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INTRODUCTION

The most important, but not the only, rationale for federalising Sri Lanka is the accommodation of multiple identities within one viable state. This entails regional autonomy over some spheres of government, whilst the centre retains responsibility over others. Thus there will be institutions of government that are regional, others central and still others which are shared for the delivery of public goods and services. The matters with regard to how these institutions are financed in order that they function effectively, efficiently, responsively and accountably should be addressed from the outset, because the operational success of public institutions depend on adequate financing. Therefore in order that the problems associated with the existing provisions for financing of regional government are not replicated in future institutional reformulations, it is vital that financial and fiscal issues are considered from the beginning. Moreover, it is important that the financial and fiscal aspects of a final settlement are concretised before it comes into force, because errors will be harder to rectify later.      

On the other hand, fiscal and financial arrangements are pivotal in a federal system in that they determine the nature and meaning of shared rule and self rule in practice. Institutions of the future Sri Lankan state should ideally be negotiated into a final political settlement and given expression in a new Constitution. In federations, fiscal autonomy as constitutionally defined and guaranteed, gives real meaning to the notion of self rule. At the same time, the equally important arrangements for the adjustment of imbalances underscore the interdependent and co-operative nature of federal government. These include provision for adjusting vertical imbalances between the centre and regions, i.e., to rationalise gaps in expenditure and revenue of regions, and for horizontal equalisation of economic disparities between regions. 

To this end, the existing framework for the devolution of power under the 13th Amendment, even though largely meaningless in practice, provides an inescapable context to the debate about more meaningful power-sharing between the centre, and particularly the Northeast region. Noteworthy of the post-1987 attempts at addressing this issue is the dearth of interest in the financial and fiscal aspects of devolution and power-sharing. The idea seems to have been that it is more important to resolve the fundamental political and constitutional questions first, leaving the details of finance for later. In the case of some proposals moreover, for example the PA government’s draft Constitution of 2000, some of the regressive features of the 13th Amendment framework for financing devolution have been preserved. This reveals at the least a lack of due appreciation on the part of those constitution-makers about the centrality of good financial arrangements for the success of devolution. 

In a federal state, there are two or more tiers of government that are directly and separately accountable to the people. Each tier of government performs distinct functions incorporating the ideals of self-rule (i.e., by regional governments) and shared-rule (i.e., by the institutions of the centre). However, federal states are characterised by elaborate formal and informal channels of interdependence and co-operation between those tiers of government, especially regarding fiscal and financial arrangements. While the horizontal separation of powers is important to the federal idea for its inherent democratic value, the focus of this essay is more on the division of subjects between the institutions of the centre and those of the regions. This vertical organisation of government is usually constitutionally recognised, because federal states are founded on the belief that the supreme constitution governing relations between constituent units is in the nature of a negotiated political covenant.

It follows that where several tiers of directly answerable government exist with defined separate jurisdictions (although most federations have concurrent responsibilities) over certain functions of government, the financial capacity of the various tiers needs to be viewed from a perspective that is different to how one would consider the finances of a unitary state, and even a unitary state that is de-centralised, de-concentrated or devolved. This is because in a state with unitary characteristics, or a unitary state with devolutionary characteristics, regional administrations derive their authority and therefore their financial capacity from the express will of the centre, which is revocable by the centre at any time. Therefore the ultimate focus of public accountability is concentrated on the centre, while regional administrations are treated as its agents. The Sri Lankan state following the 13th Amendment to the Constitution is an example of this. In federal states, the opposite is the case, and even though widely varied arrangements exist for the imposition of taxes and its expenditure, the focus of accountability is the particular tier of government that is responsible for raising the revenue and / or spending the proceeds.    

However, it is important to remember that there is no ‘off the shelf’ standard form of fiscal federalism that can be adopted by a country seeking federal-type reformulations. Every country has its peculiar needs to which its fiscal and financial arrangements should be specifically tailored. For this reason it is pertinent to remember that fiscal arrangements are the result, and once in existence, continue to be heavily influenced and shaped, by the political and social conditions within which they operate. If unity in diversity is the grand idea upon which the future Sri Lankan state is to be grounded, then the political dynamics which led to the failure and rejection of unitarism assume relevance as indicators of past mistakes and how not to repeat them. 

Similarly, the political nature of federal inter-governmental relations with its culture, framed by co-operative constitutional values, of centre-region bargaining as an integral part of democratic government ought to be kept in mind. This is because successful federations are dependent not only on the constitutional expression of shared rule and self rule but, equally, on the sentient political culture which underpins the Constitution and other subordinate institutions and procedures. 

Bearing in mind the salience of the political dimension of federal fiscal and financial arrangements, it is possible to delineate the four broad sets of issues that are pivotal to designing any federal-type fiscal and financial system. They are the questions relating to the allocation of expenditure responsibilities, the assignment of revenue raising powers, a system for fiscal equalisation, and lastly, the framework for the management of the national economy, particularly regional borrowing. In this section, a brief introduction to each of these key questions will be given. Thereafter, the extended discussion will be organised according to the four areas. Each section contains conclusions drawn from the discussion, which will collectively, hopefully, outline the parameters for further deliberations on fiscal federalism in Sri Lanka.    

Allocating Expenditure Responsibilities

In a federation, each level of government needs financial resources that broadly match its expenditure responsibilities. The latter depend on the particular division of subjects between the centre and the regions. In Sri Lanka under the 13th Amendment, the devolved subjects of exclusive jurisdiction are provided in the Provincial Councils’ List, the Reserved List contains those of exclusive central competence and the Concurrent List is an area of shared competence. The experience of federations shows similarities as well as wide divergences in the allocation of responsibilities. Matters like foreign policy, national defence and financial regulation are invariably handled by the centre, whereas responsibilities with regard to local infrastructure and services are regional matters. 

Divergences between federal states are inevitable in this regard, because they are always the result of particular political and historical experiences unique to each state. For example in Canada, where Quebecois secessionism based primarily on the French language, culture and history as distinguished from Anglophone Canada, influenced the federal organisation of the state with an emphasis on regional autonomy, one finds a wide variance in education and language policies between provinces. Generally however, federations will have regard to principles based on efficiency of delivery, non-replication, regional needs and preferences, equity and rights of national citizenship in making decisions about allocating subjects and corresponding expenditure responsibilities. 

Allocating Revenue Raising Powers

Ensuring that each level of government has adequate financial resources in relation to its expenditure responsibilities is usually done either by assigning adequate tax raising powers to each level, or by creating a system, ideally with a framework in the Constitution, through which the proceeds of taxation raised by one government (most commonly the central government) are allocated between all levels of government. Sometimes, the egalitarian federalist principle that each constituent unit should have broadly the same resources available to it as the others, so as to enable it to provide broadly the same standard of services across the country, requires a system for fiscal equalisation. 

Generally tax resources should be spent at the discretion of the level of government to which they are allocated, and that level of government should be accountable for its expenditure. In this respect, Germany is similar to South Africa in that the central government collects most of the tax revenue, but the regional governments are responsible for the delivery of programmes. In Canada, regions deliver most programmes and also raise over fifty percent of the total revenue. 

The variance in possible arrangements for the imposition of taxation and expenditure of revenue is demonstrated also by the distinction made in the PA government’s draft Constitution of 2000. For particular taxes, the draft envisaged a scheme whereby the centre levies the tax, but the region collects the proceeds. This would seem to have the advantage of promoting co-operative government as in South Africa.

While principles such as transparency, low tax administration costs, needs of redistribution, regional ownership of natural resources etc guide federations in addressing this issue, the general principle is that the level of government that imposes a tax should be free to decide the conditions under which the proceeds are spent. However, the political questions of how to resource what responsibilities and by whom, should be constantly informed by the norm of accountability.   

Equalisation

Most federations contain elements of both methods of resource mobilisation outlined above, as well as of mechanisms for equalisation. Equalisation regimes are conspicuous by their absence in countries such as the USA, but regional imbalances are addressed by large federally financed programmes which are administered by the beneficiary state. Fiscal equalisation has the oldest history in Australia where the federation is based on the notion of a ‘commonwealth’ of states. The centre divides among and transfers to regions a fixed amount of revenue (currently all the proceeds of the Goods and Services Tax) to which the equalisation process is additional, and requires calculations based on revenue raising disabilities and expenditure needs. In Canada, the central transfers are determined by the scale of the annual imbalances. 

Another way of adjusting imbalances is the pro-active model that is found in India and South Africa. Freedom in both countries and socialism in the case of India gave those state-making processes potent ideological impetus. While cohesiveness of the national polity was a crucial consideration, democratic equality was an elusive reality to both states at their inception, and reducing severe economic disparities was a natural first step in this direction. 

In South Africa, the national government (centre) raises most of the revenue in support of national and provincial programmes, and some of the revenue for local government. However, while the provinces deliver most of the services included in the list of concurrent legislative competence, they raise less than five percent of their own revenue and therefore the provision of these services depends on the equitable sharing of national revenue. National revenue is divided into equitable shares for each of the three spheres of government – national, provincial and local, on the basis of recommendations of the Financial and Fiscal Commission. This Commission has independent constitutional standing and creates the norms of financial distribution and fiscal equalisation between centre and regions and among regions. However, the Commission’s standing has been somewhat diluted by the attitude taken by the centre that its recommendations are merely advisory, especially in a context where there is constitutional ambiguity in favour of more regional fiscal autonomy. In India and Australia by contrast, there is a relatively crystallised convention that the central government accepts the recommendations of the National Finance Commission and of the Commonwealth Grants Commission respectively.  

In Sri Lanka under the 13th Amendment, Provincial Councils have only limited tax raising powers, and they are dependent on transfers from the central government. Sri Lanka too has a Finance Commission established under Article 154R of the 13th Amendment, which is somewhat similar to the Finance Commission of India, although the latter’s mandate appears to be far wider than its Sri Lankan counterpart’s constitutional sphere of activity. Our Finance Commission is charged with the duty of recommending to the President the principles to be employed in allocating funds to provinces and for the due apportionment of such funds between the provinces. The Constitution states that the commission must take into account “the need, progressively, to reduce social and economic disparities” (vide Art. 154R (5) (c)). 

Managing the National Economy

The last important issue is as to how federal countries manage their national economies and what structural arrangements they have in place for cohesion and effectiveness in this regard. In terms of managing the economy, as opposed to other governmental economic activities such as the provision of public goods and services, social security and regulatory functions, reductionist modern governments intervene in only one of two ways. That is either through monetary policy (i.e., control of currency, interest rates and exchange rates) or through fiscal policy (i.e., government spending, taxation and public debt management). Free flow of goods, services and capital between regions in a federation in the overall context of a global economy means that the centre is best placed to control monetary policy. However, most federations have vested this function in a Central Bank that is politically independent of the central government. Needles to say, fiscal policy is a shared responsibility in federal countries, but the procedures of fiscal policy-making may be designed in various ways according to economic considerations of growth and development. 

Designing Fiscal Federalism in Sri Lanka: Some Caveats

A significant cause of the failure of devolution under the 13th Amendment is the unsatisfactory framework for the financing of Provincial Councils. Given the political backdrop in Sri Lanka, the power to tax is also a particularly sensitive matter that needs to be addressed carefully. The ability of a government to respond to economic fluctuations using the instrument of fiscal policy is dependent on the canons of sound economic management, or perhaps even ideology. In countries like Sri Lanka, moreover, there is an added political dimension to this issue, in that entrenched unitarism has been pathologically hostile to giving even a measure of financial autonomy to regions. The assignment of extensive revenue raising powers to a future North-East regional administration as an answer to this problem is therefore, an appealing option. However, this would not by itself be sufficient to meet the Northeast’s spending responsibilities for several other reasons. Extraordinarily large amounts would have to be spent for reconstruction of infrastructure and the resettlement of people, for which resources cannot be expected from the severely depleted tax base of the North-East. At another level, the capacity of a future administration to run an efficient, accountable and transparent revenue regime in all its complexity is different from (and much more difficult than) its ability to effectively enforce such a regime. 

It is also conceivable that an asymmetrically autonomous North-East administration would want the power to borrow, and to negotiate foreign direct investment and international development assistance. While borrowing is a legitimate tool of fiscal policy, it is important that clear rules are established regarding the role of centre and region in this type of activity, including the competing economic principle that the centre must not guarantee regional borrowing. Prudently employed fiscal policy may be firstly, a catalyst for growth and development, and secondly, a short or medium term solution to temporary economic fluctuations. But for any form of fiscal federalism to work, fiscal autonomy must not be a cause of irresponsible or unaccountable economic management. 

To conclude these introductory remarks in a nutshell: sharing the power to tax is an important feature of the federal idea that gives real meaning to the notion of regional autonomy. On the other hand, sharing revenue raised by one order of government with others, as well as the feature of equalisation transfers, represent the element of unity and interdependence. In this way, the symbiosis of unity and diversity inherent to the federal idea is reproduced in the fiscal relationship between centre and regions in federations. 

THE ALLOCATION OF EXPENDITURE RESPONSIBILITIES

The allocation of functions, i.e., public expenditure responsibilities, between various levels of governments is a complex political matter that affects even unitary states which have devolved or decentralised administration. While the clear allocation of functions between central and regional institutions is the defining feature of federal states, it does not follow that in every federation there is jurisdictional exclusivity in respect of such allocation. Indeed, as Ronald Watts states, “In this emphasis in the Constitution upon areas of exclusive federal and provincial jurisdiction, the Canadian situation is to all intent and purposes sui generis.
” Thus many federations allow for areas of concurrent jurisdiction, emphasising the co-operative and interdependent aspects of the federal idea. However, such arrangements are always buttressed by strong mechanisms, political, administrative and judicial, for dispute resolution between governments. The general observation is that each federation is unique in this respect, designing as they do the division of subjects according to each state’s political imperatives. Therefore, while it is impossible to anticipate the entire gamut of issues that will have to be dealt with once the parties get down to the assignment of functions to the Northeast region, it is important to map out a rough conceptual framework, based on the Oslo Declaration, to guide the allocation of functions between multiple orders of government in a final constitutional settlement. Such an exercise is central to a discussion about financing the future state.      

Flawed Devolution under the 13th Amendment

In Sri Lanka, what occurred under the 13th Amendment was a delegation of some legislative and executive powers to Provincial Councils, and not, as in a federation, the division of competences between mutually non-subordinate levels of government. As the Supreme Court stated in the In re Thirteenth Amendment to the Constitution (1987) case, “No division of sovereignty or of legislative, executive or judicial power has been affected. The national government continues to be legally supreme over all other levels or bodies. The Provincial Councils are merely subordinate bodies. Parliament has not parted with its supremacy or its power to the Provincial Councils.
” The court was impelled to give this interpretation to devolution under the 13th Amendment in order to reconcile its provisions with, inter alia, the entrenched Article 2 of the Constitution declaring Sri Lanka to be a unitary state, and Article 76 prohibiting Parliament from ‘abdicating’ its powers. The failure of the Provincial Councils system as a framework for constitutionally guaranteed regional autonomy was thus ensured even before they were set up. 

Notwithstanding that initial constitutional constraint, the array of functions envisaged as provincial competences in List 1 of the 13th Amendment appears to be surprisingly extensive. It includes functions relating to police and public order, local government, education, health, social services, agriculture and infrastructure. In federal countries, all these subjects usually fall under regional jurisdiction. 

In practice, however, what appears on text to be extensive devolution has proved to be misleading because the 13th Amendment allows for too many avenues for central interference. From a legal viewpoint, these are the provisions relating to formulation of national policy, the peculiarities of the Concurrent List, early judicial attitudes to devolution, and the powers of the provincial governor. 

As Neelan Tiruchelvam points out, “An unusual feature of the Reserve List which caused uncertainty is a provision that national policy on all subjects and functions shall belong to the centre… [which] undermined and eroded both the legislative power and the executive authority of the provinces.
” This was relied on by the Supreme Court in the Thirteenth Amendment case to declare that devolution was within a (narrowly interpreted) unitary state. 

The central legislature with its record of indifference or even hostility to devolution has on many occasions used this provision to interfere in subjects that are clearly devolved. For example, the National Transport Commission Act No. 37 of 1991, sought to establish a National Transport Commission to frame and implement policy in respect of passenger transportation by omnibus, including the power to regulate all aspects of bus services. The policy of the central government was to wholly privatise this service (regulated by the National Transport Commission), although provinces are clearly empowered to legislate on the regulation of surface transport (paragraph 8 of List 1).

Similarly, early judicial attitudes to devolution were not permissive, although this has somewhat perceptibly changed since of late. In 1991, a bill (subsequently the Agrarian Services Act No. 4 of 1991) to amend the Agrarian Services Act No. 58 of 1979
 was challenged on the ground that agrarian service was a devolved subject. The state’s argument was that the matter was referable to an entry in the Concurrent List. The Supreme Court took the view, that since the bill was substantially about the rights of tenant cultivators and the determination of disputes, it was referable to the Reserve List. As Tiruchelvam states, “…the courts were willing to adopt a more extreme position than that canvassed by the centre, to uphold the centre’s legislative powers in respect of a subject which had been ordinarily considered to have been clearly devolved.
” 

More recently, Parliament passed the 17th Amendment to the Constitution, which inter alia, established a National Police Commission which is different from the National Police Commission envisaged under the 13th Amendment. Since police and public order is a subject devolved, the 17th Amendment ought to have been referred to the provincial councils for the ascertainment of their views thereon as required by Articles 154G (2) and (3) of the Constitution. This was not done, and neither was the issue brought up in Parliament when the 17th Amendment bill was debated. This reflects the apathy with which devolution is treated at the national level. 

Rohan Edrisinha and Paikiasothy Saravanamuttu echo the sentiments of many commentators when they state that “the general position of the Governor under the 13th Amendment is a major impediment to substantial devolution.
” In vesting the financial powers of provincial councils in the governor, the Provincial Councils Act No. 42 of 1987 has structurally emasculated regional administration. The governor is empowered under s.19 (5) to frame rules in respect of the custody and payment of money into provincial funds. Under s.24, no provincial statute relating to financial matters shall be passed by the provincial council unless the governor has recommended the consideration of that statute. Under s. 26 (3), no demand for a grant to a provincial council may be made except on the recommendation of the governor. S.28 empowers the governor to submit supplementary estimates to the council, and s.25 (1) empowers the governor to submit to the council annual financial estimates. As Tiruchelvam concludes, “Quite contrary to the spirit and intent of the Thirteenth Amendment, these provisions effectively equated the governor to a minister of finance of the province.
”

13th Amendment Concurrence v. Real Concurrence

The Concurrent List has also been much abused, as evinced by the contentions of the state in the challenge to the Agrarian Services bill. The Concurrent List is not properly so called, in that concurrency in federations is tied to the fundamental principle of subsidiarity. In direct contrast, in Sri Lanka, Article 154G (5) and (6) states that any law passed by Parliament in respect of a subject in the Concurrent List shall prevail over any contrary provision in a statute made by a provincial council with regard to the subject. “The effect of this provision was to subordinate the legislative powers of the provincial council in respect of the subjects in the Concurrent List to that of Parliament.
” 

The acceptance of concurrent competence over some functions by central and regional governments in federal countries is a reflection of the notion of interdependence. In Sri Lanka, concurrence is pejoratively associated with the failure of the 13th Amendment devolution scheme to ensure regional autonomy. As discussed above, this view has ample justification in that the Concurrent List was fashioned in such a way that it was skewed in favour of the centre, which used it as a means of undermining devolution. This was why even federalist constitutional thinkers in Sri Lanka wanted the Concurrent List eliminated
, and indeed a concurrent list was absent in the various constitutional reform proposals of the 1995 – 2000 period. While this conclusion is correct, the premise is arguably flawed, in that the concurrency provisions of the 13th Amendment do not reflect genuine federal concurrency.

When post-apartheid constitution-makers in South Africa confronted the problem of competence allocation in the context of counterbalancing national unity with provincial autonomy, they felt that a schema of exclusive competences divided between two competing orders of government, such as in Canada, would be prejudicial to national cohesion and nation-building
. The situation in Sri Lanka is similar to the extent that federal constitution-making is one element of what is to be a sea change in the way government, defined as a process of balancing competing group political interests, is to be conducted in the future. In this respect, a national order of government has an overarching role to play, within a defined sphere of competence so as to protect regional autonomy. This is the context within which the question of concurrence has to be addressed.

In rejecting the jurisdictional exclusivity of older federations like Canada, South Africa devised a dynamic model of concurrence that would facilitate cohesive nation-building while allowing the space for regional diversity. They did this by clearly admitting that in any area of governmental activity, there would be several, and sometimes conflicting ‘interests’, that would have to be balanced or reconciled. These interests could be national, regional, individual or based on some other legitimate expectation. Thus, allocating a particular field of activity exclusively to a particular order of government would not promote the objectives of good government such as responsiveness, citizen consultation or participation, effectiveness and ultimately, accountability. South Africa found a sophisticated compromise by giving the centre and regions large areas of concurrency
. The principle of subsidiarity by which there is a presumption that in a given task of public service delivery, the region is better placed to administer the task was established. The centre uses its power under concurrent jurisdiction only where the region is not able to effectively deal with a matter
. In ‘constitutionalising’ the interest doctrine as a way of (judicially) determining pre-eminence of a particular order of government in exercising power in particular circumstances under the concurrent list, the South African Constitution is flexibly adaptable to unforeseeable possibilities of the future about which order of government exercises power over which subject. 

The South African approach is useful to Sri Lanka’s constitution-makers when negotiating the place, nature and extent of concurrency in a future Constitution. However, given our experience of centralisation and its consequences, it is highly likely that the Northeast will require at least a minimum area of exclusive jurisdiction that the centre cannot interfere in. The specific extent of such exclusivity will have to be agreed by the parties, but will not necessarily involve a wholesale field pre-emption exercise in which as a pre-constitutional commitment, entire subjects are divided between orders of government.  

That a federal Sri Lanka will entail asymmetrical regional autonomy for the Northeast is definite. The need for constitutional expression of the collective right of Tamils to internal self-determination in their areas of historical habitation in the Northeast, coupled with the absence of a demand for self rule on the part of other provinces, supports this conclusion. The specific governmental functions that constitutes an acceptable degree of autonomy for Tamils and the Northeast is a matter for future negotiation between the parties, and would be influenced by the way in which the corresponding questions about the status of Eastern Muslims and the Sinhala minority are addressed. For example, the demography and the nature of inter-community relations of the East require a creative approach to restructuring the policing service delivery that is seen as legitimate as it is effective. The point of this discussion is that the design of such institutions must be shaped not only by those important objectives of protecting autonomy, institutional legitimacy and effectiveness etc, but also by the considerations of economic efficiency and viability as well. 

Asymmetrically established regional autonomy is thus vital if federalism is to represent an alternative to secession. On the other hand, the idea of federal unity denotes interdependence and co-operation between the constituent units and orders of government. Therefore this facet of the federal idea critically influences the assignation of powers, responsibilities and functions in a federation. In abstract terms, the challenge is to devise a formula or method by which to do this in a way that best captures the self rule and shared rule paradigm. In the Sri Lankan context, that is to say that the asymmetrical assignment of functions to the Northeast to address the Tamil aspiration to self rule has to be counter-balanced by the competing principle of unity and territorial integrity of the state as a whole; in other words, the pith and substance of Sinhala anxieties. This is nothing more, or less, than the ambit of the Oslo Declaration.

ALLOCATION OF REVENUE RAISING POWERS

In addressing the question of revenue raising powers and how they are distributed, it would be useful to briefly outline the broad theoretical backdrop of the relationship between federalism, democracy and taxation. This would complement a resumption of the discussion from the previous section on the allocation of expenditure responsibilities. 

The federal idea is premised on the notion that good government is necessarily democratic, as tempered by the postulates of constitutionalism. That is, government that brings the greatest benefit to the greatest number is based on the consent of the people, whose sovereign choice of government must be determined by the free exercise of their franchise. Additionally, the insidious majoritarianism associated with unitary democracy is limited and controlled by a supreme Constitution which lays down the basic protections of individual liberty, as well as the guarantee of cultural and political diversity by assuring autonomy or self rule. All law and conduct even though sanctioned by a seemingly democratic majority, if contrary to the Constitution, is null and void.   

The idea of democratic government is not limited in scope to the protection of political and civil rights of the polity. The monopolistic power given to the state with regard to taxation and other regulatory functions in economic life, means that those powers are considerable. The appropriation of private property or wealth without consent or compensation by a wielder of political power is antithetical in the extreme to any conception of democracy. As such the state’s influence on economic life is the subject of various democratic limitations and controls. 

It is thus that in the Anglo-Saxon constitutional tradition to which we belong, such forms of political coercion have been prohibited from medieval times. The hallowed principle of democratic government that there can be no taxation without representation and consent has its origin in the Magna Carta of 1215. The principle was used by early English judges to develop rights against the arbitrary exercise of the monarchical prerogative in such historic cases as Entick v. Carrington (1765), Mostyn v. Fabrigas (1774) and Wilkes and Woods (1763), and in respect of the pretended prerogative to tax without consent, the final prohibition found expression in the English Bill of Rights in 1688
. 

In modern, and increasingly universal terms, this is to say that if the people are taxed in order to finance government for the public good, then it is imperative that the people are able to select the decision-makers, to reject them freely if their decisions are unsatisfactory, and that there is opportunity for the people to participate, influence and shape the decision-making process. This is the essence of public accountability, and of the importance of transparency. Modern democratic government also means constitutional government, which is in other words predictable and limited government. In federations, these theoretical presuppositions apply equally to every order of government: central, regional and local.

The normative propositions described above have found textual expression in successive Constitutions since independence in Sri Lanka
. However, the general democratic deficit that has stigmatised those Constitutions and led to explosive challenges to the state’s authority, particularly since the first exercise of autochthony in 1970 – 72, has created a disconnect between democratic norms, institutions and the people. Therefore, in exploring federal options for constitutional reform, it is important to bear in mind the close nexus between resolving ethnic claims to political power and the need to strengthen democracy. 

Thus the question can be posed against the prescriptive backdrop of democratic norms delineated above: How do federations allocate revenue raising powers between multiple orders of government? As with expenditure responsibilities, federations vary widely in the way they divide revenue raising powers, and again, the division is informed by specific political needs and constraints. The allocation of these powers is a question of degree in federations, informed by constituent units’ notion of the extent of revenue raising powers as a representation of autonomy, as well as more mundane economic constraints like the actual viability of the regional tax base, regional competitiveness in the context of the federal common market, and the national economic implications in the context of globalisation. Thus in Canada with its identity based provincialism in Quebec (and history of secessionism), over fifty percent of the revenue for provincial expenditure is raised directly at the provincial level. In contrast South Africa, where the need for national unity, equitable redistribution and development influenced the way in which the question was decided, provinces raise less than five percent of their needed revenue. The centre raises the revenue and distributes it equitably between the provinces
. 

It must also be remembered that many federations see the administration of the tax regime as a state service provision and decide tax administration responsibilities in ways that promote efficiency, convenience and cost effectiveness. An example of this is Germany, where the central government collects most taxes as a convenience.

Provincial Revenue-raising under the 13th Amendment  

How Sri Lanka dealt with this question under the 13th Amendment shows that it did not allow provincial councils any serious revenue raising power, instead opting for direct grants from the centre and a limited form of revenue sharing
. 

Paragraphs 33 and 36 of the Provincial List enumerate twenty one types of fees, fines and taxes that may be levied by provincial councils
. Of these, the five taxes that may yield revenues of any significance are as follows: Turnover taxes on wholesale and retail sales (paragraph 36.1), motor vehicle license fees and fees charged under the Motor Traffic Act (paragraphs 36.4 and 36.10), stamp duties on transfer of properties such as land and motor vehicles (paragraph 36.6), court fees and fines (paragraph 36.14), and excise duties on liquor (paragraphs 36.3 and 36.19). It is to be noted that the stamp duty on the transfer of property and court fees are by law earmarked for local government expenditure.

Turnover taxes on wholesale and retail sales (paragraph 36.1), motor vehicle license fees (paragraph 36.4), and taxes on mineral rights (paragraph 36.18) are only within such limits and subject to such exemptions as may be prescribed by law made by Parliament. Taxes on lands and buildings including the property of the state (paragraph 36.17), and other taxes within the province in order to raise revenue for provincial purposes (paragraph 36.20) are permitted only to the extent permitted by law made by Parliament.

The central Parliament has acted to further restrict the revenue resources of the regions on other occasions. Section 2 of the Provincial Councils Turnover Taxes (Limits and Exceptions) Act No. 25 of 1995 imposes restrictions on the turnover taxable by a provincial council in the following ways: the rate of tax imposed by a provincial council shall not exceed five percent of the turnover (vide s.2 (2)), and provincial councils must mandatorily exempt wholesale or retail sales by the manufacturer of goods, wholesale or retail sales by co-operative societies, or wholesale or retail sales to buyers outside Sri Lanka (vide s.2 (3) read with the schedule to the Act)
.  

The Draft Constitution of 2000

The chapter on finance in the PA government’s draft Constitution of 2000 contain improvements in this respect, although many desirable lessons from international experience have not been incorporated
. The fiscal and financial framework has been innovatively conceived whereby most taxes are levied by the centre but collected directly by the region
. Whether this schema and its underlying assumptions are acceptable in the present context is a political question, but the draft Constitution of 2000 relieves the regions, relatively, from central dependence by a better framework for revenue sharing and greater regional powers over domestic and international borrowing as well as foreign direct investment. It can generally be said that they are more in line with the stipulations of fiscal federalism although some lacunae for potential uncertainty remain. The scheme for allocating revenue raising powers and responsibilities are more clearly set out as between centre and regions. There are separate Consolidated Funds (into which all revenue proceeds are paid) and Contingency Funds for the central and regional governments (Article 207 (1)). Each order of government is independent of the other in this respect.

In the draft Constitution of 2000, the general power of taxation is retained by the centre (paragraph 17 of the Reserved List read with Chapter XXI on finance), but there is room for the devolution of powers over specific taxes to the regions (paragraph 64 of the Regional List). Excise duties as specified by the centre, betting and gaming taxes, motor vehicle licensing fees, stamp duties on the transfer of immovable property and motor vehicles, court fees, land revenue, and taxes on mineral rights are allocated to the regions (paragraphs 7, 8, 9, 10, 12, 13 and 14 of the Regional List). Fees in respect of any matter in the Regional List, as well as the imposition, collection and utilisation of fines other than court fines are assigned to the regions (paragraphs 60 and 63 of the Regional List). Regions may utilise fines imposed by courts within the region, provided that not less than ten percent of such revenue is used for construction and maintenance of court buildings and the development of the infrastructure of courts (paragraph 11 of the Regional List). 

Article 207 (3) (a) states that excise duties as prescribed by the central Parliament, on the recommendation of the Finance Commission, shall be levied by the central government, but they are to be directly collected by the administrations of the regions within which they are levied. Moreover, the proceeds in any financial year of any excise duty within a region will not be credited to the Consolidated Fund of the centre, but is to be mandatorily assigned to that region (Article 270 (3) (b)).                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                            

On the other hand, sales taxes are to be levied and collected by the central government but the revenue is to be mandatorily apportioned to the regions (Article 207 (4) (a)). The same applies to taxes on sales or income not otherwise provided for (Article 207 (5)). The procedure for apportionment is set out in Article 207 (4) (b), which provides as follows: “The net proceeds in any financial year of any such tax shall not form part of the Consolidated Fund of Sri Lanka but shall be assigned to the Region within which such tax is leviable in that year in accordance with such principles of apportionment as may be prescribed by Parliament on the recommendation of the Finance Commission.” While this provision could have been drafted with less ambiguity, it appears that what it contemplates is a system of conditional transfers, with a role for a Finance Commission that is independent of the political centre
. The issue of intergovernmental transfers is discussed in greater detail in the next section on equalisation. 

In the draft Constitution of 2000, regional powers of resource mobilisation extend to domestic and international borrowing (paragraph 3 of the Regional List), as well as the management and promotion of foreign direct investment, international grants and developmental assistance (paragraph 4 of the Regional List) to the extent specified in Chapter XXI on finance
. 

Some Issues in Allocating Revenue-raising Powers 

In negotiating a federal Sri Lanka, it is clear that especially an asymmetrically constituted Northeast would seek substantial revenue raising powers as an expression of autonomy. In relation to taxation, however, there will be some constraints on aspirations as discussed before, such as the mismatch between foreseeable expenditure responsibilities and the depleted tax base of the devastated Northeast. Building or strengthening institutional capacity for administering a transparent and efficient tax regime is another probable matter that would have to be kept in mind. Accountability is a key factor in the design of federal fiscal arrangements, as is the need to keep compliance and administration costs low.  

Taxes need not be strictly uniform across regions, but there needs to be a fair degree of consistency in tax treatment across the federation. A federation is a common market, and the free mobility of goods and capital across regions is often determined by regional levels of taxation. This dynamic is also influenced by the current trend of global economic integration. While fiscal policy is an important tool of economic competitiveness, extreme fiscal competition between constituent units in a federation would adversely affect general state service provision, and in turn, possibly on some rights of national citizenship and political expectations of federation
.

EQUALISATION OF VERTICAL AND HORIZONTAL IMBALANCES

Vertical imbalances occur when there is a mismatch between expenditure responsibilities and the revenue resources between the centre and the regions. That is, one order of government (typically the centre) is empowered to collect more revenue than is necessary for its own expenditure, while another order of government (i.e., regions) will have expenditure commitments in excess of its revenue. Horizontal imbalances occur when there are economic disparities relating to revenue capacities and expenditure needs between regions. As both vertical and horizontal imbalances
 are unavoidable in federations (and devolved unitary states), most if not all federations employ some mechanism to adjust such imbalances. Vertical imbalances are usually addressed through a form of mandatory revenue sharing between orders of government. The process of balancing horizontal imbalances is known as equalisation. 

As stated earlier, equalisation has the oldest history in Australia. The Constitution of the Australian Commonwealth in s. 96 provides that: ‘During a period of ten years after the establishment of the Commonwealth and thereafter until the Parliament otherwise provides, the Parliament may grant financial assistance to any State on such terms and conditions as the Parliament thinks fit.’ Although, as Blackshield and Williams state, “the opening words suggest that this was intended to be a transitional provision, it has become a central and enduring feature of Australian federalism.
” In Australia, the proceeds of the Goods and Services Tax (GST) are distributed among the states by the centre
. Any other disparities are addressed by the equalisation transfers, which are calculated on states’ revenue capacities as well as expenditure needs. 

While the extent and nature of equalisation and consequently, the form of equalisation mechanisms varies widely across federations, there are nevertheless some general assumptions about the need for equalisation common to all federations
. 

Rationale of Equalisation

Federation leads to certain political expectations such as the guarantee of national citizenship rights
 and the principle that each constituent unit should have broadly the same resources available to it as the others, so as to enable it to provide broadly the same standard of services. This expectation feeds into the corresponding sensitivity to the potentially corrosive effect of unaddressed regional economic disparities upon federal cohesion. The latter concern is particularly manifest in polities that are culturally diverse. This is why in heterogeneous European federations, equalisation transfers have been labelled ‘solidarity’ transfers
.  

Moreover, as Watts observes, “…since the values of revenue resources and expenditure responsibilities inevitably change over time, most federations have also had to develop processes and institutions for the periodic adjustment of the financial arrangements in a way that is not dependent solely upon the unilateral decisions of the central government, a situation that would undermine a truly federal relationship.
”

Another factor especially relevant to countries like Sri Lanka is the relationship between equalisation and economic development. The challenge here is to create a level playing field for regions, striking the proper balance between regional economic efficiency and competitiveness on one hand, and the exigencies of political cohesion based on equity on the other. While reducing regional economic disparities promotes national unity and peace as an important prerequisite for national development, horizontal equalisation must not be a disincentive to regional development activities. On the other hand, the system for correcting vertical imbalances, as well as the system for mandatory revenue sharing, must be effective and perceptibly legitimate if regional autonomy within federal unity is to retain its relevance as an alternative to secessionism.

The Extent and Form of Equalisation

Thus factors like broadly comparable public goods and services at broadly consistent tax levels, meaningful autonomy and federal unity, and economic development commonly inform federations in devising equalisation processes and mechanisms. However, as stated earlier, the extent and form of equalisation transfers varies widely. Watts makes four observations in this regard: “First, the scope of such transfers has historically been greater in countries such as Germany and Australia than in others such a Canada and Switzerland. Second, while in Germany, a large component of the equalisation transfers takes the form of interstate transfers, equalisation elsewhere has been achieved wholly by differential federal transfers to compensate poorer units. Third, in most cases, as in Canada, the effort to correct horizontal imbalances has focussed primarily on adjusting for the differential revenue capacities of the regional units, but in some federations, most notably Australia, there has been an effort to account as well for differential expenditure needs. Fourth, the basis of determination of equalisation transfers to regional units of government has varied. There are those that are based on intergovernmentally [sic] agreed or even constitutionally stipulated formulae as in Switzerland, Canada, Germany Austria, Malaysia, Belgium and Spain…In others, such as Australia, India and South Africa, the allocations have been largely based on the recommendations to the federal government of standing or periodic independent commissions which may themselves use a variety of formulae to arrive at their recommendations.
” 

Types of Equalisation Mechanisms

As with the variety in the types of equalisation transfers, the mechanisms for overseeing, and when needed, changing, equalisation regimes are also diverse across federations. Broadly, four models of mechanisms for equalisation (i.e., institutions and processes) can be discerned. The first is the model followed by Australia, India and South Africa, whereby a panel of experts
 are given the task of determining the formulae for redistribution and equalisation, as recommendations to the central legislature. The work of the experts is complemented by other political processes of inter-governmental relations. The bodies may be periodic or standing, set up constitutionally or by statute, but they are invariably politically independent of the centre, are usually representative of regional diversity and, by convention, their recommendations have persuasive force in determining equalisation transfers at the centre. 

The second model is found for example in Pakistan (the National Finance Commission), where there is a constitutionally established formal intergovernmental council, with central and regional representation. This body acts as the forum for final decision-making in respect of federal financial arrangements and constitutionally stipulated intervals. The experience of this model has been that it is inflexible, unresponsive, and promotes intergovernmental conflict and deadlocks.

The third is the model followed in Germany, Switzerland, Austria, the USA and Belgium. Transfers to regions are decided by the central legislature, but there is guaranteed representation and opportunity for effective participation for regional interests at the centre. In Germany, for instance, the Lander (regions) have representation in the Bundesrat (second chamber of the central legislature), who participate in approving financial matters affecting the regions and in constitutional amendments to the financial arrangements established by the Basic Law. 

The fourth model is found in Canada, where the power of determining equalisation transfers rest with the centre, but there are no effective institutions of regional representation within the central legislature. In Canada, the Senate is appointed, and thereby enjoys little legitimacy in this respect. Given the significance of financial and fiscal matters including equalisation, therefore, Canada has evolved an elaborate network of extra-parliamentary mechanisms for the conduct of intergovernmental relations. 

A word needs to be added about what is known as ‘executive federalism’. In virtually all federations, but especially in those with parliamentary government, a major characteristic of fiscal and financial intergovernmental relations is the existence of extra-parliamentary and non-formal fora for the conduct of negotiations between central and regional executives. These are critical for the survival of federal states, and illustrate the co-operative interdependence aspect of the federal concept. As Watts notes, “Even where the ultimate constitutional authority to determine financial transfers rests elsewhere, these bodies and the political bargaining that occurs within them have been major determinants of the character of the equalisation system and of modifications over time to it.
”

Addressing Imbalances under the 13th Amendment

The general legal and constitutional position with regard to financing provincial councils through direct revenue-raising was discussed at some length in the preceding sections. In short, the provincial councils are dependent upon central transfers within a financial framework in which their powers of taxation are extremely limited. Even if some form of revenue sharing was envisaged, the obligations of the centre in this regard are conspicuous by their absence in the Constitution. 

As stated earlier, the provincial councils do not have sufficient revenue raising powers to finance all their expenditure responsibilities. Therefore, they are dependent on transfers from the centre, as determined by the recommendations of the Finance Commission. While there is nothing inherently wrong with an institutional design that creates such a vertical imbalance between the centre and the regions in terms of income and expenditure, devolution can succeed only where the arrangements for inter-governmental transfers are effective and efficient. In many federal countries, the central government collects revenue proceeds on behalf of another tier of government for a variety of reasons including convenience and efficiency. 

In addition to the legal constraints on the success of devolution, a culture of central parsimony about allocating resources has also contributed from the inception to rendering the 13th Amendment meaningless
. The 1996 report of a committee established to study the operation of provincial councils pertinently observed that “the success of the devolution exercise…depends, amongst other things, on the existence of a sound constitutional and legal framework and the availability and the effective utilisation of financial resources. While the non-availability of adequate funds for recurrent expenditure…will lead to the deterioration of services, inadequate funds for capital expenditure will hinder local level development activities.
” The report goes on to identify specific, and serious, problems and issues related to financial devolution and the current system of central grants (transfers). 

Central transfers in Sri Lanka are categorised into the Block Grant (for recurrent expenditure), Criteria-based Grants (for development activities), the Matching Grant (as a revenue raising incentive to provincial councils), and since recently, the PSDG (i.e., Province Specific Development Grant which constitutes funds allocated to central line ministries to be appropriated to provincial councils for specific development schemes). Richard Bird is blunt when he states that “In practice, what has happened with respect to transfers is that Sri Lanka has adopted a system which makes little sense from any perspective. There are basically three components to the transfer, all of which are rather misnamed and, what is worse, misconceived.
” 

In Sri Lanka, where even the most prosperous provinces, quite apart from the devastated and impoverished Northeast, might not have a viable tax base to sustain the politically necessary degree of devolution, the challenge is to design a system for intergovernmental transfers that ensure regional autonomy as well as accountability. “A critical aim in redesigning the transfer system” as Bird has pointed out, “is to ensure that adequate incentives for ‘fiscal responsibility’ are provided.
” The lack of democratic accountability is fatal to successful future federalism. Thus, to the extent that the political process by which transfers are decided is efficient and effective, that process must be made accountable as well. Regions may be made accountable to its electorate, as well as to some extent to the centre, vis-à-vis their economic decision-making, the applicable framework of standards for which may be constitutionally set out and monitored by an apolitical and independent body. The same body may also be charged with the equalisation function. 

The reality that regions would have to be dependent on central transfers is also underscored in the case of the Northeast because of the special nature of the tasks that that regional administration will have to undertake in terms of resettlement and reconstruction. The rebuilding of the physical and administrative infrastructure of the Northeast will require vast amounts of funds, which a regional administration would not be able to raise alone. In addition, the placing of a duty on the Sri Lankan state, and its agent the centre, with respect to rebuilding the Northeast is desirable from the perspective of conflict transformation and would constitute a politically resonant act of reconciliation and goodwill for a new start.

The Finance Commission  

Article 154R of the Constitution, introduced by the 13th Amendment, established the Finance Commission for the institutional mediation of the vertical imbalance created by the financial framework of devolution. The Finance Commission is a five member body composed of representatives of the three major communities, as well as ex officio, the Governor of the Central Bank and the Secretary to the Treasury. The Commission is a continuous body with a five year term of office. It is empowered to make recommendations to the government with regard to the allocation from the annual budget of adequate funds for the purpose of meeting the needs of the provinces (Article 154R (3)). It is also required to make recommendations to the President as to the principles on which, such funds as are granted annually by the government for the use of provinces, should be apportioned between the various provinces (Article 154R  (4)). The provisions of Article 154R (5), which requires the Commission to take into account the objective of achieving balanced regional development, envisage a limited horizontal equalisation component in the Commission’s duty to make recommendations.  

The immediately apparent flaw in this scheme is that funds for the provincial councils are allocated by the central Parliament from its Annual Budget, albeit on the recommendation of, and in consultation with, the Finance Commission (Article 154R (3)). The more important role of the Commission in recommending the principles of apportionment to the President under Article 154R (4) and (5), therefore, commences only within the quantum of transfers already decided upon by the central Parliament. 

This framework is structurally flawed, firstly, because it intrinsically undermines devolution by giving the centre undue financial control over regions which have been given governmental responsibilities by a valid constitutional amendment. This is compounded by the absence of a second chamber representative of regional interests in the central legislature (unlike Germany’s Bundesrat), and the same lack of regional, as opposed to ethnic, representation in the Finance Commission (unlike South Africa’s Fiscal and Financial Commission).

Secondly, the Commission is structurally hampered from performing its expected role as a check on the centre (or, indeed, as an agent of equity) in the vertically imbalanced financial and fiscal relationship between the centre and the regions. Admittedly, however, the framers of the 13th Amendment would have been constricted by the broader structure of the Constitution which is unitary (Article 2), and accordingly includes provisions like Article 148 which states that Parliament shall have full control over public finance. The stark contrast of these arrangements to those of genuinely decentralised unitary states like South Africa will be discussed later.

The Draft Constitution of 2002

With some minor improvements, the provisions of the 13th Amendment regarding allocation and apportionment of central revenue proceeds have largely been replicated in Article 211 (re Finance Commission) of the PA’s draft Constitution of 2000. The composition of the Commission has been changed with the exclusion of the two ex officio members, but the number of members remains at five. The Constitutional Council is given a role in the appointment process. Representation requirements are again based on ethnicity, unlike for example in the South African Fiscal and Financial Commission half of whose membership is nominated by the provinces or local government authorities.  

Article 154R (3) of the present Constitution is reproduced as Article 211 (3). Therefore the draft Constitution of 2000 duplicates the weaknesses of that formulation as discussed above. Article 211 (4) of the draft Constitution of 2000 is substantially the same as the present Constitution’s Article 154R (4) with regard to the duty of the Finance Commission to make recommendations to the President as to the principles of apportionment. An improvement to the existing provisions was sought to be introduced y Article 211 (4) (b). It states that it shall be the duty of the Commission to make recommendations to the President as to ‘the principles on which the sharing and assignment or assignment of revenue between the central government and the regions should take place with a view to ensuring the assured measure of finances necessary for effective devolution’.

Similarly, Article 211 (5) replicates all the requirements of the present Constitution set out in Article 154R (5) that the Commission ought to take into account in formulating principles of apportionment. However, draft Article 211 (5) also adds four new requirements, which would serve to make transfers to regions conditional. The requirement of effective utilisation of the monies made available to regions seems to give the Finance Commission a monitoring role with respect to regional financial responsibility. Likewise, the requirement of considering audit reports of regions by the Auditor General would promote accountability. But as Bird points out, it is not “desirable that such detailed criteria for allocating transfers are explicitly stated [in the Constitution]. It would be much better to adopt more general language as to the objectives (as in e.g. South Africa, Germany, Canada) and to let the Commission decide what details need to be taken into account in order to achieve them…
”    

Having incorporated a host of progressive reforms to the way fiscal and financial relations may be conducted in a federal-type dynamic, it is unfortunate that the Draft Constitution of 2000 did not include many others. A fortiori it is important that those omissions are not repeated in the future. From the perspective of federal-type fiscal and financial frameworks, there are two matters in particular that deserve the attention of future constitution-makers. 

Equalisation Issues for Consideration in Federal Constitution-making

This is with regard firstly, to the design of the institutions and procedures of intergovernmental fiscal transfers. To reiterate Bird’s prescient assessment: “Even full exploitation of any feasible tax base by the richest province (i.e., the Western Province) is unlikely to enable it to balance its own revenues and expenditures…Even worse imbalances will occur for all other regions, and the poorest are likely to remain almost totally dependent on central transfers for revenues. The key to intergovernmental finances in Sri Lanka is, and will remain, the design and implementation of central – regional transfers.
” 

Secondly, the federal constitution-making exercise would surely explore mechanisms of power-sharing and participatory regional representation at the centre, as well as of intergovernmental dispute resolution, as a political and normative imperative. However, it is also crucial to bear in mind the centrality of regional representation at the centre with respect to successful intergovernmental fiscal relations, especially in conditions requiring frequent fiscal flows between governments. 

An indication of the importance of a centre-region dispute resolution process was registered by the lack thereof under the 13th Amendment as early as 1989. The dispute was about a Northeast Provincial Council statute which sought the transfer to the council of the assets and liabilities of two public bodies, the Northern and Eastern Regional Transport Boards. When the matter was referred to the Supreme Court under Article 154H (4), a significant observation of the court, albeit obiter, was about the necessity of a centre-region dispute resolution process
.      

A much criticised omission in the devolutionist draft Constitution of 2000 was the absence of a second chamber in the central legislature. However, the drafters seem to have been at least marginally sensitive to the necessity of such an institution with regard to fiscal relations when they devised a Chief Minister’s Conference to inter alia, ‘inquire into and settle by mediation or conciliation any dispute which may arise between or among two or more regional administrations’ (Article 141 (3) (b)) and ‘to discuss matters, policy and procedure relating to finance, the financial administration and accountability of the regional administrations and to make representations thereon to the Finance Commission and the central government.’ The weakness of this body is that it is outside the central legislative process, and therefore powerless to make any meaningful input therein. The design also ignores the inherently centralising nature of our political and administrative culture in that it is powerless to require (within limits) either the Finance Commission or the central government to act in a particular fashion.

Thus future constitution-makers have the advantage of hindsight, and of a wealth of international experience and models, with which to fashion future institutions. The position of this essay is that, on balance, the most adaptable model of regulating fiscal relations for Sri Lanka is South Africa’s Fiscal and Financial Commission, which is buttressed by an appropriate constitutional framework as well as institutions for intergovernmental relations. In the case of a federal second chamber from the fiscal and financial viewpoint, the German Bundesrat provides some valuable lessons; but in devising such an institution for the future, many other models will have to be drawn from because the case for a second chamber arises out of other wider political considerations as well
.       

The Fiscal and Financial Commission of South Africa (FFC) is set up under Article 220 of the Constitution and the Fiscal and Financial Commission Act No. 99 of 1997. It is an independent body of experts with provincial and local government representation that makes reviews and recommendations to all three orders of government. The principal duty of the Commission is to make recommendations with regard to the equitable division of national revenue among the three orders of government in ways that facilitate co-operative government. The Commission’s mandate includes the adjustment of both vertical and horizontal imbalances using a ‘costed norms’ approach. This is due to two factors. Firstly, in the South African constitutional schema, sub-national governments (i.e., provinces and local government) which are responsible for the delivery of most public goods and services, raise very little of their own revenues. Secondly, the legacy of apartheid which left enormous economic disparities between groups needed to be aggressively addressed by the transition to democracy. But if potentially explosive political tensions were to be contained within manageable limits, both these concerns had to be addressed by institutions and decision-making processes that were seen as rational, dispassionate and therefore, legitimate. The FFC is the institutional result.

The FFC’s recommendations mark the start of the annual budget call. These recommendations are reviewed by, in turn, the Budget Council and the Budget Forum. The Budget Council consists of the finance ministers of the national and provincial governments. The Budget Forum consists of the members of the Budget Council as well as representatives of local government authorities. The Intergovernmental Fiscal Relations Act No. 97 of 1997 entitles the FFC to attend meetings of both these bodies. MINMECs (i.e., meetings of national ministers and members of provincial executive committees) are another feature of South Africa’s sophisticated intergovernmental processes for policy formulation, and budget and programme delivery decisions. MINMECs essentially establish co-operative standards and policies for public programme delivery.  

The FFC’s recommendations to government are not binding. However, the government must address the recommendations of the FFC and its responses to them, in the Annual Division of Revenue Bill (vide Chapter 13 of the Constitution, esp. Articles 214 (1) and (2) and vide Intergovernmental Fiscal Relations Act No. 97 of 1997). Chapter 13 of the Constitution requires the central legislature to enact an Annual Division of Revenue Bill (distinct from the national budget) which must provide for the annual division of revenue between national, provincial and local government, the division of revenue between the nine provinces of South Africa, and conditional or unconditional allocations to provinces or local government out of the national revenue fund. This is an innovative method of ensuring effective fiscal flow and financial redistribution, and is to be contrasted with the procedure under the 13th Amendment and the draft Constitution of 2000.         

The last feature of the underlying constitutional framework that facilitates South Africa’s intergovernmental fiscal relations regime is one of the world’s most progressive bills of rights. The South African Bill of Rights includes economic, social and cultural rights as well as civil and political ones, bolstered by the constitutional requirement of all organs of the state to work towards its ‘progressive realisation’ [add fn.]. The FFC is also subject to the ‘progressive realisation’ doctrine, and therefore, all its acts are referable to the Bill of Rights and to the protection of the Constitutional Court. 

These arrangements provide insights both as to the type of issues that have to be confronted in federal fiscal and financial relations as well as about how to design institutions to deal with them. As stated earlier, a second chamber in the central legislature would be an essential feature of a federal Sri Lanka. This discussion is concerned with the role of a second chamber in the intergovernmental financial relationship only. The function of the Bundesrat in the German federal fiscal and financial relationship between the centre and the regions is notable in this regard. Members of the Bundesrat function explicitly as representatives of the regions in the central legislative process. German federal laws are categorised into two depending on whether they require the approval of the Bundesrat. One of the criteria for categorisation is upon whether the law has financial implications for the Lander. Similarly, if a constitutional amendment impacts upon financial arrangements (or indeed any constitutional amendment) it requires the special approval of the Bundesrat.        

MANAGEMENT OF THE NATIONAL ECONOMY: 

REGIONAL BORROWING

That monetary policy is a responsibility of the centre in a federation is a settled question. Thus the federal debate in this area is to some extent about the central influence over the regions’ tax rate variable, and to a greater extent, about regional powers over borrowing and public debt. While regional control over the important fiscal policy tool of borrowing is determined by a political assessment of the degree of autonomy, it is equally important to clearly set out the competing economic principle that where regional borrowing is allowed, the centre must not guarantee any regional debt. This allows lenders to calculate their risks better, and to promote prudent regional fiscal management. In any event, all federations insist on some role for the central authorities in this area.

Under the 13th Amendment provincial councils may only borrow from the central government to the extent allowed by Parliament (vide s. 19 (1) (c) of the Provincial Councils Act No. 42 of 1987 and paragraphs 35 and 31 of the Provincial List). External resources were always channelled through central institutions, and a limited form of intergovernmental relations.

The draft Constitution of 2000 recognises that the executive power of the region extends to domestic and international borrowing upon the security of the Consolidated Fund of the Region (Article 210 (1) (a)). This is essentially a political value that retains its relevance for federal constitution-making in Sri Lanka. Article 210 goes on to state that international borrowings by regional administrations shall be subject to criteria and limitations specified by Parliament which requires the concurrence of the central Minister of Finance (Article 210 (1) (b)). Thus the central Ministry of Finance decides limits and criteria of domestic and international borrowings of regions (Article 210 (2) (a), subject only to the provision that the Minister takes into consideration ‘the requirements of fiscal policy and the demands of monetary stability as well as the repayment capacity of each regional administration’ (Article 210 (2) (b)). Similarly, any agreements negotiated and entered into by regional administrations regarding international grants and foreign development assistance are to be in accordance with the national policies on international aid, which are formulated by the centre (Article 210 (3)).

In many respects the draft Constitution of 2000, if it were enacted, would have represented a paradigm shift in the way the state was organised and government conducted. But for its rejection by Parliament, it may have over time provided the backdrop for a dynamic culture of intergovernmental relations to evolve and develop. The general structural criticism of the draft Constitution with regard to the absence of an institution for the representation of regional interests at the centre (an effective and participatory one, not merely a mediation body) can be applied to the provisions of Article 210 as well. In the Sri Lankan context, where constitution-making is primarily about conflict transformation and later, institutional conflict management, this type of legal framework would not survive the political stress placed on it. If the centre has a role to play in the formulation of regional policy, then by definition the regions must have a role in the centre’s political institutions and processes as well. The cogency of the criticism, therefore, is not vitiated by its generality.
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