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ABSTRACT

The 7th National Finance Commission (NFC) Award has
seemingly put an end to the deadlock over revemstelition
among the constituents of the federation in Pakisthis paper
argues that though the 7th NFC Award’'s use of ipidti
indicator criteria for the distribution of resousces a step
forward in the right direction, the distribution giign still falls
short on various counts. For example, the weigh2percent
for the population share is on the higher side ea®rthe
demographic structure of the population, an impartadicator
of the expenditure needs, does not figure up indik&ibution
design. Also, the basis of weights assigned tdfdhe elements
of the revenue distribution criteria is unknown ava rigorous
exercise seems to have been undertaken to deteriingse
weights. Similarly, matching grants are key elermeat the
distribution design elsewhere but are altogetheseab in
Pakistan. Furthermore, provinces will still rely kange transfers
from the centre which will erode the incentivesttod provinces
to generate their own revenues. The paper empkatiatthere
is a need to rethink the mechanisms for resouragrghas well
as the institutional structure of the NFC itself.



1. INTRODUCTION

Pakistan is a federal country with two constitutibtiers of the
government—the federal government and the provirgoaernments;
moreover there are some Federally Administeredal dseas (FATA)
and the State of Azad Kashmir. As in many othemtges, the federal
government in Pakistan generates more revenues itsameeds.
Correspondingly, the provinces generate only alspeatentage of the
revenue required to meet their expenditure needss Talls for
transfers from the federal government to allow phevinces to carry
out their functional responsibilities. The Natiohance Commission
is the institution responsible for devising the eewe sharing
arrangement between the federal government angrthances. The
Commission recommends the sharing of the federamge with the
four provinces namely Punjab, Sindh, Khyber Pakkitwa and the
Balochistar. The Commission is constituted every five years has
representation (official as well as non-governm@nfeom all the
stakeholders. The Commission does not have a pemhaxistence
however it is allowed adequate time to work on theard (i.e.,
announcement of revenue sharing arrangement). Tiowingial
ministers of finance and other experts in the aoddmance and fiscal
management typically comprise the NFC which is ledady the
federal minister for finance. The ‘Unanimity rulea-the provinces
and the federal government must agree—is the pimcthat the
Commission follows in making its recommendations the
government. Several previous Commissions eitheedfadeadlock or
were forced to adopt the sharing arrangement giegait the time due
to the failure to develop a consensus on any newirgh arrangement.
The ‘divisible pool’ i.e. the revenue sources aadglié for sharing is
specified in the constitution and the president add revenue sources
to the divisible pool while notifying the establiebnt of the
Commission. Two kinds of conflicts have often mdrtiee proceedings
of the Commissions. One, what should be the shértheo federal
government in the divisible pool? Two, what sholbédthe elements of
the criteria to be used for sharing the divisibleolpamong the
provinces.

'The province of Gilgit-Baltistan was created aftee latest Award (i.e., 7th
NFC Award) had been announced and at presentpneiture needs are being directly
met by the federal government.



The seventh NFC Award was announced in Decembed 200
became effective on July 01, 2010. The Award i®1seea landmark in
the sense that it broke the deadlock that had @netl the National
Finance Commissions, constituted in 2001 and 2@®@&nnounce the
awards. Two major changes contributed to puttiregdbadlock to an
end. These include; reduction in share of the fddgwvernment in the
divisible pool by 10 percentage points and theomftiction of multiple
indicator criteria (MIC) for the distribution of ¢hdivisible pool which
replaced the earlier criterion that was solely Hase population. The
distribution criteria prescribed by the 7th NFCgigen in Table 1. To
afford comparison, the criterion used by the imratly preceding
Award has also been included in the table.

Table 1

Criteria for Distribution of National Revenue
Presidential Order 7th NFC

2006 Award

Provincial Share in Divisible Pool 46.25% 56% irasi|g to

57.5%
Grants and Subventions 3.75% -
Indicators and Weights
Population 100% 82.0%
Poverty 10.3%
Revenue Generation 5.0%
Inverse Population Density 2.7%

Given the Weights indicated above the provinciarstin theDivisible 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%

Source: Adapted from “Pulling Back from the Abyss: ThirdiAual Report,” Institute of
Public Policy, Beaconhouse National University.

Presently the divisible pool includes the followingvenue
sources:

» 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 reduction in the share of the federal goverrinienthe
divisible pool has enabled the NFC to recommendsfex of greater
funds to all the provinces. Even the province ofjRb, which in the
past had shown preference for the retention ofpbjeulation share
criterion, has not been a loser despite the chamgbe distribution
formula. The end of the deadlock coupled with ttengfer of more
funds to all the provinces have led to an almostarsal appreciation
for the award. This study aims at a critical eviabraof the 7th NFC
Award in particular and the distribution desigrgieneral. The analysis
will primarily focus upon the institutional arrangent for the
distribution of funds and the formula for the distition of available
resources among the provinces.

2. INSTITUTIONAL ARRANGEMENT FOR
DISTRIBUTION OF RESOURCES

Though the 7th NFC Award has managed to break ¢laelldck
that marred the proceedings of the previous two mimsions, an
important question is: will the institutional sttuce of the NFC prevent
the deadlocks in the future? To answer this questics important to
put in perspective as to what caused the previeaslldcks and what
were the factors that helped to break out of thkestate.

2.1. The Deadlock

Historically the divisible pool has been shared agahe
provinces on per capita basis. However since 188&etout of four
provinces have been demanding the inclusion of mtements in the
distribution criteria. Each province demanded thelusion of such
elements that would entitle it to greater transfiesn the divisible
pool. With Karachi being the hub of business atiigi in Sindh, the
province demanded that revenue generation efforhéde a part of the
distribution criteria. On the other hand, Balochist the largest
province in terms of geographic area, contendetlithaost of public
service delivery is relatively high due to low ptagion density and
therefore demanded the inclusion of geographic grefiected in
inverse population density). Both Khyber Pakhtunghwand
Balochistan argued that the higher poverty levedyailing in the two
provinces required greater transfers to alleviaggrtpoverty. Punjab,
the largest province in terms of population housede than 60 percent
of the country’s population when the deadlock aros€l996. The
province stood to gain from the distribution solely per capita basis
and understandably argued for the retention ofdtiterion. With each
province having preference for a different elementcomprise the



4

distribution criteria a deadlock in the proceedinfghe Commissions
was imminent especially when the Commission folldwéghe
‘unanimity rule’.

When the 6th NFC Award was being negotiated in 1996
objections were raised on the distribution critepigevailing then,
however the final award kept the formula unchangéde no change in
the formula despite the objections should be vieimetthe perspective
that the major political party then in power at teatre drew its major
strength from the Punjab—the province that pretene retain the
prevailing formula. The objections that were raisgdhe time of the
negotiation of the 6th Award surfaced again witbhsintensity later on
that these caused deadlocks over the NFCs of 2002@06. Perhaps
even the 6th award reflected the strength of thigiqad party in power
at the centre and the Punjab rather than the pri@ipreferences. It is
also noteworthy that the four Commissions thaethifo announce the
awards (or adopted the previous awards without @mnges) were
constituted during the military regimes (1979, 198601 and 2006).
The inference could be that democratic regimes igeoa relatively
better environment for striking a compromise solutat a forum where
conflicting interests are represented.

2.1.1. How the Deadlock Ended?

Under the 7th NFC Award, each province is to getramo
transfers from the federal government than whabitld have received
under the previous distribution criteria. This vihe key to putting an
end to the deadlock: with each province getting enfunds, all the
provinces were willing to go along even if someustural issues
remained unaddressed. Moreover the 7th NFC Awardmed the long
standing demand of the three smaller provincesrfcusion of their
preferred elements in the distribution criteria.eThth NFC Award
managed to placate the province of Punjab by initdy a minimal
change in the weight of the population share—82qr down from
100 percent. Moreover, this time around, the smalfevinces which
have been demanding a change in the distributiderier were a part of
the ruling coalition at the centre. Efforts to ketbp otherwise fragile
coalition intact would also have played some rabe putting the
deadlock to an end. Finally, given the previoudufes, all the
stakeholders were under pressure to resolve théliatorAll these
factors together helped to resolve the long stanpdionflict over the
revenue sharing arrangement. Though the 7th NFCrd\Wwas put an
end to the deadlock, a key structural issue narmgyunanimity rule’
remains unaddressed and therefore deadlocks ifuthee cannot be
ruled out.



2.1.2. The Unanimity Rule

As mentioned earlier the National Finance Commissio
constituted in 2001 and 2006 failed to reach a eonsiss over the
distribution formula and perhaps the over the magie of the federal
share in the divisible pool. The problem apparertgs in ‘the
unanimity rule’ that the Commission follows in adiog its
recommendations. What is the solution? Will thejonity rule’ solve
the decision making problem. Perhaps not. The rtgjeote can avoid
the deadlock in a narrow legal or administrativespective but this
may raise problems for the federation. Smaller jmaes may complain
of being the victim of the federal hegemony, dueit® dominant
position. Alternatively, if the smaller provincesrifn a coalition in the
NFC, then the federal government or the larger ipaev (i.e. the
Punjab) may feel deprived of its rightful share time resources.
Therefore the ‘unanimity rule’ under the presentstiiational
arrangement is not a choice but a necessity. That ge that
notwithstanding the spirit of compromise shown ke tfederal
government and the provinces while negotiating étie and the 7th
NFC awards, there is nothing inherent in the stmectof NFC to
prevent a deadlock. As discussed later in the stitdig possible to
address this problem by devising an appropriatetititional
mechanism.

2.2. The Need to Rethink the Institutional Arrangement for
the Distribution of Resources

The NFCs have a history of failures. Even thoudie t
constitution requires that there be a NFC AwardeVige years, only
8 Awards have been announced since independenee.5HNFC
Award, due in 1979 came in 1990—12 years aftehdaugd have been
announced, similarly the 7thward due in 2001 was delayed by 9
years. The Commissions were duly constituted in ititervening
periods but these failed to reach a consensus otrer
recommendations. Clearly something needs to be donevoid
possible deadlocks in the future. In this respesgful insights can be
gained from research on subjects like assignment\@nue resources
to different tiers of the government and deterniarabf weights for
the different elements of the distribution criteriehere is not much
evidence to suggest that overtime the NFCs in Rakikave either
conducted research on the questions at hand orrhade enough use
of research available on the subject.

The potential of encountering deadlock under thesgnt
institutional set-up of the NFC and the need todemt research on the
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issues involved in designing the distribution metbm calls for
revisiting the institutional structure of the bodgsponsible for
recommending the distribution design. The nextisacteviews the
institutional arrangements used in different caestrfor making
resource transfers to the sub-nationals with a vigwdrawing
guidelines for devising an appropriate institutiomarangement for
resource sharing in Pakistan.

2.3. Ingtitutional ArrangementsUsed in Different Countries

Institutional arrangements used in different caestr for
devising the distribution criteria and making trims from the federal
government to the constituent units can be broatilgsified into the
following three categories:

(i) Central agency (central government’s ministry)
(ii) Intergovernmental Forum
(i) Independent Agency

2.3.1. Central Agency

The federal government on its own takes the detiggarding
the distribution of revenue resources among thestidaent units.
Typically the office of the president or prime ngt&r or the ministry of
home affairs or the ministry of finance assumes shke or partial
responsibility for the fiscal transfers to the ditngent units. Countries
that are relying upon a central agency to deterntie amount of
transfers include Kyrgyz Republic, Tanzania, Chitaly, Kazakhstan,
Netherlands, Poland, Switzerland, Ukraine, Gharemfia and Japan.
The rationale for the central agency is that adederal government is
responsible for managing the national objectivesefore the transfer
decisions should be taken by the federal governmdatvever this
approach negates the essence of decentralisatiah. (8007) suggests
that the constitutional restrictions on the abilibf the federal
government to override provincial preferences danit Ilthe negative
effects of this approach. Shah further suggestsathan alternate to the
federal government’s direct role in the distribuatiof federal revenues,
a separate body could be entrusted the task ofjmiegi the fiscal
relations among the various tiers of the governm@&hie proposed
body could either be independent or an intergovemtai forum or
may be an intergovernmental-cum-civil society fordtis this type of
forum that operates in Pakistan. The forum is amedi by the
President every five years.



2.3.2. Intergovernmental Forums

The intergovernmental forums are formed to reconuntre
distribution of the federal revenue among the falgovernment and
the constituent units. These forums typically enjegresentation from
all the stakeholders and provide room for some diangg over the
distribution criteria. The limits of the bargainirage defined by the
constitution e.g. in Pakistan the revenue sourceailadble for
distribution are defined by the constitution. Sh@007) prefers a
simple distribution criteria which may render omgproximate justice
to each constituent unit over a complex criterighviomplete justice.
The study argues that quite often the constitueits thave conflicting
interests and a forum with conflicting interestsnmat handle a
complex distribution criteria. Countries that relgolely on
intergovernmental forum include Germany, Indoneaia Nigeria.
Pakistan also relies on the intergovernmental fowith the difference
that the Commission members also include expedm fthe civil
society of each province. Countries like South édrand India make
use of an independent agency in addition to thergowvernmental
forum.

2.3.3. Independent Agency

An independent agency is established by the cegtnegrnment
to make recommendations to the government or théslédure on
resource transfers to the constituent units. Thlbegs of the agency
are experts in fiscal management. Some countrigseXample India,
draw a member from the judiciary as well. Typicalthis 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 Alistrproved
instrumental in the decision to set up an independgency. Thus the
origin of the independent agency has lessons fontcies where one of
the constituent units is dissatisfied with the tese distribution.

The objective of setting up an independent agendy ilet the
experts recommend the distribution criteria based poofessional
knowledge and rigorous analysis of the prevailingor®mic
environment. The rationale for an independent agéscthat it can
divorce the distribution criteria from politics. & (2007), however,
does not favour the independent agency on the drthat it tends to
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offer complex solution to an otherwise simple t#sks increasing the
cost of devising the resource distribution criteNéoreover, given the
complexity of the distribution formula it becomedffidult for the
ordinary citizens to monitor the performance theraxy.

2.4. Proposed Institutional Arrangement for Distribution
of Revenues

The foregoing suggests that both the intergovertahéorum as
well the independent agency have their merits ameatits. With the
regional representatives on board, the intergovenah forums can
protect the regional interests more effectively Ilfuthese forums
follow the unanimity rule then their proceedinge grone to deadlock.
The independent agencies, comprising experts, dag the required
rigour into the revenue sharing exercise but thegencies have an
incentive to introduce complexity into otherwisenple tasks. A better
institutional structure for revenue sharing woutt dne where the two
can supplement each other. Therefore we suggest ath@avo-tier
institutional structure may be set-up in Pakistandesign revenue
sharing between the constituents of the federafidwe proposed two
tiers are: (i) an independent body of experts an &n
intergovernmental forum.

An independent body, comprising fiscal expertsciitianers as
well as academicians, would constitute the firgetaof this two-tier
structure. Experts will be selected without regaa provincial
affiliations and they would be full time/part timemployees of the
independent agency. The agency would have the ranta
recommend not only the sharing of the divisible Ipbat also to
determine as to what revenue sources should coenghis divisible
pool. The agency would also have the mandate t@mewend
assignment of specific revenue sources to the &dar provincial
government. The agency would have resources to uobner
commission research on the issues under considerat well as to
make use of existing research available on theesthj The agency
will commence its task two years before an Awardus and will have
16-18 months to conduct research, deliberate upgsilple options and
then make recommendation. The agency will senetdsmmendations
to the upper tier, the intergovernmental forum. Teeommendations
of the agency would be accompanied by a fairly itEtgustification
especially if the advice deviates from the esthblis practice. The
recommendations would also be made public to emacmudebate on
the subject. The independent agency will not beuired to give
unanimous recommendations—the key element thadéadlocked the
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proceedings of the NFCs in the past. The noteshef dissenting
members would form part of the independent agermeygsrt.

The upper tier, the intergovernmental forum, wiihgprise the
federal and provincial ministers of finance onhheTexperts need not
be on the forum because the independent agencydvgoimharily be a
committee of experts. The forum would review theoramendation of
the independent agency and may or may not accémr alome of
these. The forum would pay due regard to the palifiactors and other
sensibilities that the independent agency wouldhaee accounted for.
Moreover the forum will also take into consideratihe public debate
on the recommendations of the independent agericthel forum
decides not to accept some or all of the recomntenda of the
independent agency, the forum and its individuainioers would have
to fully justify their decision. The intergovernntahforum will then
send its recommendation to the government for feggproval and
announcement of the award.

This two step approach is likely to put an endhe deadlocks
which have beset revenue distribution among camsiit units in
Pakistan. The proposed two-tier institutional dee is an
improvement over the existing one for the follownegsons:

e The experts drawn from the profession and the auide
without regard to provincial affiliations and putthe position
of a ‘judge’ are less likely to take unjustifiedste.

« The experts being paid employees of the indepenalgecy
are more likely to fit themselves into the assignelé rather
than favour a particular constituent unit.

* The knowledge that the recommendations of the ageuilt
be debated publicly will induce the members to roffeund
and practical recommendations.

* Reliance on research will:

0 enable the independent agency to offer sound aactipal
recommendations.

o make it difficult for the agency or the individualembers
to take unjustified positions.

» The recommendations of the independent body witl be
easily ignored by the intergovernmental forum (tipper tier)
for the following reasons:

o These would have the backing of eminent experts.

0 The recommendation would have attracted sufficperitlic
debate by the time intergovernmental forum takdeasion
on these.
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0 The forum and its individual members will have exaord
reasons if they decide not to accept the recomntiemzaof
the independent agency.

3. DISTRIBUTION OF REVENUE RESOURCES

The federal revenues available for distribution agprovinces
have historically been distributed on a per capdais. The 7th NFC
Award accepted a long standing demand of the tpreeinces for the
introduction of a multiple indicator criteria. Thest of this study
examines the new distribution design in the liglittlee revenue
distributions practices followed in other countries

3.1. Resource Distribution Practices Adopted Internationally

Transfers from federal government to the sub-nat®rtake
several forms. These are formula based as wellistsetionary and
could be block unconditional, conditional or matahi The transfer
programs often aim at fiscal equalisation amongdtestituent units
i.e. enable the constituent units to provide saind kf service with
comparable level of taxation.

In Canada transfers from the federal to proving@ernments
are unconditional and are given to only those proe$ whose revenue
raising capacity is below the national averages ftoteworthy here that
revenue generation is highly decentralised withshare of provincial
own-source revenue standing close to 80 percetiteototal national
revenue. It is only under this kind of revenue aé@disation that some
provinces can manage to function without any egatitin transfers.
The Indian system essentially involves distributioih funds on the
basis of estimated expenditure needs and to antealees into account
the potential of the sub nationals to generatemees from their own
sources. The finance commission of India primaugs the gap filling
approach for equalisation of fiscal capacity acisiases. The states are
allocated shares in central taxes based on a farand the difference
between a state’s budgetary expenditures and wsnues is filled
through the grants-in-aid. It is argued that thp fiing methodology
not only acts as a disincentive for the sub nat®t@raise own-source
revenue but is a source of inequity as well. In thalm, the
comprehensive nature of equalisation allows assessmf all the
circumstances that affect the relative cost difiees a state is faced
with in delivering standard services. These includilitional costs
faced by a sub-national government in meeting requénts of large
cities as well as in providing services in rurakas and remote
locations. A state’s differential per capita revenar expenditures
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considered beyond the control of the state, forngta, due to

geography, are estimated and the states are coatpdrfer that. The
Australian approach to equalisation requires vohous data across
states at a high level of disaggregation. The Alisin equalisation
program has been criticised on the grounds ofieff@y, complexity

and reliance on internal standards rather thangrastices. It is argued
that reliance on average internal standards innseseewards some
states for maintaining lower standards. Howeveaiy large there is a
general acceptance of the system. It is precisstalse of carrying out
a very thorough equalisation program that fedeoaleghment (known

as the Commonwealth government) has been abledp #ee states
satisfied despite continuing with the large veitifiacal imbalance

(difference between revenue generated by the fedekeernment and
states).

In the United States, unlike other federal coustrihere is no
general form of revenue sharing, however around giadt programs
exist for state and local governments. The diffefmnms in which
grants are provided include project, categoricald dlock grants.
While some grants have matching component otheve B&uctured
formulas. Barring federal transfers for some specifurposes the
overall grant system is small relative to other mtaes. Though a
degree of equalisation is built into grant programsvever in general
the intergovernmental transfers do not aim at esgtidn despite wide
differences in taxable capacity across states. lerm@ny, the
intergovernmental transfer system is highly egadita The unique
feature of the German system is that richer stassfer money to the
poorer states. In practice the states whose taxalplacity is below the
national average receive transfers from the statéhstaxable capacity
above the national average. The transfer programeggned in a
manner that fiscal capacity of the below averagéss brought to 90
percent of the national average. These interstagéasfers are
unconditional.

The transfers from the federal governments to tt@vipces
typically attempt to equalise fiscal capacity andsbme cases fiscal
needs as well (United States is an exception).drheunt of transfers
in a number of countries is determined on the baksisome formula.
Indicators like population share, poverty, demogrep fiscal effort
and population density are typically used to deteenfiscal needs and
capacities. ‘Population share’ is not consideredoad indicator of
fiscal needs and is used only in a handful of coest Even the
countries that use population share as the cmtefiar revenue
distribution typically accord a rather low weigbtit in the distribution
formula e.g. India. Nigeria, with transfers basetkly on the basis of
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population is an exception. Pakistan, with 82 petrceeight for
population share, stands close to Nigeria.

Transfers are also used to achieve certain natajattives, for
example, education and healthcare for all. One hé typical
characteristic features of the transfer progranbeasuse of conditional
and matching transfers for the provision of health¢ education and
social security. The use of conditional/matchingnsfers for these
services reflects the importance attached natiprialthe provision of
these services. The aim is to provide the specffegdices to all up to a
certain minimum level defined by the society. Setibices are made
through variety of collective choice mechanismshsas voting for
electoral promises of the political parties/cantkda

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

In Australia, huge transfers from the federal goveent to the
states are made under the special purpose pro@&Rs). These SPPs
are intended to support the implementation of sowagonal priority
and these are in addition to the transfers fromuthited pool of funds
determined in the manner described earlier. ThgekrSPPs are in the
areas of education, health, social security, trariafion 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 iiond—the
conditions designed to ensure the achievement tidna objectives.
These conditions include general policy condititre the amounts so
transferred be spent on designated purposes omefmes the
transfers require matching expenditures from tla¢e® own sources
for the same purpose. Such grants are determimedigh bilateral
negotiations between the federal government anddheerned state as
well as negotiations at some forum where all statesrepresented. In
the United States grants for health and incomerggatonstitute the
major purposes for which transfers are made tosthée and local
governments. These grant programs are discretioatthe national
level and are determined through the annual buggetess. The
interstate highway system is financed jointly bg flederal and state
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governments with federal government typically furgd®0 percent of
the construction cost. Other major grant categariekide education
and transportation. In South Africa, in recent gedine share of
conditional specific purpose grants, which are misonary in nature,
have exhibited sizable growth in the total trarsfar the provinces.
The discretionary nature of the conditional grahtss made the
transfers system less transparent.

3.2. Analysis of the Revenue Distribution Design

3.2.1. Fiscal Equalisation: What Method to Use?

The sub-nationals typically encounter a fiscal gaipe—
difference between expenditure needs and the reveraans. The gap
may arise either because a region does not inlgremjoy the
potential to generate revenues or because the gtapowers are
centralised with the federal government. Whateber rieason for the
fiscal gap, leaving the gap unattended has econasnigell as political
ramifications. The gap may cause large fiscal diipa among the
regions which could be politically divisive for thfederation. This
threat cannot be taken lightly. Since 1975 mora #h@ countries have
been created and a deeper analysis of the indepestiberation
movements would reveal that fiscal disparity, amdmg regions of a
nation, was at the heart of many if not all movetserkvidence
suggests that addressing the fiscal gap helps thebfeeling of
deprivation and therefore forestalls cessation atiste Australia and
Canada have successfully thwarted cessation atselypbridging the
fiscal gap of the sub-nationals and through vareut®nomy measures.
The typical methods of determining the size of ¢fars from the
federation to the sub-nationals include:

(1) Equalisation of fiscal capacities and fiscal needs
(2) Fiscal capacity equalisation

(3) Need criterion

(4) Population share criterion.

The method of equalising the fiscal needs as welihe fiscal
capacity recognises that both may vary across megidhis method of
equalisation seeks to address the net variatiohenfiscal need and
fiscal capacities of the regions. The method of atiging fiscal
capacity only assumes that the per capita fiscati®@re more or less
equal across regions. This method aims to transfme funds to the
region whose fiscal capacity is below the naticamadrage. Both these
methods require voluminous data on revenue geperatctual as well
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as potential, as well as minute details of the agliare needs. The two
methods are therefore difficult to use in develgpinuntries.

The need indicator criterion recognises that fisvaéds may
vary across regions. This criterion seeks to eséirttee expenditures of
the sub-nationals on certain major fiscal needsigusitatistical and
econometric techniques. These estimates are trezhtascompute the
total fiscal need of the region. To estimate thpeexditure on a certain
need, say healthcare, the need index is develogiad possible factors
that may influence the healthcare, for exampledén@ographic profile
of the region, the historical evidence on commdmaints and the
expenditures thereon. A certain weight is thengmesd to healthcare
needs keeping in view the value of the index ardhiktorical share of
the healthcare expenditure in the total expendititdeed indicators
typically used to estimate fiscal needs of the satienals include:
population, per capita income, unemployment radbgufation density,
geographical area, infant mortality, life expectganschool enrolment
rate and infrastructure. The multiple indicatottemnion (MIC) adopted
by the 7thNFC is similar in spirit to the need indicator eribn.
However the MIC includes fewer indicators than tgygcally included
in the criterion. The weight determination exercise the individual
elements of the MIC does not seem to be suppornjea thetailed and
rigorous exercise and the weight of the populasioare is too large.

The last of the four fiscal equalisation methodsitiemed above
is the population share criterion which has beerdgue in Pakistan
until 2009. Ma (1997) argues that the use of pdmnrashare criterion
is least effective at securing equalisation ofdisteeds across regions.
The population share criterion assumes that peitacaxpenditure
needs are equal across regions. However, in peadii@ per capita
expenditure needs may vary, due to differencesopujation density,
geography, history, resource endowments and tte té\development.
Moreover, the remote location or the difficult & of an area may
increase the cost of delivering public services.e Timetropolitan
character of a city may also call for incurring eboaverage
expenditures.

3.2.2. The Absence of Matching Grants from the
Distribution Design

The provinces in Pakistan are free to use the feeérom the
federal government in the manner they deem fit. hSumock
unconditional transfers, though in accord with thpirit of the
provincial autonomy, do not provide guarantee fhatls will be used
to provide a minimum level of public service, espby in respect of
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essential needs like healthcare and educations With unconditional
block transfers the level of public service in mdpof essential needs
may vary across jurisdictions. The question thenwlsgat is more
important: provincial autonomy or homogeneous minimnational
standards across provinces for essential sociacsst

The merits of provincial autonomy notwithstandiribere are
strong arguments for setting uniform minimum natiostandards for
essential social services like healthcare and euuca The
conventional wisdom that inequality is essential éaonomic growth
[Kuznets (1955), Lewis (1954)] has been convinginghallenged in
recent decades [Galor and Zeira (1993); Easte®{}. Raising the
living standards of lagging regions is now consédeimportant for
aggregate economic prosperity as well as for palitistability.
Moreover the homogeneous national standards emp@urebility of
goods, services, labour and capital across jutisdis. The uniform
standards also increase the market for the goodsngfregion and
allow the regions to gain from their respective panative advantage.
Establishing relatively homogeneous standards d&ail incurring
greater expenditures in regions below the natiamalage. Conditional
or matching grants can be used to achieve unifdendsrds across
jurisdictions. A region that lags behind say onltieare indicators can
be induced by the federal government to improvdtheare services
by conditioning the transfers with the kind of maable improvement
desired.

Conditional or matching grants, especially for abcieeds like
healthcare and education, are a key element ofansfer program in
the developed countries. This is despite the faet the revenue
mobilisation is fairly decentralised in these coig® Examples include
United States, Canada and a number of other cesnffihe rationale
for the conditional transfers, besides the uniferational standards, is
that the sub-nationals in an effort to woo busiassénto their
jurisdiction may impose lower tax burden on themisTmay ultimately
result in under provision of essential public seegi Conditional grants
ensure that essential services will be providetthéorequired minimum
level.

Conditional grants could be administered in a wgra ways.
Conditions may be imposed on the sub-nationaleithith respect to
inputs (i.e. expenditures) or outputs (i.e. desiresults). The input
grants may encourage the sub-nationals to engagewasteful
expenditure to show higher numbers. This kind ofease incentive
cannot be related to output based grants. Therdf@meoutput based
grants are preferable unless the measurement gubug highly
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difficult. Conditions would be imposed not on thesific use of grants
but not on attainment of standards in quality, ascand level of
service. Matching grants allow the sub-nationalsdoess transfers if
they spend a certain specified percentage on afigpservice from

their own sources. Such grants are termed opendenten there is no
limit to transfers from the federal government tiis tcount. Close-
ended programs, on the other hand, put a maximyrooamatching
transfers. The close-ended programs are favourest open-ended
grants because these can be designed while takingaccount the
budget constraint of the federal government.

The literacy rate of Khyber Pakhtunkhwa and Balst@n is
significantly lower than that of Punjab and Sindhalfle 2). It is
obvious that the two lagging provinces need to dpemore on
education to bring their literacy rate closer te tther two provinces.

Table 2
Literacy Rate (Provincial Profile)
Age Punjab Sindh KP Balochistan
Literacy rate 59 59 50 45

Source: Demographic and Health Survey of Pakistan (2006).

The use of elements like poverty and inverse pdiomalensity
as indicators in the distribution formula is basedthe fact that some
provinces lag behind others in the level of develept. Greater funds
have been transferred to the provinces under theNAC Award on
grounds of higher cost of delivery (reflected bwdrse Population
Density) and poverty. Increase in literacy could are ideal way to
alleviate poverty on a long term basis. The blodkcanditional
transfers do not guarantee that the additional duwidl be used to
alleviate poverty or, for example, will be spentinoreasing access to
education in the sparsely populated Balochistare Who provinces
could have been made to spend more on social senh@d the
incremental transfers been conditioned upon celitajprovement in
literacy rate, enrolment rate or the patient-doatatio. A mix of
general purpose and matching grants would bettee dhe cause of
development in Pakistan.

3.2.3. Demographic Structure and Distribution Criteria

The demand for public services of the different ageups is
different. For example the population aged 5-20dsesducation while
the elderly require greater healthcare. If the areicture of the
population varies across regions then, to providgak level of
services, the expenditure will vary across regiohbe estimated



17

province-wise age structure of population in Pakistas of 2006,
shown in Table 3, depicts that the school age joul is relatively
greater in the provinces of Khyber Pakhtunkhwa (KRJ Balochistan
while elderly population is greater in Punjab amtds.

Table 3
School/College Age Population (Percent)
Age Punjab Sindh KP Balochistan
School Age (5-19 Years) 38.2 39.1 418 41.7
Elderly (60 Years and Above) 7.0 5.0 5.8 4.3

Source: Demographic and Health Survey of Pakistan (2006).

Given the province-wise demographic structure ofe th
population, it is clear that the need to spend durcation is greater in
KP and Balochistan while the need to spend on thegle is greater in
the remaining two provinces. This will be true eviewe assume equal
per capita expenditure on these services acrossinpes. The
foregoing suggests that to provide more accurdtalyhe expenditure
needs of the provinces the demographic structueldibe accounted
for in the distribution formula. However the demayginic structure is
not an element of the multiple indicator distrilouticriteria adopted by
the 7th NFC Award.

3.2.4. Weights of the Multiple Indicator Criteria

The 7th NFC Award has assigned certain weightshéo four
elements of the multiple indicator criteria. Thereuld be no two
opinions that the methodology for the determinatbnveights should
be widely known in the interest of transparency amidblic debate.
However this is not the case. It is unknown whae e historical
expenditure patterns, statistical tools and re$ebeyve played in the
weight determination exercise and to what extenighocalculations
and political manoeuvres have influenced the wsighthe weights
influenced by political compromises are likely tope less stable as
there could be a demand for revision with the clkamgthe power
configuration.

To illustrate how the weights should be computeé could
compute the per pupil cost of education for a sthmmated in some
remote area of Balochistan and compare this withesponding cost
for some school located in the central Punjab. difference in the two
costs could form the basis for the weight of inegpspulation density.
This example is only illustrative and of coursetadiéferential would
have to be examined in greater detail to consthetweight. Similar
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type of exercises could be undertaken to compwemdights of other
elements of the criteria.

3.2.5. Weight of Population Share

The previous distribution criterion was criticispdmarily on
the ground of revenue sharing solely on the basopulation. With
the assignment of 82 percent weight to the poparashare no major
change has been effected in the distribution foamdlhus all the
arguments put forth to criticise the previous folmare still valid.
Very few countries make transfers to the sub-nat®on the basis of
population share and the ones that do accord inhal sveight, for
example 10-20 percent in India. A problem with tise of population
share criterion is that the provinces may quedti@ncredibility of the
population census. Nigeria, where transfers arelysa@n the basis of
population has encountered such problems. Perhapm ieffort to
avoid the problems of the sort, India is still wsthe population figures
of 1971 to distribute revenue against the weighdigmed to the
population share.

3.2.6. Poverty asan Element of Multiple Indicator Criteria

It is generally argued that revenue distributioroidt not be
based on indicators that are likely to generategyse incentives. The
Poverty level is one such indicator. The use ofgpyvas an indicator
acts as a disincentive for the provinces to altevioverty because the
poorer a province, the greater its entittement urtle NFC Award.
Moreover the estimates of poverty levels in Pakistsave been
questioned for accuracy. This has prompted theNRE to use the
average of the estimates generated by the thréatif agencies. The
‘poverty’ as an element of the revenue distributaiteria will make
the provinces a stakeholder in the poverty estionatixercise. How this
would influence the estimates is difficult to telt. may add to the
controversy about the accuracy of the estimatebud positive note
the possibility is that given the potential gainsdalosses of the
different stakeholders, the estimation exercise nb@gome more
transparent and less questionable.

3.2.7. Provincial Resource Mobilisation

The National Finance Commission presently doesenjity the
mandate to offer advice on the provincial revenaeegation but still
designing the revenue distribution mechanisms kirme the extent of
own-source revenue generated by the provinces-e-iptbvinces generate
more own-source revenues the reliance on fedaradfars reduces.



19

The intergovernmental fiscal relationship in Pakisis highly
imbalanced. The provinces account for around 35ceuer of all
government expenditures but they generate mereher8ent of 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. Though the comparison is 6 yekddut nevertheless
conveys the essential message that the decentradigenue generation
is among the lowest in Pakistan).

Table 4

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

Source: Adapted from Watts (2005), cited in BeaconhousgdRal University (2010).

In the context of fiscal relationship between theddral
government and the provinces the primary issuevs the fiscal needs
of the provinces should be met? Whether the fedgmlernment
should collect a larger part of the revenue anah tinansfer it to the
provinces through some transfer mechanism or theipres should be
allowed to generate more revenues on their ownrelydn the federal
government only to cover the shortfall. The latpproach may have
several advantages as discussed bélow.

The low revenue mobilisation on the part of the vproes
should be viewed in the perspective of the natidaal effort. The
aggregate tax-to-GDP ratio in 2009-10 was 10.5gr@rand has been
on the decline for over a decade (it was 12.5 pericel1996). This is
significantly lower than the average for developioguntries (15
percent) as well as developed countries (35 péercéht tax-to-GDP
ratio is much better even in the South Asian coestlike Sri Lanka
(16 percent) and India (14.5 percent) [Nabi and ikbhg2011)].

2This discussion draws on the chapter on ‘ProvinRiesource Mobilisation’ in
Fiscal Decentralisation in Pakistan, Pakistan taigtiof Development Economics.
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According to Bhal, et al. (2008), the present state of revenue
decentralisation and its future prospects preserttisanal picture.
Though the provinces have access to as many asxlbases the
effective yields are very low. The tax bases aresiterably eroded
due to exemptions and are undervalued, incompleté dated.
Moreover while the broad based taxes like persmtaime tax, tax on
corporate profits, sales tax on goods and custotieslare with the
federal government the hard to collect taxes ath thie provinces. For
example, sales tax on services and the tax onudignial income—the
former is administratively difficult and the lattisrpolitically sensitive.

Though most of the broad based taxes have beagnassio the
federal government but the incentive to mobiliseeraie at the central
level may not be as much as it could be at theipe@al level. The fact
that 57 percent of what is collected does not raméth the federal
government may dampen its incentives to increaieation from the
revenue sources that are to be shared with praviridereover with
access to money creation and foreign aid the féderneernment may
not be as hard pressed for cash as the provineesppvinces cannot
create money and they have only recently been atloto borrow
abroad, but only under restrictive conditions.

Though the conventional wisdom suggests that broased
taxes like the personal income tax and the tax emparate profits
should be with federal government, some federaleguwents in
developed countries are successfully sharing tteeses with the sub-
nationals. The federal government in Pakistan shre tax revenue
with the provinces but only through the NFC Awaather than sharing
of the tax bases.

The devolution of taxes has several advantagdkelprovinces
are allowed to share the broad based tax basepdilg®mnal income tax
and tax on corporate profits with the federal gaweent this would
solve the free rider problem. The provinces woulakenan effort to
generate more from the two tax bases because thenue would
belong to them. Moreover better revenue generdiiprone province
can generate a strong demonstration effect, engimgraother
provinces to emulate the example set by the higbmee generating
province. To accomplish the sharing of the tax baghe federal
government may reduce its tax rate on corporatétprand personal
income to make room for the provinces to levy taxleese bases. For
example a reduction of 10 percentage point in careotax rate will
allow the provinces to tax corporate profits at thee of 10 percent.
The revenue loss that federal government will ingaold be offset by
the reduced transfers to the provinces under th€ Nivard. Overall
the national tax revenue is likely to increase ttuthis kind of sharing
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because of the greater incentive of the provingalernments to
collect more taxes.

The devolution of taxes like income tax to the pmoes in
Pakistan is criticised on the ground that the proes do not have the
requisite capacity to collect taxes. Increase itection cost due to the
loss of scale economies is yet another argumeimstgdecentralisation
of revenue generation. Here one can learn fronCtdmeadian example.
In Canada though the taxes have been devolvedeirsghse that the
provinces are free to set their own rate structarajngle Canadian
Revenue Agency collects the income tax on behalthef provinces
[Boadway (2007)]. A system on these lines can alsaleveloped in
Pakistan. The collection of provincial revenue agaithe tax bases
being shared with the federal government can hgraess to the federal
government for a certain charge. The collectiotagés by the Federal
Board of Revenue, on behalf of the provinces vaket care of the
supposedly low collection capacity in the provincasd a higher
aggregate collection cost under the devolution.

3.2.8. Revenue Generation Effort

The 7th NFC has included revenue generation (more
commonly known as tax effort) as an element of tkeource
distribution criteria. This is a welcome developmedowever the
10 percent weight assigned to revenue generatigrotisenough to
induce the provinces to increase their tax effarhe effort made by
the provinces to generate tax revenue is accoufotreth a number
of countries while determining the size of transférhe objective is
to encourage the provinces to generate more owrceaevenue by
rewarding the existing revenue generation. Own-G®urevenue
generation has a number of advantages. It reduepsndiency on
the federal government and improves governancehatrégional
level. Moreover each province can levy taxes inoadance with the
preferences of the electorate for the level andl kifipublic service
required.

Moore (2002) argues that nations that mostly relyuoearned
income (defined as foreign aid or income from ratuesources) are
typically poorly governed. The reason is simplethweasy access to
money the rulers do not have to enter into a ‘bargaith the
citizens’—taxation revenues in return for good goamce and better
service delivery. Unconditional transfers from flederal government
to the sub-national governments are like aid tountry from a foreign
nation—this reduces the need to raise revenue framcitizens and
thus saves the rulers from a more difficult taskewvling good
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governance and better service delivery. the federal government
conditions the transfers to the provinces with isight demonstration
of own-source revenue generation effort, then thevipces would

have no choice but to mobilise more own-sourcemege

3.2.9. Revenue Generation Effort as Element of
Distribution Criteria

Though the inclusion of the revenue generationnaslament of
the distribution criteria is a step in the rightedition there are some
issues in its implementation. Revenue generatiotth® purpose of the
distribution criteria means the total tax reveneeeyated in a province
i.e. the tax collected in a province against theltases assigned to the
federal government as well as to the provinces.akpied below, a
better approach would be to consider only the regegenerated
against provincial tax bases (own-source revenue).

If the objective of the inclusion of ‘revenue geaton effort’ in
the distribution criteria is to encourage generatiof own-source
revenue by the provinces then it is not clear hastridution on the
basis of federal revenue generated in a provinceldvencourage
generation of own-source revenue. Moreover cobectif revenues by
the provinces against tax bases assigned to theraledovernment
would not yield (and has not so far yielded) thadfis of own-source
revenue generation for two reasons. First, the mach for tax
collection is federal rather than provincial andas#lly, the citizens do
not expect the provincial governments to providétdveservices in
return for federal taxes. Thus the improvement @vegnance at the
provincial level would not result merely becauserenfederal revenue
is generated from a province.

Another problem with the use of the revenue caodldcin a
province against federal tax bases is that numefious do business
and generate income in more than one province. ciadlgi the tax
should be payable in the province where the incasngenerated.
However for administrative convenience the firme exquired to pay
tax on their consolidated national income in thevprce where the
head office of the firm is located. Since the ineotax is a federal tax
therefore the provinces as well as the federal gowwent were till now
indifferent about whether the tax payable from meogenerated in
province X is actually deposited in province X ooyince Y. However
now that the revenue generation is an element ef distribution

%0One reason why very meagre amount of agricultinedrme tax is collected in
Pakistan is that the tax lies in the domain of ghevinces which have little incentive to
mobilise own revenues owing to their reliance amsfers from the federation.
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criteria the administrative convenience referredvabgives an undue
advantage to the province that might be host td lodfices of a greater
number of firms. For example the banking sectore—argest tax
payer, generates income from all over the coutny,pays income tax
mostly in Sindh on its consolidated income in tloerdry. The reason
is that the head offices of most of the banks acated in Karachi—the
capital city of Sindh. A more realistic approacleréfore would be to
include only the revenue generated against proafiniix bases for
determining the tax effort of the province.

If at all it is essential to include the revenuen@mted against
federal tax bases then the income generated by-pmoitincial firms
in each province should be estimated so that théahility against the
province-wise income of the firm can be assessethéopurpose of the
distribution criteria. Whereas estimating regiopabfits for a multi-
provincial firm may be a difficult exercise, theaptices adopted by
different countries can be examined to estimated¢g@nal earnings.

If the changes discussed above are incorporatedthen
distribution design then the weight of 5 percergigreed to revenue
generation should be increased significantly tooenege own-source
revenue generation by the provinces. This wouldoerage the
provinces to increase revenue generation from tbeifcial tax bases.
It may be mentioned here that some important taedassigned to the
provinces include property tax, tax on agricultiraome and GST on
services.

3.2.10. Specification of the Divisible Pool: A Disincentive
for Resource Mobilisation

The process of distribution of revenues between féueral
government and the provinces begins with the sigatibn of the
divisible pool—the revenue sources which the feldgoaernment can
share with the provinces. Most but not all revesoerces are included
in the divisible pool, for example personal andpooate taxes are a
part of the divisible pool while Petroleum Develogmh Levy (PDL) is
not. Exclusion of some revenue sources from thdsithie pool
encourages the federal government to concentrateinoreasing
revenues from the excluded sources because theuevieom these
does not have to be shared with the provinces. speeification of
divisible pool creates a disincentive for the fedegovernment to
increase revenues from the sources which comphiselivisible pool.
To illustrate, suppose that the federal governmetts to raise its own
revenue by Rs 100. To raise the required amouougfir the tax on
corporate profits the federal government would hawvéncrease the
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corporate tax rate by such percentage that aniadalitamount of Rs
236 is mobilised. The federal government needsdbilise more than
the revenue that it requires because 57.5 percktiheo additional
revenue i.e. Rs 136 would go to the provinces, thasging the federal
government with the required Rs 100. An alternate 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.

How these disincentives can be avoided? Table Giges the
answer. Presently 44 percent of the gross natiomagnue is being
transferred to the provinces. Instead of specifyangelaborate list of
revenue sources which would form the divisible pib@an be simply
stated that 44 percent of the gross federal revermugd constitute the
pool of resources divisible among the provincess Would take care
of the federal disincentive to increase revenumftbe sources that are
divisible. This of course would have to be quatifigith details like
excluding royalties from oil and gas, which arébtransferred in full
to the province concerned.

Table 5

Revenue Transferred to Provinces

Revenue Transferred to
Provinces as Percentage of Gross
Total Revenue of Federal

NFC Financial Year Government (%)
NFC 1991 1991-92 26.0
1992-93 26.1
1993-94 27.9
1994-95 30.1
1995-96 31.8
NFC 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
2002-03 275
2003-04 27.8
2004-05 28.0
2005-06 29.5
NFC 2006 2006-07
2007-08
2008-09 314
2009-10 31.9
NFC 2009 2010-11 44.6

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

The broad principles of resource distribution desigrived
from the review of relevant literature are giverBiox 1.

Autonomy: The transfers should allow the sub national gawemts 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.

Smplicity: The transfer criteria should be objective anddidyfeasy to understand.

Equity: The transfers should take care of the fiscal nedfdsach sub national
government.

Revenue Adequacy: Transfers should take care of the imbalance iroures
availability between the federation and the progmas well as amongst the
provinces.

Incentives: transfers should encourage constituent unitsise r@venues and contrd|
expenditures.

Accountability: The grantor must be accountable for the designopedation of the
programme. The recipients must be accountableagtantor and the citizen
for financial integrity and better utilisation

Source: Primarily Adapted from Pulling Back from the AbysBhird Annual Report,
Institute of Public Policy, Beaconhouse Nationalivdrsity. (The last point
‘Accountability’ is an addition to the criteria itugled in the report.)

The revenue distribution design in Pakistan faredl wn the
yardsticks of autonomy and simplicity. Predictahilis not complete
but not bad either. However, it scores poorly oe tbcales of
‘incentives’ and ‘accountability’ whereas it is t@arly to assess it in
terms of ‘revenue adequacy’ and ‘equity’. The perfance of the
distribution design is discussed below in someiteta

The sub-nationals enjoy complete autonomy as taisigeof the
funds available, the criteria is simple enough—ileights assigned to
the elements of the criteria are known in advamzkane has to know
only, for example, the population of a provincefiture out the grant
entitlement of the province against the populasbare. The absolute
amounts of transfers that a province is to receiwe partially
predictable. The criterion describes the trangfeterms of percentage
share of the divisible pool. The absolute size wisible pool in a
financial year depends upon the revenue that ttherd government is
able to generate against the sources includeckeinithsible pool. The
transfers are predictable in the sense that therdédjovernment sets
the target for collection against each tax soutbes the targeted
amount of the divisible pool and the targeted prowl shares are
known at the beginning of the financial year. Hoerthe transfers are
unpredictable in the sense that in recent yeardetteral government
has been missing the revenue target by a significaergin. This
introduces an element of uncertainty regardingdivésible pool and
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hence the provincial share of transfers. More tisneequired to grade
the new distribution design on the criteria of ®aue adequacy’ and
‘equity’. On the one hand a large humber of nencfions have been
transferred to the provinces under the 18th amentimbile greater
funds are being transferred under the 7th NFC Awalith more
functions to perform, and greater financial resesrat the disposal of
the provinces, only time will tell whether the rasces are enough to
meet the financial needs of the provinces and ék¢hare equitably
distributed across provinces.

The revenue distribution design fares poorly inmr of
‘incentives’ to raise own-source revenue and ‘aatability’ as to the
appropriate use of the transfers. As discussecdtion 3.2.8 the 7th
Award in fact had a dampening effect on own-souregenue
generation. The reason of course is greater tremfifem the federal
government. Lesser transfers from the federal gowent coupled with
perhaps partial allocation of some attractive tagds, like income tax
to the provinces will encourage the provinces toréase revenue
generation from their own tax sources. This is dilsgly to make the
provinces more accountable to their own electorde successful
taxation is essentially a bargain between the emitiz and the
government. To conclude the distribution designsimple, allows
autonomy to the provinces as to the use of fundstha amount of
transfers is predictable, though with a degreermfertainty. However
the distribution design offers no encouragementh® provinces to
raise own-source revenue. The two principles; ngrialtonomy’ and
‘incentives to raise own-source revenue’ may atefintonflict—the
distribution design that offers greater incentige dwn-source revenue
generation may not always allow complete autononay the
constituents as to the use of transfers. For exathgl use of matching
grants in some developed countries restricts tle aistransfers for
certain specific purposes but at the same time wwages own-source
revenue generation because the sub-nationals baspend a part of
the amount from own sources. It is the societydnagal and the policy
makers in particular who choose between greateriqeial autonomy
regarding the use of transfers and more incentivegenerate own-
source revenue. The latter has more benefits flmmperspective of
economic development and good governance.

4. CONCLUSION

The 7th NFC Award in December 2009 ended a proldnge
deadlock over the design of the distribution of theenue resources.
Yet the present institutional structure of the NF&nains prone to
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potential deadlocks in the future. The two-tiertibnsional structure
proposed in this study can be helpful in terms bé& tsmooth
functioning of the NFC with better mechanisms fbe tdistribution
design. Though the new distribution design is aprowement over the
previous one but still it does not come close ® ititernational best
practices. For example, the population share—wisiatot a part of the
distribution design in developed countries andieara small weight in
some developing countries—has a large weight opé&tent in the
Pakistan’s revenue distribution design. A good glesishould
encourage own-source revenue generation by thanoess as against
the potential dampening effect of the 7th NFC Awardhis respect.
The distribution design, on its own, can only p=lyi encourage own-
source revenue generation e.g. by including themes effort and
matching grants in the distribution design. While tveight of revenue
effort is not large enough the matching grants diofigure at all in the
prevailing distribution design. To further encowagwn-source
revenue generation the federal government needbdre broad base
tax bases like the income tax and the corporatevttixthe provinces
rather than transferring the revenue from theseutyin the distribution
design.
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