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FOREWORD

With the passage of the 18th Constitutional Amenune
Pakistan has taken a major step towards fiscalndiedisation which,
together with the adoption of the 7th National Ricea Commission
(NFC) Award, has far reaching implications for &bdederalism in
Pakistan. This booklet has been prepared with thgectve of
providing a non-technical introduction to the subjeof fiscal
federalism emphasising opportunities and challenigasit entails for
Pakistan. In so doing, it draws on an extensiveybaidliterature on
fiscal federalism and international experiencelicitansights that can
help design appropriate policy instruments anditint&nal structures
for better implementation of fiscal decentralisatim Pakistan. The
booklet covers a wide range of topics including fbeeral legislative
structure of Pakistan, institutional mechanisms ifaer-jurisdictional
resource sharing, provincial resource mobilisatamg macroeconomic
management in a fiscally decentralisation framework

The booklet is organised as follows. Chapter 1 jles a review
of the structure of federation with an analysis tbé functional
jurisdictions over the constituent units of thetestaChapter 2 critically
examines the institutional structure for the stiohresource focusing
in particular on the National Finance Commission atds. The
resource distribution criteria are examined in Gea@, whereas
Chapter 4 deals with resource mobilisation withbeus on prospects
for decentralised revenue generation. Chapter 5lome the
implications of fiscal decentralisation for macroeomic management
while Chapter 6 provides summary and conclusions.

It is hoped that the booklet will raise awarendssua what fiscal
federalism means for Pakistan's economic developraed encourage
dialogue and debate on ways to make the processfisoél
decentralisation a success in terms of better resomobilisation as
well as public sector efficiency and better sendeéivery.

Rashid Amjad
Vice-Chancellor
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Chapter 1

FEDERAL STRUCTURE OF PAKISTAN

Pakistan is a federal country with two constitutibtiers of the
government—the federal government and the provirgnaernments.
Moreover there are some Federally Administeredaltitreas (FATA)
and the State of Azad Kashmir. The country hacarbéral legislature
comprising the National Assembly (Lower House) aheé Senate
(Upper House). The members of the National Assenaloéy directly
elected, every five years, by the population agéd/dars and above.
The Senate has equal representation of memberseagin constituent
unit (i.e. the Province). The Senate thus offers iastitutional
arrangement for the role of the provinces in theitreé decision
making. The Council of Common Interests, with equegdresentation
from the federal government and the provinces, déeciover the
legislation of such functions that require colleetaction of the federal
government and the provinces. The functions ovachwvtine Council of
Common Interest enjoys jurisdiction are contairmeéederal legislative
list Il. The Ministry of Inter Provincial Coordinahn, coordinates
between the federation and the provinces.

1.1. History of Legidative Structure

Pakistan adopted a federalist structure at the tinfe
independence in August 1947. As the Indian subigent under the
British rule had a federalist structure therefdrevas only natural for
Pakistan to continue with this structure. For atbandecade in the
1960s under a military regime, Pakistan adopteditany structure for
West Pakistan. Before the promulgation of the presenstitution in
1973, the country had made attempts at framingtitotisns in 1956
and 1962. The constitution of 1956 was federal laracter with
provinces enjoying legislative jurisdiction overnsiderable functions.
This constitution also assigned concurrent legdistafuthority to the
federation and the provinces on 19 subjects. Ttieré legislation was
to enjoy primacy in case of conflict between theéei@l and provincial
legislation on functions declared ‘concurrent’ I tconstitution. The
constitution of 1962, introduced under the thenteriy regime, was a
highly centralised constitution, but recognisedtBRakistan and West
Pakistan as the two federating units and providedtte presidential
form of government. The constitution of 1962 comtal a single
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legislative list of 49 federal subjects. The camsibn of 1973
institutionalised the federal system and providedr fequal
representation from the provinces in the upper éaiparliament.

There is no unique model of federalism and conaider
variation exists in the distribution of functionsdafinances within the
federations. The factors that have driven the defgir the union or
regional identity include: demography, history, eamics, lingual,
international, cultural, security and the intertiela of these factors.
Moreover another factor which has influenced thetritiution of
powers among the tiers of the government is th&uente of the
models developed and being used around the wdrldias perhaps
under the influence of the models used elsewheatettie framers of
the constitution of 1973 kept only a restrictivet Iprimarily including
external affairs, defense, currency and trade as fhnctions
exclusively assigned to the federal government. Tecurrent list,
however, contained as many as 37 subjects. Theuoemt list from
the very beginning was thought to be an encroachmesr provincial
jurisdiction and was considered against the spifit provincial
autonomy. Therefore doing away with concurrent lisécame
synonymous with securing provincial autonomy. sliwiidely believed
that the intention of the framers of the constitntiof 1973 was to
abolish the concurrent list after a period of terang however no
documentary evidence is available to validate baief. The political
parties, especially the regional ones, who had moregain from
provincial autonomy, had been demanding total repefa the
concurrent list. This demand stood accepted wighethactment of the
18th amendment to the constitution of 1973. With tepeal of the
concurrent list the content and degree of fedemalis Pakistan has
undergone a sea change.

The repeal of the concurrent list is predominatttly result of a
political compromise and less of a serious debatewbat function
should be assigned to which tier of the governmienfact the politics
of autonomy had allowed little serious debate otfexr appropriate
jurisdiction of a specific function. This, howevés,not to say that there
has been no debate whatsoever over the assignrhém andividual
functions included in the concurrent list. A subyooittee of the
Parliament was constituted to debate and recomnfendmendments.
This sub-committee had representation from all ploétical parties
represented in the parliament. More than 100 Agsiclof the
constitution have been amended vide the 18th AmentinBesides the
repeal of the concurrent list the 18th Amendmentiuided other
matters such as trimming the powers of the Presider the role of
the Parliament in the appointment of judges. Ihappened that while
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the ‘X’ political party had interest in repeal dfet concurrent list the
‘Y’ political party was more interested in introdng parliamentary say
over the appointment of the judges. The final ooteavas the result of
compromise struck by the political parties in tp&isof give and take.
This kind of compromise is not atypical and is coomfy referred to in
the public policy literature as ‘logrolling’. Thehanges that have
occurred overtime in the federal jurisdiction ovarious functions are
given in the Appendix. The federal functions haeer segregated into
those upon which the federal government enjoys $otisdiction
(federal legislative list 1) and those upon whibke tegislative authority
is exercised by the federal government throughCihvencil of Common
Interest (Federal Legislative List II).

1.2. Council of Common Interest

The Council of Common Interest (CCI) is responsifule the
formulation and regulation of policies in relatitm matters contained
in Part-Il of the federal legislative list. The eobf the Council of
Common Interest has been considerably strengtheamféer the
eighteenth amendment. Upon repeal of the concurlehtsome
functions that were concurrent before the enactnwnthe 18th
Amendment and still require consultation between fideration and
the provinces have been placed in the federallégiyis list 1| and are
thus under the jurisdiction of the Council of Commiaiterest. Some
functions that were under the sole jurisdiction thfe federal
government have now been placed in federal legisldist 1l thereby
further enhancing the role of the CCl. The Coumwolw has equal
representation from the federal government and pghevinces put
together. Prime Minister and three federal mingstme to represent the
federal government while each of the four chief istars represents
their respective provinces. Before the 18th Amemimenly eleven
meetings of the Council were held since 1973. Hawewafter the
passage of the 18th Amendment, it is mandatorytHer Council to
meet at least once in ninety days. As such, then€@bbas held regular
meetings since July 18, 2010. The strengthenedafolke Council of
Common Interest is evident from the enlargementttef federal
legislative list Il as described below:

Under the 18th Amendment the following functionwvéndeen
transferred from the federal legislative list fealeral legislative list II.

» Major Ports

« National planning and national economic coordirratio
« State Lotteries

e Census



» Extension of powers of the police force of one jmog in
another province, with the consent of the concepredince.

The following functions included in the concurrdist before
the 18th amendment have now been transferred to federal
legislative list Il after the repeal of the conant list.

« Electricity
 Legal, Medical and other professions

Some new functions that were not included in anythof
legislative list have now been included the fedzgislative list Il

 All regulatory authorities established under thdefal law
 Supervision and management of public debt

The new entries in the federal legislative lishdve enhanced
the federal character of the constitution becauaters related to the
functions included in the list are to be delibedatethe CCl which has
representation from the federal government as agethe provinces.

1.3. Analysisof the Federal Structure

A variety of federalist structures exists and thereno single
model of federalism that can be termed as besterGitie success of
different federalist models, especially with regatd extent of
decentralisation, it is not possible to lay dowgidicriteria against
which one may gauge the extent of a country’s falgsn or find out
whether or not a function has been correctly aggigan a particular tier
of the government. However, there is a broad ageeethat functions
of macroeconomic management, especially stabibisatiand
redistribution, should be with the central governinehile subjects
that have an allocative element should be perforatatie regional or
local leveld [Dafflon (20086)]. It is not possible to use sultiomal
budgets to employ stabilisation policies such ssdfi stimulus, because
the multiplier effect of additional expenditures wab spillover beyond
local boundarigs thus making it difficult for the sub-national
government to fully internalise the benefits of fi@icy. These issues,
however, would not arise if such policies are adstémed at the federal
level. Moreover, to guard against the possibilifyhaige provincial

YIn practice, a host of political, ethnic, and lifgiic factors play a role in
determining the assignment of functions acrossgigtions.

’For example, expenditure on a construction projbgt a sub-national
government would stimulate demand for constructiteterials such as cement which
may be produced in a different jurisdiction.



5

borrowings offsetting the national stabilisationfoefs the central
government must enjoy some control over the bomgwiof the
provincial governments.

Policies that involve redistribution from the ri¢gh the poor
cannot be easily used by the local and regionddaaities. The use of
redistributive policies by one region, in isolatifrom the rest of the
country, may cause mass migration—immigration ef ploor to enjoy
redistribution and emigration of the rich to avaid The crucial
assumption behind this argument is that peoplesafféciently mobile
across localities. However if the social and psyotical bondages are
strong enough then the mobility assumption mayhotd true. If this is
the case then moderate redistribution can alsordaiped by the sub-
nationals. However despite the lack of mobilitye theed for equal
access to redistributive programs may call for atreé role in
redistribution.

Anderson (2008) provides a list of typical assigntaebased on
examination of the structure of federalism in difet countries. This
list of typical assignments is given in Table 1 evhdescribes how the
assignment of function in Pakistan compares with tifpical picture
developed by Anderson.

It is clear that the functional assignment in Pakisis by and
large in accord with typical assignment prevalenfeideral countried.
Most of the countries seem to have a collabordtven of federalism
with number of functions being treated as concuyrgint or shared.
The structure of federalism that emerged in Pakistiier the 18th
amendment is one of exclusiveness—a function iscjly either
federal or provincial but rarely joint or concurte®nly one function,
namely ‘ownership of natural resources’ has begti@tty declared as
‘Joint’. However the functions now included in ttegleral legislative Il
can also be considered joint to a certain extepalge the legislation
on these functions can be undertaken only afteCkehas deliberated
over the issue and the Council of Common Interdsis equal
representation from the federal government andptio®inces. While
concurrent functions are the norm in a number afntides, Pakistan
has almost done away with concurrency vide the X8trendment.
Before the passage of the 18th amendment as ma3i§ subjects were
under concurrent legislative authority of the fedgovernment and the
provinces. It then seems pertinent to ask why Rakikas done away
with the ‘concurrency’?

5The assignment of only a few functions is at vamanwith the typical
international practice and these include envirortmpensions, court systems, criminal
law and corporate and personal taxes.



Table 1.1

Assignment of Functions to Different Tiers of Goweent
Typical in Federal Countries versus Pakistan

Functional Assignment
Typical Assignment in Assignment in

Federal Countries Pakistan
Currency Always federal Federal
Defense Always federal, Federal
sometimes Constituent-
unit (CU)
Treaty Ratification Almost always federal, Federal
sometimes CU
External Trade Usually federal, Federal

occasionally concurrent,
joint or shared

Interstate/ interprovincial Usually federal, Federal
trade occasionally concurrent,

joint or shared.
Major physical infrastructure  Usually federal, Federal

sometimes concurrent,
joint or shared

Primary/Secondary Usually CU, occasionally Provincial

Education concurrent, rarely federal

Post Secondary Education No clear pattern Pralinc

Income Security Mix of federal, Provincial
concurrent, joint or
shared

Pensions Either concurrent, joint  Provincial
shared or federal

Health care Usually CU, sometimes Provincial
concurrent, joint or
shared

Mineral resources No clear pattern Joint

Agriculture No clear pattern Provincial

Environment Usually Concurrent, JointProvincial
or shared

Municipal Usually CU, occasionally Provincial
joint or shared

Court system Usually joint or Federal

concurrent, occasionally
federal, rarely CU

Criminal Law No clear pattern Provincial
Police No clear pattern Provincial
Customs/excise taxes Almost always federal, Federal

sometimes concurrent

Corporate and Federal Taxes  Usually joint, shared o Federal
concurrent, sometimes
federal




1.3.1. Concurrency

The advantages of assigning a particular functororly one
level of the government are but obvious. It reinés the autonomy of
that level of government and makes explicit as toictv level of
government is responsible for what. Notwithstandimg advantages of
exclusiveness it is not always possible to definatewight
compartments of legislative jurisdictions and tliere some degree of
overlap and some intergovernmental interactionsuaexoidable. This
brings us to the need of concurrency. It is thdigation about the
inevitable jurisdictional overlap that the congibns of United States,
Germany, Australia, India, Brazil, Mexico and Niger allow
concurrency in an extensive area of functional gesent.
Concurrency has several advantages. It is argued tederal
legislatures can provide overarching frameworkdkgion for setting
standards leaving it for the states/provincial d&gures to legislate
over the details. The provincial legislatures ca@ntlegislate keeping
in view the local sensitivities. Thus concurrensyot bad per se rather
it affords some benefits. Concurrency earned arzade in Pakistan
due to the manner in which it was implemented.

As mentioned earlier, under the Constitution of3,9%e federal
government as well provincial governments couldislege over a
function declared ‘concurrent’ in the constitutidn.case of a conflict
between the legislation of the federal governmem ¢he province
concerned, the federal legislation was to prev@ilkken the primacy
clause the concurrent functions came to be regaadddderal subjects,
at least as far as the legislation was concerned, the provincial
governments rarely made an attempt to legislater @ancurrent
functions, though constitutionally they were empoegeto do so. It is
the manner of implementation that gave concurrenbad repute and
led to the belief that provincial autonomy and aomency cannot
coexist. This belief raised the demand for repé#h® concurrent list.

However all is not lost with the repeal of the aament list that
contained as many as 37 subjects. The authorftitlg, aware of the
overlap of functions and the need for consultatietween the two tiers of
government, have enlarged the federal legislatstdl lafter the repeal of
the concurrent list. Some functions included indbecurrent list as well as
those under the sole jurisdiction of the federalegoment have been
transferred to the federal legislative list Il apgrdly to accommodate the
views of the federal government as well as theipoag before legislating
on these subjects. It is noteworthy that though fédderation enjoys
legislative authority over the federal legislatiigt [| but the matter is to be
tabled for legislation only after it has been apptbby the CCI where the
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federal government and the provinces are equallyesented. It is

important to point out here that despite equalesgmtation in the CCI the
federal government may in fact have an effectivritga. This is because
the three federal members, other than the Priméstdimare to be federal
ministers who in all probability would be eitheorin the party in power or
from its coalition partners. The party in powerts federal level would

also be in power in at least one province whichld/éend to support the
federal position thus lending an effective majority the federal

government in the CCI. However, despite the weadting position of the

provinces, the dynamics of running all affairsieé government smoothly
should not allow the federal government to overpd®rincial preferences,
merely on the strength of majority in the CCl—meoasultation over an
issue should prove helpful in improving the outcorfie sum up the

strengthened role of the CCl augurs well for felirain Pakistan.

1.3.2. International Treaties

The past experience of some countries suggestshibdederal
governments, enjoying jurisdiction over externdamé and signing
of international treaties, have at times conduetettrnal affairs in a
manner adversarial to the interests of the sulmnats. To avoid
recurrence of such instances, the constitutiorthede countries now
require that meaningful consultation must occuthat consent of the
constituent units must be obtained in matters thay affect the sub-
nationals. In Canada the federal government ogm @itreaty related
to a provincial subject only if the consent of tt@ncerned province
has been obtained. In Germany such treaties retiugr@approval of
Bundesrat, which is composed of delegates of Lamav{ncial)
governments. The constitutions of Belgium and Seviend also
require that consultation must occur with provinbesore signing of
such international treaties that may affect thevimrees. In Pakistan
the signing of international treaties is under éxelusive domain of
the federal government while, for example, the aeobj of
‘environment’ is under the jurisdiction of the pioges. It is possible
that the federal government may sign an agreemegarding
environmental standards that a particular provimes not be willing
to go along with. Given such possibilities it wolldve been better
had the ‘ratification of international treaties’ dre under the
jurisdiction of some forum where both the federavernment and the
provinces are represented. Such a forum is CoumiciCommon
Interest and appropriate constitutional place faigriing of
international treaties’ is federal legislative lidt upon which the
authority rests with Council of Common Interests.



1.3.3. Environment

Environment is another area which before the 18&teraiment
was included in the concurrent list but stands Hexbto the provinces
after the repeal of the concurrent list. In fedstategimes, sole
provincial jurisdiction over environment is atyplicaln most of the
federal countries the legislative jurisdiction oesrvironment is usually
concurrent and occasionally joint or shared. Argntsdor and against
provincial jurisdiction over environment are dissed below.

The main theoretical argument in favour of devalntiof the
subject of ‘environment’ is the same which is potth to argue for
devolution in general—individual (regional/localeference should be
respected. The question here is: are preferences ewironmental
standards different across jurisdictions? While thay be true for the
public goods in general, but may not be true forviremmental
standards because what is at stake is life, fochvtiie concern should
not be different across jurisdictions. The relevhigrature suggests
that preferences over environment are determinednbgme levels
rather than location—affordability, and not thetéasdetermines the
choice. The guiding economic principal is thath& tbenefits of the
provision of public good are contained within a cfie jurisdiction,
then decentralisation is desirable. On the otherdhi& the benefits
spillover to neighboring jurisdictions, then theoyision should be the
responsibility of the higher tier because regioearihg spillover are
likely to under provide such goods. As the benefitenvironmental
protection tend to spillover across geographicalnoaries, therefore
there is a case for assigning the function to éhdrigorder of the
government. The political economy perspective satgghat dominant
regional commercial interests may lobby for lax iemwvmental
standards and that the central government is betisitioned to resist
such interests.

One might learn from the Canadian example, espgdi@m a
political economy perspective, in deciding whicartof government
should enjoy legislative jurisdiction over enviroental issues. The
1980s mark a watershed between the passive arattive interest of
the Canadian federal government over the subjeehafonment. It is
argued that the Canadian federal government wasairesd by the
constitution as well as by the provincial oppositio act aggressively
over environmental issues. It was feared that tseievironmental
standards may provoke separatist movement in QueBecious
objections from the politicians of the Canadianvimoes dependent on
oil and gas and other natural resources were adpected. After the
1980s the Canadian federal government took aneatile on the
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subject of ‘environment’ due to pressures from rimional agencies
and local environmentalist. The federal governmeZanada has used
inter-governmental agreements rather than legislato make the
provinces agree to certain environmental standdtasugh this kind of
collaborative federalism is seemingly a successesantics believe
that competitive federalism holds a greater promise

The argument for a federal role over ‘environmeamppears to be
much stronger. Provincial governments are mor@éapecome hostage
to the local interest groups and therefore mayaneffrom legislation
that would harm such groups. The federal governmerdlso not
thought to be free of such pressures from locatrést groups.
However the influence of international agencies the federal
government is likely to tilt the balance in favafrstrict environmental
standards. A compromise between the federal andirmial role is
collaborative federalism which boils down to plagiienvironment’ in
the federal legislative list Il. Through the Codnafi Common Interest
the federal government and the provinces would yesmme sort of
joint jurisdiction over environmental legislatiomhose in favour of
‘environment’ as a provincial subject, may arguattBnvironmental
standards would still be determined by internatiotreaties the
ratification of which continues to be a federal jsgh However,
international standards may not address all natioeeds and therefore
an agency that determines national standards remaindemand.
Hence federal jurisdiction in some form is warrahnte

1.3.4. Interprovincial Trade

Inter provincial trade is a federal subject in Bekn and there
are no restrictions on the movement of goods actiessprovinces.
However the Constitution allows a province to liesthe movement of
a commodity outside the province concerned if thare fears of
shortage of that commodity in the province. Thiswusk of the
Constitution is often used by the government ofj&uro restrict the
movement of Wheat outside Punjab. The movemenpisdlly banned
at the time when the government is procuring wifrean the farmers at
the support price declared by the federal govertmiEms restriction
reduces the size of the market for the farmersunja and compels
them to sell to the government at the support ik by the federal
government. Such restriction is imposed when theadas could secure
a price better than the support price fixed by tm@vernment.
Moreover, agriculture being a provincial subjebie tdetermination of
support price for wheat by the federal governmsiiself questionable.
The question regarding jurisdiction over the detaation of the
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support price for wheat is important because tlseafi burden for
procuring wheat from the farmers is borne by theovircial

governments rather than the federal governmenthwiikes the price.
As all the provinces are not self-sufficient in theduction of wheat
therefore the procurement policy as well as in@rprcial trade of
wheat affects areas beyond the geographical boigsdaf a province.
This context makes it appropriate that all the progs and federal
government should have a joint jurisdiction oveeiprovincial wheat
trade and fixation of support price for wheat. Tarum for such joint
jurisdiction, as indicated earlier, is the Counail Common Interest
which includes representatives from the federalwadl as all the
provincial governments. As the Council enjoys jdigson over all
functions included in the federal legislative lid{ therefore the
appropriate place for interprovincial trade is feddegislative list Il

and not list I.

1.3.5. Social Policy

There are strong arguments for some federal rolesocial
policy, especially income security, health and adiot. The one issue
that potentially threatens the federalist structare@ny country is the
regional disparity in terms of income and accesgublic services.
Even in the most decentralised regimes like Caratth Switzerland
the federal government plays a key role in the igiom of uniform
education and health services to all citizens up toertain defined
minimum level. In some countries these functiores@ncurrent while
in others the federal government influences théored policies vis-a-
vis these functions through conditional or matchgngnts. In Pakistan,
legislative as well as administrative authority okealth and education
have been completely devolved (setting standardgylsn exception)
to the provinces. In the absence of conditionainatching grants, the
complete devolution of health and education hagpthential of further
increasing disparity. In a country where the dernsdiod new provinces
seems to be rooted in income disparity and unegoedss to public
services, the complete devolution of health andcation may not be
entirely appropriate.

In a number of countries the federal government reacial
security programs that include minimum monthly imgg food and
health facilities. Before the repeal of the coneantrlist neither the
federal government nor the provincial governmenésenoffering any
worth mentioning social security payments to thzens (the federally
administered Benazir Income Support Program (Bl®B)ng an
exception over the past couple of years). With thpeal of the
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concurrent list, subjects like welfare of labourdannemployment
insurance stand devolved to the provinces. This haase implications
for uniformity of standards and minimum wage pagacross different
provinces.

1.3.6. Taxation

There could be no two opinions on the view thathelawel of
the government should have enough revenues torpetfee functions
assigned to it. Typically in developing and lessaleped countries the
power to raise revenues through taxation is higldntralised. The
centralised taxation system calls for a well-des@ytransfer program
to provide funds to the lower tiers of the governineHowever in
developed countries the lower tiers typically gatera large a part of
their finances through own taxation measures (#nemue raising
abilities of the federated entities are discussandre details in chapter
4). Here it suffices to say that leaving greatevermie generation
potential to the sub-nationals has more merits thi@merits as
provincial governments would be compelled to showettds
performance to generate own tax revenues. Corp@uade personal
taxes are either concurrent or shared subjectsast of the federal
countries. In Pakistan the two taxes fall underfederal jurisdiction.
Arguments against the devolution of tax collectiorthe sub-nationals
include lack of scale economies as well as the @gpto collect the
taxes. Except for Sindh, the other provinces hagrested the federal
government to collect the recently devolved satesdn services on
their behalf. This is cited as an evidence ofluk of tax collection
capacity with the provinces. While there is sonuhtiin this argument
there is no harm in leaving the collection of ewbe personal and
corporate tax to the federal government for an esgicharge payable
by the provinces. The legislative authority on tawraly determines on
whom the tax is to be levied and at what rate. ®lbect taxes the
legislative authority need not essentially be withe federal
government—the federal government can collect tdeeed by the
provincial governments and remit the net proceedthé provinces.
This practice has been adopted in some federakigesn

1.3.7. FunctionsIncluded in Federal LegidativeList 11

After the 18th amendment a large part of econorivity that
the federal government can influence through plagrfalls in the
legislative and administrative jurisdiction of theovinces. Therefore it
is essential that the provinces should have aimletional planning.
The assignment of this function to the CCI will lhhayenerate the
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consultative process between the federal governarehthe provinces
on national planning issues. The permission toptio®inces to engage
in electricity generation seems to have startedngagividends, as
attractive royalty on electricity generation haveceuraged the
provinces to start developing projects of eledyiajeneration. The
18th amendment has allowed the provinces to boaiowwad. This has
raised concerns about the management of natiomdl @encerns have
also been expressed about the adverse impact ofptbencial
borrowing on the national fiscal deficit. These cems appear to be
unwarranted, because adequate safeguards seemgetd®den built-in
to avert these fears. First, the province that omesey to the federal
government will not be able to borrow abroad befoeéring the
federal debt and second, the plan of provincialrdwing has to be
approved by the National Economic Council. The tsafeguards
together will ensure that a provincial borrowingamplthat has the
potential to adversely influence macroeconomicdattirs will not be
approved.

1.3.8. Creation of New Provinces

Off and on the demands for the creation of new ipi@s crop
up in Pakistan. If provinces are viewed as adnmgiiste units only
then new provinces should become inevitable witlerdase in
population of a province beyond a level considemgtimal for
administrative purpose. In practice historical,néth lingual, cultural
and political forces play a key role in determinthg size of a province
or in determining whether or not a new provinceutidoe carved out
of an existing one, if the population of a regiaosses the optimal
level.

The procedure for the creation of new provinceRakistan is
that the provincial assembly of the province coneelr, from which
the new province is proposed to be carved-out, lsh@ass a
resolution in favour of the creation of the new wyinme. This
process is self-defeating—nobody wants to cut tlae sf its own
empire and so the resolution required is very wailikto come
through. The practice in India is that if Lok Sabthamwer House)
votes by 2/3rd majority in favour of the creatiohaonew State then
the State is deemed to be created. The concerregd Bom which
the new State is proposed to be carved-out haleoim allowing
or disallowing the creation of the new State. Nander that 12 new
States have been created in India since 1947 whiléustralia
where the process is similar to that of Pakistannew State has
been created since over a century.
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1.4. Conclusion

The legislative and administrative structure of iBta@h after the
18th amendment is sufficiently decentralised. Thstribution of
functions barring a few areas is similar to theidgppractice observed
in federal countries. However the appropriate flicgson for functional
areas like interprovincial trade, environment andynisg of
international treaties should be reconsidered. #amal jurisdiction at
times overlaps in such a manner that concurrensdigtion of the
federal and provincial government becomes esseiitimugh the 18th
amendment has abolished the concurrent list butighgy introduced
a new form of concurrency by strengthening the ofléhe Council of
Common Interest. More functions, for example envinent,
interprovincial trade, pricing of wheat and signiong international
treaties should be placed under the domain of then€il of Common
Interest. The legislative procedure for creatiomefv provinces also
needs a review.
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Chapter 2

INTERGOVERNMENTAL RESOURCE TRANSFERS:
INSTITUTIONAL ARRANGEMENTS

The Constitution of Pakistan requires that the ol
Finance Commission (NFC) be constituted every fixars to
recommend the annual distribution of national rexebetween the
federation and the provinces as well as among toeipces. The
4th NFC Award was announced in 1974 and the negtveess due in
1979 but came as late as 1990 i.e. after 12 yemtead of 5 years
envisaged in the constitution. Similarly the 7th Qilward was
announced in December 2009, almost 14 years after t
announcement of the 6th award. In fact the NatiokRalance
Commissions were constituted in the interveningiquemhen the
awards were not announced but these failed to raamnsensus on
the distribution criteria, hence the failure to annce the awards.
The rather long intervals between the awards aedfafiure of the
Commissions to announce the award suggest that thorgeis
wrong with the institutional set-up i.e., the NF@ the distribution
of specified national revenddn this chapter, after a review of the
institutional set-up prevalent in some countries ttoe distribution
of national revenues, the structure of the NFC isangined
highlighting the reasons for the periodic failure itimely
announcement of the award, and an alternativetingtnal set-up is
proposed for the distribution of federal revenue®akistan.

2.1. Ingtitutional Arrangements Used in Different Countries

Institutional arrangements used in different caestr for
devising the distribution criteria and making trfems from the
federation to the constituent units can be broadigsified into the
following four categories:

» Central Agency (central government’s ministry)
« Intergovernmental Forum
 Independent Agency

It is interesting to note that in neighboring Indiahich follows the same
practice of announcing Awards of the National Fzea@ommission every five years, 13
Awards have been announced since Independence asstagnly 8 in Pakistan
(including the first Raisman Award).
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2.1.1. Central Agency

The federal government is directly responsible dodertaking
decisions regarding transfers to the sub-natiofids is the practice in
a number of countries and the rationale is thaisitthe federal
government which is responsible for managing thgoonal objectives
to be delivered through the fiscal arrangement. él@r the problem
with this approach is that this tilts the systemwvdods a federal
character whereas the essence of the federal sy#&emecentralisation
[Shah (2007)]. This difficulty can be partly overce by imposing
constitutional restrictions on the ability of thed&ral government to
override the preferences of the sub-nationals [SR807)]. Typically
the office of the president or prime minister oe tministry of home
affairs or the ministry of finance assumes the sole partial
responsibility for the fiscal transfers to the ditugnt units. Countries
that are relying upon central agency include Kyrgiepublic,
Tanzania, China, Italy, Kazakhstan, Netherland$arRh Switzerland,
Ukraine, Ghana, Zambia and Japan.

An alternative to the federal government’s diregterin the
distribution of national revenue could be a semataddy which is
entrusted the task of designing the fiscal relaiamong the various
tiers of the government. This could be an indepehdmdy or an
intergovernmental forum or even an intergovernmeria-civil
society forum. These bodies could be temporaryeomanent and may
enjoy statutory authority or advisory status. A iaat of the
intergovernmental forum is the intergovernmentahetivil society
forum. It is this type of forum that operates iakiBtan. The forum is
appointed by the President every five years.

2.1.2. Intergovernmental Forums

The intergovernmental forums are typically mandatéa
recommend the criteria for distribution of natiomavenues among the
various tiers of the government. These forums ifat@l consultation
among various tiers of the government and provitamr for limited
bargaining among the constituent units—limited biseathe limits are
defined by the constitution. Countries that religlyoon intergovernmental
forums include Germany, Indonesia and Nigeria. @@s like South
Africa and India make use of an independent agencgddition to
intergovernmental forum. Pakistan also relies am ititergovernmental
forum with the difference that the Commission merstaso include a
non-government expert from each province. Thegotarnmental forums
are best suited where constituent units do not hayeconflicting interests
so that consensus is easier to achieve.
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2.1.3. Independent Agency

An independent agency is created by the centrabmonent to
make recommendations to the government or the l&gie on
resource transfers to the constituent units. TWyicahis kind of
agency has an advisory position. Australia wasfiteto establish an
agency for recommending resource transfers in 19B®e then this
institution has become popular in a number of céemincluding India
and South Africa. The independent agency was éshell in Australia
after some states had expressed dissatisfactiom twé process of
bilateral negotiations with the federal governmem requests for
special grants. A secession threat by Western Aalisstrproved
especially instrumental in the decision to set mpnalependent agency.
Thus the origin of the independent agency has fes$or countries
where any constituent unit is dissatisfied with tesource distribution.

An independent agency is typically establishedetale experts
recommend the distribution criteria based on pxifeml knowledge
and rigorous analysis of the prevailing environméte rationale for
an independent agency is that it can divorce tlséribution criteria
from politics. However Shah (2007) points out thatlependent
agencies have rarely been able to achieve thismitjective and that
they have a greater incentives to offer complexitsmh to otherwise
simple problems because the market regards conylith respect—
the complexity of the distribution formulae and asated calculations
increases the market for professionals. Moreovésidel experts and
developmental agencies also put a premium on greagghistication
and complexity. All this increases the cost of dag the resource
distribution criteria. Lastly, an independent agemeakens citizens’
oversight of the distribution formula—complexity kes it difficult for
the non-experts to comment on the formula.

2.2. Ingtitutional Arrangementsin Selected Countries

Canada, a country enjoying a very high level ofcdls
decentralisation, has left the design of the fddiseal transfers to the
federal government and the national legislature é@wv strong
emphasis is placed on the intergovernmental ccatsuit Various
committees feed information and recommendations thigh level
committee chaired by the federal finance ministext thas provincial
treasuries (finance ministers) as members. It ighwmentioning here
that a large part of the revenue of the Canadiavipces is ‘own-
source revenue’' and only a small part is to besfeaned to the
provinces through the consultative process. In Gegmthe forum of
federal and state leaders takes a decision onraberrial equalisation
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program. The inputs for the decision are providgdthe Financial
Planning Council, which establishes guidelines ovarfcing of the
budget in short and medium term. The federal meénisf finance and
representatives of the municipalities constitute @ouncil. Indonesia
has a regional Autonomy Advisory Board (DPOD) thatves as the
intergovernmental forum. The Board has represemtstifrom the
federal as well as the provincial governments. Directorate General
for centre-region fiscal relations provides inputthe Board. Planning
grants are recommended by a separate Board ca#lédnidl Planning
Board (NPD). The NPD and the ministry of financevegitheir
recommendations to the DPOD which takes a finalisitat on the
fiscal arrangements between the centre and thermes: In Nigeria, a
Commission called Revenue Mobilisation, Allocatiand Fiscal
Commission decides on the resource allocation heiwthe centre,
state and local jurisdiction. The Commission haseqaete
representation from the centre and the constituaits. As mentioned
earlier Australia was the first country to establian independent
agency for recommending the fiscal relationshipnMeen the central
government and the states. The Australian Commmissamsists of a
chairperson appointed by the federal governmemimsultation with
the states. The Commission is among the pionedeking cognizance
of the fact that fiscal capacity and fiscal needs/mary across states
and that the two should be accounted for whilentgla decision on
revenue allocation. The Australian agency looks utaly at fiscal
capacities and the fiscal needs of the individtetes to take a decision
on revenue allocation.

The Indian Finance Commission is an independeny lobdrged
with distribution of taxes and Grants-in Aid amotite states. The
Commission comprises a chairperson and four memberBhe
Commission is established for a period of five gedihe Chairperson
and the members are full-time or part-time empleyesf the
Commission and draw salary from the Commission.sTinelps in
making the chairperson and the members serve teeest of their
principal i.e. the federal government rather thla@ interests of their
native states. Under the constitution the chaigref the Commission
must have experience in public affairs. The quadtibns for the
members include; a retired judge of a High Couraquerson having
knowledge of finance and/or economics. The Commissiembers are
usually a mix of politicians, retired civil servanand experts in fiscal
federalism. The Commission typically decides oririftigtion of taxes
among the federal government and the constituetg and also on the
grants-in-aid from the federal government to théeSand the local
bodies (Municipalities and Panchayats). Though @@mmission’s
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recommendations are not binding upon the federalemgunent
however under the Constitution these must be ptedeto both the
houses of the parliament along with the responsthefgovernment.
This creates pressure on the government to takeettanmendations
very seriously and not to reject any recommendatiihout sufficient
justification.

In South Africa the Commission is appointed by Besident in
consultation with the Cabinet and Executive Courdfil the nine
provinces. The Commission has nine members inaudichairperson
and a deputy chairperson, three provincial nomintes nominees of
local governments and two other members. The Cosiomnisadvises
the government on sharing of central revenue wWith grovinces and
local governments, provincial taxation, municipeicél powers, sub-
national borrowings and central government guaemt®verall the
Commission enjoys strong constitutional authority advise the
government on intergovernmental fiscal relationke TCommission
enjoys permanency and two of the members are dasigrio work on
full time basis. The commission has staff streraft1.

2.3. National Finance Commission of Pakistan

The National Finance Commission regulates theidigion of
specified national financial revenues between tdefal government
and the provinces and among the provinces. The Gssion is
constituted under article 160 of the Constitutiowl @onsists of federal
minister of finance (Chairman), provincial minigeof finance and
such others persons as may be nominated by thergogat (typically
the government nominates one person enjoying serfiiknowledge of
the subject from each province). The Commission canstitute
several working groups to gather and analyse tFanmation that it
may require. The federal ministry of finance prasdsecretarial
services to the Commission. The Commission makes
recommendation to the President, who declares thard\based upon
recommendations of the Commission.

As mentioned in the beginning of this chapter thatidhal
Finance Commissions constituted in 1979, 1985, 20012006 did not
announce the awards due to their failure to reacbrsensus over the
distribution criterion. The problem apparently lieith the unanimity
rule that the Commission follows. However this ist o say that
majority vote as the decision rule would solve pineblem. This kind
of rule may end the deadlock over distributionefenue resources but
may raise serious problems on the political fr@maller provinces
may feel being subjected to the hegemony of thertddyovernment or



20

the larger provinces. Such feelings could have @#veonsequences
for the cause of national harmony. Therefore thenimity rule under
the present institutional arrangement is not aashbit a necessity.

While the 6th NFC award was being negotiated in 6199
objections were raised to the distribution of raxe@nesources solely on
the basis of population. The province of Sindh weesfirst to demand
the inclusion of more elements in the distributioriterion. With
Karachi, the capital city of Sindh and a hub of ibass activity in
Pakistan, Sindh demanded that the national taxntevée distributed
among the provinces on the basis incidence of wleation. The
smaller and relatively backward provinces of KhyBekhtunkhwa and
Balochistan raised the demand that additional messushould be
given to the two provinces to ameliorate their IBaluchistan also
suggested that the resource distribution criterghould include
elements like area, population and the level ofatdodicators. The
province of Punjab, then home to more than 60 p¢roé country’s
population, insisted that the distribution formukhould remain
unchanged and the final award did keep the formulehanged. It is
noteworthy here that the political party then invgo at the national
level drew its major strength from the Punjab aratl hcoalition
governments in the Sindh and Khyber Pakhtunkhwa ®hjections
regarding the distribution criterion that were egisvhile the 6th NFC
award was being negotiated were raised with suemsity later on that
these created a deadlock in the NFCs of 2001 afé.2Dhe cynics
would perhaps say that even the 6th award reflettedtrength of the
then ruling coalition rather than the provinciabfarences. It is also
noteworthy that the four commissions that failed aonounce the
awards were constituted during military regimes7@,91985, 2001 and
2006). The inference could be that democratic regimprovide a
relatively better environment for striking a commise solution at a
forum where conflicting interests are representédwever this also
brings forth the fact that the present structur®BC on its own is not
conducive to reaching a solution that can standherits.

The 7th NFC was initially again temporarily deadded over the
issue of the distribution criterion. Ultimately alents like
backwardness/poverty, area and revenue generagontéx effort) the
inclusion of which was being demanded since 199fevigcluded in
the distribution criterion. How the seemingly ersdl@leadlock over the
distribution criterion was broken? Five factorsyad key role in this
regard. One, in absolute terms each province gbstantially more
than what it would receive under the previous fdemiiwo, the weight
of population share was not drastically reduceche(tweight was
reduced from 100 percent to 82 percent only, indrtle population
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share has a weight of only 10-20 percent and a eumbcountries do
not take the population share into account). Thréw federal
government bore the major brunt of the change mmita (federal
share in the divisible pool was reduced from 5% @et to 43 percent).
Fourth, given the previous failures, the federalegoment as well
provinces were under pressure to end the deadl&dfth, the

governments of the smaller provinces interestedramising the

distribution formula were part of the ruling coalit at the federal
level.

The point is that notwithstanding the spirit of qmomise
shown by the federal government and the provindeitewegotiating
the 6th and the 7th NFC awards, there is nothirdterent in the
structure of the NFC to prevent a deadlock. Theeefoe possibility of
encountering deadlock in the future remains. Thikscfor revisiting
the institutional arrangement for the distributiohrevenue resources
among the provinces. Moreover there is little enick to suggest that
the Commission takes a thorough account of thearekeavailable on
the subject except that some members of the Cornamiss of the
working groups might be aware of it on their owrheTabsence of
research on topics like appropriate weights for ¢ements of the
criterion used by the 7th NFC award supports thewy Therefore
there is a need to develop an institutional meamnivhereby the
Commission makes greater use of research on thessissinder
consideration.

2.4. Proposed Institutional Arrangement for
Distribution of Revenues

The intergovernmental forums as well the indepehdgency
have their own merits and demerits. The intergavemtal forums can
protect the regional interests more forcefully tygically these have a
deadlock prone structure, especially if these folthe unanimity rule
which is often a necessity rather than a choice. ifdlependent agency
has the incentive to make a simple task complextheen it can also
bring in the required rigour in the distributioriteria. A better option
then could be to combine the two institutional stuves as elaborated
below.

A two tier institutional set up may be designedstmgest the
distribution of national revenue among the différdevels of the
government. The proposed two tiers are: (i) an pedeent body of
experts and (ii) an intergovernmental forum. Theppsed independent
body would be a committee of experts the membershi¢h would be
chosen without regard to provincial affiliation. rBens who have
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sufficient academic background and practical exqmee in the field of
fiscal management would qualify to become a membke. members
would be a full time/part time employees of therageand would draw
salary from the agency. The agency would first heitee what type of
federal revenues should form the ‘divisible podd. ithe pool of federal
revenues that can be distributed, and then recohmeino gets how
much from the ‘divisible pool’. The agency would@arecommend the
assignment of revenue sources to the federal gowarh and the
provinces. A key element of the manner in whichittteependent body
would approach the issue of determining the ‘dblési pool’,
recommending its distribution and the assignmentesEnue sources
would be to rely on research on the issues undesideration. If the
need be the agency would commission research orsubgect for
example research on fiscal needs and capacitiesiaf province and
weights to be assigned to the different elementshef distribution
criterion etc. Based on the findings of the goodliy national and
international research and views of the experts pimg the
independent agency, the agency would formulate famdard its
recommendations to the National Finance Commissidrhe
recommendations would be accompanied by a fairlyailgel
justification especially if the advice deviates rfrothe established
practice. The recommendations would also be madblicpuo
encourage debate on the subject. The independeytwould not be
required to give unanimous recommendations. Theesnaif the
dissenting members should form part of the indepehdgency’s
report. The proposed agency may begin its tasky®@ars before the
award is to be announced and should have 16-18hsmidatcomplete
the task assigned.

The National Finance Commission would be a purely
intergovernmental body comprising the federal armbipcial ministers
of finance only. The experts need not be on the NFeCause the
independent agency would primarily be a committéexperts. The
NFC would review the recommendations of the indepah agency
and may or may not accept all or some of these.NI€ would pay
due regard to the political factors and other d®litses that the
independent agency would not have accounted fororebver the
Commission will also pay regard to the public debain the
recommendations of the independent agency. If th€ Necides not to
accept some or all of the recommendations of thepandent agency it
would be required to fully justify the decision. @INFC would then
send its recommendation to the government for feggproval and
announcement of the award.
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This two step approach is likely to put an endhe deadlocks
which have marred the history of revenue distrifiutiamong
constituent units in Pakistan. The experts dravamfithe profession
and the academia without regard to provincialiaffitns and put in the
position of a ‘judge’ are less likely to take anjustified stance.
Moreover being paid employees of the independernhag they are
more likely to fit themselves into the assignederather than favour a
particular constituent unit. Reliance on researabuld enable the
independent body to offer sound and practical renendations that
would not be easily ignored by the Commission, whserthe public
knowledge of and debate over the recommendatiotiseobody would
make it even harder.
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Chapter 3
RESOURCE DISTRIBUTION

3.1. Introduction

Potential revenue sources around the world arecallpi
assigned in such a manner that the central governganerates more
revenue than its expenditure needs while the oppdsitypically true
for the lower tiers of the government. This catlsthe establishment of
revenue sharing arrangements between the centvatrgoent and the
provinces/states.

In Pakistan the provinces generate only about 8emerof the
total national revenue through taxes and dutiess Tévenue meets
only a small part of the provincial needs therefie provinces have to
rely on transfers from the federal government. Wrthe Constitution
the National Finance Commission (NFC), constituegdry five years,
has to recommend to the government the criteriothi® distribution of
a given resource pool. The revenue resource pogipwnly known as
the divisible pool, is also specified in the Condidn. The president
can add more revenue sources to the divisible wbdé notifying the
Terms of Reference of the Commission. Overtime, divisible pool
has not undergone much of a change except that &ateon services
which was a part of the divisible pool till 2006 i® longer a part
thereof as it now falls under the exclusive domafirthe provinces.
Moreover the divisible pool includes the net pratsedrom certain
specified taxes. The net proceeds are worked owr@ss collection
minus collection charges, which till 2006 were talkees 5 percent of the
revenue collected. The federal government has dgieaeduce the
collection charges to 1 percent. This has allowleel 7th NFC to
increase the provincial share in divisible poobfopercent. The current
divisible pool includes:

» Personal Income tax

« Tax on corporate income

* Wealth tax

» Capital Value Tax

» Taxes on sales and purchase of goods
» Custom duties

» Federal Excise Duty (excluding on Gas)
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The constitution of 1973 requires that the NFC bastituted
every five years. Since the country gained indepeod in 1947 there
have been eight revenue sharing awards—the Riegwvand of 1951
and the NFC awards of 1961, 1964, 1970, 1974, 19996,
presidential order of 2006 and the 7th NFC Awardhcamced in
December 2009 which is being implemented since 2010.

Had the NFCs been regularly constituted at an viateof
every five years, as envisaged in the Constitundrl973, there
would have been seven awards since the Award of 11@ther than
the three awards announced since then. An awarddwasn 1979
but came as late as 1990—delayed by 11 years. &imilthough
the commissions were constituted timely in 2001 2066 but they
failed to announce the awards as required. The NEE Award
came after 19 years instead of 5 years specifigthiénconstitution.
The non-consensus on the distribution formula, desfhe time
consuming negotiations, led to failure of the twB@$ to announce
the awards. This non-consensus prompted the th&& No
authorise the president to announce an interim dwatence
distribution of revenue was announced in 2006 vfde Presidential
Order 2006. The fact that the previous two NFCs fadléd to reach
a consensus had put considerable pressure on theNFC to
proceed with a spirit of compromise which led te #tmnouncement
of the Award in December 2009. The 7th NFC Awardswa
landmark event in the sense that it introduced d#ipie indicator
criterion for distribution of national revenues amgst the provinces
replacing the population share criterion that wasnf used even
before the country had gained independence in 19H4&.criterion
prescribed by the 7th NFC is given in Table 1. Bsecomparison,
the criterion used by the immediately preceding Advhas also
been included in the table.

Table 3.1

Criteria for Distribution of National Revenues
Presidential Order 7th NFC Award 2006

Provincial Share in Divisible Pool 46.25% 56% increasing 57.5%
Grants and Subventions 3.75% -

Indicators and Weights

Population 100% 82.0%
Poverty 0.3%
Revenue Generation 5.0%

Inverse Population Density 2.7%
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Given the weights indicated above the provinciarshin the
Divisible Pool works out as follows:

Punjab 53.01% 51.74%
Sindh 24.94% 24.55%
Khyber Pakhtunkhwa 14.88% 14.62%
Balochistan 7.17% 9.01%

As is evident from Table 1, the 7th NFC has replatiee
population share as the sole element of the resodistribution
criterion with a four element criterion includingogulation share,
revenue generation (tax effort), poverty, and iseguopulation density
(IPD). Before the announcement of the 7th NFC Awiardecember
2009 ‘population share’ was the sole criterion floe distribution of
resources amongst the provinces. It has been astanging demand of
the provinces, except Punjab, that more indicab@rsncluded in the
revenue distribution criterion. The 7th NFC Awardcepted this
demand of the provinces for replacement of the [ation share as the
sole criterion with the multiple indicator critenio However it is
noteworthy that share of population still enjoysi@ight of 82 percent
in the distribution formula. Thus a significant paf the divisible pool
is still being shared amongst provinces on thesbakithe population
share.

The 7th NFC has also enhanced the share of thénpgesvat the
expense of the federal government. Before the 7T Mward the
federal government used to levy 5 percent collectibharges on the
amount of such taxes collected that were trangfetwethe provinces.
The federal government has under the 7th NFC heseddgo charge
only one percent as collection charges. The fispalce thus created
has been used to increase the share of the pravincthe divisible
pool.

3.2. Resource Distribution Practices Adopted Internationally

Before analysing the revenue distribution criterfmacticed in
Pakistan, it would be useful to review the desigh revenue
distributions followed in other countries. The kass drawn from such
review would prove useful in analysing the desigh revenue
distribution system prevalent in Pakistan.

Taxing powers are centralised to varying degreeslifferent
federal countries. Resultantly the federal govemiséhave more at
their disposal than what they need while the opgpdw®lds true for the
lower tiers of the government. This necessitatasstier of financial
resources from the federal government to lower Itevef the
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government (henceforth referred to as sub-natiprile magnitude of

transfers, among other factors, depends upon revgeneration by the
sub-nationals from their own sources. This in tdapends upon the
administrative capacity of the sub-nationals amdt#ixable sources (tax
bases) available to them. Transfers from the fédgreernment to the

sub-nationals are formula based as well as discraty. The transfers
could be block unconditional, conditional or matahi Transfer

programs typically aim at fiscal equalization—pign of same kind

of services with comparable level of taxation, amdhe federating

units.

In Canada the equalisation transfers are unconditiand are
given to only those provinces whose revenue raisaggcity is below
the national average. It is worth noting here tieaenue generation in
Canada is highly decentralised with share of prainown-source
revenue standing close to 80 percent of the tattbnal revenue. It is
only under this kind of revenue decentralisatioattsome of the
provinces can manage without a penny of equalisdtiansfers. The
Indian system essentially involves distributionfafids on the basis of
estimated expenditure needs and to an extent attiocguior potential
of the sub-national to generate revenues from thein sources i.e.
fiscal capacity. The finance commission of Indiaarily uses the gap
filling approach for equalisation of fiscal capgcitcross states. Under
this approach, current expenditure requirementsthef states are
estimated on the basis of projected budgetary aipear requirements
of the centre and states, and revenues of thesdraten own sources.
The states are allocated shares in central tax@xdban a formula and
the difference between state’'s budgetary expergdituand state
revenues is filled through grants in aid. The gélmdg methodology
not only acts as a disincentive for the sub-nat®na raise revenue
from own sources but is a source of inequity ad.velAustralia, the
comprehensive nature of equalisation allows assmssnof all
circumstances that affect the relative cost difiees a state is faced
with in delivering standard services. These includilitional costs
faced by government in meeting requirements ofelanigies as well as
in providing services in rural areas and remoteations. A state’'s
differential per capita revenue or expendituressaered beyond the
control of a state, for example, due to geography,estimated and the
states are compensated for that. It is worth roamg here that the
Australian approach to equalisation calls for valuwns data across
states at a high level of disaggregation. The ésptédn program has
been criticised in Australia on the grounds of adfincy, complexity
and reliance on internal standards rather thangrastices. It is argued
that reliance on average internal standards imaeseewards states for
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maintaining lower standards. Despite these shoiitogsn however, the
system continues to be in vogue. It is preciselyabise of carrying out
a very thorough equalisation program that fedeoaleghment (known

as Commonwealth government) has been able to kieepstates

satisfied despite continuing with the large vettiéascal balance

(difference between revenue generated by the fedekeernment and

states). Rather the federal government has beert@lbntain cessions
of states from the federation precisely becausecafying out a

thorough equalisation program.

In the United States, unlike other federal coustritaere is no
set form of general revenue sharing. However 6@@tgorograms exist
for state and local governments. The different ormwhich grants are
provided include project, categorical and blockngsa While some
grants have matching component others have staedtformulas.
Barring federal transfers for some specific purgote overall grant
system is small relatively to other countries. Tdloua degree of
equalisation is built into grant programs howevar general the
intergovernmental transfers in the US do not aimcaialisation despite
wide differences in taxable capacity across stateBhe
intergovernmental transfer system in Germany ishligigegalitarian.
The unique feature of the German system is thaeristates transfer
money to the poorer states. In practice the stabese taxable capacity
is below the national average receive transfermftbe states with
taxable capacity above the national average. Témester program is
designed in a manner that fiscal capacity of tHevb@verage state is
brought to 90 percent of the national average. & lrgerstate transfers
are unconditional.

The transfers from the federal government to thevipces
typically attempt to equalise fiscal capacity andsbme cases fiscal
needs as well. The amount of transfers in a nunoberountries is
determined on the basis of some formula. Indicalides population
share, poverty, demographics, fiscal effort andutetipn density are
typically used to determine fiscal needs and cdjeaci ‘Population
share’ is not considered a good indicator of fisua¢ds and is used
only in a handful of countries. Even the counttieat use population
share as the criterion for revenue distributiondsity accord a rather
low weight to it in the distribution formula e.gndia. Nigeria, with
transfers based solely on the basis of populat®rari exception.
Pakistan, with 82 percent weight for populationrehatands close to
Nigeria.

Transfers are also used to achieve certain natavjattives, for
example, education and health care for all. Onettef typical
characteristic features of the transfer progranbeasuse of conditional
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and matching transfers for provision of extensieath care, education
and social security. The use of conditional/matghnansfers for these
services reflects the importance attached natiprialthe provision of

these services. The aim is to provide the spec#@dices to all, up to
a minimum level defined by the society. Such chei@e made

through a variety of collective choice mechanismshsas voting for

electoral promises of the political parties/cantida

In Canada, besides the equalisation transfersother major
forms of transfers are the equal per capita trasstlaich are nominally
divided into two components—the Canada Health Tfean®€HT) and
the Canada Social Transfer (CST) which includesfareland post
secondary education. Only some minimal conditiaesaétached to the
payments. To be eligible the provinces cannot impeossidency
condition on welfare payments and health insurgrograms have to
follow general criteria including access, affordidpi and
comprehensiveness.

In Australia, huge transfers from the federal goweent to the
states are made under the special purpose pro@&?Rs). These SPPs
are intended to support the implementation of sowaonal priority
and these are in addition to the transfers fromuthited pool of funds
determined in the manner described earlier. ThgekrSPPs are in the
area of education, health, social security, trartaion and housing.
SPPs constitute a significant proportion of thaltassistance from the
federal government to the states. This proportias Yaried from 25
percent of the total federal assistance in earl§0$%o 50 percent in
1990s. The majority of the SPPs are subject to iond that are
designed to ensure the achievement of nationalctbgs. These
conditions include general policy conditions, ththe amounts so
transferred be spent on designated purpose onlyefmes the
transfers require matching expenditures from tlade™ own sources
for the same purpose (matching grants). Such gramtsdetermined
through bilateral negotiations between the fedenadind the concerned
state as well as negotiations at some forum whérestates are
represented. In the United States grants for headthincome security
constitute the major purpose for which transfees made to the state
and local governments. These grant program areetiisoary at the
national level and are determined through the anbudget process.
The interstate highway system is financed jointlytbe federal and
state governments with federal government typicdiyding 90
percent of the construction cost. Other major gaategories include
education and transportation. In South Africa,eénant years the share
of conditional specific purpose grants, which aisciktionary in
nature, have exhibited sizable growth in the tdtahsfers to the
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provinces. The discretionary nature of the condélogrants has made
the transfers system less transparent.

3.3. Analysis of the Revenue Distribution Design

3.3.1. Bridging the Fiscal Gap

Fiscal gap refers to the revenue deficiency arisingm
mismatch between revenue means and expenditurs.riee gap may
arise due to the centralisation of taxing powerd/@nthe lack of
revenue generating potential of a region. Perdidtecal gap leads to
large fiscal disparities among regions which colld politically
divisive and may even create cession/separati@athr This threat is
real: since 1975 more than 40 new countries haea beeated. Though
reasons for separatist demands may be variousl fisgualisation
would help curb the feeling of deprivation and thuslp forestall
cession/separation. Australia and Canada have ssfallg thwarted
such threats through adequate fiscal equalisatioograms and
autonomy measures. The demand for new provinceshwiithe and
again surfaces in Pakistan too has roots in regifiszal disparities.
However, the precise timing at which the demandrfases might also
have political undertones.

The typical methods of determining the size of ¢fars from the
federation to the sub-nationals include:

» A combination of fiscal capacity and fiscal needi@gation
 Fiscal capacity equalisation

* Need criterion

 Population share criterion

The literature suggests that the use of populatiena sole
criterion is least effective at securing equalmatnf fiscal needs across
regions. The population share criterion assumes p& capita
expenditure needs are equal across regions. Howibeeper capita
expenditure needs may vary across regions, dueifterethces in
population density, size, geography, history, reseendowments and
the level of development. Moreover, the remote tiocaof an area as
well as metropolitan character of a city may call incurring above
average expenditures. To transfer revenue resotodbs sub-national
for over 60 years (1947-2009), Pakistan has usqulilation share
criterion—a criterion considered least effectivdistal equalisation.

The method of equalising fiscal needs and fiscaacaies
practiced in some developed countries aims at mgetie net fiscal
needs of the sub-national after accounting forrtfistal capacity and
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fiscal needs. This method recognises the possiltfitvariation across
regions in fiscal capacity as well as fiscal neadd seeks to address
the net variation. The method of fiscal capacityaigation seeks to
transfer more funds to such sub-nationals whosealfisapacity is
below the national average, thereby equalisingafisapacities. This
approach again assumes that per capita fiscal redettie regions are
more or less equal. Both these methods requirengixe data to
estimate the fiscal capacities and fiscal needss@&hmethods are
therefore difficult to implement in developing caries.

The need indicators criterion estimates the expereli on
certain major fiscal needs and uses these estinm#asive at the total
fiscal need of the sub-nationals. To estimate ediperes on different
categories weights are assigned to various categosand where
required need indices are developed for each expoeadategory. The
weights and indices are developed using statistaz@b and historical
data on expenditures and population. Typical fiseed indicators
include population, per capita income, unemploymatg, population
density, geographical area, infant mortality, lé&pectancy, school
enrolment rate and infrastructure.

The multiple indicator criterion used by the 7th@Is similar in
spirit to the need indicator criterion however somgortant need
indicators like school enrolment rate and infantrtaity are not
included in the criterion. Moreover the assignmafiniveights seems to
have been influenced by historical factors (e.g.p&rcent weight for
population share, marginally down from 100 perceanty political
considerations (e.g. inverse population densitylisTs in contrast to
the systematic exercises undertaken elsewhereviageneed indices
(the weight assignment exercise is elaborated iat#nis chapter).

Notwithstanding the sophistication of the revenustrithution
criteria, actual choices made in almost all coestdalso account for the
objectives of the government, historical factorsd apolitical
compromises between the federal government andadtstituents.
Pakistan is no exception to this rule.

3.3.2. The Casefor Marching Grants

Conditional or matching grants especially for sbs&vices like
health care, education and social security aresaargial feature of the
transfers from the federal government to the sulsnals in many
countries. In some developed countries, funds Xpeediture on social
needs are provided by the federal government desmivenue
mobilisation being fairly decentralised. Exampleslude the United
States and Canada and a humber of other countheg.ationale is that
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the sub-nationals in an effort to woo businessebrah individuals to
the region would impose lower tax burden and tleeeefinder provide
redistributive social services. Moreover, the desand merits of
provincial/regional autonomy notwithstanding, thesra strong case for
setting minimum national standards, across jurtgatis, for provision
of public services like health and education. Ti@mogeneous
national standards contribute to free flow of go@asvices, labour and
capital across jurisdictions, which allow the regido reap numerous
benefits. Though more than half a century ago it wdvocated that
inequality is good for economic growth [Kuznets %59 Lewis
(1955)], an influential body of recent literatun@ypides evidence to the
contrary [Easterly (2007), Galor and Zeira (1993faising living
standards of less developed regions is now coresidenportant for
aggregate economic prosperity as well as for galitistability.
Establishing relatively homogeneous standards d¢ail incurring
greater expenditures in regions below the natianadrage. Greater
transfers from the federal government by way oftklanconditional
grants may not essentially be spent on providingasservices like
health, education and income security. Hence tise éar conditional
or matching grants.

Conditional grants impose conditions on the subemats
with respect to inputs (expenditures) or outpuéesits achieved by
the transfers). Output based grants are favouretherground that
these do not adversely affect the incentives ofdgihie-nationals for
cost efficiency but still meet the national objeeti of some
minimum level of service. Conditions are thus impdsiot on the
specific use of grants but on attainment of stadslan quality,
access and level of service. Matching grants atlmevsub-nationals
to access transfers if they spend a certain sgecigercentage on a
specific service from their own sources. Such graate termed
open-ended when there is no limit to transfers frira federal
government on this count. Close-ended programshemther hand,
put a maximum cap on matching transfers. Thesdaan®ured over
open-ended programs as these take into account btidget
constraint of the federal government.

In Pakistan there are no conditional or matchingnty to the
sub-nationals—all transfers are block unconditiggraints. This allows
the provinces to spend as they like thereby allgwimaximum
provincial autonomy but at the cost of homogeneunirsmum national
standards for essential services. The use of elsni&e poverty and
inverse population density as indicator in therdistion formula are
based on the fact that some provinces lag behiner®tin the level of
development. The transfers of additional fundstesé grounds, while



33

welcome, do not provide assurance that the additiumds will be
used to alleviate poverty or for example be spentincreasing the
number of schools in the sparsely populated Bastiahi The higher
transfers would have proved more effective hadette=en conditioned
upon measurable alleviation of poverty and some gpecified
improvement in development outcomes such as schoalment or
patient-doctor ratio.

3.3.3. Weights Assigned to Elements of the Multiple
Indicator Criterion

The 7th NFC Award assigns different weights to floer
elements of the revenue distribution criterionisltnot clear how the
weights assigned to the four elements of the mialiipdicator criterion
have been determined. To what extent historicaisfaesearch and
statistical tools have influenced the determinatidnweights and to
what extent the weight determination has been enfted by political
compromises and rule of thumb. The weights, ifvadiat as a result of
political compromises, might prove less stable @aes quarters might
demand a review as soon as the power configuratitdergoes a
change. Anecdotal evidence suggests that the wefgh& percent for
inverse population density was determined in tHieviong manner. A
Baluchistan Development Package was agreed upoer timel previous
regime (military regime) as a result of negotiatigith the influential
persons of Baluchistan. Under the package an anwfuRs 83 billion
was to be given annually to Baluchistan. The weaigkspecially, the
one for inverse population density was arrived at \Wworking
backwards from Rs 83 hillion. This is not to sagttthe weight of 2.7
percent for inverse population density (IPD) isggerated. The point
is that adequate research on weight determinatightrhave yielded a
weight greater than 2.7 percent.

To illustrate how weights should be computed oneaildo
compute the per pupil cost of education for a sthmzated in some
remote area of Baluchistan and compare this withesponding cost
for some school located in central Punjab. Theediffice in the two
costs could be used to compute weight for invergaufation density.
This example is only illustrative and of coursetadigferential would
have to be examined in greater detail to consthetweight. Similar
type of exercises could be undertaken to computights of other
elements of the criteria.

3.3.4. Weight of Population Share

Despite the introduction of multiple indicator eribn for the
distribution of national revenues the share of pagmn still enjoys a
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large weight of 82 percent indicating that a veaygé part of the
revenues is still being distributed on the basipapbulation. Thus all
the grounds on which the previous distribution falanwas criticised
still seem to be valid. Most of the countries makiiormula based
transfers to the sub-nationals do not includestiere of population at
all as an indicator in the distribution formula ahe& countries that do
include population share accord it a relatively kmwaight e.g. 10-20
percent in India. One major problem with the useayfulation share as
an element in the revenue distribution formulahattprovinces may
guestion the veracity of the population census.hSpiwblems have
been noted in Nigeria where the funds are traredfeto the sub-
nationals solely on the basis population sharés lperhaps to avoid
controversy of the sorts that India is still usthg@ population share of
1971 to assign weight to the population share ie tevenue
distribution formula.

3.3.5. Poverty asan Element of Multiple Indicator Criteria

Some analysts have argued against including sudibaitors in
the distribution criterion that generate perverseentives. The use of
poverty as an indicator acts a disincentive forghavinces to alleviate
poverty because the poorer a province, the grehgetransfers under
the NFC Award. Moreover even before the inclusibfpoverty’ as an
element of the revenue distribution criteria, tligrty estimates have
been marred by controversies and independent asalhave
qguestioned the intentions behind the estimates af was the
methodologies used to arrive at the estimates.ak perhaps for this
reason that the poverty figure used by the 7th N®@rd is the
average of the estimates generated by three diffeagencies. The
inclusion of ‘poverty’ as an element of the revendistribution
criterion will make the province a stakeholderhe poverty estimation
exercise. The consequences of this are difficuftréalict; it may add to
the raging controversy about the veracity of es®dut on a positive
note the possibility is that given the potentialngaand losses of the
different stakeholders, the estimation exercise rb@gome more
transparent and less questionable.

3.3.6. Tax Effort

The effort made by a province to generate tax reeers
accounted for in a number of countries while deteimg the size of
transfers. The objective is to encourage the pomsrto generate more
revenues from own sources by rewarding the existiegenue
generation. The 7th NFC has included revenue ggaergmore
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commonly known as tax effort) as an element of tesource

distribution criteria. This is a welcome developte®wn revenue
generation has a number of advantages. It redusgsndency on the
federal government, introduces transparency intalimgs and

improves governance at the regional level. The gwe would

improve because to mobilise revenues better orgtaisis required
and more importantly because successful taxatienbiargain between
government and the citizens with the latter engugffective delivery

of services in return for taxation.

Our appreciation for inclusion of the tax effortas element of
the distribution criteria is not without a caveHtis noteworthy that
revenue generated by the provinces includes mofgttieral tax
revenues from tax sources (i.e. tax bases) assignédte centre. The
collection includes taxes paid by the public sectmporations located
in the provinces. Moreover there are a number rofifithat generate
income from doing business in more than one pravimat pay tax in
the province where their head office is locatedisTdives an undue
advantage to the province which might be home tadheaffices of a
greater number of firms.

Collection of revenues against tax sources assigntte federal
government would not yield (and has not yielded) blenefits of own
revenue generation discussed above. First the meamhifor tax
collection is federal rather than provincial andaselly the citizens do
not expect the provincial governments to providétdseservices in
return for federal taxes. Thus improvement in gosece at the
provincial level would not result merely becauserenfederal revenue
is generated from a province.

A more realistic approach would be to include aihlg revenue
generated against provincial tax bases for detengpithe tax effort of
the province. Such an exercise would encourageinres to increase
revenue generation from provincial tax bases. Samgortant tax
bases assigned to the provinces include propettyda on agricultural
income and GST on services.

3.3.7. Impact on Revenue Generation

Greater transfers to the sub-nationals envisagddruhe 7th NFC
Award are likely to dampen the revenue generatienfiscal effort) of the
provinces from their own sources. The followingeagpts taken from Nabi
and Shaikh (2010) are sufficient to support ouestent.

A few months before the announcement of the 7th Aliv&rd,
the government of Punjab had set up a task forex#mine the
structural weaknesses of the property tax and recend
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measures to improve the tax effort. This was mutvdy....
ambitious plans to increase expenditures on sogiatection

and upgrade urban infrastructure.... After exhaustive

discussions—the task force decided that for reasémmlitical
feasibility, it was prudent to focus on two issuepdating the
[property] valuation tables and rationalising th@roperty] tax
rate....

The revenue impact of the proposed reform would be

substantial...compared to the existing demand of.Bbiflion,
the new valuation would result in demand of Rs 1llifon.
Combined with reduced differential, the demand @aige to
Rs 16.3 billion or a five-fold increase—while thetgntial for
substantially higher revenues following reform wattractive,
.... Punjab had to balance this against political tcof passing
on the increased demand to constituents, everichenes.
....The political calculus outlined above was beingel on the
eve of the 7th NFC Award. However as soon as iainec
apparent that the new NFC Award would result insabtially
larger transfer from the divisible pool the motiiat for levying
the higher tax demand was lost and the politicahpaign was
shelved. Thus, at least in short term, the new dwes had a
dampening effect on the revenue effort in Punjatrjtecal sub-
national entity.

3.3.8. Specification of Divisible Pool: A Disincentive for
Resource Mobilisation

The process of distribution of revenues betweentleetiers of
the federation begins with the specification oftridlimitable revenue
sources commonly referred to as the ‘divisible pobhese revenue
sources are largely mentioned in the constitutiontbe President can
add to these sources. Not all revenue sources rataded in the
divisible pool, for example personal and corporatees are a part of
the divisible pool while Petroleum Developmenevi (PDL) is not.
The practice of including some revenue souroebé divisible pool
and excluding others acts as a disincentive foiféderal government
to increase revenues from such sources wlaoh part of the
divisible pool. To illustrate, suppose that thedied government wants
to raise its own revenues by Rs 100. To raise #uired amount
through corporate taxes the federal governmentdvbale to increase
the corporate tax rate by such percentage thatiditianal amount of
Rs 236 is mobilised. The federal government needsidbilise more
than its required revenue because 57.5 perceheaddditional revenue
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i.e. Rs 136 would go to the provinces, thus leavthg federal
government with the required Rs 100. An alternafive the federal
government is to increase the PDL by such percergags to raise an
additional Rs 100 only. The PDL requires lesserdase because it is
not a part of the divisible pool i.e., the revenfresn PDL are not to be
shared with the provinces.

What could be done to avoid the disincentives reteabove? A
look at Table 3.2 provides the answer. It is evidesm Table 3.2 that
a substantive change in the proportion of revertmssferred to the
provinces has occurred only in the first year ofy arew award.
Thereafter the percentage has remained more orctesstant in the
remaining years. Presently, under the 7th NFC Awldr¢gercent of the
gross federal revenue is being transferred to theipces. Thus instead
of framing an elaborate divisible pool the authesitcan simply state
that 44 percent of the total gross revenue of gdefal government
would be available for distribution among the prmés. This
simplification of the divisible pool would improwbe incentive for the
federal government to increase collection from neswe sources
included in the divisible pool.

Table 3.2

Revenue Transferred to Provinces as Percentag&uadss Total
Revenue of Federal Government

NFC Financial Year Percentage
1991 1991-92 26.0
1992-93 26.1
1993-94 27.9
1994-95 30.1
1995-96 31.8
1996 1996-97 33.8
1997-98 26.3
1998-99 24.2
1999-00 27.4
2000-01 30.4
2001-02 27.7
2002-03 27.5
2003-04 27.8
2004-05 28.0
2005-06 29.5
2006 2006-07
2007-08
2008-09 314
2009-10 31.9
2009 2010-11 44.6

2011-12* 44.0
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3.3.9 Evaluation of Distribution Design Against Best Practice

The broad principles of resource distribution dedifrom the
review of relevant literature are given in Box 1.

Box 1

Design of Distribution of National Revenue: Broad Principles

Autonomy:The transfers should allow the sub-national gavemts to determine)
their own expenditure priorities.

Predictability: The amount transfers should be known well in adeaso that the
provinces may budget their expenditures with a iwdi of certainty.

Simplicity: The transfer criteria should be objective andaidyfeasy to understand

Equity: The transfers should take care of the fiscal ne#dsach sub- nationa
government.

Revenue AdequacyTransfers should take care of the imbalance iroures
availability between the federal government arel hovinces as well as among
the provinces.

—

Incentives: Transfers should encourage constituent unitsatserrevenues and
control expenditures.

Accountability: The grantor must be accountable for the designopedation of the
program. The recipients must be accountable togthetor and the citizens fo
financial integrity and better utilisation.

Source:Adapted from “Pulling Back from the Abyss: ThirchAual Report”, Institute of
Public Policy, Beaconhouse National University. €Thlast point
‘Accountability’ is an addition to the criterion éluded in the Beaconhouse
report.)

The existing revenue distribution design of Pakistalfils the
criterion of autonomy, simplicity and predictahjlibut falls short on
the yard sticks of incentives for the provincesragse revenue from
own sources and accountability of the provinceshwespect to
appropriate utilization of available financial resces. How well the
distribution design performs on ‘equity’ and ‘rewen adequacy’
indicators can only be ascertained with the passdigene. A large
number of functions that were under the jurisdictiof the federal
government stand devolved to the provinces unded 8th amendment
while greater funds have been transferred to tbeipces under the 7th
NFC Award. With more functions and greater finahoésources at the
disposal of the provinces since July 2011, it wél clear only after the
passage of sometime that whether or not resoureesrmugh to meet
the financial needs of the provinces and if these aquitably
distributed across provinces. The revenue disiohuiesign falls short
on ‘incentives’ to raise own-source revenue anddaatability’ as to
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the appropriate use of the funds. Lesser trandfenrs the federal
government coupled with perhaps partial allocattbrsome attractive
tax sources, like income tax to the provinces witlicourage the
provinces to increase revenue generation from thein tax sources.
This would also make the provinces accountabléed bwn electorate
as successful taxation is essentially a bargaiwdssi the citizens and
the government—tax revenues in return for publiovimion of
services.

3.4. Conclusion

The shift from population share as the sole elenwnthe
revenue distribution criterion to the multiple indtor criterion is a
move in the right direction. However Pakistan dhidls to go a long
way before she is able to develop an optimal distion criterion.
First and foremost the revenue distribution criadarhas no provision
of conditional/matching grants which are essenfial securing
homogeneous minimum national standards in respéatseential
needs. The conditional/matching grants can playrgortant role in
reducing disparity among regions. This would cuhle feeling of
deprivation that prevails in some regions. The uinasised feelings of
deprivation, that might run high in some regionsse serious threat
for holding the constituent units together in theddration. The
revenue distribution criterion is similar in spit@ the need indicator
criterion however some important elements like sthenrolment,
infant mortality and demographic structure of tlopplation have not
been included in the criterion. The assignment afight to an
element of a criterion should ideally be based etaited and careful
assessment of the factors that influence the expepd. Need
indices should be developed based on such assesshienindices
thus developed would then contribute to the deteatvn of weights.
In practice, the weights seem to have been assignéde spirit of
striking a political compromise instead of undemakthe kind of
exercise referred above. Inclusion of the revenemregation in the
revenue distribution criterion is a welcome devebemt. However,
the revenue generated by the provincial governmiats their own
tax sources should form the basis of revenue Higion. The sudden
jump in magnitude of unconditional block transféssthe provinces
is likely to weaken the revenue generation effaftighe provinces.
Own-source revenue generation by the provinceskiskan is one of
the lowest among the federal countries and theribligton design
does not provide much of an incentive to the proemto increase
their revenue generation.
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Chapter 4
PROVINCIAL RESOURCE MOBILISATION

4.1. Introduction

The intergovernmental fiscal relationship in Padast is
imbalanced. The provinces account for around 35ceuer of all
government expenditures but generate merely 8 peroé the
consolidated national total tax revenue which iy @5 percent of the
GDP. The need to improve provincial resource mséiion is but
obvious. (A comparison of the intergovernmentatdisimbalance is
given in Table 4.1. Though the comparison is 6 geald but
nevertheless conveys the essential message thatdbentralised
revenue generation is among the lowest in Pakis@mg low revenue
mobilisation on the part of the provinces should iewed in the
perspective of the national tax effort. The aggtedax-to-GDP ratio in
2009-10 was 10.5 percent and has been on the ddalibver a decade
from 12.5 percent in 1996. This is significantlyvier than the average
for developing countries (15 percent) and developedntries (35
percent). Even the South Asian countries presdydtier picture with
tax-to-GDP ratio in Sri Lanka at 16 percent anthiiia at 14.5 percent
[Nabi and Shaikh (2011)].

This chapter discusses the options to increasdrmial/ revenue
mobilisation in Pakistan. To begin with, the prasstate of revenue
decentralisation portrays a dismal picture. Thevipaes have access to
as many as 15 tax bases but the effective yiellvary low. The tax
administration is weak, records are dated and tased are
undervalued, incomplete and considerably squeezgd véxious
exemptions. Despite significant revenue potential provinces have
not made a serious effort to reform the tax adrriation and increase
tax yields [Bhalget al. (2008)].

Broad based taxes like personal income tax, taxamporate
profits, sales tax on goods and custom duties dtk the federal
government while the menu of provincial tax basesude the hard to
tax bases like sales tax on services and the tagooultural income—
the former is administratively difficult and thettlx is politically
sensitive. One possible reason for the rather lational tax to GDP
ratio could be that the taxes are assigned to i of government
where the incentive to mobilise tax revenue is fiixsent. First, the
fact that a large part of what is collectedl not remain with the
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Table 4.1

Imbalance between Revenue and Expenditure in
Countries at the Sub-national Level
Revenue Expenditure

Australia 31 46
Brazil 31 46

Canada 56 63
India 34 55

South Korea 5 50
Germany 35 63
Pakistan 8 28

Adapted from Watts (2005), cited in Beaconhouseédiat University (2010).

federal government may dampen efforts of the fddgraernment to
collect more (57 percent of the collection is tfen®gd to the provinces
under 7th NFC award). Second, the federal goverhméh access to
money creation (borrowing from the central bank) fareign aid may
not be as hard pressed to mobilise revenue agtwéenpes would be if
they do not enjoy access to funds from other seurgEovinces

cannot create money and they have only recently ewed to

borrow abroad but with restrictive conditions.

In the context of decentralised revenue generatioa,primary
policy question to be addressed is whether theré&dgovernment
should collect a larger part of the revenues aed thistribute it among
the federating units for their fiscal needs or faderal government
should let the provinces generate revenue thensaive allow them to
rely on the centre only for equalisation funds. (itee funds required to
meet the fiscal needs of those provinces whichatdave the capacity
to generate revenue themselves). As argued latdrisnchapter, the
latter approach should be the preferred optiontasniails several
benefits including greater incentive for mobilisitax revenues by the
provinces, better accountability, and lesser depecyl on the federal
government. It needs to be emphasised that duketdlifferences in
endowments and initial conditions such as stateawdilability of
human capital and the geography, access to revegmmerating
opportunities is not likely to be the same acraswipces. However the
solution to the differential access to opportusitie not the transfers
from the federal government for all the fiscal reefl better option is
to let the provinces mobilise revenues to theirgotential and then fill
the gap through strong fiscal equalisation prograiis make the
provinces stand on their own feet, the magnituddrarisfers would
have to be reduced and broad based tax bases Wawidto be put at
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the disposal of the provinces or shared betweelfetheral government
and the provinces.

Some developed countries are successfully sharoadbbased
taxes like the personal income tax and the taxasparate profits with
the sub-nationals i.e. both levels of governmeny l&x on the same
tax base. In Pakistan the federal government isirghall the tax
revenue that it generates with the provinces, maiugh allowing them
to tax the bases reserved for the federal goverhrbeh through
transfers under the NFC award. Allowing the proemdo tax, along
with the centre, the broad based tax bases likeopat income and
corporate profits would solve the free rider probleThe provinces
would make an effort to generate more from thebtases because the
revenue would belong to them. The provinces whiath to make
revenue generation effort will not get the revenues

To contain the overall tax burden while at the satime
allowing the provinces to generate more revenués federal
government may reduce its tax rate on the perdoname tax and the
tax on corporate profits to make room for the pmnoes to levy tax on
these bases. For example if the federal governmeeluices the tax rate
on corporate profits to 25 percent from the presate of 34 percent,
the provinces can levy tax at the rate of 9 peroantorporate profits.
The revenue loss to be incurred by the federal mornent may be
made up by reducing the transfers to provinces tide NFC award,
with the province endowed with greater revenue geign capacity
facing the larger cut. It is expected that the nesmegeneration by the
province from these two tax bases would be greaim the revenue
loss incurred by the federal government. This wootthtribute to
improvement in the national tax to GDP ratio. Thddral government
may collect the two taxes as agent of the proviraggnst a specific
charge.

Income from agriculture and property are the twojomdax
bases with the provinces but both remain largetapmed. The levy of
tax on agricultural income has been much debat&thkistan. The fact
that not much progress has been made on this dsugenerally
attributed to the lack of political will by the fedhl and provincial
governments which are dominated by the landed. ltie property tax
regime also needs a complete overhaul. In particalaore scientific
approach needs to be adopted to determine the nyopdues for the
purpose of taxation. Valuation tables need to begdieally updated on
the basis of surveys and the assessed values thdeitle inflation
during the period intervening between the survaéyss chapter argues
for devolving property tax to the lowest adminititra tier of the
government i.e. the ‘union council’, as also enge in local
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government ordinance (2001). This is because Ibodies would be
better able to collect the tax because of theirgggguhical proximity
with the tax base and also because resource-stiealdgovernments
may have better incentives to levy and collectaayproperty.

The tax bases to which the federal government lamgbtovinces
presently have access are given in Table 4.2 below:

Table 4.2

Tax Bases Assigned to Federal Government and Rresin
Federal Taxes Provincial/District Taxes
Direct Taxes Direct Taxes
Personal Income Tax Land Revenue
Corporate (Profit) tax Urban Immovable Property Tax
Indirect Taxes Tax on Transfer of Property
Sales Tax (GST on Goods) Agricultural Income Tax
Custom Duties Capital Gains Tax
Excise Duties Tax on Professions, Trade and Calling

Indirect Taxes

Motor Vehicle Tax

Stamp Duties

Entertainment Tax

Provincial Duties

Miscellaneous Duties

Sales Tax (GST on services)

Royalties on natural resources*
*Royalties on natural gas and hydal power genanadio not strictly constitute taxes but
are important revenue source for Balochistan, Khizéhtunkhwa and Sindh.

The rest of the chapter is organised as followsti&e 2 reviews
the theoretical case for decentralisation of tawb&reas Section 3
examines the rationale for the assignment of diffetaxation sources
to different levels of government. Section 4 ddsesithe practice of
tax assignment in selected countries to provideasisbto critically
examine the practice of provincial resource mogile in Pakistan.
Section 5 discusses the issue of provincial resounobilisation in
Pakistan while Section 6 summarises the discussion.

4.2. Theoretical Case for Decentralisation of Taxes

The theory of decentralised tax assignment attengpenswer
questions like what is the optimal vertical struetwf taxation, what
type of taxes should be imposed by which tier af tfovernment,
which level of government may choose the tax basd which one the

® Tax base implies the source upon which the tao e levied. For example for
income tax the base is ‘income’.
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tax rate, and what level of government may adnenigte different tax
tools [Ambrosano and Bordinon (2006)]. The relevditérature
suggests two extreme positions and a unified fraonkewecently
propagated by [Ambrosano and Bordinon (2006)] whittempts to
assess the usefulness of the insights furnishedifiigrent theories.
The two extreme approaches follow the normativer@ggh advocated
by Musgrave (1959) and Oates (1972) and the publaice approach
propagated by Brennan and Buchanan (1980). Musgriassifies the
economic functions of the government into threeegaties; resource
allocation, macroeconomic stabilisation and incaesistribution. As
macroeconomic stabilisation and income redistrdyuthave spillover
effects therefore these functions, it is arguedukhbe performed by
the central government whereas resource allocationbe performed
by all levels of the government. Under the normeatapproach the
personal income tax and corporate taxes shouldskigred to the
central government as these are good instrumentstébilisation as
well as income redistribution. Regarding allocatitimee sub-nationals
should focus on benefit taxes i.e. the individudlowbenefits from a
service should pay. A basic principle of the coriaral approach
regarding local tax assignments is that the sulmmals should levy
taxes on relatively immobile tax bases to avoid agimy tax
competition among the sub-nationals. Because ifsthie-national X
was to chooses a mobile tax b&seich as tax on corporate profits, and
the rate structure thereon then the subnationalay affer a lower tax
rate to attract the tax base to its own geograjpinisdiction. This kind
of fiscal war can drive down the tax rates very laevoss jurisdictions
leading to what the literature refers to as ‘begbsrneighbour’
policies or ‘race to the bottom’. The conventioregbproach also
suggests that the sub-nationals should use onli sgmes of taxes
which have a relatively stable yield to avoid fasting and planning
problems. Finally the sub-nationals should levy esxon bases
distributed relatively evenly across jurisdictiotos prevent horizontal
fiscal imbalances.

The normative approach has been criticised on vargrounds.
First, it assumes that the governments and palitieire benevolent and
maximise social welfare. In practice the governmernd the
politicians may seek rents. Under centralised regegeneration the
politicians at the helm of affairs in the centreynspend more in their
own electoral constituency rather than distribwgeources fairly. The
demand for new provinces in Pakistan has rootshis kind of

® Tax bases which may relocate from one geograpiisdiction to another. For
example land is an immobile tax base while firmesmpbile.
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grievance. Second, the theory only poorly explathe observed
assignment of taxes in the real world. For exarmsplme countries like
Canada have either successfully devolved to thevimoes or are
sharing the mobile tax bases like the tax on catgoprofits without

generating fiscal competition among the provindd® practice shows
that institutions like the ‘harmonised tax agreetsman be developed
to avoid the fiscal competition. Moreover much agaithe prediction
of the normative theory the sub-nationals do swsfalg engage in

income distribution and do not always make use aieffit taxation.

Finally, it is argued that the theory completelyages the political
bargaining and the role of the interest groups thaes into

government’s decisions and actions.

In the Brennan and Buchanan approach, the govemmen
(including politicians, bureaucrats and dictatois)considered non-
benevolent: it attempts to maximise tax revenuesnfrthe private
sector to maximise its spending power. To avoid ékeesses of the
Leviatharf (i.e., large government) Brennan and Buchananeafgu
encouraging tax competition within the sub-natisntd restrain the
budget size of the governments. If one were toyapi¢ Brennan and
Buchanan framework then, contrary to postulateshef normative
theory, the sub-nationals would be encouraged pmga tax on mobile
tax bases. As in the Tiebout model, competitionasgs limits on the
power of the government to expropriate citizensalbise people ‘vote
with their feet’ i.e. migrate from less attractigeographic areas to
more greener pastures—attractive in terms of héghice delivery and
low tax burden. The Brennan and Buchanan modadiitisised on the
ground that in practice governments are not as paligis as is
assumed in the model. Moreover tax competition lean to serious
distortions in the economy in the shape of beghgmeighbour
policies. Finally evidence in favour of the Leviathhypothesis is at
best mixed [Ambrosano and Bordinon (2006)].

Winer (2000) rejects these two approaches to atbae the
observed tax assignment in a federation is theltredua struggle
between the different tiers of the government tserdheir respective
share of the taxing power. Ambrosano and BordirR0§) argue that
while Oates and Musgrave are concerned with soltlegbenevolent

"Such agreements are generally executed by theat@mvernment with sub-
nationals to bring uniformity in the tax structure.

8The literal meaning is sea monster. The word ‘L#hda’ is used in public
policy literature to refer to a government that faast powers. Typically, in public policy
literature this reflects a government that spends tmuch however occasionally
‘Leviathan’ is also used to imply the vast authoof the government that might be used
for personal advantage.
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social planner's problem, Brennan and Buchanan faceised on
limiting the ‘predatory appetite’ of the LeviathaBoth the models,
argue Ambrosano and Bordinon, are static and doemptain the
observed assignment of taxes in the economy.

Ambrosano and Bordinon (2006) develop a unifiedraagh
with a simple case where there are no differencessa jurisdictions;
regions are identical in terms of population, reses, preferences and
income of the resident individuals. It is furthessamed that factors of
production are completely immobile across regiohsbrosano and
Bordinon argue that in this highly abstract wotthére will be no role
of local taxation or even local governments asdaitisions can be
taken by the central government without any risk influcing
discrimination across regions. They further arghat teven in this
abstract world creating several jurisdictions rattten relying on a
single one would pay if those in charge of govecearare not
uniformly benevolent or competent across regiomghis case creating
several regions would allow the citizens to comgheequality of their
governments.

Relaxing the immobility assumption, the study psitbwards
the conventional wisdom that the mobility of agentsduces
inefficiency in spatial allocation of agents andcerdfore yield sub
optimal equilibria, a result which may be revergetie rulers are non-
benevolent or if political failures of other kindscur. For example tax
competition among jurisdiction may be beneficialtlie rulers are
Leviathans i.e. spend too much. Competition midéa &e beneficial if
politicians are benevolent but are unable to comimitexample, due to
uncertainty of their tenure or due to reliance amstable ruling
coalitions. The study argues that if preferences heterogeneous
across jurisdictions then tax rates would have ¢odifferent. For
example if region X wants more public goods thagiae Y, then those
residing in region X will have to pay more tax aslwThe benefit-
taxation (e.g. user charge) is the main instrurteesblve the allocation
problem and address the issue of heterogeneityreféqgnces across
regions. Further, it is argued that if the suberais also offer essential
services like health and education which have &irfoutive content
as well then there is little justification for refng to assign personal
income tax to the sub-nationals as this is the n@hused to finance
these services.

4.3. Assignment of Taxes: Levelsof Government

The traditional theory of taxation put forth by Mpave and
others suggests that the sub-nationals should enfenefit taxes.
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These benefit taxes would come as charges or ghasgjes payable by
the beneficiary of the public services. The maioreenic role of the
sub-nationals, as discussed earlier, is allocaifasources which can
be achieved through benefit taxation in an effitisranner [McLure
(1999b), p. 14]. There are at least two hurdlesthia way of
implementation of benefit taxation. First, user rgjes and user fee
cannot yield enough revenues to meet all the experdneeds of the
sub-nationals. Second, the sub-nationals performistrébutional
functions as well which cannot be accomplished eiginefit taxation
and lastly, but more importantly, the public gopdsduced by the sub-
nationals generate generalised benefits which damnelosely related
to specific beneficiaries.

Overall the desirable features of subnational teratirawn
from the literature are that it should: promoteiciht resource
allocation; discourage tax-exportiigavoid predatory competition;
achieve vertical and horizontal fiscal balance; ahd easily
administered and enforced. [see Ambrosano and iBwrd(2006),
Shah (2007)]. The principle of economic efficierstyggests that taxes
on mobile tax baséd should preferably be with the national
government. If mobile tax bases are decentralibed sub-nationals
might engage in socially wasteful competition ttraat the tax bases,
leading to what is referred to as race-to-the-lmottor beggar-thy-
neighbour policies. Tax bases that are redistieuin nature should
also be with the federal government because otkervihe sub-
nationals may attempt to attract high income peaplé shun the ones
with low income. To minimise administrative and quiance costs
taxes should be levied at such tier of the govemmehich can
monitor the tax assessment better at the least. ¢bst ensure
accountability it is essential that revenues shdogd matched with
expenditure needs. It is clear that at times tiegetrade-off involved
in observing these principles e.g. the desire teloadministrative
costs may require that most of taxes be with th#rakgovernment
thereby compromising on accountability aspect #Eneie generation.
Shah (2007) argues that scale economies are irvaiveentralised
collection and given that there are efficiency aodity considerations
as well the case for revenue decentralisation dabeopursued as
forcefully as one would pursue the case for deedisérd public service

“Tax levied on production of goods in one regiotaigely paid by the residents
of other regions because the good is consumedyione other than where it is produced
e.g. Oil.

*Tax bases which can relocate to avoid excessiwatitaxe.g. labour or some
type of firms.
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delivery. The feasibility of the assignment of sotawe bases to the sub-
nationals is examined below.

4.3.1. Property Tax

The property tax is one tax about which there ampetwo
opinions that it should be assigned to the sulenats and this is the
case in most countries including Pakistan. In almemof countries, this
tax is assigned to the local bodies. In Pakistam tx has been
theoretically devolved to the local governments amdhe local
government ordinance (2001) but in practice thestidkremains with
the provincial governments. We suggest that thpgnty tax should be
practically devolved in the spirit of the local gmament ordinance
(2001). The tax base is immobile and the earnings) fthe base are
relatively stable yielding consistent tax revenliae problem of tax
exporting may occur if capital, land or houses @ammed by the non-
residents.

4.3.2. Personal Income Tax

Personal income taxes are typically levied by trentmal
government and besides meeting expenditure neede tlaxes serve
the purpose of macroeconomic stabilisation and stedution.
However, in a number of countries, these are andldhbe available,
at least partially, to sub-nationals for meetingtsexpenditure needs
that produce generalised benefits. The sub-nasoimla number of
countries apply a surcharge on the national inctemebase and the
revenues thus raised are assigned to the sub-akgiaocording to the
‘residence principle’. The allocation of personatome taxes to sub-
nationals, as mentioned earlier, can be relatedhé generalised
benefits of public services. Moreover the persamadme tax is highly
visible and is therefore suitable from the perspecdf accountability
of the rulers by the citizens.

The allocation of personal income taxes to therstibnals may
raise at least two problems. First, the incomeb@se is not uniformly
distributed across jurisdictions. This could beisadvantage for the
poorer regions. Second, if local tax rates arestsutially different
across jurisdictions and labour is sufficiently rtepthen this may
create distortions with negative implications fabdur supply. These
problems, however, have acceptable solutions. Tdaddantage to the
poorer regions can be and is being tackled in d@eal countries
through fiscal equalisation programs. Transferriogly for fiscal
equalisation among regions, rather than for almtighe fiscal needs,
will reduce the net amount of transfers and wolldreéfore reduce
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dependency of the sub-nationals on the federal rgovent. The
problem of non-uniform rates can be handled byothicing more or
less uniform rates through ‘tax harmonisation agreats’ between the
federal government and the provinces. Even if tlivipces are to be
legally bound to impose uniform rates with the pes income tax
base allocated to them, still this would be an mepment over the
existing regime, whereby the personal income tdlecied becomes a
part of the divisible pool and is transferred plyi to the provinces
under the NFC award. The reason is that larger lB@sfers create
dependency. Moreover it is difficult to design ansfer mechanism
which is completely free of arbitrariness, thereftgsser the transfers
the better. Finally the labour mobility, envisagedthe Tiebout's
‘voting with feet’ model, is based on restrictivesamption§' the
fulfilment of which has been questioned.

4.3.3. Tax on Corporate Profits

The literature suggests that tax on corporate tsrafi not a
suitable source of revenue at the sub-nationall lBarea number of
reasons. First, it is difficult to determine theaekgeographic source of
the corporate profits. Though proxies like salaeneie generated in an
area are used to estimate the geographic locafiearaings these are
only proximate indicators. Second, there is a fhi#si of tax-
exporting if the goods produced in one area arswmed all over the
country. Third, corporate earnings are not toolstabhis may cause
fluctuation in revenues of the sub-nationals wtitedy may not be able
to offset easily. The central government enjoyihg &bility to create
money or borrow abroad with relatively greater e@sén a better
position to offset the impact of depressed corgoedrnings on the
national exchequer. Again some solutions to thessblpms are
possible.

True that the changes in tax on corporate proféts lwe effected
to stabilise and that stabilisation is essentiallgentral function but to
the extent that corporate taxes are transferrealifir the NFC award
there is a case for devolving these to the progindéhe potential
adverse effect of fluctuations in corporate earsirgn provincial
revenues should be viewed in the following perspectUnder the
distribution mechanism, it is the tax revenue gatest against
specified tax bases, including corporate earnimgsch the federal
government has to share with the provinces. Iffélderal revenues fall

“These assumptions include perfect labour mobitityailability of similar
employment opportunities across jurisdictions, &ol knowledge of government
budgets in all jurisdictions.
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due to decrease in corporate earnings the transféhe provinces will
also register a decline. On the other hand if irparate tax is with the
provinces, the provincial revenues would declineatly. Thus as far
as the fluctuations in corporate earnings are aoeckthis would affect
the funds at the disposal of provinces more or éegmlly, whether the
tax base is with federal government or the proghgovernments.

Regarding the proximate nature of the corporat@iegs we
need to understand that the collection by the eatd then transfer to
the provinces through the resource sharing mectmaimss only the
second best option. It is not possible to desigresource sharing
formula which is completely free of arbitrarine#isthe estimation of
the geographic earnings of a firm which has natidewpresence is
arbitrary then the devolution of taxes on corpopatdits only involves
replacing one form of arbitrariness with anotheristkind of swap will
encourage the provinces to take measures for iseré@a business
activity in the province. Again the uniform corptedax rate is a better
option than the transfer of corporate taxes by wéyhe resource
sharing formula.

4.3.4. Value Added Tax

Value added tax (VAT) is not considered a good s®uof
revenue at the subnational level in a federal sygteeen, 2000). The
theory suggests various reasons in support ofvibig. These include:
adverse effect on interregional trade, tax expgrtinansfer pricing if
origin principle is applied and the problem of t@aud if destination
principle is observed. More recent literature, heare challenges this
view and suggests different modifications in theTV#d make its levy
feasible at the sub-national level. The modificasidnclude VIVAT
(viable integrated VAT, proposed by Keen and Smihg CVAT
[compensating VAT, proposed by Ricardo Varsano dexeloped by
Mclure (2000)]. Given that Pakistan is still strligg with the levy of
the VAT [under the nomenclature of RGST (ReformesiTQj it is too
early to consider its devolution.

4.4. Assignment of Taxesin Selected Countries

The Canadian provinces meet most of their experaditeeds
from the revenue that they generate themséfveBherefore the
examination of the revenue decentralisation regimeCanada is
especially relevant. The good thing about the Ciamathx regime is

2 For the exposition of the Canadian tax regimentiagerial draws on Boadway
(2010).
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that while the revenue generation is highly deegisted still the scale
economies involved in centralised collection haweé dissipated. This
has been achieved by allowing the federal taxatigency—Canadian
Revenue Agency—to collect taxes on behalf of thevipces. The
important feature of the Canadian System is thah kibe federal
government and the provinces principally derive riseenue from the
same tax bases namely personal income tax, salemthpayroll tax.
The provincial income tax rate is similar to theldeal one however
sales taxes vary from province to province. The ad&n provinces
also levy tax on corporate profits. Taxes are niddatical or at least
similar across jurisdictions by way of tax harmaitisn agreements
which include the tax collection agreements (thdecton by the
federal government on behalf of the provincial goweent). These
agreements are negotiated bilaterally between eber&l government
and the individual provinces. The provinces hawedhtion but cannot
be forced into signing the agreement. The fedesabgiment collects
the income tax as well as the tax on corporateitgroh behalf of the
provinces. The income tax is allocated to the proes based on the tax
payer’'s province of residence as at end of thendale year. The
corporate tax is allocated on the basis of averagenues and payrolls
of a corporation in the province concerned. The relpgnsion
expressed in the literature that assigning tax dike the personal
income tax and the corporate income tax may leadx@ompetition is
not borne out in the case of Canada, except thdetay to drive down
the tax progressivity. The possible reasons fok factax competition
could be the implicit and explicit cooperation beem the provinces
through tax harmonisation agreements and the sfiscaj equalisation
program practiced by the federal government. Ale tEanadian
provinces have not, as yet, elected to impose VAdremver all the
provinces have not joined the harmonisation of VAither. This
reflects the difficulties involved in operating ahdrmonising VAT in a
decentralised regime. Under harmonised sales t&T (Hegime that
exists between some provinces and the federal gmest, the central
government collects the tax on behalf of provinaged this revenues is
allocated to the participating provinces in relatim their aggregate
consumption. Thus again the taxing power remainb thie provinces
while the collection is still centralised. This rheoism ensures that
scale economies involved in centralised collecttwa not dissipated
due to decentralisation of revenue generation.
In a number of countries including Australia, IndMalaysia,

and South Africa the taxing powers are fairly calided. Broad based
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taxes like income tax, tax on corporate profitx ta international
trade etc. are with the federal government whilerava based taxes
like land tax, stamp duties, tax on agriculturaiome, motor vehicle
tax and property tax are typically with the subiowdls. The relatively
centralised tax regime in some federal countiesthd® viewed in the
backdrop of a very high degree of fiscal equalisaprograms run by
the federal governments in these countries. Thisosthe case in
Pakistan.

4.5. Assignment of Taxesin Pakistan

45.1. Property Tax™

The national property tax base in Pakistan wasnastid at Rs
70 billion ($933 million) by the World Bank in 199@Vorld Bank
(2000)]. Actual collection against property taxrfrahe four provinces
was Rs 506 million in 1996 increasing to Rs 5.Tidyl by 2010, still
much lower than the base estimated in 1996. Torgémeevenue from
property taxation to its full potential, major refes in the property
taxation regime are called for. These involve pdidaevision of the
property valuation tables, annual indexation of phaperty valuations,
taxation of vacant properties, levy of commerciadperty tax rates on
industrial property and taxation of rural land. Tiedorms required in
these areas are discussed below.

4.5.1.1. Valuation of Property

Anecdotal evidence suggests that the taxed valtigsoperty
are in the range of 25-50 percent of their tru@i®aBhal,et al. (2008)
have examined the valuation practices in Punjab &idd/ber
Pakhtunkhwa. Whereas the property valuation isdasemarket data
and expert judgment in the case of Punjab, in KhiAakhtunkhwa, the
province is divided into four categories and theparties are classified
into these areas by experts based on desirabifityjocation and
availability of amenities. As pointed out by KhaR004), property
valuation system in Khyber Pakhtunkhwa is seriotiisiyed: property
classification was done in 2001 and that too onbidiss of a survey of
only Peshawar city which is clearly inappropriabe ¥aluing property
in the remote areas of the province. Overall theperty valuation in
both provinces is seemingly based more on expdgment rather than
on systematic analysis. The situation in Sindh Batbchistan is not
likely to be much different. Too much reliance oxpert judgment

3This section draws oBhal, et al.(2008).
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provides room for leakages and rent seeking. Maedive valuation
tables are outdated. To increase revenue mobdisatigainst the
property tax the property valuations should be tgigoeriodically

based on a comprehensive survey. As the valuatiovey is costly and
time consuming exercise, the surveys can at bestntertaken at an
interval of five years. In the intervening peridtie valuation tables
should be indexed based on some indicator e.g.ahnnflation rate.

Besides a more scientific approach should be addptdeveloping the
valuation tables than greater reliance on expedment.

The urban property is usually taxed on the improseis (i.e.
construction) over the land i.e. the covered arfethe property. The
more appropriate base would be a combination ofl land the
improvements there on i.e. land area plus covered hecause this
would take into account the market value of thedlas well. The
Industrial property is currently not treated as owercial property.
Moreover the valuation of industrial property undlee annual rental
value is arbitrary because a capitalisation ratetbhabe assumed. The
use of capital value base is more suited for inthigiroperty.

4.5.1.2. Taxation of Vacant Properties

In Pakistan, investment in property especially lof land is
considered a good investment and a sound hedgesagaflation.
Taxation of vacant property is justified for atdedour reasons. One,
the investment in property constitutes wealth dratefore should be
taxed. Second, the taxation of the vacant prope&dyld compel the
owners to put the property to some good use arsldbntribute to the
economy. Three, the taxation of vacant property alflo help in more
efficient resource allocation; for example, if tbeiner does not have
the means to afford construction on the vacantepiet land, the
taxation of such land which does not generate atyrm may prove too
costly for the owner. In that event the owner magide not to own the
land and the piece of land will end up with someat® can better use
of it. Fourth, the taxation will drive down the perty prices, as only
those will buy who can make some good use of it.

4.5.1.3. Tax on Rural Land

A comprehensive tax on rural non-agricultural lamdthe pattern
of urban immovable property needs to be introdusdore this could
be done a comprehensive survey of rural properggaired. Rural land,
like urban land, is grossly under assessed airfe df sale-purchase to
avoid payment of large transfer fee. If an annaal an rural land is
imposed the transfer fee can be done away with.
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4.5.1.4. Capital Gains on Trading in Land

The sale of urban as well as rural land generatgsifisant
capital gains and a tax on this income, like theda capital gain from
the sale of stocks, has the potential to geneeage Irevenues for the
provincial governments. The question of taxing tapigains on
property has been the subject of some debate entgears. However
the potential payees being the well-to-do, a seridebate on the
subject has not begun either in the policy cirabesin the media.
Moreover the under assessment of property valevoid payment of
large transfer fee is pervasive. If the tax on dgjains from property
transactions is levied the transfer fee can beseitmped with the tax
or done away with altogether.

4.5.1.5. Which Tier of Government should LevyPtuperty Tax?

The short answer is local bodies. The subject operty tax, as
envisaged under the Local Government Ordinance ,280auld be
devolved preferably in a phased manner to the lgoaérnments. This
has several advantages. Accountability of the guwents by the
public is considered one of the chief merits of efdralisation. The
subject of property taxation in the hands of logaternments affords
an opportunity to exercise public accountability dfie local
governments. The property tax payments being high$jble, the
taxpayers will demand better service from the laféitials. The local
politicians, being closer to the public, will beligled to respond to get
re-elected. The small size of the local bodieseihaps the appropriate
size to benefit from decentralisation in the shapk greater
accountability and hence better service. Moreower local officials
have greater knowledge of the local economy andtlaeefore in a
better position to oversee the preparation of ptgpealuation tables.
These tables are to be used for determining theligdmlity of the
property owners.

The property tax was devolved to the local govemmse@inder
the local government ordinance (2001). In theogyltital governments
[Tehsil Municipal Associations (TMAS)] have beenmwered to levy
the property tax and set the rates; however thehix not been
devolved as yet to the local governments. In Khydakhtunkhwa the
property tax was handed over to the two districterperimental basis
for a year, but the districts turned it back. Tei@mple demonstrates
that the districts are not interested in administethe property tax

“The example of Punjab delaying the reform of propeax regime has been
discussed at length in the previous chapter.
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(Bhal, et al. (2008)]. The example has shown that the proviacesot
too eager to increase revenue from the propertyTtae lack of interest
reflected in both the examples has a single roatse&a-growing
resource allotments to provinces under the NFChWihple funds at
their hands the provinces do not have the incentiveundertake
difficult reforms for mobilisation of revenues.

4.5.1.6. Tax on Government Owned Property

The federal government owns significant property the
provinces which is exempt from the property taxhd provinces were
to own property in the federal capital to the cep@nding extent then
the exemption could have been justified on a recigrbasis, however
this is not the case. Therefore there is a casdafking the federal
government’s property in the provinces and vicesaer

4.5.1.7. Administrative Reforms in Property TagiRe

In sum, to mobilise more revenues from property, tax
comprehensive reform effort is required to bringwahbchanges in the
administrative set up, tax base, tax rates, andrgovernmental
arrangements (Urban unit, 2008). Valuation tablesduto assess the
value of a property should be periodically updabeged on market
surveys and the valuations should be indexed dutiegintervening
period. Vacant properties should be taxed. Indaighrioperty should be
treated as commercial property and capital gains pooperty
transactions should be taxed. These reforms wailslibcessful only if
these are accompanied by significant reforms on atheinistrative
front, including phased devolution of the propeagyation to the local
governments.

4.5.2. Agricultural Income Tax

Agriculture is a provincial subject in Pakistan asd is the
agricultural income tax. Historically agricultureas been taxed in
Pakistan through the land revenue. However the lawvénue being
income and price inelastic, its replacement with tdix on agricultural
income was considered essential. AlImost nine cosianis have been
constituted so far to study agricultural taxati@nly two of these
commissions recommended the introduction of agucal tax
[Pakistan (1959, 1960, 1963, 1970, 1975,1986,1988,11993a)]. The
remaining seven favoured the prevailing land reeensystem
[Chaudhry (1999)]. This gives an idea about themtxbf controversy
on the subject.
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Agricultural income tax was finally imposed in Pstiin by the
provinces in 1993 under the pressure of internatidonors. However
the tax base was the ‘size of landholding’ ratfentincome. Though
the ‘agricultural income’ as base was also addést lan but still the
provisions of the relevant law require that taxeba®uld be the ‘size
of land holding’ or ‘agricultural income’ dependingn which one
translates into higher tax. The dual base hasiboéd to leakages and
the tax collection remains negligible. The estimaté the tax revenue
potential of agricultural income tax range from4sbillion to Rs.300
billion [PILDAT (2011)]; and this enormous revenpetential remains
untapped due mainly to the lack of political will.

The foremost argument in favour of agriculturalaton is that
the three sectors of the economy namely indusewices and the
agricultural sector should be treated at par imgepf taxation. The
industrial sector contributes 25 percent to the GIDB 63 percent to
the tax revenues while the services sector hasue sif 53 percent in
GDP and 26 percent in tax revenues. However thewdyre sector
with a 22 percent share in GDP contributes a mgrergent to the tax
revenues [PILDAT (2011)]. It is thus obvious thhere is a need to
create a level playing field across all the prothactsectors of the
economy thus promoting an efficient allocation egaurces®

4.5.3. Salestax on Services

The sales tax on services has been recently deldlvethe
provinces. Services are hard to tax in developiagntries because
these are typically provided by small firms whicte dargely in the
informal sector and are therefore difficult to reaMoreover the sector
is poorly documented and the entrepreneurs engagde sector are
not literate enough to maintain the documents reduifor the
determination of sales volume and income. Thus ghkes tax on
services, like the tax on agricultural income, nether example of the
hard to tax base assigned to the provinces.

4.5.4. Case for Devolution of more Taxes to Provinces

One of the main criticisms of the devolution ofdaxike income
tax to the provinces in Pakistan is that the prondo not have the

' One of the arguments against agricultural incoaxation is that the prices of
agricultural products are kept artificially depregsby the government. However this
issue has been addressed to a large extent dimintast decade: the government has
freed up many agricultural prices in recent yehmigh it continues to follow a support
price mechanism for wheat but its price in recez@rg has been set much higher than the
international price.
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requisite capacity to collect taxes. Moreover iaiso argued that the
devolution of tax collection to provinces wouldsaithe collection cost
considerably. Here one can learn from the Canadisammple. In

Canada though the taxes have been devolved inehsesthat the
provinces are free to set their own rate structareingle Canadian
Revenue Agency collects the income tax on behalthef provinces

[Boadway (2007)]. A system on similar pattern cam ddopted in

Pakistan for all the taxes that should be withgievinces but have not
been devolved on the grounds of the lack of cdbectapacity or

increase in the collection cost. The collectiontaxes by the Federal
Board of Revenue, on behalf of the provinces, iaitle care of the low
collection capacity in the provinces and a highggragate collection
cost under the devolution. The devolution of taxXems several
advantages. For example, the provinces knowing tti@mnet revenue
generated will belong in full to them would makéoefs to increase the
revenue from the base concerned. Also, the raisfngvenue by one
province can generate a strong demonstration efacburaging other
provinces to emulate the example set by the higbmee generating
province.

4.5.4.1. Sharing of Personal Income Tax with thevitrces

Provinces offer social services like health andcatian to the
residents. Income tax is the ideal source to pmtit funds required
for the provision of such generalised benefits.hBathan transferring
funds generated through income tax to the provinoeger the NFC
award, it may be better if provinces are alloweshare in the tax on
income generated from the province concerned (sommtries do
follow this type of regime). The federal tax onanee may be reduced
to make room for the provinces to generate revémum this base. The
Federal Board of Revenue may continue to colleettéix on behalf of
the provinces against some collection charge. Tthergtage is that
provincial governments are likely to make an efféot increase
employment opportunities in the province as thevimmal revenues
will now be linked with what the residents earn.iglaver the tax being
highly visible and the politicians relatively close the people the
devolution will serve the cause of accountabilitylee government.

4.5.4.2. Sharing of Tax on Corporate Profits whike Provinces

Like income tax, the sharing of the tax on corpenatofits with
the provinces will generate a provincial interastniobilising more
revenues from this tax base. The provinces will enak effort to attract
businesses to their geographic jurisdiction. Theaarggests that ‘race
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to the bottom’ phenomenon may occur if corporai@saare assigned
to sub-nationals. However the empirical evidencethis regard is
weak. Moreover tax incentives are only one of tlynmeasures that
attract businesses to a specific location. Othetofa that have a role in
the entrepreneur’s choice of a business locati@tudle institutional
quality (which subsumes business friendly environthe labour
availability and the required infrastructure, torntien a few.

The devolution of the tax on corporate profits unite present
structure of the Federal Board of Revenue is likelyface what is
known as the ‘head office problem'—a firm that dbesiness in more
than one province pays tax on its consolidateditgraf the province
where its head office is located. This systemng fior such tax bases
the revenue from which belongs solely to the feldgoaernment. But
estimating provincial earnings for firms that hawesence in more
than one province is likely to be a difficult acoting exercise.
However the countries that have devolved the taxamporate profits
to the sub-nationals have managed to overcome pgheblem. A
variable that is most commonly used to estimatpamte profits at the
regional level is ‘sales volume’ which can be fairaccurately
estimated at the provincial level. Like the incotag, the provincial
share of the corporate tax may also be collected-&geral Board
Revenue for a certain collection cost.

4.6. Conclusion

How the funds required for provincial fiscal neest®ould be
raised? Whether these should largely come as #engbm the federal
government or the province should raise more themaserom own
sources? This chapter has laid out a case foratter lapproach as
effective provincial autonomy is difficult to exése when the
provinces rely on the federal government for futalsneet their fiscal
needs. The problems involved in devising a fair aamteptable
resource transfer regime are evident from the de&dlwitnessed in
the history of NFCs and the demand for new prosnadich are
rooted in the deprivation argument. Even if the iteerof
decentralisation like the greater incentive atlteal level to mobilise
revenue and the possibility of more accountabiityhe governments
are ignored, still there is a need for greater tgian of the revenue
mobilisation opportunities to the provinces. Insthéspect, the sharing
of the income tax base and the corporate tax beiseebn the federal
government and the province concerned are viakliertap
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Chapter 5

DECENTRALISATION AND MACROECONOMIC
MANAGEMENT

5.1. Introduction

Fiscal decentralisation has far reaching impligatio for
macroeconomic management. With the transfer of mumetions and
greater funds to the provinces, the actions of th®vincial
governments would have a greater bearing on bathctmduct and
design of macroeconomic policies. At the same tithere would be a
need to redesign the institutional structure faneenic policy making
to ensure better economic coordination betweenceer and the
provinces. This chapter examines the role of manoemic policies in
a decentralised setup and explores the changesvthadl be required
in the institutional framework for macroeconomidipies.

5.2. Decentralisation: Functional Assignment
and Possible Effects

In a decentralised set-up the lead role in the ewin
management is typically played by the central goremt and the
constituent units influence the economic perforneattcvarying levels
depending upon the degree of decentralisatiorerimg of Musgrave’s
trio of functional responsibilities—allocation, isttibution, and
stabilisation—there is a general consensus thatfohmer can be
undertaken by any level of the government whilelditier two with the
potential for spillover effects should be undertakey the central
government. In practice, the sub-nationals in maowyntries have
successfully undertaken some redistributive addizitas well—for
example, health and education services.

Stabilisation of the economy through monetary manaant is
the exclusive domain of the central governm&ritsall the federations,
barring of course some European countries whicle lsavrendered the
task to the European Central Bank. Though the stiomals do not

*Besides stabilisation, other key economic rolescalty played by central
governments include determining the key featurah®tax regime, raising major part of
the revenues, determining investment policy, urdiéry key investment projects, and
research and development. Some federal legisldtinetions—e.g., legislation for
insurance, patents, and copyrights—also have iatdics for provincial resource
mobilisation.
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have a role in monetary management they are inflegnby the
monetary stance of the central bank as it afféws borrowing cost as
well as their revenues and expenditure programsh®wother hand, the
expenditure policies of the sub-nationals can affee level of inflation
and hence influence the monetary management. kcantralised set-
up a large part of aggregate national spending rislerdaken
autonomously by the sub-nationals. This has raiseadoncern that the
federal government may not be able stabilise affelst with the fiscal
tools. A more serious concern is that conflictingpomic policies
adopted by the centre and the sub-nationals caetdtfie stabilisation
efforts of the central government as well as ofrtienetary authority’
The two concerns are further heightened if the maifivnals can
borrow without checks resulting in reckless spegdimat can create
excessive demand pressures in the economy. Moreaseaargued by
Minsannian (1997), rigid revenue sharing arrangdémean exacerbate
the cyclical fluctuation in output. Cyclical boonmstaxes will increase
sub-national revenues while the recession will cedi thus inducing
changes in subnational expenditures that may aynfiié changes in
aggregate output.

5.3. Ensuring Fiscal Prudence

Minassian (1997) argues that decentralisation oéndmg
responsibilities or revenue raising opportunitias mplications for the
conduct and effectiveness of fiscal policy by tlemtcal government.
To begin with, the loss of a major tax base or loksontrol over a
major share of public expenditure can constrain dbdity of the
federal government to influence the economy throtigbal policy
tools. This is especially true if the expendituttesst federal government
is left with are largely rigid e.g. salaries, pe&ms, debt servicing and
may be even defense expenditures. With large spgndsponsibilities
being with the sub-nationals some kind of a cagedpiired on overall
sub-national expenditures in case of overheatintp@feconomy. Even
this measure may not be enough if decentralisdgiads to a change in
the composition of subnational expenditures in favof expenditures
with high average multiplier e.g. expenditure omlpuworks program
and transfers to agents with a propensity to coesyMinassian
(1997)]. This can raise aggregate demand whenghtat government
is trying to control it. The converse would be tifithe multipliers for
the subnational expenditures are lower. This suggémat a cap on
specific types of expenditure may also be required.

" In the words of Anderson (2010), this situatiorcigracterised as “the sub-
nationals pushing the accelerator when the fedgenadrnment applies the brakes”.
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There are various mechanisms to ensure fiscal pogdat the
subnational level including disciplining by the alerate, disciplining
by the market, cooperative federalism and fisc&ssuch as fiscal
responsibility law (FRL). Disciplining by the elecate assumes that
the electorate will not reelect the fiscally impemdl politicians or
governments and that the imprudence will be reflgédn the easily
understandable economic indicators like inflatiowd ainemployment.
It is not too difficult to see that the foremostu@ement for this kind
of disciplining to succeed is a well-functioningnalecracy in which the
government truly mirrors the wishes of the eledisaand is held
accountable for its failures in governance and isendelivery—a
requirement that is not easily fulfilled in devellogp and less developed
countries® Moreover if the government is a coalition of paiii
parties with divergent interests this may furthemplicate the task of
disciplining by the electorate as different sectiofi the electorate may
press for conflicting demand$.

Another mechanism is the disciplining of the impent fiscal
governments by the markets. The argument is thatinodeficits the
governments would have to borrow from the markeltsciv would
penalise the imprudent fiscal behaviour in the shag higher
borrowing cost and refusal to lend if the econofuiamentals are too
bad. Lane (1993) specifies the following conditidosthe markets to
exert effective discipline on the sub-nationalsTie financial markets
should not be required to accord a privileged pmsito the sub-
nationals; (ii) there should not be a possibilifybailout of the sub-
nationals by the central government; (iii) inforioat regarding sub-
nationals outstanding debt and debt servicing dgpahould be
available to the potential lenders; and (iv) the-sationals should have
the institutional structure to respond to the masignals. These are
clearly stringent conditions which are not likely be fulfilled in
developing countries including Pakistan. It is intpat to add here that
the view that financial markets can act as a distig device has been
badly shaken after the recent episode of globainfimal meltdown
which has clearly demonstrated that if the finahoiarkets are awash
with liquidity and the governments can play the ziagame (roll over
debt for long enough period), the markets may comltito lend—
lenders flush with liquidity tend to be myopic aad long as they are

BEven if electoral disciplining succeeds which tansoextent is the case in
developed countries, it needs to be supplementedth®r mechanisms to ensure fiscal
prudence.

For example, a section of the myopic electorate askyfor more jobs through
fiscal stimulus even at the cost of fuelling initert.



62

currently paid back they tend to overlook the Idaegn debt servicing
capacity of the borrower. Similarly, market disaijhg will not work if
the governments are able to run fiscal deficitsdlgh borrowing from
the public sector banks and even from the centraklif the latter does
not enjoy independence. In addition, the governmecéan have
recourse to borrowing from the international domdhvich is driven
more by geo-political considerations rather than onemic
fundamentals. It is thus clear that the marketsioaibe relied upon to
discipline the governments particularly in develgpi and less
developed countries.

Cooperative federalism is a mechanism that holdsnige for
disciplining not only the sub-nationals but the el government as
well.? Under the cooperative federalism the sub-natiomaid the
federal government actively coordinate their adido set the key
macroeconomic objectives and the fiscal paramétetsunderpin these
objectives. A mechanism is also developed to motite agreed upon
targets and revise the targets if the economiatitn so demands.
Typically such negotiations are conducted at a wenyior level forum
that includes the representatives of the sub-nalsoand the federal
government and takes decisions on important questadd economic
policy e.g. setting targets for inflation rate,chs deficit, debt to GDP
ratio and other key macroeconomic indicators. Tloerdwing and
spending limits can also be set in absolute tereriogically. These
targets can be determined at the aggregate leveledlisas at the
subnational level. Examples of such cooperativeerfglism can be
found in Australia, Germany and Canada to mentiofe\a. The
cooperative federalism has several merits. All tters of the
government will own the targets set for them. Thb-sationals can
discipline the federal government by questioning thtionale of the
latter’s fiscal policies and by conditioning thdiscal conservatism
with the practice at the federal level. Moreovee thooperative
federalism can help develop an understanding artteengub-nationals
about the macroeconomic implications of their budge decisions
thus furthering the cause of fiscally responsitgaaviour*

The institutions of cooperative federalism funciian in some mature
federations have been discussed at length in ).

%To be sure, putting cooperative federalism intafica is a challenging task as
consensus may be hard to achieve, some sub-natiomay attempt to override the
preference of others or may seek to free ride,thaaentre may try to take advantage of
its dominance especially when the sub-nationatelgrely on transfers from the centre.
In the spirit of ‘practice what you preach’, Sha?010) argues that the cooperative
federalism will succeed in disciplining the subioaals only when the federal
government itself exercises fiscally prudent mansgyg.
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Federal countries vary in terms of the institutios&ructure
designed for the fiscal coordination. The Unitedt& does not have a
formal institutional set up for fiscal coordinatidretween the federal
government and the states. The electorates areghthaio favour
governments and candidates that demonstrate fisceervatism and
markets are believed to penalise governments #tzdJe imprudently.
Though Canada, like the US, also places greatnedian disciplining
by the electorates and the markets, the federalergovent has
established an elaborate mechanism for inter-jististhal coordination
including intergovernmental conferen&eand the council of federation
which is an interprovincial consultative body. lwigerland, the
‘common budget directives’, applicable to all sudiionals, foster
intergovemental coordination. The directives armesl at securing
fiscal conservatism. In Germany, the Financial Rilag Council and
the Cyclical Planning Council act as the intergoveental
coordinating bodies. The Australian Loan Councibrciinates states’
borrowings with their fiscal needs and the ovematcroeconomic
policy. The council provides information on the fpabsector
borrowings to the markets.

5.4. Fiscal Responsibility Law

The conditions under which the cooperative fedsmalimay
succeed are strict, and even more restrictiveteednditions required
for the success of disciplining by the electoratel ahe markets.
Consequently, numerous countries have developexlfiziles that
include a limit on subnational borrowing, allowingubnational
borrowing only for specified purposes, typically@stment (the golden
rule), and the maintenance of debt within a cerspecified limit.
These rules are at times embedded in the conetitut contain the
subnational expenditures and borrowings. The rge® been in vogue
since long and have been more recently groupedhegeainder the
nomenclature of the fiscal responsibility law. Thdvantages of the
rules-based approach are transparency, equal &aatim all and an
implicit check on political bargaining. The rulesncalso be effective in
securing a political commitment to fiscal prudenespecially in
countries having divisive political institutions dn coalition
governments.

Some countries, like Spain and some states in thieed) States
do allow borrowings for liquidity needs but subjeéotthe conditions
that such borrowings should be repaid within thecdl year. The

22 The participants include first ministers, finamaimisters and treasurers.
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European Union in an effort to create the monetanjon has
established the ceilings on debt level of the iilial member
countries and has prescribed maximum limits folatidn and the
fiscal deficit of the members. The provision regagdno bailout of the
sub-nationals, except under defined exceptionaligistances, has also
been included in the Maastricht treaty. The expeseof the European
monetary union suggests that the rules may nomnbegh at securing
stability and that some fiscal coordination forum lequired to
complement the rules. In Switzerland, fiscal rupdgy an important
role in fiscal management at the subnational lewsntons and
communes are required to run balanced budgets simeluof debt
servicing and can borrow only for capital projeetisd even these
borrowings have to be approved by the popular eefga. The German
constitution accords budgetary independence tdettheral government
as well as to state governments but requires tluh Hevels of
government must take into account the conditiongrfaintaining fiscal
equilibrium.

5.5. Ingtitutional Framework for Fiscal Disciplinein Pakistan

With decentralisation comes the need to put in elan
institutional framework that can help achieve flsd@cipline through
better coordination between the centre and theipces?® The Fiscal
Responsibility and Debt Limitation act (FRDL) ispdipable only to
the federal government and that too is largelyfewive because no
penalty has been prescribed in the law for bredcthe prescribed
limits. Both the electoral channel as well as timaricial markets are
unlikely to function as disciplining devices in Fatkin. Democracy has
remained episodic and elections are rarely fougtitvgon on economic
issues. The financial markets in Pakistan lack ldeptd the banks
remain eager to lend to the government. The cebtmak is not as
independent as it should be and finds it difficalrefuse to lend to the
federal government. The federal government owndatgest bank in
the country and has sufficient stakes in other bankinfluence their
lending behaviour. Two provincial governments awsm banks. In this
scenario, it is difficult to see how the financiahrkets can discipline
either the federal or the provincial governmentRBakistan.

Against this backdrop cooperative federalism seems
plausible alternative. A high level intergovernmantforum
comprising the federal and provincial finance mieis may be

ZThough Ministry of interprovincial coordination hiaeen created in Pakistan, it
will primarily deal with non-economic issues.



65

constituted. The forum may set targets for key dismdicators
especially the fiscal deficit and debt levels beftine announcement
of the federal and provincial budgets. The forumymaeet
periodically to monitor the targets, take stock thfe overall
prevailing economic situation, and suggest corvectineasures if
different levels of government are off the targdtke advantage of
this mechanism is that not only the federal govesnmwould
closely watch the fiscal performance of the proescbut the
provinces too will keep an eye on federal governtisefiscal
actions. The fact that the domestic debt has grastronomically in
the last four years (2007-11) and the debt matunag drastically
worsened is enough to show that a watchdog over the fiscal
behaviour of the federal government is also regifre

It is important to emphasise that sole reliance on
cooperative federalism is not likely to yield thesired outcomes
and that this mechanism would have to be compleatertiy
appropriate fiscal rules. This is because the spificooperation
required for the success of the forum may not caimeut easily as
exemplified by the past deadlocks over the NFCsis Twould
especially be the case if the different politicarfies are at the
helm of affairs at the federal and provincial leuelwhich case the
possibility of opposition for the sake of oppositioannot be ruled
out. The fiscal rules in the shape of fiscal respbitity law are
already in vogue at the federal level and this ¢@na useful
starting point to devise appropriate fiscal rules the provinces.
In doing so, the fiscal responsibility law itselfagn be revised in
the light of independent research. For example,débt to GDP
ratio of 60 percent prescribed in the Fiscal Resjuhty and
Debt Limitation Act (FRDL) has been adopted frometh
corresponding rule designed for the euro area c@st No
research based on the economic fundamentals otfakhas gone
into determining the maximum prescribed Debt to GiaRo. The
structure of Pakistan’s economy is quite differefnom the
structure of the euro area countries and theretbee level of
sustainable debt might also be different. It isréfere essential to
determine the sustainable level of fiscal defigidadebt based on
rigorous research using domestic data and the sarag be
incorporated in the proposed fiscal responsibility.

ZKhan (2011).

BWhen the federal government borrows from the IMig fatter in some sense
does act as a watchdog. But this type of checlerfederal government is only episodic
and is often weakened by geo-political considenstio
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5.6. Decentralisation: Impact on Quality of Macroeconomic
M anagement

There is a wide agreement in the literature thaindependent
central bank is more effective in keeping inflatiom check and
maintaining an arms-length relationship betweengbeernment and
the financial markets. Shah (2010) argues thatcardealised structure
with diverse and conflicting interests of the citmsints is more likely
to promote independence of the central bank. Magegveater clarity
in the roles of the different tiers of the govermnalso facilitates
central bank independence. On the fiscal side ameajuse of concern
is the possible errant behaviour of the centralegoment and the sub-
nationals. Though there is some weak evidenceirketjurisdictional
competition helps curb the large size of the gowemt (see for
example Brennan and Buchanan, 1980) but still thesipility of
‘leviathan’ cannot be ruled out in an environmehtent seeking and
corruption. As discussed earlier, mature federatibave developed
effective institutions for coordination among théfatent tiers of the
government. Moreover fiscal rules have also beemldped to check
the fiscal imprudence of the federal government tedsub-nationals.
With these mechanisms in place, fiscal decenttadisas likely to help
improve the institutional framework for macroecornomanagement.

5.7. Macroeconomic Management: Medium-Term
Budgetary Framework (M TBF)

To ensure macroeconomic stability and efficientisation of
government resources the Medium-Term Budgetary &wark
(MTBF), a three years rolling plan, has been puglace at the Federal
level. The aim of the MTBF is to: (i) enhance &ikdiscipline; (i) link
the government’s strategic priorities with the numaditerm budget; and
(i) improve efficiency and effectiveness in Gomarents spending.

To achieve these objectives the MTBF draws up:

(i) A Medium-Term Fiscal Framework which draws upon the
macroeconomic framework [using a financial prograngm
framework (FPF)]

(i) A Budget Strategy paper

(i) Output Based Budgeting

Managing the risk of macroeconomic imbalances isidadly
done through the Financial Programming Frameworkach year,
starting in January, a Committee headed by the fClBmnomist,
Planning Commission, and comprising senior offeiaf the Ministry
of Finance, State Bank, Federal Board of Reventatis8cs Division
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and invited technical experts draw up the FPF. sT@bmmittee
reviews and agrees on the forecasts for the nea¢ tfears on: (a) real
economic growth; (b) fiscal (projected revenuespemditures and
fiscal deficits); (c) monetary (money supply); afd) balance of
payments (projected exports, imports and remitts)fée

The Financial Programming Framework (FPF) makes
assumptions on the expected development and nalegewent
expenditures of the Provincial governments as wasltheir expected
revenues.

An important shortcoming of this approach is thesexire of
representatives from the respective provincial RegaDepartments
and Planning and Development Departments. TherdfweTlhree-
Year-Rolling-Macroeconomic Framework that emergas suffer
from errors especially as regards total aggregamashd being
generated as well as the projected fiscal defidihis shortcoming
can adversely affect the projected economic groashwell as
projected inflation.

To ensure harmony and consistency in drawing upvibdium-
Term Budgetary Framework it is therefore importuatt at a minimum
the Chief Economists of the respective ProvinclahRing Boards and
senior representatives of the Finance Departmeritsuld be
represented on the Committee drawing up the FPE. Wwauld ensure
better overall macroeconomic outcomes in the nevolded structure
of government.

5.8. Macroeconomic Management: Adjusting to Supply Shocks
and Unexpected Expenditures

The challenges for economic policy makers is tousns
macroeconomic stability in the face of volatility global prices of oil
and food grains as well as higher than allocatedeeditures on
defense and security given the insurgency on ttetane borders. This
makes it difficult to keep to targeted macroecormnvariables
especially the fiscal deficit. Here again with thkift in resources
towards the provinces as a result of the 7th NF@rdwhe provinces
may need to cut down on their targeted expenditanespost a fiscal
surplus as against a higher than targeted fisctitidby the federal
government.

% FPF captures the interaction between Governmenigeduand other sectors of
the economy. It is not a formal economic model Autonsistency framework with
selected economic variables (e.g. GDP growth tgdmeerated elsewhere and imported
into the model).
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These important economic adjustments require muatem
active coordination between the economic policy enalat the Federal
and Provincial level.

5.9. Planning for Development

The public sector investment in Pakistan includdge t
development expenditure undertaken by the Fedemve@ment
through the federal Public Sector Development Rnogne (PSDP) and
through the Annual Development Programmes (ADRhefprovincial
governments. The PSDP (federal/provincial) is tr@nninstrument in
the hands of the government to make developmeatviamntions and
channelise funds to the priority sectors. Thereaisvell-developed
detailed mechanism for approving development ptsjamder the
PSDP and the ADPs. Given the devolution of 17 fadeinistries to
the provinces under the 18th amendment the pasisibil of
intervention by the federal government have shreoksiderably. It is
therefore essential that capacity of the provingénning and
development set-up should be considerably strengthe

5.10. Rethinking the Role of the Planning Commission

The Planning Commission at the Federal Level sengeshe
principal body entrusted with drawing up the natiogrowth and
development strategy implemented through a serfes-iee Year
Medium-Term Development Plans further broken downAinnual
Plans (Federal) and Annual Development Plans (Rc@ad).

The Public Sector Development Programme (PSDP)hat t
Federal level is the main instrument through whibl government
allocates its development expenditures amongseréift sectors in
support of the macroeconomic targets set out irAtiieual Plan as well
as in support of the private sector which is thenngagine to driving
economic growth.

Previously of the total i.e. Federal, Provinciatldncal PSDP,
around 70 percent was implemented through the Be@mvernment,
20 per cent by the Provincial governments and tless 10 per cent at
the local level. Post 7th NFC and 19th constittaicAmendment now
60 percent is with the Provincial Governments adgdr cent with the
Federal government.

The Provincial governments now also have accesslirect
borrowing from the multilateral donor agencies rhathe World Bank
and the Asian Development Bank (ADB). In this netuation the role
of the Planning Commission may need some re-thgnkihere may
be merit in the Planning Commission concentratitsgrésources on
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long gestation infrastructure projects (energy amater) and the
Provinces on social sectors and medium to smadldsinfrastructure
projects. Also a greater role needs to be assigim@d at present in
development resources being allocated at the leeal.

5.11. Conclusion

This chapter has explored how fiscal decentratisatian affect
macroeconomic management in a federal structuee Riakkistan. The
transfer of expenditure and revenue responsitslitiem the centre to
the provinces can have far reaching implications nfmcroeconomic
stabilisation which typically lies in the domain tife centre. Unless
mechanisms are developed to rein in the provirmiagets, provincial
actions especially through borrowing may threaterverall
macroeconomic stability. The chapter has also exadithat what type
of institutional structures would be suitable irkiB&an for keeping the
fiscal behaviour of the federal government and ghevinces within
prudent limits, and it is argued that cooperatigdefralism and fiscal
rules together will serve the cause of good fiscelnagement in
Pakistan.
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Chapter 6

SUMMARY AND CONCLUSIONS

The fiscal and administrative structure of Pakisteas been
considerably decentralised after the 18th amendmeditthe 7th NFC
Award. This booklet has highlighted opportunitiesl ahallenges that
fiscal federalism entails for Pakistan and haslsgebut alternative
options for maximising the gains from fiscal decali¢ation. The
coverage includes the institutional structure amhé ftriteria for
intergovernmental resource sharing, revenue gedomraby the
provinces, institutional framework for intergoverantal coordination,
and implications of fiscal decentralisation for m@aEronomic
management.

To begin with, while the new distribution of funmtis between
the centre and provinces is broadly similar to tipical practice
observed in federal countries, there remains a needethink the
appropriate jurisdiction for some functions such iagerprovincial
trade, environment, and signing of internationalaties. Functional
jurisdiction at times overlaps in such a mannert thancurrent
jurisdiction of the federal and provincial govermmhebecomes
essential. Though the 18th amendment has abolisleecbncurrent list
but it has rightly introduced a new form of coneaumy by
strengthening the role of the Council of Commonetest. More
functions, for example environment, interprovinciedde, pricing of
wheat and signing of international treaties maypleced under the
domain of the Council of Common Interest.

The institutional setup for the distribution of oeisces across
different levels of government is an important comgnt of the
administrative structure in a federation. In Palast the frequent
deadlocks over the revenue sharing arrangements uraderscored the
fact that intergovernmental forums such as the ddali Finance
Commission (NFC) alone are not sufficient to deageitable revenue
sharing arrangements. Instead, a better approaaldvbe to devise a
two tier institutional framework consisting of amdependent agency of
experts and an intergovernmental forum. The inddgen agency
would be a committee of experts the members of whiould be
chosen without regard to provincial affiliation. $&a on careful
analysis and research, the agency can determine twbe of federal
revenues should form the ‘divisible pool' i.e. tip@ol of federal
revenues that can be distributed, and then recomhmédm gets how
much from the ‘divisible pool’, and recommend thgsignment of
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revenue sources to the federal government and tbeinges. The

agency can forward its recommendations to the Nalidcinance

Commission—a purely intergovernmental body compgdhe federal

and provincial ministers of finance only—which wdyday due regard
to the political factors and other sensibilitiefsthe NFC decides not to
accept some or all of the recommendations of thepandent agency it
would be required to fully justify the decision. &MWNFC would then

send its recommendation to the government for feggproval and

announcement of the award. This two-step appraadkely to put an

end to the deadlocks which have marred the hismfryrevenue

distribution among constituent units in Pakistan.

A resource sharing mechanism that is acceptablalltahe
constituent units and that provides adequate in@mntfor resource
mobilisation is essential for the success of fisiegleralism. In this
respect, though the shift from population sharthasole element of the
revenue distribution criteria to the multiple inalior criteria is a welcome
step, there is still room for improvement in thesaerce sharing
mechanism. First and foremost the revenue disioiburiteria have no
provision of conditional/matching grants which assential for securing
homogeneous minimum national standards in resgexisential needs.
The conditional/matching grants can play an impurtale in reducing
disparity among regions thus helping to assuagenaesof deprivation
that prevails in some regions. Second, though ¢vernue distribution
criterion is similar in spirit to the need indicatwiterion, some important
elements like school enrollment, infant mortalitpdademographic
structure of the population have been missed. Thiaights to different
elements of the criteria are assigned in the spfristriking a political
compromise rather than through careful analysisallg, the assignment
of weight to an element of a criterion should bedohon a detailed and
careful assessment of the factors that influeneeetkpenditures, and
need-indices should be developed based on suchsaszet. Whereas
the inclusion of revenue generation in the revetistibution criteria is
a step in the right direction, the revenue gendrdte the provincial
governments from their own tax sources should fir@rbasis of revenue
distribution. The sudden jump in the magnitude oéanditional block
transfers to the provinces is likely to weaken theenue generation
efforts of the provinces. Own revenue generationth®y provinces in
Pakistan is one of the lowest among the federahttes and the
distribution design does not provide much of anemive to the
provinces to increase their revenue generation.

Effective provincial autonomy is difficult to exése when the
provinces rely on the federal government for fut@lsneet their fiscal
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needs. Also, the problems involved in devising ia éd acceptable
resource transfer regime are evident from the de&dlwitnessed in
the history of NFCs and the demand for new prosnedich are

rooted in the deprivation argument. Instead ofarele on federal
transfers, a better approach may be to allow thgipces to raise their
own resources, and in this respect the sharingaafme and corporate
tax bases between the federal government and thwnpes are viable
options.

The transfer of expenditure and revenue respoitgbifrom the
centre to the provinces can have important impbost for
macroeconomic stabilisation which is the main resgaulity of the
centre. To ensure that fiscal policies of the pmogs and the federal
government are aligned so as to maintain overaltragtonomic
stability, there is a need for an institutional fm&aism that can ensure
intergovernmental coordination of macroeconomiciqies. In this
regard, cooperative federalism supplemented wittnddfiscal rules
can be instrumental in promoting fiscal prudence &aF the
constituents.

If managed properly, the decentralisation of exjene and
revenue responsibilities holds significant promiseachieving better
development outcomes through improved resource lsation,
enhanced efficiency in service delivery and betdecountability.
However, these gains are conditional on develogngappropriate
resource sharing mechanism that is equitable antheatsame time
maintains adequate incentives for the provincegaise their own
resources. This would have to be supplemented rfepgthening the
institutional structures for resource distributioand economic
management across all tiers of the government ak ase for
intergovernmental coordination so as to ensuretgrgaosperity for all
the constituent units in the federation.
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AppendixTable 1

Federal and Concurrent Functions

Federal Functions

Concurrent functions

1956 1973 After the 18th 1956 1973
Amendment
PART | PART |
Defense & Defense & Defense & Associated Civil and criminal Civil & Criminal
Associated Associated Industry law law
Industry Industry
Foreign Affairs Foreign Affairs Foreign Affairs Saitific and Evidence and

industrial research oath
Nationality Nationality Nationality Poisons and deu Marriage and
divorce
Currency & Currency & Currency & Banking Publishing and the ~ Wills, intestacy
Banking Banking Press and succession
Post and Post and Post and Labour relations Bankruptcy and
telecommunicati  telecommunicat telecommunications and social security insolvency
ons ions
Patents and Patents and Patents and copyright Refugees and Arbitration
copyright copyright evacuee property
Stock exchange Stock Stock exchanges Economic and Contracts
exchanges social planning
Corporations Corporations Corporations Monopolies rustand trustees
Navigation and ~ Navigation and Navigation and shipping Iron, steel, coal, Transfer of
shipping shipping and minerals property
Major ports Major ports ki Arms and Actionable
explosives wrongs
Federal services Federal services Federal services Removal of
prisoners
Elections Elections Elections Preventive
detention
Federal Taxes Federal Taxes Federal Taxes Arresarfins
and ammunition
Foreign and Foreign and Foreign and inter- Explosives
inter-provincial inter-provincial provincial trade
trade trade
Federal taxes Taxes on Taxes on income Narcotics
income
Taxes on Taxes on corporations Prevention of
corporations contagious
diseases
Sale taxes Sale taxes except sales Mental illness
tax on services*
Capital Value Capital Value Tax Environmental
Tax pollution
Taxes on Taxes on minerals Population
minerals planning
Taxes and Taxes and duties on the Welfare of labour
duties on the production capacity of
production any plant
capacity of any
plant
Terminal taxes Terminal taxes Trade unions
Fees Fees Boilers
Minerals Minerals Regulation of
labour and safety
in mines
Public Debt Public debt Public debt Unemployment
insurance
Federal Federal Federal pensions Shipping and
pensions pensions navigation on
inland waterways
Federal Federal Ombudsmen Mechanically
Ombudsmen propelled
vehicles
Libraries, Libraries, museums Electricity
museums

Continued—
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Appendix Table 1—Continued

Migration
Education of
Pakistan’s
national abroad
Nuclear energy

Air navigation
& Lighthouses
Carriage of
passengers and
goods by sea or
by air
Narcotics
Insurance
National
planning and
national
economic
coordination
National
highways and
strategic roads
Census
Establishment
of standards of
weights and
measures
Police force
belonging to
any Province
Salaries of
Government
executives
Custom duties
Excise duties
Succession to
property
Estate duty
Jurisdiction and
powers of all
courts

PART Il
Railways
Mineral oil and
natural gas
Development of
industries
Council of
Common
Interests

Migration
Education of Pakistan's
national abroad

Nuclear energy

Air navigation &
Lighthouses
Carriage of passengers
and goods by sea or by
air

Narcotics
Insurance

*k

National highways and
strategic roads

*x

Establishment of
standards of weights and
measures

3

Salaries of Government
executives

Customs duties
Excise duties

3

*k

Jurisdiction and powers
of all courts

International treaties and
agreement*

PART Il
Railways
Mineral oil and natural
gas
Development of
industries
Council of Common
Interests

Electricity*
Major Ports*
Census*
police force belonging to
any Province*
Professions*
Higher Education:
Standards and research*
Inter provincial
coordination*

printing presses
Evacuee property

Historical
monuments
Standards of
education
Islamic education

Zakat

Censorship

Tourism

Professions

Augaf

**QOmitted by the 18th amendment.
*Substituted by 18th amendment.
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