonent - an 
u n co n d i t io n a l  g ran t  to be d i s t r i b u t e d  90 per cent  on the, b a s is  
o f  c o p u la t io n  and- 1 0  per cent  on the b a s i s  o f  a rea ;  b) a d e r i v a 
t io n  com ponent 'cons is t ing  o f  shares  o f  r o y a l t i e s  on m in e ra ls ,  
t imber,  e t c . , and the net  proceeds of  a 51 per cent  tax on exports ;  
c) a compensation component to ba g iven to any p rov ince  up8 n uhich 
in  ex tra  burden i s  imposed as a r e s u l t  o f  n a t io n a l  p o l i c y ;  d)
]*a s u b s t a n t i a l  e q u a l i s a t i o n  component c o n s i s t i n g  o f  a sum a r r i v e d  
■at on the b a s i s o f  a p r o v in c e 1 s d e f i c i e n c i e s  accord ing  to a set 
o f  'socio-economic i n d i c a t o r s "  (emphasis  added ) ; and o)a s t a b i l i s i n g
component to be pa id  to any p rov in ce  i f  the f i r s t  four components 
i ' , | 
droved to. be i n s u f f i c i e n t  to cover;, the r e c u r r in g  cos ts  o f  
I . i,

| ia in ta in in g ,  the fu n c t io n s  t r a n s f e r r e d  to the' p ro v in ce s  (ino. 7/32-33)
Whi.le . f u r t h e r  recommending th a t  \the N a t io n a l  Government should
t e t a i n  the po’ue r  to make c o n d i t i o n a l  g ran ts  in  a d d i t io n  to the
above t r a n s f e r s ,  the ex oe r ts  suggested th a t  the a l l o c a t i o n  o f
u n co n d i t io n a l  t r a n s f e r s  be made by the N a t io n a l  P a r l i a m e n t  ac t ing
pri the recommendations o f  an e x o r r t  commission to be aopjointed
every  | f o u r  y e a r s .  Whereas P ro f e s s o r s  Tord-o f  f  and Watts
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had q u a n t i f i e d  the d e r i v a t i o n  component by suggest ing  a s p e c i f i c  
formula, !and the s t a b i l i s i n g  component could be de r ived  as ;i r e s i 
dua l ,  the' r e l a t i v e  p ro p o r t io n s  in  uhich the o th e r  g ran ts  n ad to be 
given uere l e f t  open. Components ( a )  and ( b) uere undoubtedly 
meant to be r e l a t i v e l y  la rg e  and important  and uere to be. in the 
nature o f  u n co n d i t io n a l  g ran ts .  S ince  the exper t  Commission ugs 
to make recommendations in  regard to u n c o n d i t i o n a l  g ran ts ,  the 
magnitudes o f  " th e  needs’* and ^ e q u a l i s a t io n "  components and the 
methods o f  a l l o c a t i n g  them among- the p rov in ces  uere. l e f t  to - be' 
determined by i t .  The expert  Commission uas to be c o n s t i t u t i o n a l l y  
en jo ined  " to  seek a balanced, se t  o f  recommendations tak ing  account 
of  the c r i t e r i a  o f  need,' d e r i v a t i o n ,  compensation, e q u a l i s a t i o n  and 
N a t iona l  W e l f a r e "  ( p . 7/33). I t  uould not be an i n c o r r e c t  in fe re n c e  
to say th a t  the ex p e r ts  had recommended th a t  on ly  one o f  the 
n a t io n a l  taxes  be shared and th a t  too on the b a s i s  o f  d e r i v a t i o n , ,  
because they had env isaged th a t  the u n co n d i t io n a l  g ran ts  based on 
nseds and;j eq u a l i  s a t io n  Would be s u b s t a n t i a l ,  -both ab s o lu te ly  and 
r e l a t i v e l y .  In  the even t ,  uhen the Organic  Lau come to be 
w r i t t e n ,  much the g r e a te r  p a r t  o f  the u n co n d i t io n a l  g rants  came 
to be l in ked  w ith  the l e v e l  o f  s e r v i c e s  being performed at the 
time o f  t r a n s f e r ;  and the ro le  o f  the expert  commission, uhich in  
the v ieu  o f  P r o f e s s o r s  To rdo f f  and W atts ,  uas to rev ieu  the 
f i n a n c i a l  s i t u a t i o n  every  four yea rs  and to recommend the magnitude 
and a l l o c a t i o n  o f  the bulk o f  u n c o n d i t io n a l  t r a n s f e r s ,  uas reduced 
to th a t  otf a l l o c a t i n g  a r e l a t i v e l y  small  amount o f  u n co n d i t io n a l  
grants macje a v a i l a b l e  by the N a t io n a l  Government’’ 'from- year  to year .  
We are not: here concerned so much u i t h  the importance o f  the 
Commi ss ion as' u i  th the f a c t  the a c tu a l  p r o v i s io n s  o f  the Organic  Lau 
have reduced the e f f e c t i v e n e s s  o f  the p r i n c i p l e  o f  e q u a l i s a t i o n  in 
the schemej o f  t r a n s f e r s  i'n genera l  and, reduced i t  to i n s i g n i f i c a n c e  
in the schpme o f  u n co n d i t io n a l  t r a n s f e r s  in  p a r t i c u l a r .
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5. 50 Table g p re sen ts  the par c.api in rsvt  '-u^s □ f uiy‘ pr- -i- r 
from d i f f e r e n t  sources  as ' . ' - 1 1  as th n r  p j r  c j i t "  t i t  -i n- v-. n i ?
( a s  o f  1980) Manus, because o f  the ex tr  m̂ m sm i1 In  j s s  ,o f i t s!
po pu la t ion  i s  shown to have the h ig h e s t  per c a p i t a  x\ y.-i.uu. ^  
s h a l l  le ave  Manus ,out o f  the. comparison.

5.51 Ba r r in g  Manus, per c a p i t a  revenues range from K34.5 fo r  
Ea s te rn  H igh lands  to K99.9- fo r  Neu I r e l a n d ,  the average for the 
p ro v in ce s  working out to K53.5. Ea s te rn  H igh lands ,  Western High
lands ,  E a s t  Sep ik ,  Southern H igh lands ,  Madang and Simbu get lower 
than average per c a p i t a  revenues.  W h i le  some o f  the backward 
p ro v in ce s  such as W estern ,  G u l f  and Oro are not doing bad ly ,  the 
top four ranks belong to New I r e l a n d , North Solomons, West New 
B r i t a i n  and E a s t  New B r i t a i n .  I t  u i l l  be noted th a t  the p rov inces  
r e c e i v in g  lower than average per c a p i t a  revenues have r e l a t i v e l y  
la rg e  p o p u la t io n s .  I t  can be sa id  t h a t  the wide v i  v a r i a t i o n s  
in  the l e v e l s  o f  per c a p i t a  revenues l a r g e l y  r e f l e e t  the f a c t  
t h a t  popu la t ion  i s  g iven  l i t t l e  we ight  in the d i s t r i b u t i o n  o f  
t r a n s f e r s .  But p a r t  o f  the cause i s  a lso  to be a t t r i b u t e d  to 
the f a c t  th a t  d e r i v a t i o n  ra the r ,  than e q u a l i s a t i o n  i s  the p r i n c i p l e  

under ly ing  the. d i s t r i b u t i o n  o f  the revenues.

5.52. Summing up, i t  may be s ta ted  th a t  s ince  the minimum un
c o n d i t i o n a l  g r a n t s , ! uhich form the bulk o f  the t r a n s f e r s ,  are 
l in k e d  to the l e v e l s  o f  s e r v i c e s  a t t a in e d  on the date o f  t ran s fe r^ ,  
the shares o f  taxes  and the d e r i v a t i o n  g ran ts  are d i s t r i b u t e d  on 
the B a s i s  o f  o r i g i n ,  and the a d d i t io n a l  u n c o n d i t io n a l  g rants  
which could have been d i s t r i b u t e d  on the p r i n c i p l e  o f  e q u a l i s a t io n  
are nominal in  magnitude, the e n t i r e  scheme o f  f in a n c in g  taken 
toge the r  tends to have no s i g n i f i c a n t  e q u a l i s i n g  impact. Condition 
a l  g ran ts  and^NFC g ran ts  which tend to be e q u a l i s i n g  account fo r  
about 15 ner cen t  o f  the t o t a l  t r a n s f e r s .  Of these ,  the conditaxjba-H: 
g ran ts  are main ly  r e l a t e d  to new p r o j e c t s  and do no t [ im m ed ia te ly  
a f f e c t  the i n e q u a l i t i e s  i n  the p e rm is s ib le  or f e a s ib l e  l e v e l s  o f
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r e c u r r in g  expend i tu re .  F i n a l l y ,  i t  must be ■ remembered that  tjha 
! > . 

formula ,  fo r  MUG does hot con ta in  a grouti f a c to r  and the re fo re
g ra n ts  under m e  .formula have tended to be i n c I a s t i c .



V I .  PR INC IPLES  AND .PROBLEMS OF INTER-GOl/ERNP'jENTAL
FINANCIAL RELATIONS

The Ec_o_nonnc _Ca_se__fo,r _Q.e_c.e_nt_ra_ 1  i  s_a_t_ip_n

6.1 ^  is  not necessary  f o r  me to  dea l  w ith  t'r;e p r in c ip le s  
o f . in te r-gove rnm enta1 f i n a n c i a l  r e l a t i o n s  in  a comprehensive 
manner as the bas ic  is sues  uere adequa te ly  covered in  the 
T o rd o f f - u a t t s  Report .  I s h a l l  on ly  dea l  w ith  the sub jec t  
b r i e f l y ,  co n ce n t ra t in g  on those a spec ts  uhich uere ove r 
looked or i n s u f f i c i e n t l y  s t re s sed  in th a t  Repo r t .

6.2 A f e d e r a l  or a d e c e n t r a l i s e d  governmental  s t r u c tu r e  
i s  advocated and d e s i r e d  in d i f f e r e n t  c o u n t r ie s  on p o l i t i c a l ,  
a d m i n i s t r a t i v e ,  c u l t u r a l  and economic grounds. The p o l i t i c a l  
and a d m in i s t r a t i v e  arguments f o r  a d e c e n t r a l i s e d  p o l i t i c a l  
s t r u c t u r e  are  ue l l-knoun  and need not be repeated here .  
C u l t u r a l  d i f f e r e n c e s  among the peoples in h a b i t in g  a country 
r e i n f o r c e  the d e s i r e  for. p o l i t i c a l ' d e v o lu t io n  and, o f ten  ac t  
as the prime motive fo r  the c r e a t i o n  of  a d e c e n t r a l i s e d  
governmental  s t r u c t u r e  uhich,- i t  i s  hoped, uould enable t-he 
d i f f e r e n t  groups to  p re s e r t e  t h e i r  i d e n t i t i e s ,  a t ; l e a s t  to
a l im i t e d  e x te n t ,  and make i t  p o s s ib le  f o r  each group to 
run i t s  oun l o c a l  a f f a i r s  w i thout  i n t e r f e r e n c e  from the other 
g roups .

6.3 The economic argument fo r  having more tnan one t i e r  
of government r e s t s  on the grounds of economic e f f i c i e n c y  
i . e . ,  i t  i s  p o s s ib l e  to a ch ieve  g r e a t e r  e f f i c i e n c y  in  the 
a l l o c a t i o n  of re so u rces  w ith d e c e n t r a l i s e d  d e c i s io n  making.
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This!  w i l l  be so fo r  two reasons. F i r s t ,  the s c a le s  of 
p re fe re n ce s  of the members of small  r communities are, 
l ik e i . y  to  be more homogeneous than those of the people 
in the country  as whole. Hence i f  the  power to  p rov ide  
p u b l i c  s e r v i c e s ,  p a r t i c u l a r l y ,  those w i th  predominantly  
l o c a |  impact ,  were to be g iven to l o c a l  or sm a l le r  commu-I
n i t i ^ s ,  the q u a l i t y  and s c a le  of s e r v i c e s  provided could be 
more i in  accordance w i th  the s c a le s  of p re fe ren ces  of the 
consumers and thus g r e a t e r  e f f i c i e n c y  in resource  a l l o c a t i o n  
woulc be ach ieved .  Second, the b e n e f i t s  f low ing from 
d i f f e r e n t  types  of s e r v i c e s  extend to  l a r g e r  or s m a l le r  
a r e a s ,  i . e . ,  the s e r v i c e s  have d i f f e r i n g  a reas  o f  inc idence  
of b e n e f i t ,  or the b e n e f i t  in c idence  can be r e s t r i c te d -

the
soma

in s e v e r a l  cases to  I p a r t i c u l a r  area; In every case where
nc idence  of b e n e f i t  can be l im i t e d  or i s  l im i t e d  to 
a r e a ,  i t  would o b v io u s ly  be d e s i r a b l e  for  a governmental

a u t h c r i t y  having j u r i s d i c t i o n  over th a t  area to  p rov ide  the
serv  1 
peop} 
peop!
are  charged fo r  i t  would be the same and hence the re
would 
in th

nat ic 
have

ce in  accordance w i th  the s c a le  of preferences;  of the 
e l i v i n g  in th a t  a rea  ancT charge them for  i t .  The 
e who b e n e f i t  from th   ̂ s e r v i c e  and the people who

be matching of c o s t s  and b e n e f i t s ,  ensuring e f f i c i e n c y '  
e use of re so u rce s .  There are  o f  course  some p u b l i c

s e r v i c e s  whose impact and b e n e f i t  extend to  the whole
n, e . g . ,  defence and fo re ig n  a f f a i r s .  Such s e r v i c e s  
t h e r e f o r e  to  be prov ided  by the n a t i o n a l  government

and the cos t  defrayed  through n a t i o n a l  taxes .  By the same
token
impac:
govel

, s e r v ic e s ,  which have a predominant ly  l o c a l  or r eg iona l
t  may best  be p rov ided  by l o c a l  or r e g io n a l
nments.
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6.4 I d e a l l y ,  one could th in k  of s e v e r a l  l a y a r s  of govern
ment w i th  d i f f e r i n g  j u r i s d i c t i o n s ,  |t>-ich performing one or 
more s e r v i c e s  whose b e n e f i t  extends only  to i t s  j u r i s d i c t i o n ,  
and tax in g  the people w i th in - th a t  j u r i s d i c t i o n  to  pay for  
those s e rv ic e s .-  In p r a c t i c e ,  a m u l t i p l i c i t y  of a u t h o r i t i e s  
u i l l  lead  to  c o n f l i c t ,  confus ion  and ex cess iv e  a d m in i s t r a t i v e  
cos,t. Hence not more than 3 or 4 t i e r s  of government are 
env isaged under c o n s t i t u t i o n s  p ro v id in g  fo r  a f e d e r a l  or
d e c e n t r a l i s e d ' s t r u c t u r e  o f  government. Such a s t r u c t u r ec
uould secure  a reasonab le  degree of d e c e n t r a l i s a t i o n .

6.5 In p r a c t i c e ,  t h e r e  uould be s p i l l  over o f  b e n e f i t s  
and c o s ts  from one a rea  to  ano ther .  These can be d e a l t  with 
by a p p ro p r ia t e  means in  a f e d e r a l  system. Ue s h a l l  ignore 
t h i s  co m p l ic a t io n  here  and s h a l l  c o n cen t ra te  on the c h a r a c t e r i 
s t i c s  o f  a f e d e r a l  ^f inantpial  system th a t  uould ensure a high 
degree of  economic e f f i c i e n c y  and a t  the same t ime s a t i s f y  the 
p o l i t i c a l  a s p i r a t i o n  f o r  autonomy ,of d i f f e r e n t  reg!i*ons, 
groups and l o c a l i t i e s .

Bas ic  Problems _of_ Fede r a l  F in a nce

6 . 6  But fo r  economic e f f i c i e n c y  to  be secured land fo r
the a s p i r a t i o n  fo r  autonomy to be f u l f i l l e d  in the t ru e  sense, 
i t  tiould be necessary  to  p rov ide  each l a y e r  of 'government 
w i th  independent means of r a i s in g  r e so u rce s .  Houe|ver, "the 
means dr taxes ass igned to  each l e v e l  should, enable i t  to 
rfeise resourfces in an e q u i t a b le  manner and on a; s c a le  
s u f f i c i e n t  to f u l f i l  i t s  expenditure  r e s p o n s i b i l i t i e s  and 
a t  t,he sa(rie'time the impact and in c id en ce  of taxes  l e v i e d  
by i t  should l a r g e l y  be conf ined to  i ts-oun  j u r i s d i c t i o n .
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The basjic problems of m u l t i - l e v e l  oT f >daral f iHance l !

arise- from the f a c t  th a t  taxes  uj i h ' ' l o c a l i s e d  e f f e c t s  and 
inc idence  tend to  be n e i t h e r  p ro d u c t iv e  nor p l a s t i c  nor 
e^yen vary e q u i t a b l e .  The mor t  p ro d u c t iv e ,  modern forms or 
t a x a t io n ,  uhich can a lso  be made p ro g re s s i v e ,  l i k e  the 
personall income cax, the n s t .w o r th  tax and the co rp o ra t io n
• income jtax hav 3 bftsas o f ten  extending beyond-, s i n g l e  . 
l o c a l i t i e s :  0 7  p rA y in cea  a_rrd have nat ion-wide,  impact. Even
the -eff a c t i v ®  co l e c t i o n  o f  the persona l  and co rpo ra te

1
income |;axe£ by a p r o v i n c i a l  or r e g io n a l  government is  
beset  u | th  d i f f i c u l t i e s  because the  a ssesses ,  persona l  or 
co rpora te*  rpay d e r i v g  income from many sources ou ts ide  the 
prov incp  of* r e s id e n c e .  The problem would a r i s e  whether 
the p r o v i n c i a l  income tax should be based on o r i g in  or 
re s id en ce .  T h is  i s  a p o t e n t i a l  source of i n t e r - p r o v i n c i a l  
c o n f l i c t ,  ;Even i f  a common d e f i n i t i o n  of the income t^x base 
i s  accepted by a l l  the su b - n a t io n a l  governments,- tax com pet i t ion

term ’’f e d e r a l  f i n a n c e ’1 i s  used in  t h i s  Report 
[a 'shorthand ,  express ion  fcjr ’’in te r-gove rnm enta l  
janc ia  1  r e l a t i o n s " .  No re fe re n c e  to  a c l a s s i c  
je-ral s t r u c t u r e  i s  in tended .
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amon'g those government, a woul.J e f f e c t i v e l y  prevent each 
government from r a i s in g  the r a t e ! o f  i t s  tax beyond a 
c e r t a i n  l e v e l ,  as o the rw ise  taxpaye rs  might move to o ther  
j u r i s d i c t i o n s .  Whatever has been sa id  above regard ing  
the pe rsona l  income tax  a p p l i e s  w ith  even g r e a t e r  fo r c e
to  the c o rp o ra t io n  income tax .  In any case ,  the persona l

/ •
and the  co rpo ra te  income taxes have to  be harmonised and' 
t h e r e f o r e  need to  l e v i e d  in the main only by one government 
a u t h o r i t y .  However, i t  i s  p o s s ib le  under c e r t a i n  cond it ion?  
f o r  the  p r o v in c i a l  governments to be perm itted  to  impose a 
supplement on the n a t i o n a l  persona l  income t a x ,  to be 
c o l l e c t e d  by the c e n t r a l  government.

6.7 In the sphere of commodity t a x a t i o n  too ,  the scope
fo r  p r o v i n c i a l  l e v i e s  does not cover  the major tax es .  
Import t ax e s ,  f o r  one t h in g ,  must be w i th  the' c e n t r a l  
government. S i m i l a r l y ,  taxes on domest ic  p rodu c t io n ,  or 
e x c i s e s ,  cannot be l e f t  to  be l e v i e d  by the p r o v i n c i a l  
governments as the in c id en ce  of those taxes  w i l l j f a l l  on 
consumers l i v i n g  in  d i f f e r e n t  p ro v in ce s  and on expo r ts .  
Fur the rm ore ,  a tax on a l l  manufactures in c lu d ing  rinputs
and in te rm ed ia te  p roducts  uould lead to cascad , un-

. 1c o n t r o l l e d  f i n a l  in c id e n ce  and o the r  harmful econlomic
consequences. Hence in the i n t e r e s t s  o f  economic 
e f f i c i e n c y  and i n t e r - p r o v i n c i a l  j u s t i c e ,  a p rov in ce  can 
be a l lowed  to le vy  on ly  a commodity tax or commodity taxes
th a t  f a l l  d i r e c t l y  on the consumption of i t s  r e s id e n t s .

i  , •  j

Indeed one of the important  c o n s id e r a t io n s  in fa sh io n in g  
the tax  s t r u c t u r e  in  a f e d e ra l  system i s  to ensurie th a t  
the tax ihg  p t w e r s !of the  p r o v i n c i a l  governments would not
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l s a d ' tD  harmfu l  e f f e c t s  on the e f f i c i e n t  a l l o c a t i o n  of
resour 
market 
to  any 
Hence 
the t a

es or to  the p a r c e l l i n g  or break-up of the u n i f i e d  
w i t h in  the uhole c o u n t r y ,  or to one p rov ince  tax in g  
s i g n i f i c a n t  ex tent  the r e s id e n ts  of o ther  p ro v in ce s .  

D T ov in c ia l  t a x a t io n  on the bas is  of  product ion  and 
<ation of i n t e r - p r o v i n c i a l  t rad e  u i l l  have to be

ru led  put.

6 . 8  A r e t a i l  s a le s  t a x ,  houever,  uould be an eminent 
cand ida te  f o r  p r o v i n c i a l  use. But high r a t e s  uould lead to 
d i v e r s io n  o f  t rade  (u n le s s  the re  is  i n t e r - p r o v i n c i a l  agreement
•  n the l  g e n e ra l  l e v e l  o f  r a t e s )  and a pronounced r e l i a n c e  on 
r e t a i l^  s a l e s  taxa t ion '  (on consumption) uould tend to
make the tax  s t r u c t u r e  r e g r e s s i v e .

6.9 F i n a l l y ,  as P ro fe s s o r s  Tordof f  and Uatts  had pointed 
out ,  taxes  are  no longer  used merely as a means o f  r a i s in g  
revenue, but a l so  as important  instruments  of economic and 
s o c i a l  p o l i c y .  Hence the pouer to le vy  the major taxes  u i l l  
have to  be vested in the c e n t r a l  government.

6 . 1 0  The co n c lu s io n  i s  inescapab le  t h a t  the p rov inces  or 
any sub-Nat iona l  ' l e v e l s  of government cannot be endoued u i th  
tax powers uh ich  would make them even as a group— l e t  
a lone each i n d i v id u a l  government in the group—  s e l f -  
s u f f i c i e n t  or even n e a r l y  s e l f - s u f f i c i e n t  in resou rces .
A s u b s t a n t i a l  part  of the resources  needed by them uould 
have to  come in the form o f  t r a n s f e r s  from the c e n t r a l  
government uh ich  uould have to be g iven  the pouer to le vy  
the major tax es .  To some ex ten t ,  t h e r e f o r e ,  the nexus 
betueen the d e c is io n s  to  tax and to spend uould be broken, 
but then the aim must be to  enable the p ro v in c e s ,  in  the
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long-run at  any ra te *  to ba 'ance  co s ts  and be r je f i t s  at  the 
margin. Hence i t  woijjld be n ece ssa ry ,  to the dxtent  poss ib le
to  l e t , ;  or even make, the p rov in ces  r a i s e  parti of the 

\ ' " I
r e sou rces  they need from t h e i r  r e s p e c t i v e  c i t i z e n s .

6 . 1 1  j S ince, g e n e r a l l y  speaking, the p rov inces  w i l l  be ab le 
to r a i s e  only a pa r t  of the resources  needed by them whi le  
the c e n t r a l  government u i l l  be r a i s i n g  the bulk of the 
r e s o u r c e s ,  the re  a r i s e s  the f a m i l i a r  problem of v e r t i c a l  
f i s c a l  imbalance in  any f e d e r a l  or d e c e n t r a l i s e d  governmental 
s t r u c t u r e .  Th is  imbalance needs to  be remedied or redressed 
through a system of t r a n s f e r s  from the  centra] ,  government 
to  the p ro v in ce s .

6.12 The t r a n s f e r s  can take the form o f  shares in  c e n t r a l  
t axes  or of g ran ts  to  be made a t  the d i s c r e t i o n  of  the  ■
c e n t r a l '  government. The g ran ts  in. tu rn  could 
of e i t h e r  c o n d i t i o n a l  or u n c o n d i t io n a l  g ran ts ,  
n a t io n  of the ,s c a le  of  t r a n s fe r ' s ,  o f  the  forms 
t r a n s f e r s  should take and o: the bases on whic 
be d i s t r i b u t e d  to  the p rov in ces  a re  among the 
to  be so lved ,  once the  assignment o f  tax power 
dec ided  upon.

take the form 
The determi- 

t h a t  the* 
h they should 
b a s ic  problems 
s has been

Mechanism of - T r a n s fe r s

6.13 S ince  only  c o n s id e ra t io n s  o f  economic 
e q u i t y  and a d m i n i s t r a t i v e  conven ience lead to 
s a t io n  of  the l e v y  and c o l l e c t i o n  of the major 
has  'bean argued th a t  i t  would be proper  to r e t  
whole o f  the proceeds of s p e c i f i e d  c e n t r a l  tax

e f f i c i e n c y , 
the centr .a i i-  
t a x e s ,  i t  

urn p a r t  or 
es to  the
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p ro v in ce s  from uh ich  tn^y;. o r i  c o l l e c t e d . The argument 
1 ' \ 

r e a L l y  is  t h a t  some o f  the taxes  which the p rov in ces  should 
have been a l lou ed  to  c o l l e c t  on the greynd c,' t l u i r  uu,n 
requ irements  gre g iven  over to the c e n t r a l  government only 
in  £he interests-  o f  e f f i c i e n c y  and minimum c o s t ,  and that  
t h e r e f o r e  i t  i s  only  j u s t  t h a t  a good pa r t  of  such tax 
money should be re tu rned  to the p rov in ces  on the bas is  of 
o r i g i n  or d e r i v a t i o n .  Th is  argument i s  s p e c i a l l y  a p p l i c a b le  
where the revenue source  used by a reg ion  or a p rov in ce  at 
the t ime of forming the f e d e ra t io n  o r j a  revenue source 
g iven  to the p ro v in ce  under the c o n s t i t u t i o n ,  i s  c e n t r a l i s e d  
on grounds of economic e f f i c i e n c y .  In some f e d e r a l  consti-f 
t u t i o n s  such as those  of Uest Germany. and I n d i a , tax  sharing
arrangements have been introduced as .part  of the t o t a l  

! ! f i s c a l  adjustment mechanism embodied in the c o n s t i t u t i o n ,  
i . ' 1 b u t j t h e  d i s t r i b u t i o n  o f  the proceeds I s  not n e c e s s a r i l y  
i

to  be on the basis^ o f  d e r i v a t i o n .  :,A v a r i a n t  of  the taxI . j
shaping arrangement i s  fo r  the p rov in ces  to  be a l lo u ed  to

;
lev^ supplements on s e le c te d  c e n t r a l  taxes uhich uould be 
c o l l e c t  id by the c e n t r a l  gc ernment. The supplement u i l l  
f a l l  on the r e s id e n t s  of  the concerned prov ince  and the 
y i e l d  u i l l  be made over  to i t .  Another v a r i a n t  i s  fo r  the 
c e n t r a l  government to  lay  down the broad lau  r e l a t i n g  to 
a tjax, the p rov in ces  to  f i x  the r a t e s  of the tax u i t h  
complete or l im i t e d  freedom, and then the cen tra l 'gove rnm en t  
to  c o l l e c t  i t  and d i s t r i b u t e  the proceeds on the bas is  of 
o r i g i n .

6 .
prc}
bas
eqi^

4 In a l l  of these  cases ,  the d i s t r i b u t i o n  of the 
ceeds of the t a x ( e s )  among the p rov in ces  i s  on the 
i s  of  d e r i v a t i o n .  I f  the p ro v in ce s  in a country  are 
a l  in e s s e n t i a l  r e sp e c ts  ( i n  per c a p i t a  t e rm s ) ,  and
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i f  the c e n t r a l  government has no d e s i r e  elt 'hBT -tti- frhcouTage the 
p ro v in ce s  to under take ,  or to prese. it  them f?\om u n d e r ta k in g , 
p a r t i c u l a r  s e r v i c e s ,  then an arrangement, by uh ich  some taxes 
( e . g . ,  the r e t a i l  s a l e s  tax )  u i l l  be l e v ie d  and c o l l e c t e d  
by the p rov inces  and the proceeds of c e r t a i n  o ther . ; taxes  
u i l l  be d i s t r i b u t e d  by the c e n t r a l  government on thje bas is  
of d e r i v a t i o n  a lone would rep resen t  a s a t i s f a c t o r y  so lu t io n  
of the f e d e r a l  f i n a n c e  problem. In f a c t ,  however, j there 
are  u s u a l l y  i n e q u a l i t i e s  between the p ro v in ce s .  Th is  is 
p a r t i c u l a r l y  so in  deve lop ing  c o u n t r i e s .  B es ides ,  the 
c e n t r a l  government would wish to re t la in  the power to promote 
n a t i o n a l l y  b e n e f i c i a l  a c t i v i t i e s .  Eiecause of these  important 
reasons ,  a l l  the t r a n s f e r s ,  or even a major p a r t  o f  the 
t r a n s f e r s ,  cannot take  the form of shares  of c e n t r a l  taxes 
d i s t r i b u t e d  on the b a s is  of o r i g in  o r ,  what comes to  the 
same th in g ,  of u n c o n d i t io n a l  d e r i v a t i o n . g r a n t s .  When 
p r o v i n c i a l  governments are  formed in what was p r e v io u s l y  
a w ho l ly  u n i t a r y  s t a t e  or when some reg ions  or sm a l l  u n i t s  
come toge the r  to  form v f e d e r a t i o n ,  i t  i s  n a tu r a l  fo r  the 
people in the b e t t e r - o f f  reg ions  to seek to  r o t a i n  some 
o f  the  economic advantages th a t  f low  from the h ighe r  l e v e l  
of development they have a t t a i n e d .  Indeed, they would 
r e q u i r e  a h igher  l e v e l  of revenue than the poorer  p ro v in ce s ,  
to  begin w ith  a t  any r a t e ,  because of the need to f inance  
the h ighe r  l e v e l  of, o r  more extended, s e r v i c e s  being 
performed by the governments o f  those a rea s .  N e v e r th e le s s ,  
the requ irements  of the poorer p ro v in ces  cannot be ignored. 
U h i le  they can r a i s e  resources  on t h e i r  own only  on a
l im i t e d  scla le ,  as compared to the more advanced p ro v in ce s ,

1 i they fa ce  the u p h i l l  t a sk  o f  pa tch ing  up w ith  the l a t t e r
in the matter  o f  e s s e n t i a l  p u b l i c  s e r v i c e s ,  and hence,
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over t im e ,1 p r o p o r t io n a t e l y  more resources  w i l l  have to be 
a l l o c a t e d  to them. On the o ther  hand, i t  is  c ’ s- - ' r .+ ' h3 

g re a te r  the d_ec_e^nt_ra l̂^sat_io_n of the tax ing pouers or the 
more the t r a n s f e r s  from the c e n t r a l  government take  the 
form of shares of taxes  d i s t r i b u t e d  •■■oTi the bas is. of 0 ? igin,, 
the more the. poorer  p rov inces  u.i-1.1 stand to lose  and tho 
more the r i c h e r  p rov in ces  u i l l '  g a in ,  Ju s t  as i t  i s  n :cf issary  
to recogn ise  the need to l e t  the advanced p rov in ces  r e t a in  
•some o-f the advantages  of t h e i r  development, so a l s o  i t  is  
e s sen t ia  1  to remember tha t  the poorer  p rov inces  should not 
be put to  such d isadvan tage  t h a t  the  r e s id e n t s  of  those 
p rov in ces  'uould be ,d i s t i n c t i v e l y  uorse o f f  as a r e s u l t  of 
d e c e n t r a l i s a t i o n  (under a u h o l l y  u n i t a r y  form of government, 
the l e v e l  of p u b l i c  expend iture  in an area u i l l '  not be 
l inked  to t h e  amount of revenue i t  c o n t r ib u te s  to  the 
n a t io n a l  exchequer ) .  S ince  the lesjs developed or the pooler  
p rov in ces  cannot themselves r a i s e  r e so u rce s ,  or c la im  
resources  :on the b a s i s  of o r i g i n ,  to the ex ten t  they need 
them and s ince  the i n e q u a l i '  Les between the p rov in ces  have 
to be redressed over  t ime,  under a d e c e n t r a l i s e d  p o l i t i c a l  
s t r u c t u r e  i t  i s  necessary  to  p rov id e  fo r  a s u b s t a n t i a l  
po rpor t ion  of the g ran ts  and shares  of taxes to be d i s t r ib u t e d  
on the bas is  of  need and e q u a l i s a t i o n .  The p r . in c ip le  of 
e q u a l i s a t io n  is  of s p e c i a l  s i g n i f i c a n c e  in the con tex t  of 
a deve lop ing country  such as Papua New G u inea .
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Uncondit ion  a_l_ vs_ jCo n d i  t. i  o n 3 \  ̂ jG_r_a_nt_s_

5.15 The p rov in ces  would l i k e  to enjoy ths  max :j ,,'jm doqrrjs 
of autonomy u i t h i n  the spheres  a l l o t t e d  to  th'jm* The f 3 , . l in g  
and f a c t ,  of autonomy occur uhen the p ro v in ce s  are ab-.a to 
r a i s e  r a so u rce s  on t h e i r  ouin or r e c e i v e  them in. the form of 
c l e a r l y  .-spec if ied  shares of n a t io n a l  taxes  or of u'ncond i t  iona 1 
g ran ts .  As betueen shares  o f  taxes  a n d .u n c o n d i t io n a 1 g ra n t s ,  
the p ro v in ce s  would tend to  favour  the former because an 
element of d i s c r e t i o n  remains u i th  the  c e n t r a l  government
in the case o f  g r a n t s ,  uh ich  can be in c reased  from yea r  to  
yea r  on the b a s i s  of a d e l i b e r a t e  d e c i s i o n ,  uhereas the share 
of a tax  i s  a l r e a d y  s p e c i f i e d  and has a grouth  element b u i l t  
in to  i t .

6.16 In any case ,  both a r e  re ce ived  u i th o u t  any! c o n d i t io n s  
being a t ta ched  and the r e c i p i e n t  government i s  f ree  to spend 
the  money_as i t  th in k s  b e s t .

6.17 F i s c a l  t h e o r i s t s  g e n e r a l l y  p r e f e r  tha bulk of the. 
t r a n s f e r s  to  be made in the form of u n c o n d i t io n a l  t r a n s f e r s  
fo r  the reason th a t  the  very  in t e n t io n  of s e t t i n g  up 
p r o v i n c i a l  or  l o u e r - t i e r  governments i s  to  enable the 
communities concerned to  p rov id e  p u b l i c  s e r v i c e s  uhto 
themselves accord ing  t o ' t h e i r  oun' p r e fe r e n c e s .  Of course ,  
tha p re su p p o s i t io n  here i s  t h a t  p r o v in c i a l  governments u i l l  
a c t  r e s p o n s ib ly  and th a t  the  people of each p rov ince  u i l l  
be ab le  to  ensure th a t  the government uould a l l o c a t e  the 
resources  f a i r l y  e f f i c i e n t l y .  To the ex ten t  th a t  p rov in ces  
are  dependent on u n c o n d i t io n a l  g r a n t s ,  i t  i s  t ru e  th a t  the 
d ec is io n s  to r a i s e  resou rces  get d ivo rced  from th e id e c i s i o n s
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to  spenp. But i f  tho p rov in ces  have been 'ass igned  some 
tax. powers the ba lanc ing  of the cost  or burden of t a x a t io n  
and the! b e n e f i t  of  p u b l i c  expend iture  u i l l  s t ' i l l  take  
p lace  a t  the margin.

5.18 C o n d i t io n a l  g ra n ts  enable  the c e n t r a l  government 
to in f l u e n c e  the p u b l i c  expend itu re  ■ d a c is  ions of the p r o v in c i a l  
governments.'  C o n d i t io n a l  g ran ts  may be used f o r  the 
fo l l o w in g  d e s i r a b le  purposes.:

a) to  promote expend iture  on p ro je c t s  t h a t  are 
cons idered '  n a t i o n a l l y  important or th a t  
rank high in  the scheme of n a t io n a l  
p r i o i r t i e s  ( f a l l i n g  in the concurrent
or p r o v i n c i a l  sp h e re ) ;

b) to  br ing  c e r t a i n  e s s e n t i a l  s e r v i c e s  upto 
n a t i o n a l l y  accepted minimum standards in 
a l l  provinces,- e . g . ,  p r imary  educa t ion ,  
h ea l th  and t r a n s p o r t ;  and

c)  to induce p rov inces  to in c re a s e  the 
sca la  of those s e r v i c e s  whose b e n e f i t s  
tend to  s p i l l  over a c ro s s  p r o v in c i a l  
borders ,  because a p ro v in ce  would nor 
mally  tend to  underspend on those 
s e r v i c e s  whose b e n e f i t s  s p i l l  over to 
other  p ro v in c e s .
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5.19 Con d i t iona l  g ran ts  do not a lways  f u l l y  silcceed in
t h e i r  purposes. Supposing a p rov in ce  uoul J have ^spent 
K50,000 on s e r v i c e  ' A 1 in the absence of a c o n d i t i o n a l  
g ra n t .  Assume th a t  a c o n d i t i o n a l  g rant  of l<25,000 is  
g iven  to  induce th a t  government to  r a i s e  i t s  expend i tu re  
on ’ A 1 to  K75,000. That government may r a i s e  expend iture  
o n / 'A '  to  K60,000 only  and d i r e c t  K15,000 of i t s  oun 
r e sou rces  to  s e r v i c e s  ’ B 1 and ' Cf ;, or i t  could reduce i t s  
own taxes  by some amount. C o n d i t io n a l  g ra n ts  a r e  more
s u c c e s s fu l  in the case of s e r v i c e s  the demand fo r  uh ich  are 
f a i r l y  income e l a s t i c  ( i . e .  demand in c re a s e s  more than pro
p o r t i o n a t e l y  u i t h  government income).

6.20 C on d i t io na l  g ra n ts  may be g iven  fo r  c a p i t a l  f o r 
mation expend i tu re ,  c u r re n t  but non-recurr ing  expend i tu re ,  
or c u r r e n t ,  r e c u r r in g  expenditure;"  I f  c o n d i t i o n a l  g rants  
a re  g iven  fo r  the l a s t  c a teg o ry ,  monitor ing of expenditure,,  
to  see th a t  the g ra n ts  a re  being spent fo r  the purposes for  
uh ich  they  a re  meant, would have to  con t inue  i n d e f i n i t e l y  
un less  the g ran ts  a re  j u s t  p romotiona l  and would cease a f t e r  
some t ime i t  is  e a s i e s t  to monitor g r a n t s ' g iven in '  respect  
of s p e c i f i c  p r o j e c t s .

6.21 C on d i t iona l  g ran ts  must be made s e l e c t i v e l y .  I f  
the re  i s  a p le th o ra  o f  o b j e c t i v e s ,  monitor ing would become 
d i f f i c u l t  and, by and l a r g e , '  i n e f f e c t i v e .  F u r th e r ,  g ran ts  
t i e d  to  a m u l t i p l i c i t y  of purposes would make-the; task  of 
budget makihg u n n e c e s s a r i l y  com p l ica ted .  Th is  ca tego ry
of g r a n t s  may best be g iven  for . s p e c i f i c  p ro j e c t s  and fo r  
expend i tu re  under a few broad heads.

1/ By cu r ren t  expend i tu re  i s  meant expend iture  not 
lead ing  to t h e ' a c q u s i t  ion of c a p i t a l  a s s e t s .  -
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6.22 The major pa r t  of  cna t r a n s f e r s  should take  the 
form of shares  of taxes  and of unc on'i i t  i o n a l  g r a n t s ,  t h e i r  
l o c a l  magnitude being dstermi^red on the bas is  of' .tf-.  ̂ x^riye 
of fu n c t io n s '  to  be p a r f  ormedfjjy the p ro v in ces  and in the 
l i g h t  of the i r  own' r esou rces

f r n j D a j ^ T _ r  an_s_f e rs

6.23 C o n d i t io n a l  g ra n ts  ajSe intended to in f lu e n c e  the 
a c t io n s  of the p r o v i n c i a l  governments in  the d es i red  
d i r e c t i o n s .  But a l l : g r a n t s ,  bes ides  f u l f i l l i n g  t h e i r  
ob je c t  j i v e s m a y  have some impact ( in tended  or un in tended)  
on the! behav iour  of the  p r o v in c i a l  governments. The 
possibj le e f f e c t s  w i l l '  depend upon the na ture  of the g ran ts  
and the p r i n c i p l e s  on which they are  d i s t r i b u t e d .  In 
des ign ing  a scheme of g r a n t s ,  these  p o s s ib le  consequences 
must be a l lo u e d  f o r .  And i t  i s  important to remember th a t  
u n c o n d i t io n a l  g ran ts  too could have d e l e t e r i o u s  consequences.

6.24 Thus, f o r  example, i f  a pa r t  o f  tha g rants  i s  made 
in i r ive rse  p ropo r t ion  to  the amount of tax revenues th a t
a p ro v in ce  i s  r a i s in g  (w i th  a, view to  he lp ing  backward 
p ro v in c e s )  , the p rov inges  woiiicf be induced to  reduce t h e i r  
own tax  e f f o r t .  Or a g a in ,  i f  u n c o n d i t io n a l  g ran ts  a re  
determined on the b as is  of unde rw r i t in g  p r o v in c i a l  d e f i c i t s ,  
the prjovincas would be g iven  an inducement to  incur  
a d d i t i o n a l  ex p en d i tu res ,  which they would not have under
taken j i f  they had to  pay fo r  them, and pass on the burden 

1
to  the  c e n t r a l  government. On the o the r  hand, i f  the
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tax e f f o r t  of a government i s  taken i n to  account in 
de term in ing  i t s  g ran ts  ;ent i t l e m e n t , p ro v in ce s  would be 
induced to  r a i s e  more resources  bn t h a i r  oun. S i m i l a r l y ,  
i f  the d i s t r i b u t i o n  i s  p a r t l y  on the b a s i s  of o r i g in ,  
th e re  would be an i m p l i c i t  reward fo r  good economic 
performance.  In g e n e r a l ,  the e f f e c t s  to  be avoided argI
expend i tu re  exaggera t ion  and tax e f f o r t  r ed u c t io n .  In 
p a r t i c u l a r ,  p rov in ces  should not be g iven  the impress ion 
t h a t  t h e i r  budget d e f i c i t s  uould be u n d e rw r i t ten  except 
in some abnormal c i r cum stances .

6.25 T o r  t h i s  reason ,  I should s t r o n g ly  recommend th a t  a 
s t a b i l i s i n g  or topping up element should not form a p a r t
of the system of g r a n t s .

6.26 In the l i g h t  of the forego ing  p r i n c i p l e s  and of 
the o b j e c t i v e  c o n d i t io n s  ob ta in ing  in  PNG, and keeping 
a l s o  in  mind the h i s t o r i c a l  developments s in ce  19?5, I 
s h a l l  attempt to  d i s c u s s  in the next *hapt.er, the 
m o d i f i c a t io n s  to be brought about in the e x is t ib g  
system of  p r o v in c i a l  f i n a n c in g .



V I I .  MODIFICATIONS IN THE EXISTING SYSTEM OF
PROVINCIAL FUNOING

The Ma jo r  Ques t ions

7 . 1  In co ns ide r in g  the  need fo r  m o d i f i c a t io n s  in  the 
e x i s t i n g  system of p r s v i n e i a l  fund ing ,  the fo l low ing  major 
ques t ions  may bs asked:

a )  Is  the  magnitude of  t r a n s f e r s  adequate,  or
should i t  be in c re a s e d ?

&•) Should the. p a t te rn  of t r a n s f e r s  be changed:
I f  so, in  what d i r e c t i o n s ?

c )  Is the d i s t r i b u t i o n  of the t r a n s f e r s  as
betueen the p rov inces  e q u i t a b l e ?  How can 
the eq u i t y  of  the system be in c reas ed ?

d) Hou can the own tax revenues of the p rov in ces  
be in c r e a s e d ?  and

e) Uhat should be the r o l e  of the  NFC?

7.2 I t  i s  my cons ide red  o p in ion ,  formed, a f t e r  a c a r e f u l  
e v a lu a t i o n  of the; system of funding p r e v a i l i n g ,  rthat the 
p a t te rn  of t r a n s f e r s  and the mode of determ in ing  the com
ponents should be changed and th a t  the d i s t r i b u t i o n  of the 
t r a n s f e r s  as betueen the  p rov inces  should urxtsrgo a s h i f t  
in  f a vou r  o f  the l e s s  developed p ro v in c e s .  I f  the ab so lu te
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amounts going to tho more advanced p rov inces  are nd>£ to be
■: : ' I

reduced, in c r e a s in g  the share  going ’to t h ^ ' l e s s  devalop.3di r '
p rov inces  uould mean some in c r e a s e  in the t o t a l  magnitude
of tha t r a n s f e r s .  In 1980, 3 0 .per cent of the t o t a l  rovanum 
(exc lud ing  c a p i t a l  r e c e i p t s )  of the N a t io n a l  Government uas 
t r a n s f e r r e d  to  the p ro v in ce s ;  in  1901, nearly:  the same p e r 
centage (29 .7 )  i js 'expected to  p r e v a i l .  Whether t h i s  r a t i o  
can be inc reased  u i l l  depend on the f a t e  of grouth of Na t iona l  
Government revenues and i t s  commitments. Houever th a t  may be, 
i t  may be -hoped th a t  the same r a t i o  of t r a n s f e r s  to  t o t a l  
revenues at least- could be m a in ta ined .  I f  so ,  u i t h  the grouth 
of revenues,  the  t o t a l  amounts of t r a n s f e r s  to  the p rov inces  
uould in c r e a s e .  The s h i f t  in f a v o u r .o f  the l e s s  developed 
p rov in ces  can then be brought about through g iv in g  them a 
l a r g e r  share of the increment in  t r a n s f e r s ,  i . e . ,  hy making 
the t r a n s f e r s  to  them in c re a s e  f a s t e r  than the  t r a n s f e r s  to 
the more advanced p ro v in ce s .

The Magnitude of T ran s fe rs

7.3 I f  the burden of N a t io n a l  Government t a x a t io n  is
not to  in c re a s e  s i g n i f i c a n t l y ,  i t  is  c lea r ,  t h a t  the d i v e r s io n  
of a l a r g e r  share' of re so u rces  to  the le s s  developed 
p rov inces  u i l l  have to  be Mat  the expense o f M the N a t iona l  
Government and/or th,e more advanced p r o v in c e s . —̂

J j  T,his does not n e c e s s a r i l y  mean th a t  the abso lu te
amounts going to the more advanced p rov in ces  'uould 
f a l L .
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7.4 I s h a l l  d i s c u s s  the manner of the .d ive rs ion  l a t e r .
But I uould l i k e  to  make tuo p o in ts  in  r e l a t i o n  to  the 
t r a n s f e r  of a l a r g e r  volume of resources  to  the p rov in ces  
in  the immediate f u t u r e .

7f 5 F i r s t ,  i t  may be asked uhether  the l e v e l  of Nat iona l
Government " ta x a t io n  could not be r a i s e d .  I t  uas seen e a r l i e r  
th a t  the t o t a l  t a x a t i o n  in  PNG. has a l r e a d y  reached the l e v e l  
of  18-20 per cent of GDP. ' In my v i e u ,  i t  uould be d n d e rs i rab le  
to  r a i s e  t h i s  r a t i o  by the in t r o d u c t io n  o f  a d d i t i o n a 1 taxes  at  
-the N a t io n a l  l e v e l .  Houever, through b e t t e r  enforcement of 
the e x i s t i n g  ta x e s ,  p a r t i c u l a r l y  the income tax ,  . i t  should 
be p o s s ib le  to r a i s e  the  r a t i o  by one percentage po in t  or so. 
Th is  uould g i v e  an a d d i t i o n a l  revenue of about K20 m i l l i o n  
over and above the normal in c re a s e .

7.6 Second, any s i z e a b l e  in c r e a s e  in the volume of t r a n s f e r s  
to  the p rov in ces  can only  be contemplated a f t e r  the s e t t in g
up of proper accounting systems in s e v e r a l  of them uhich do 
not have such systems today and in tha con text of the 
es tab l i sh m en t  of the c o n d i t io n s  of a c c o u n t a b i l i t y .  ;T.hese 
m at te rs  a re  d e a l t  u i t h  in d e t a i l  in  Dr. May's Report .

P r o v i n c i a l  Taxat i o n

7.7 The main reasons uhy the re  has to  be a change in 
the p a t t e rn  of resou rce  t r a n s f e r s  t o  the  p ro v in ces  a re  tha t  
in  the present  system too l i t t l e  ue igh t  i s  g iven  to the 
p r i n c i p l e s  of 'need '  and ' e q u a l i s a t i o n *  and th a t  the mode 
of determ in ing the bulk of the u n c o n d i t io n a l  g ran ts  under 
the MUG formula has proved to  be u n s a t i s f a c t o r y .  Tha 
d e t a i l e d  arguments have been presented in Chapter \l.
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S u f f i c e  i t  to, point, out hare th a t  tho MUG formula is
b a s i c a l l y  d e f i c i e n t '  bacaujss i t  e f f e c t i v e l y  f reezes  the' I
l e v e l s  of s e r v i c e s  a t t a i n e d  in tha loss  developed p ro v in ce s .  
Those p ro v in ce s  get very  l i t t l e  by uay of shares of N a t io n a l  
taxes or d e r i v a t i o n  g r a n t s .  And sincre the a d d i t io n a l  un
c o n d i t i o n a l  g ran ts  are  o f  sm a l l  magnitude, the ques t ion  
a r i s e s :  from uhore u i l l  the  poorer p ro v in ce s  f ind  the 
resources  to  meet the r e c u r r in g  cost  of p rov ind ing  the 
extended s c a l e  of s e r v i c e s  (more ed u ca t io n ,  hea l th  s e r v i c e s , 4 
etc?7. )  even though the c a p i t a l  cost  of a d d i t i o n a l  f a c i l i t i e s  
could ba met out of c o n d i t i o n a l  grants  under NPEP?

7.8 One p o ss ib le  source i s  p rov in c ia l-  t a x a t io n .  Although 
a ss ig n in g  more tax  pouers t o  the p rov in ces  u i l l  b e n e f i t  the 
more e co n o m ica l l y  developed ones someuhat more, the scope fo r  
a d d i t i o n a l  t a x a t io n  by tha p rov inces  must c e r t a i n l y  bo 
exp lored .  But the taxes  must be such as u i l l  not p la ce
tha poorer p rov inces  to  g re a t  d isadvantage  and u i l l  not harm 
n a t io n a l  economic u e l f a r e  on the l i n e s  in d ic a t e d  in the 
p rev ious  Chapter .

7.9 One suggest ion t h a t  has been made i s  tha t  tho 
p rov inces  bo a l loued  to  l e v y  a supplement on the pe rsona l  
income t a x .  The supplement u i l l  be c o l l e c t e d  by the  N a t io n a l  
Tax O f f i c e  and u i l l  be d i s t r i b u t e d  to  the p rov in ces  on the 
bas is  of o r i g i n .  The p r a c t i c e  o f  the c e n t r a l  government 
c o l l e c t i n g  the  p r o v i n c i a l  l e v i e s  has been in  ex is tence  in 
Canada. But t h i s  d ev ice  u i l l  not uork in  PNG under tho 
present c o n d i t io n s  and u i l l  a l s o  not p rov ide  resources  to
the pooror p ro v in ce s .  The po in ts  of c o l l e c t i o n  of the 
persona l  income tax in PNG are  only  a feu c e n t r e s ,  Port
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Moresby, Lae and Rabaul being the most prominent among them.
The |axes  on the s a l a r i e s  of even thosa' working in the 
i n t e r i o r  of  d i f f e r e n t  p ro v in ces  are paid by t h e i r  employers 
at  the b igge r  towns where the  h e a d q u a r te r s 'o f  companies are 
s i t u a t e d .  Thus i t  would not be p o ss ib le  to  d i s t r i b u t e  the 
y i e l d  of the  supplement on the  bas is  of c o l l e c t i o n .  Even i f  
i t  were p o s s ib l e  to  do so, th e  poorer p rov in ces  w i l l  get hard ly  
anyth ing  out o f  i t .  We w i l l  have to r e j e c t  t h i s  s o lu t io n .

7.10* Another suggest ion i s , t h a t  -the p ro v in ce s  should 
develop a p ro d u c t iv e  and e q u i t a b l e  tax  on land or the 
produce o f  land .  I f  the tax  i s  to be a s u b s t i t u t e  fo r  an 
income tax  on non-corporatb a g r i c u l t u r a l  income, i t  must, 
in  some manner, be r e l a t e d  to  the p r o d u c t i v i t y  of ths  
d i f f e r e n t  h o ld in g s ,  I  understand t h a t ,  t r a d i t i o n a l l y ,  the 
ownership o f  land i s  vested in  the c lan s  in most pa r ts  of 
the country  and i t  i s  d i f f i c u l t  to i d e n t i f y  or s e l e c t  an 
i n d i v id u a l  on whom the r e s p o n s i b i l i t y  to  pay the tax can be 
f i x e d .  Th is  problem ca n in p r i n c i p l e  be s o l v e d ;  indeed i t  
must have been t a ck led  in  son.j manner in  r e l a t i o n  to  the 
making of loans  fo r  a g r i c u l t u r a l  development. But the 
asce r ta inm ent  of the norma 1 -p ro d u c t iv i t y  of  land ,  based on 
past  output and pr ices. ,  would r e q u i r e  a comprehensive 
c a d a s t r a l  su rvey  of a l l  c u l t i v a b l e  land ,  as used to be 
c a r r i e d  out in  the j Ind ian .sub-cont i n e n t . I t  uould be c o s t l y
and tims-fconsuming. A lso ,  i t  would be d i f f i c u l t  to le vy  
t h i s  kind of tax  in respec t  of land on which subs is tence  
a g r i c u l t u r e  i s  being c a r r i e d  on. One co u ld ,  however, 
th in k  of an acreage  tax  in  respec t  of lands on which cash 
crops are  groMn. The tax  r a t e s  would be f ix e d  in terms of 
d i f f e r e n t  amounts of Kina per a c re  fo r  lands growing
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d i f f e r e n t  types  of c r o p s 1. ha r a te s  would be low, bljt 
uould bear  some r e l a t i o n  to the income per acre  l ik e i l y  
to be earned. They uould be kept f ixed  for  esven- ya-ir.' 
or so, so t h a t  th e  i n c r e a s e  in p r o d u c t i v i t y  d u r in g  tha t  
per iod uould uho l ly  go->-to the ouners.

7*11 * U n le s s  t h e  a c r e a g e  tax in  r e s p e c t  o f  iqnds growing
r*

cash crops i s  kept at  a very  low l e v e l ,  ' i t  uould lead to 
double t a x a t i o n  of the a g r i c u l t u r a l  products  being exported. 
S in ce ,  in  the case of a g r i c u l t u r a l  e x p o r ts ,  PNG i s  a p r i c e -  
t a k e r  in the i n t e r n a t i o n a l  market,  an export  tax can be said 
to f a l l  on the l o c a l  p roducers .  ' Thus the levy  o f . t h e  export 
tax r e s t r i c t s  the scope fo r  the levy  of a produce tax  by 
the p ro v in c e s .

7.12. The p rov in ces  cannot be pe rm it ted  to  le vy  a tax on 
the bas is  of product ion  i . e . ,  e x c i s e s ,  because u h i l e  the 
p rov ince  uhere p roduct ion  take's p lace  would le vy  the t a x ,  
the consumers of the product  uho u l t im a t e l y  u i l l  pay. i t  
u i l l  be spread over a l l  the p ro v in ce s .  S i m i l a r l y  t a x a t io n  
of s a l e s  to  producers and to d ea le rs  in o ther  p rov in ces  u i l l  
lead to  m u l t ip le  t a x a t io n  (tax  cascad ing )  and the export  
of taxes to  other  p ro v in c e s .  For the t ime being,, the 
N a t iona l  Government is  l e v y in g  the e x c is e  tax only  on 
a l c o h o l i c  l iq u o r  (main ly  beer)  tobacco a n d ' c i g a r e t t e s  and 
s o f t  d r i n k s .  So long as the N a t iona l  Government e x c is e s  
are  l im i t e d  in' coverage (as now) , the re  i s  scope f o r  the 
le vy  o f  a f  u l l- f f  ledged r e t a i l  s a l e s  tax  by the p r o v in c i a l  
governments. They are  empouqred to  le v y  t h i s  tax under 
Sect ion 57 ■ of  thenOroan ic  Lawi
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7.13 Three p rov inces  have a l ready  in troduced  l e g i s l a t i o n* ' \ 
fo r  tfie le vy  of ’’tu rnove r  t y p e '1 or gene ra l  r e t a i l  s a le s  tax .
Other p r o v in c e s ,  by and l a rg e ,h a v e  only a c i g a r e t t e  and
tobacco tax .  (May be one or tuo of them a 'bear t a x . )  The
c i g a r e t t e  3nd tobacc.o tax  b r ings  in only K 1. 2 m i l l ioT i .  A
generial r e t a i l  s a le s  tax on the other  hand can bring in a
s i g n i f i c a n t  amount of revenue.

7.14 A number of aspects  has to be cons idered  in t h i s
connec t ion .  Un l ike  the e x c ise  duty uh ich can he c o n ven ien t ly  
c o l l e c t e d  a t  the feu po in ts  o f  p roduc t ion ,  the r e t a i l  s a le s  
tax  has to be c o l l e c t e d  a t  a much l a r g e r  number of po in ts
of s a le  a t  the r e t a i l  s tage .  The r e t a i l  s tage has been
def ined in the law, and where conven ien t ,  the s a le  to some 
one who buys f o r  r e t a i l  s a le  i s  permitted to  be sub jec ted  to 
tax .  ; Th is  means tha t  a system of r e g i s t r a t i o n  of d ea le rs  
having a tu rn o v e r  above a c e r t a i n  minimum can be in troduced .  
A lso ,  a l l  d e a le r s  uho l a r g e l y  s e l l  d i r e c t  to the pu b l ic  and 
are having a s p e c i f i e d  minimum tu rnover  w i l l  have to  be 
requ ired  to r e g i s t e r  tharr.sel v ; s . Then s a l e s  by re g i s te re d  
d ea le rs  to non - reg is ta red  d e a le r s  and to consumers u i l l  be
sub jec ted  to  t a x .  The system can be made to  uork, but the
a d m in i s t r a t i o n  of a r e t a i l  s a l e s  tax i s  not an easy m at te r ,  as 
i s  w a l l  knoun to tax a d m in i s t r a t o r s .  Most o f  the p r o v in c i a l  
governments uould not have the  c a p a c i t y ,  as th ings  stand 
nou, to en fo rce  such a tax e f f e c t i v e l y .  B e s id e s ,  i f  each 
p rov ince  i s  to  have i t s  oun s a le s  tax system, the re  uould 
be a m u l t i p l i c i t y  of systems, laus and ra te s  of tax .  Small 
d i f f e r e n c e s  in  r a te s  uould not be a matter  fo r  concern, but
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a m u l t i p l i c i t y  of'  law? and a d m in i s t r a t io n s  uould ca'usa 
hardsh ip  and confus ion  ■ t o  it-rade and b u s in ess .  Qosi'des 
i t  is  an a vo idab le  uasta  of resources in  a smal l  country  
to e s t a b l i s h  19, p r o v i n c i a l  s a le s  tax adminipt.rat.ionr u i th  
a l l  the p a ra p h a rn a l i a  of tax c o l l e c t o r s ,  head o f f i c e s ,  
t r i b u n a l s ,  e t c .

7.15' For r e a s o n s .of minimis ing cos ts  of  c o l l e c t i o n ,  
avo id ing  a m u l t i p l i c i t y  of laws and procedures and fo r  
secu r ing  e f f e c t i v e  enforcement of the t a x ,  i t  uould be 
d e s i r a b l e  to  have one N a t io n a l  Sa les  Tax admin is tra t io-n .
I n  f a c t ,  fo r  tha present  a t  any r a t e ,  I  uould th in k  th a t  
t h i s  i s  the  only opt ion  a v a i l a b l e  i f  a g e n e r a l  r e t a i l -  s a le s  
tax i s  to  be deve loped.  The plan I uould recommend i s  

as f o l l o u s :  In c o n s u l t a t i o n  u i t h  the p r o v i n c i a l  governments,
the N a t io n a l  Government should, fo rm u la te  a model sa;les tax 
lau  th a t  u i l l  be adopted by a l l  the p r o v i n c i a l  assem b l ies .
The N a t io n a l  Government uould a l s o  s p e c i f y  .the a r t i c l e s  and 
s e r v i c e s  t h a t  would be beyond tha pu rv ieu  of the s a l e s  tax .  
Petroleum products (uhose pr ices-must be regu la ted  as a 
matter  of n a t io n a l  p o l i c y )  and a i r  s e r v i c e s  are  in s tan ces  in 
p o in t .  A l l  o ther  commodit ies u i l l  be d iv id e d  in to  3 or 4 
ra te  c a t e g o r i e s  and fo r  each c a teg o ry ,  the N a t io n a l  Govern
ment, a f t e r  consu l t in g  the p r o v in c i a l  governments, u i l l  
p re s c r ib e  a ra te  band u i t h i n  uhich a p r o v i n c i a l  government 
can f i x  tha  r a te s  to be ap p l ied  to d i f f e r e n t  commodities 
on s a l e s  w i t h in  th a t  p ro v in c e .  I f  a p rov in ce  wishes to 
a p p ly ? fo r  soma s p e c ia l  raason^a ra te  of  tax on a commodity 
uhich f a l l s  ou ts ide  the band p re sc r ib ed  fo r  the commodity, 
the perm iss ion  of the N a t io n a l  Government uould have to be 
obtained fb r  t h a t .  The r a t e  bands u i l l  have lower br h igher
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ra te s  jdependingj icn the na ture  and use of the cbmm'odities,
i . e . ,  juh^ther they  are  n e c e s s i t i e s ,  a r t i c ?  as of c 
use,  r l o s - e s s e n t i a I s , or l u x u r i e s .  Having determined the 
r a te s  to  be a p p l ied  in t h e i r  r e s p e c t i v e  t e r r i t o r i e s ,  the 
p r o v in c i a l  governments u i l l  then pass r e s o lu t io n s  de lega t ing
to the 
sa les

N a t io n a l  Government the  pouer to  l e v y  the r e t a i l  
:ax, i n i t i a l l y  fo r  a per iod  of 5 y e a r s .

7,16 I t  uould be id e a l  and in the i n t e r e s t s  not only  
of the o r d e r l y  development o f  t rad e  and in d u s t r y  but a lso  
of the p ro v in ce s  them se lves ,  i f  a l l  the- p rov in ces  could be 
persuaded to  j o i n  tha scheme. I f ,  u n f o r t u n a t e l y ,  t h i s  is  
not p o s s ib l e ,  tuo a l t e r n a t i v e s  are  opan. The f i r s t  .is to 
inaugurate  the  scheme in re sp ec t  of those p rov in ces  uhich 
uish tol j o i n  i t .  The second a l t e r n a t i v e  i s  to  amend the 
Oraanic Lau and t r a n s f e r  the  pouer to l e v y  the s a le s  tax 
to the N a t io n a l  Government. I  uould recommend the f i r s t  
a l t e r n a t i v e .

7,17 I f  a tax  i s  to  be a p p l ie d  to  the s a l e  of a number of 
commodities in  a l l  the  p ro v in c e s ,  i t  u-uld become necessary  to 
levy  t h i s  tax  in  the N a t io n a l  C a p i t a l  D i s t r i c t ,  A po r t ion  
of the y i e l d  may be g iven  to  the M un ic ipa l  Government and 
the r e s t  passed over  to  the  NFC for  d i s t r i b u t i o n  among the 
prov inces uho'Tiava jo ined  the  n a t io n a l  schema of s a le s  
tax.
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7.18 F i n a l l y ,  there  has 4'o be co  o rd in a t io n  between sa les
tax p o l i c y  on the ona hand and the p o l i c y  of import tax-'--/
and ex c ise  p o l i c y  on the o the r .  S ince  a t  present  most
consumer goods a re  imported , a r e t a i l  s a l e s  tax would a c t  
in the main,as  an a d d i t io n  to  import d u ty ,  but i t  would le 

•different.,  from, a surcharge on import duty in " tha t  i t  covers  
value-added a t  the w ho lesa le  and r e t a i l  s tages .  In course 
of t im e ,  as l o c a l  manufactures deve lop ,  i t  would begin to 
fa 11 on d o m e s t i c a l l y  produced goods. I f  the s a le s  tax gets 
w e l l  deve loped ,  then the scope fo r  extending exc ise  
ta x a t io n  would be l im i t e d .  I t  is  important  to r e a l i z e  th a t  
by handing over the power to  levy  a g en e ra l  r e t a i l  s a l e s  tax 
to  the provinces-, the N a t io n a l  P a r l iam en t  has i m p l i c i t l y  
placed a r e s t r a i n t  on the extens ion of . e x c i s e s ,  because 
any such ex tens ion  w i l l  lead to double t a x a t io n  and un
c o n t r o l l e d  in c id en ce .  By the same token ,  the combined incidertc
of the import tax and the s a le s  tax would haye to be kept
under rev iew  and c o n t r o l l e d .

7.19 One tax which the p rov inces  themselves w i l l  be ab le
to le vy  and c o l l e c t  i s  a " tax  on p r o f e s s io n s ,  t rade  and c a l l  it* 
which i s  u s u a l l y  c a l l e d  a p ro fe ss io n  t a x .  Th is  i s  a tax  on 
s e r v i c e s  which the p ro v in ce s  can levy  as a supplement to  tho 
sa le s  tax on goods. But as the present  p ro v is io n s  of the 
Organic Law do not permit  the p rov in ces  to  levy  t h i s  t a x ,  the 
necessary  amendments may be made.

7.20 A p ro fe ss io n  tax i s  simply a tax  on everyone who has 3 
p ro fe s s io n ,  t rad e  or c a l l i n g .  I t  i s  not to be construed as
a tax on income, though those "with low incomes may be exempted

\,
from i t .  Tho maximum p ro fe s s io n  tax t h a t  can be c o l l e c t e d

1 Revenue component of  tho, import tax .
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from a parson may ba l i n i t a d  to K100 by Nat'ion:-5.1 l a w . . ,
A f u l l  s e t - o f f  fo r  p ro fe s s io n  tax paid should ■ ba granted 
ag a in s t  income tax l i a b i l i t y .  An i l l u s t r a t i v e  rat. j sch-a Ju la  
is  g iyon  balou.

1, L^uyars ,  d o c to r s ,  eng inee rs ,  a ccoun tan ts ,  a te .

. I
a .  u i t h  la s s  than f i v e  y e a r ' s  s tand ing  N i l
bJ u i t h  5-10 y e a r s '  s tanding K50
c j  u i t h  mors than 10 y e a r s '  s tand ing K100 u i th

tha p ro v is io n  t h a t  those uho have r e t i r e d ,  or are more 
than 60 yjaars of  aga u i l l  be exempted.

2, T r a d e rs ,  r e s t a u r a n t  ounars, c o n t r a c t o r s ,  a t e .

a .  u i t h  gross t u rn o v e r  la ss  than K10,000 N i l
b. u i t h  gross tu rn o v a r  batuaan K10,000 and K50

50,000
c. u i t h  gross tu rn o v a r  batuaan K50,000 and K75

K100,000
d. u i th  gross tu rn o v a r  a ‘:ova K100,000 K100

3, S a | a r i a d  amployaas

*a, u i t h  t o t a l  amolumants balou K7,500 N i l
b. u i t h  t o t a l  emoluments batuaan K7,500 K24-K60

and K15,000
c . - u i t h  t o t a l  amolumants above K15,000 K100

i. Art J I is ts ,  a c to r s  and u r i t a r s

Sanjja as in  3.
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7.21 T!'. e p r o v in c i a l  ale., tax and the  p ro fess ion  tax 
to ge the r  may br ing in batueen K7 and 10 m i l l i o n .  The sa les  
tax can-noube app l ied  only  to sej lected commodities i t  u i l l  
take a co n s id e ra b le  amount of tiime and raxpori.incG to fu r  a i t  
can be turned in to  an e f f e c t i v e  igeneral tax .

U n co n d i t io n a l  Grants

7.22 I recommend th a t  the present  formula fo r  minimum 
u n c o n d i t io n a l  g ran ts  be abandoned. In the  present system 
the grouth of  the u n c o n d i t io n a l  grant i s  by a percentage of 
the base g r a n t .  Th is  p la ce s  the le ss  developed p rov in ces  at
a d is ad van tag e .  A good p a r t  of the  grouth in the unconditional 
g rants  must be- indepandent of  the base g ra n t .  For t h i s ; 
purpose, tha  tjqta_l_ u n c o n d i t io n a l  g ran ts  th a t  a p rov ince  u i l l  
be g iven  should c o n s i s t  o f  tuo p a r t s :  The f i r s t  pa r t  u i l l  be 
the base g ran t  or the minimum g ran t .  T h is  base g ran t  may be 
s p e c i f i e d  in  tuo a l t e r n a t i v e  uays:

a) per c a p i t a  g r a n t ’a t  the base yea r  l e v e l ,  i . e . ,  
the same amoiint of j^er c a p i t a  grant  as tha 
province, uas g e t t in g  in the yea r  p rev ious  to 
the yea r  in uh ich  the neu scheme is  adopted.
In the case of p rov inces  uh ich  subsequently  
assume P u l l  f i n a n c i a l  autonomy, the minimum 
assured u i l l  be the per c a p i t a  MUG + D i v i s i o n  
248 expenditure.;  or
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b) . tha a c t u a l  ab so lu te  l a v a l  of.MUG or MUG +
D iv i s io n  248 sxpand i t u r a , as tha  .^asa maybe, 
in. th© ycjar p rev iou s  to  itiis changedvajT. The- 
f i r s t  a l t e r n a t i v e  'a l lows f o r  the growth of 
population.:; Tha grant  which a p rov ince  u i l l  
ba g e t t in g  w i l l  baj r i s i n g  a t  tha sama ra ta  
as i t s  p o p u la t io n .  Tha second a l t e r n a t i v e  
would not a l lo w  fo r  t h a t .

? i ‘23 The minimum g ran ts  w i l l  be supplemented by a d d i t i o n a l  
u n c o n d i t io n a l  g ran ts .  I f  tha minimum g ra n ts  a re  g iven  according 
to  the second formula ,  tha.amount of a d d i t i o n a l  u n co n d i t io n a l  
g ran ts  to  be g iven  would, obv ious ly  ha.ve to  be much l a r g e r .
Hence,the second formula f o r  minimum g ran ts  is  tha l e s s  
a t t r a c t i v e ,  of.  tha two a l t e r n a t i v e s .  The a d d i t i o n a l  un
c o n d i t i o n a l  g rants  may ba g iven  in  two forms:

1) a s p e c i f i e d  shara  in a p ro d u c t iv e  N a t io n a l  tax and
2) equa l isa t ion* '  g ran ts .

ragards ( j l ) , what can ba cons ide red  i s  tha shar ing 
of 10; par  c e n t ,  or a t  l e a s t  7.5 par cent', of the net proceeds^ 
of tha pe rsona l  income tax  and a r ed u c t io n  in tha l e v e l  of the 
d e r i v a t i o n  grant  from 1,25 per cent o f  export  va lue to 0.625

I , V ; :par c en t ;  At 1981 y i e l d ,  t h i s  would maan a net ou t f low  from
I ' ! ■the N a t io n a l  Budget by about K7 m i l l i o n  ( a t  10% s h a r e ) .  I f

necessa ry ,  to  t h i s  e x t a n t ,  or to p a r t l y  covar  t h i s ,  the monayi
g ivan a t  p rasant  under the s e c t o r a l  programmes may be . reduced!.

As ragards ( 2 ) ,  avary  two 'years an a x a rc is e  w i l l  ba 
c a r r i e d  out to  see i f ,  in a d d i t io n  to  (a )  the baso or minimum; 
grant and (b )  the share o f  income t a x ,  the p rov in ces  or any
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of tha j. ..v inces need fu r th  - " .ss is tanco  .and i f  so jto uhat 
extarjt tha N a t iona l  Government has th a ra scnircas to meet the 
noad. Assuming an e x t ra  amount i s  cons i i : ! . w  i.uls
may ba f ix e d  at  a s u i t a b l e  l e v a l  uhich u i l l  hold good fo r  
tuo y e a r s .
7.24 Another approach can ba to le a ve  tha e n t i r e  a d d i t io n a l  
g rant  to  be dBtarminod on tha bas is  o f  an o v e r a l l  assessment 
and not to  have the s h a r in g ■of the income tax .

7.25 Let  mo sketch out one p a r t i c u l a r  s c e n a r io ,  combining 
some of the a l t e r n a t i v e s  mentioned above.

1. The minimum grant u i i l  ba the per c a p i t a  .MUG
in the y e a r  prev ious  to tha yea r  of changeover.  
The t o t a l  commitment of the N a t ion a l  Government 
on t h i s  account u i l l  grou a t  tha same r a t e  as 
the combined popu lat ion  of the p rov inces  
( l e a v in g  out tha N a t io n a l  C a p i t a l  T e r r i t o r y ) .
Tha po pu la t ion  f ig u re s  f o r  non-census yea rs  
u i l l  hava to  ba s t imatad on.the  bas is  of 
p ro j e c t i o n s  ar o the rw ise .

2. 10 per cant (o r  a t  l e a s t  7.5 per c en t )  of tha 
nat y i e l d  of the pe rsona l  income tax  w i l l  be 
t r a n s f e r r e d  to  the p ro v in ces  and the p resent  
d e r i v a t i o n  grant  u i l l  be reduced by h a l f  
(subject,- houever,  to  tha c o n d i t io n  th a t  a 
prov ince  nou g e t t in g  d e r i v a t i o n  g ran ts  u i l l  
not gat l a s s  by uay of tha  combination jof theI
shara of income tax and tha  reduced d e r i v a t i o n  
g r a n t ) .
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Every  t^u y-;arc . n c x e r c i s e  should be c a r r i e d
Yout on a broad assessment o f  needs, keeping 

in' mind the  c r i t e r i o n  of . equa 1 i s a t  i o n  > to 
determine the a d d i t i o n a l  a s s i s t a n c e  some or 
a l l  of the  p rov inces  uould requ i re  and to 
see to  uhat extent t h i s  requirement can be 
met g iven the resource, p o s i t i o n  of the N a t ion a l  
Government. Any a d d i t i o n a l  grant th a t  is  
decided upon u i l l  remain f ix ed  fo r  tuo y e a r s .

7.26 T h is  i s  the combination I uould l i k e  to recommend.
I t  has s e v e r a l  advantages.  F i r s t ,  the  minimum u n co n d i t io n a l  
grant  uh ich  inc reases  accord ing  to  the r ro u th  of popu la t ion ,  
u h i l e , t a k i n g  care  o f ' t h e  grouth o f  the  needs of the prov ince  
in  one sense u i l l  in f a c t  be le ss  than the grouth accord ing  
to CPI or accord ing to  the grouth of N a t io n a l  Government 
revenues .  Th is  means t h a t  less  u i l l  a c c rue  under t h i s  
formula to  a l l  the p ro v in ce s  in c lu d in g  the r i c h e r  p rov inces  
and th e re  u i l l  be a d i s t r i b u t i o n  in favour  of the p rov inces  
uhose popu la t ions  grou f a s t e " .  The amount saved here ,  by 
having a loue r  grouth o f  MUG than a t  p re se n t ,  can be used 
fo r  g i v in g  increased  a d d i t i o n a l  g ran ts  to  be d i s t r i b u t e d  on 
d i f f e r e n t  c r i t e r i a .  T h i r d ,  one pa r t  o f  the a d d i t i o n a l  g ran t ,  
namely, the share of the income tax u i l l  be a u to m a t i c a l l y  
determined. This  p r o v i s io n  u i l l  mean an increased net 
burden of  around' K 7 m i l l i o n ,  With a cut in- s^ e to re l  pro 
grammes by K 2 or 3 m i l l i o n  the net a d d i t i o n a l  burden could 
be reduced to  K 5 o r  4 m i l l i o n .  P a r t  of  t h i s  u i l l  be absorbed 
by the! lower  grouth ofj the  minimum gran t  betueen the yea r  of 
changej and the p rev ious  y e a r .  A f t e r  the  f i r s t  y e a r ,  in any 
case ,  t h e ( grouth in  the share going to the p rov in ces  u i l l



- 81 -

depend n the growth of inr me tax  ravenue and u i l l  come out 
of  i t ;  hence i t  u i l l  rici. cause any problem to the N a t iona l  
Government. On tha o the r  hand, many p r o v i n c e  w i l l  m  l.cnmi 
t h i s  p r o v i s io n ,  because they u i l l  a u t o m a t i c a l l y  gain from 
t h j  growth of tho economy. Fourth ,  any add it. iona 1 un
c o n d i t i o n a l  g r a n t . u i l l  j be g iven only  on the bas is  of need 
and■ e q u a l i s a t i o n ■and on ly  to the ex ten t  tha t  the N a t ion a l  
Government resources  pe rm it .  F i n a l l y ,  the e x e rc is e  u i l l ' b o  
done fo r  a two-year per iod  g i v in g  sofne s t a b i l i t y  to prov inc ia l  
budget ing .

7.27 Thj  ̂ ques t ion  a r i s e s  as to hou tha amount of un
c o n d i t i o n a l  g rants  over  and above the share of the income tax 
u i l l  be determined and uho u i l l  determine i t .  Once t h i s  is 
dec id ed ,  ue must dec ide  about the c r i t e r i a  of d i s t r i b u t i o n  of 
the t o t a l  i . e . ,  the share  of the income, tax and the additions 
g r a n t s .

7.28 I t  is  a s a lu t o r y  p r i n c i p l e  t h a t  the a m_o_u_nt_ of the 
a d d i t i o n a l  unco n d i t iona l  g rants  should be I p f t  f i n a l l y  to 
he dec ided  by .tha  N a t io n a l  bovernment. The i n t e r e s t s  of 
the p ro v in ce s  are  taken care  of by th guarantee of the, 
par c a p i t a  grant  and the  e n t i t l e m e n t  to  th<_ sh_ - ■ of tho 
income t a x ,  Houever, i t  i s  d e s i r a b l e  fo r  the NFC to  be 
a s so c ia t e d  u i t h  t h i s  e x o r c i s e .  The NFC should keep under 
cont inuous -review the f in an ces  of the p rov in ces  and the 
way in  uh ich they spend the f.unds a t  t h e i r - d i s p c s a l .  A f te r  
the recommended schema goes in to  o p e ra t io n ,  s ix  months 
be fo re  the end of tha  tuo-year  p e r io d ,  the p r o v in c i a l  
governments may be req u i red  by the NFC to  make submissions 
on the ^ t a t e  of t h e i r  f in an ces  and t h e i r  performance, 
s t a t i n g  a l s o  t h e i r  needs fo r  a d d i t i o n a l  r e sou rces ,  i f  any.
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Tho N 
p rov i  
la ps

F C . j . i l l  hold 'd isquEG ioi.c u i th  tho ropr j .s-antat iv js  of 
i c i a l  governments and ques t ion  them on t h e i r  c la im s ,  

and f a i l u r e s .  At the co n c lu s io n  of i t s  stu-ly of
f r o v i i c i a l  submissions and i t s  d e l i b e r a t i o n s  u i th  the pro
v i n c i a l  r e p r e s e n t a t i v e s ,  the NFC u i l l  submit a c o n f i d e n t i a l  
r ep o r t  to  tha M in i s t e r  fo r  F in a n c i a l  A f f a i r s  on the s t a te  
of p r o v i n c i a l  f in a n ces  i n d i c a t i n g  b road ly  the t o t a l  amount 
tha s e v e r a l  prtovincss u i l l  get  from revenues, from a l l  sources 
o the r  than the a d d i t i o n a l  u n c o n d i t io n a l  g rants  and any con- 
d i t i d p a l  g ran ts  t h a t  the  N a t io n a l  Government may dec ide  to 
g i v e  ( f o r  thee next tuo y e a r s ) .  The Commission u i l l  a l s o  
commeint on the f i n a n c i a l  performance of the d i f f e r e n t  pro
v in c e s .  The NFC u i l l  not be requ i red  to study the  Nat iona l
Government F inances  ‘and u i l l  not be au tho r ised  to  make any 

i  i  ’  

recommendations on the amounts of the tuo r e s id u a l  g rants
( a d d i t i o n a l  u n c o n d i t io n a l  and c o n d i t i o n a l  g ran ts )  to be g iven.
The N a t io n a l  Government- u i l l  be, houever ,  requ ired  to  take
in to  'account tha r e p o r t  of the NFC be fo re  dec id ing  upon the

i Iamount o|f a d d i t i o n a l  u n co n d i t io n a l  g ra n ts  to be g iven  i f  any.

7.29 ; There remains non tha ques t ion  of tho d i s t r i b u t i o n  
amongj tha p rov inces  of tha share of ti.e incoma tax and of 
tha a d d i t i o n a l  u n c o n d i t io n a l  g ran ts  uh ich  tho N a t io n a l  
Government might dec ide  to  make. I t  may be l a id  doun that  
50 per cent of the  shara  of the income tax be d i s t r i b u t e d
on tha  bas is  of p o p u la t io n .  Tha r e s t  of tha 50 per cant 

j ! 

of the share of tha income tax and the a d d i t i o n a l  un
c o n d i t i o n a l  g r a n t s ,  i f  -ny, may be l e f t  to be d i s t r i b u t e d  
by tlfia NFC on c r i t e r i a ,  such as the ones, i t  has a l r e a d y  
deve loped ,  s u i t a b l y  modif ied  in the l i g h t  of the changes 
in thje system of t r a n s f e r s  nou in t roduced .
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7.30 S ince  the t o t a l  volume of the -share of tha incrma tax 
and of .  the a d d i t i o n a l  u n co n d i t io n a l  g ran ts  l o f t  to  ba d i s t r i 
buted by the NFC u i l l  grou, tha Commission u i l l  p lay 
an i n c r e a s in g l y  important  ro le  in  the d i s t r i b u t i o n  of Funds 
among the  p r o v i n c e s .  I f  my suggest ion  th a t  tha NFC be 
requ i red  to  r e c e i v e  submissions from the p rov inces  and make 
a r e p o r t  to  the F inance  M in i s t e r  e ve ry  tuo yea rs  is  a c c e p t e d ,  

the Commission u i l l  begin to p lay  a t r u l y  educa t ive  and
mediatory  r o l e .  I f  these  ue ighty  fu n c t io n s  are  to  be perfor^

; i
s a t i s f a c t o r i l y ,  t h e ■Commission i t s e l f  shor ld  be strengthened 
and ;g ivon  an i d e n t i t y  sepa ra te  from th a t  of the Department 
of F in an ce ,  I recommend th a t  the re  be appointed one f u l l 
time member uho u i l l  ba des ignated  the  membar-socretary .
Under the  present  l a u ,  no member of the  p u b l i c  s e r v i c e s  can 
"be made a member of the  Commission^ T h is  lau  could be 
amended, or an outs tand ing  n o n - o f f i c i a l  u i t h  exper ience  of 
p u b l i c  a f f a i r s  could be appo in ted .  The same person should 
not be appointed member-secretary fo r  more than tuo terms.
The second recommendation concerning the  Commission i s  that 
the Commission should be g iven  an o f f i c e  in a p lace  other  
than the Department of F inance .  S u f f i c i e n t  funds should 
be a l l o c a t e d  to i t '  so th a t  a smal l  l i b r a r y  cculd  bo b u i l t  
up and the necessary  s t a f f  may b e ' r e c r u i t e d  and t r a i n e d .
One middle l e v e l  o f f i c e r  from the Department of F inance  may 
a l s o  be. seconded to  the NFC.
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Revia'u

7.3-1 I recommend th a t  10 years  a f t e r  the n^u scheme is  
put i'pto o p e ra t io n ,  tho uhole  matter must b'e reviewed to 
co ns ide r  in uhat uays i t  has s u c c e s s f u l l y  mat thd deve lop ing  
neadsi of  tha  p rov inces  and uhether i t  has caused any s a r i r  us 
d i f f i c u l t i e s  to  tha N a t io n a l  Government and i f  m o d i f i c a t io n s  
are n e c e s sa ry .  I f  p o s s ib l e ,  at  the time of every  10-year 
re v iew ,  the par c a p i t a  minimum u n c o n d i t io n a l  grant  may ba 
inc reased  to  the average o f  tha per c a p i t a  t o t a l  u n co n d i t io n a l  
grant  (minimum grant p l u s , t h e  a d d i t i o n a l  u n co n d i t io n a l  grant  
e x c lu s i v e  of the share of tha income tax )  fo r  the p rev ious

' I *
10 yea rs*  Th is  uould mean th a t  a p o r t io n  of- the r e l a t i v e  
gainsjmada by. the poorer  p ro v in ce s  u i l l  become part  of the 
minimijm g ran ts  fo r  the next 10-^year p e r io d .  A lso ,  tho 
amount of the a d d i t i o n a l  u n c o n d i t io n a l  g ra n ts  to be g iven  at
the d i
corre^

s c r e t i o n  of the N a t io n a l  Government uould became 
pond ing ly  smaller.-

Surchajrpe on Income Tax

7.32 The N a t io n a l  Government should bo au tho r ised  to levy  
a su rcharge  fo r  i t s  own purposes on the persona l  income tax 
under tex t ra-ord ina ry  c i r cum stances  or under a n a t io n a l  
emergency. The y i e l d  o f  the  surcharge u i l l  not be shareab le  
u i t h  the p ro v in ce s .  I t  may be l a id  doun, houevar,  th a t  a 
r e s o lu t io n  to  impose such a su r c h a rg e •should be passed by a 
tuo-thjjirds m a jo r i t y .
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7.33 The package of m o d i f i c a t io n s  in tha sv^tem of 
t r a n s f e r s  Prom the N a t io n a l  Government to  tho p rov in ces  
as w e l l  as the measures proposed to  develop p r o v i n c i a l  
sources of revenue should prove adequate to meet tha growing 
needs of the p ro v in ces  without j e o p a rd is in g  tha funda
mental and o v e r r id in g  i n t e r e s t s  of  the N a t io n a l  Government.
I have sought t o : m a in ta in  a ba lance on the one hand 
between the needs of  the Na t iona l  Government and those 
of the p ro v in ce s ,  and on the o the r ,  between the i n t e r e s t s  
of the more developed and the poorer  p ro v in ce s .  8y 
recommending th a t  a moderate share of the income tax  be 
handed over to  the p ro v in c e s ,  I have t r i e d  to  in t rod uce  an 
element of a u to m a t i c i t y  in the t r a n s f e r s  flowing,, t o ' the 
p ro v in c e s .  The change in the system suggested would not 
mean any d i s r u p t io n  of  N a t ion a l  f in a n c e s  at, the t ime of 
changeover .  Only a sm a l l  r educ t ion  in  the amount of ex
pend i tu re  under the s e c t o r a l  programmes may be c a l l e d  fo r  
in the i n i t i a l  y e a r .  I f u l l y  re co gn ise  the importance of 
d i r e c t  developement expend iture  by the N a t ion a l  Government 
as w e l l  as of c o n d i t i o n a l  g ran ts  ( i n c lu d in g  s e c t o r a l  
programmes) which the N a t io n a l  Government .would wish to 
g ive  to  promote development in p r i o r i t y  a reas  as w e l l  as 
to  he lp  the poorer p ro v in ce s .  The scope- fo r  such a c t i o n  
by the N a t iona l  Government would by rjio' means be s i g n i f i c a n t l y  
c u r t a i l e d  i f  the scheme I have recommended is  adopted.
L a s t l y ,  I  have t r i a d  to  enhance tha importance and p re s t ig e  
of the NFC which could p lay  a r e a l l y  important e d u ca t iv e  
and mediatory r o l e .  Only a p ro p e r ly  s t a f f e d  NFC could make



- 86 -

a cont inuous study of the problems of in ter-governmenta l  
f i n a n c i a l  r e l a t i o n s  so th a t  p o l i c y  d a c is io p s  could be taken 
on the  b a s is  of c o r r e c t  in fo rm at ion  and a n a l y s i s .  U h i le  
recommending steps to  in c rease  the importance of the NFC,

j : . ; F /
I ihave taken ca re  to  ensure th a t  the f i n a l  word on the 
amounts of a d d i t i o n a l  u n co n d i t io n a l  g ran ts  and cond it iona j l  
g ran ts  to  be g iven to  the  p rov inces  uould r e s t  u i t h  the 
N a t io n a l  Government, The scheme of t r a n S fd r s  I have 
recommended has ertough f l e x i b i l i t y  inasmuch as i t  conta ins  
a share  in  a n a t i o n a l  t a x ,  minimum u n c o n d i t io n a l  g ra n t s ,  
a d d i t i o n a l  u n c o n d i t io n a l  g ran ts  uh ich  could be used fo r  the 
purpose of /eq u a l i s a t io n  and c o n d i t i o n a l  g rants  uhich
could be used both fo r  e q u a l i s a t i o n  and fo r  promoting

i

development -in n a t i o n a l l y  des i red  a r e a s .

7.34 One of my terms of r e fe re n c e  r e q u i r e s  th a t  I  should 
i n d i c a t e  ’’a p p ro p r ia te  c r i t e r i a  fo r  the  d i s t r i b u t i o n  of 
g ran ts  from the N a t io n a l  Government to  P r o v i n c i a l  Govern
ments, in c lu d in g  such f a c t o r s  as need, o r ig in  of revenue, 
e t c . ” I  have in d ic a t e d  the d i f f i c u l t y  of  apport ion ing  the1 
share of income tax  on the bas is  of o r i g i n ;  however, the 
y i e l d  of the s a le s  tax  should be d i s t r i b u t e d  on the bas is  
of  c o l l e c t i o n  from each p ro v in ce .  In s o fa r  as the minimum 
u n c o n d i t io n a l  g ran ts  w i l l  in c rease  in  accordance w i th  the 
growth of  p o p u la t io n ,  the growth of  needs would be taken 
care  of to  a la rg e  e x te n t .  Other than t h a t ,  the c r i t er i on  
of need i s  best l e f t  to  be enshr ined in  the  t r a n s f e r s  that  
would be made on the recommendations of the NFC. In t h i s  
c o n n ec t io n ,  I have desc r ib ed  the p resen t  set  of j c r i t e r i a  
used by the  NFC and have suggested t h a t  th ey  rnayj cont inue 
to be app l ied ;  by the NFC w ith  s u i t a b l e  m o d i f i c a t io n s  in 
l i n e  w i th  emerging developments.
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