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The Committee will meet at 9.30 am in the Mary Fairfax Somerville Room (CR2). 
 
1. Decision on taking business in private: The Committee will decide whether 

to take items 4 and 5 in private. 
 
2. Post-Legislative Scrutiny of the Financial Memorandum accompanying 

the Local Government Finance (Unoccupied Properties etc.) (Scotland) 
Bill: The Committee will take evidence from—  

 
Marco Biagi, Minister for Local Government and Community 
Empowerment, Margaret Burgess, Minister for Housing and Welfare, 
Stuart Law, Senior Policy Advisor, and Douglas McLaren, Policy Manager, 
Scottish Government. 
 

3. Scotland's Fiscal Framework: The Committee will take evidence from— 
 

Jim Cuthbert, The Jimmy Reid Foundation; 
 
John McLaren, Fiscal Affairs Scotland. 
 

4. Scottish Elections (Reduction of Voting Age) Bill: The Committee will 
consider its approach to the Financial Memorandum. 

 
5. Smoking Prohibition (Children in Motor Vehicles) (Scotland) Bill: The 

Committee will consider its approach to the Financial Memorandum. 
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Finance Committee 
 

12th Meeting, 2015 (Session 4), Wednesday 22 April 2015 
 

Post-Legislative Scrutiny of the Financial Memorandum accompanying the 
Local Government Finance (Unoccupied Properties etc.) (Scotland) Bill  

 
Purpose 

1. The purpose of this paper is to provide background information for the 
Committee’s evidence session in relation to its post-legislative scrutiny of the 
Financial Memorandum (FM) accompanying the Local Government Finance 
(Unoccupied Properties etc.) (Scotland) Bill. 
 
2. The Committee will take oral evidence from— 
 

 The Minister for Housing and Welfare; and 
 

 The Minister for Local Government and Community Empowerment. 
 
Background 

3. In January the Committee invited all local authorities in Scotland to 
submit written evidence in relation to the review. The Scottish Government was 
also invited to provide a written submission. 
 
4. Nine responses were received from local authorities. The Cabinet 
Secretary for Finance, Constitution and Economy also wrote to the Committee 
providing information in relation to the review. The letter and all written 
submissions are attached and can be found on the Committee’s website. 
 
5. The Committee took oral evidence at its meeting on 18 March 2015 
from— 
 

 Judy Orr, Head of Customer and Support Services, Argyll and Bute 
Council; and 
 

 Brian Murison, Income & Recovery Manager, Highland Council. 
 
6. The Financial Scrutiny Unit has provided an updated briefing note which 
is also attached. 
 
Conclusion 

7. The Committee is invited to consider the above in taking evidence from 
the ministers. 
 

Alan Hunter 
Assistant Clerk to the Finance Committee 

http://www.scottish.parliament.uk/parliamentarybusiness/CurrentCommittees/87699.aspx
http://www.scottish.parliament.uk/parliamentarybusiness/28862.aspx?r=9864
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Post-Legislative Scrutiny of the Financial Memorandum accompanying the 

Local Government Finance (Unoccupied Properties etc.) (Scotland) Bill  

Background 

At its meeting on 17 December 2014, the Finance Committee agreed to 
undertake post-legislative scrutiny of the Financial Memorandum (FM) 
accompanying the Local Government Finance (Unoccupied Properties 
etc.)(Scotland) Bill.  The purpose of the review is to compare the actual 
implementation costs/savings and impact of the legislation with the estimates 
set out in the FM.   

This exercise is intended as a pilot of an approach that might be appropriate for 
other FMs recognising that, to date, the Committee and the Parliament more 
generally have not systematically monitored the actual financial implications of 
legislation in comparison to the estimates provided in the FM. 

The Committee took evidence from Highland Council and Argyll and Bute 
Council on 18 March 2015. 

The Local Government Finance (Unoccupied Properties etc.)(Scotland) Bill 
FM 

The Local Government Finance (Unoccupied Properties etc.)(Scotland) Bill was 
passed on 5 December 2012. The Committee scrutinised the accompanying FM 
(page 4 of the Explanatory Notes) before publishing its report to the Local 
Government and Regeneration Committee on 25 May 2012. A briefing paper 
was also produced by the Scottish Parliament’s information centre.  
 
The Bill contained three main provisions—  

 Enabling the Scottish Government, by regulation, to reduce the discounts 
on non-domestic rate payments available to certain categories of 
unoccupied commercial properties;  

 Enabling the Scottish Government, by regulation, to increase council tax 
charges on certain long-term empty homes; and  

 Removal of the obligation in the Housing (Scotland) Act 1987 on the 
Scottish Ministers to pay Housing Support Grant to local authorities.  

 
 
 

Agenda item 1 

 

22 April 2015  
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http://www.scottish.parliament.uk/parliamentarybusiness/Bills/48900.aspx
http://www.scottish.parliament.uk/S4_Bills/Local%20Government%20Finance%20Unoccupied%20Properties/b12s4-introd-en.pdf
http://www.scottish.parliament.uk/S4_Bills/Local%20Government%20Finance%20Unoccupied%20Properties/b12s4-introd-en.pdf
http://www.scottish.parliament.uk/S4_FinanceCommittee/Reports/fir12-LocalGovernmentFinance.pdf
http://www.scottish.parliament.uk/S4_FinanceCommittee/Reports/fir12-LocalGovernmentFinance.pdf
http://www.scottish.parliament.uk/S4_FinanceCommittee/Reports/fir12-LocalGovernmentFinance.pdf
http://www.scottish.parliament.uk/ResearchBriefingsAndFactsheets/S4/SB_12-31.pdf
http://www.scottish.parliament.uk/ResearchBriefingsAndFactsheets/S4/SB_12-31.pdf
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The Scottish Government stated that its aims in introducing the changes were 
to— 

 Reduce the number of empty properties; and 

 Raise additional revenue1 
 
The Committee’s report on the FM highlighted a number of concerns and 
recommendations, particularly in relation to the first two of the three policy areas 
outlined above.  The report also noted that it is “essential that the financial 
impact of the Bill on business and the broader economy is regularly monitored.” 

As part of this post-legislative scrutiny exercise, a call for evidence was issued 
to all 32 local authorities, seeking their views on the legislation and its impact.  
Responses were received from nine local authorities, although most of these 
contained limited financial information, particularly in relation to the non-
domestic rates measures.2  A response was also received from the Scottish 
Government.  Similarly, this was more detailed in its coverage of the council tax 
measures than in relation to the non-domestic rates measures. The responses 
highlight that, particularly in relation to non-domestic rates, there are no systems 
in place aimed at monitoring the impact of the legislative changes. 

The two main policy areas – non-domestic rates and council tax – are 
considered below alongside evidence collated from responses from local 
authorities to the call for evidence. 

Non-domestic rates 

In relation to non-domestic rates, the FM set out estimated annual savings of 
£18m as a result of the proposed reforms to empty property reliefs. During 
scrutiny of the FM, the main issues highlighted by the Committee in relation to 
the proposed changes to non-domestic rates for unoccupied properties were— 
 

 The overall savings expected to arise from the reforms; 

 The potential costs to public sector bodies owning unoccupied properties; 

 The anticipated impact of the policy on vacancy rates; and 

 The potential for adverse effects, for example in relation to speculative 
development or regeneration. 

Total savings from reforms 

The changes to the empty property relief regime were introduced in April 2013.  
In the first year of operation (2013-14), the cost of empty property relief fell from 
£169.1m to £146.5m, a reduction of £22.6m.3  However, these savings cannot 
be attributed solely to the legislative changes and there are also some offsetting 

                                                 
1 Local Government Finance (Unoccupied Properties etc.)(Scotland) Bill Policy Memorandum 
2 Responses were received from Aberdeenshire, Angus, Argyll and Bute, East Ayrshire, Falkirk, 
Highland, Moray, North Ayrshire and West Dunbartonshire 
3 Scottish Government, written evidence to Finance Committee  

http://www.scottish.parliament.uk/S4_FinanceCommittee/Reports/fir12-LocalGovernmentFinance.pdf
http://www.scottish.parliament.uk/S4_Bills/Local%20Government%20Finance%20Unoccupied%20Properties/b12s4-introd-pm.pdf
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costs to be taken into account, some of which are highlighted in the evidence 
provided by the Scottish Government.  In particular: 

 Although the cost of empty property relief has gone down by £22.6m, the 
cost of all other rates relief schemes has risen (see Table 1 below).  
Overall, the costs of rates relief have increased by £1.6m.  Some of the 
increase in the costs of other reliefs will be due to those previously 
eligible for empty rates relief switching to other forms of relief (such as 
small business bonus scheme – SBBS) when the empty property rates 
relief regime changed.  The Scottish Government has estimated that £4m 
of the increase in SBBS is attributable to this, but it is unclear how this 
estimate has been arrived at, or how much of any of the other increases 
might be attributable to the change in empty property rates relief.  The 
costs of New Start and Fresh Start, which were introduced alongside the 
changes to the empty property rates relief regime total £0.3m. 

Table 1 
Cost of Non-Domestic Rates Reliefs, £m 

  2012-13 2013-14 Change 

Unoccupied/Partly Unoccupied Property 169.1 146.5 -22.6 
Charities 165.0 173.6 8.6 
Sports Clubs 12.4 12.9 0.5 
Disabled persons relief 57.6 58.3 0.7 
SBBS 150.2 161.0 10.8 
Religious Properties 24.6 25.2 0.6 
Rural Rate Relief 4.3 4.3 0.0 
Renewable Energy Relief Scheme 4.8 7.3 2.5 
New Start ..  0.1 0.1 
Fresh Start ..  0.2 0.2 
Other 0.0 0.1 0.1 
Total 588.0 589.6 1.6 

 
 The rates poundage increased from 45p in 2012-13 to 46.2p in 2013-14 

which, in the absence of any other changes, would increase the costs of 
rates relief schemes. 

 Wider trends, including economic growth, will influence the number of 
empty properties.  The Scottish Government, in its written evidence, also 
points to a downward trend in the percentage of non-domestic properties 
shown as vacant on the valuation roll.  This downward trend has been 
evident since 2010, suggesting that some decline might have been 
expected in the absence of changes to the empty property rates regime. 

 As some of the properties affected will be in the public sector, the savings 
will to some extent be offset by additional costs to the public sector.  This 
point is considered further below. 
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 Only one local authority (Argyll and Bute) provided details of the change 
in the cost of empty property rates relief.  Their costs in relation to this 
relief were around £150,000 lower in 2013-14 than in 2012-13.   

On account of the above factors, it is not possible to directly measure the impact 
of the reforms.  The Scottish Government plans to conduct its own review of the 
legislation later in 2015 and this review may provide further detail on the net 
costs/savings associated with the changes.  In evidence to the Committee, 
Highland Council and Argyll and Bute Council said that since the policy changes 
were introduced, NDR revenues had increased and numbers of empty 
properties had declined.  However, both Councils agreed that it was not possible 
to directly attribute these movements to the policy changes and that they could 
be a reflection of wider economic factors.  Highland Council also referred to an 
increase in the number of ‘pop up’ shops, which it felt may have been a 
response to changes in the empty property rates regime. 

Costs to public sector bodies 

The original FM did not provide estimates of the numbers of unoccupied 
properties owned by public sector bodies or of the potential associated costs.   
During the FM scrutiny phase, the Committee requested further information from 
the Scottish Government as to the additional costs that would be borne by public 
sector bodies as a result of the proposed changes.  Supplementary evidence 
provided by the Scottish Government suggested that the additional costs to the 
public sector could be in the region of £2.1m - £2.4m.   

Five of the councils that provided written evidence to the Committee gave 
information on the additional costs incurred in relation to publicly owned 
unoccupied commercial properties.  The exact coverage and definitions used 
are not always clear but, if factored up to be representative of Scotland as a 
whole, the information provided would suggest Scotland-wide additional public 
sector costs in the region of £1m - £2m.4  (Note that this figure is indicative only 
and assumes that the local authorities that responded are representative of 
Scotland as a whole.  Given that none of the larger urban local authorities 
responded, this limits the usefulness of this approach.) 

Vacancy rates 

The modelling outlined in the FM did not make any assumptions about any 
reduction in vacancy rates, despite this being a stated intention of the policy.  In 
its report on the FM, the Committee also highlighted the lack of any baseline 
data on vacancy rates.  Only four local authorities were able to provide details of 
numbers of empty properties that had been brought back into use following the 
change in the legislation.  However, all noted that any changes could not be 
directly attributed to the change in legislation and so may have occurred 
anyway. 

  

                                                 
4 Figure calculated by factoring up data provided on the basis of the population base and the 
rateable subject base of the councils responding 

http://www.scottish.parliament.uk/S4_FinanceCommittee/Inquiries/Collated_Local_Government_Finance_written_submissions.pdf
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Adverse effects on speculative activity and/or regeneration 

With the exception of Falkirk, all those local authorities responding to the call for 
evidence stated that they saw no evidence of an impact on speculative and/or 
regeneration activity.  Falkirk did consider that there may have been an adverse 
impact on such activity, although noted that it was difficult to attribute this 
directly to the legislative changes, as distinct from wider economic factors.  

Summary of evidence in relation to non-domestic rates 

Issue FM Post-legislative evidence 

Net reduction in 
cost of empty 
property relief 

£18m 

Net savings unclear.  Total costs 
down by £22.6m but this does not 
take account of shifts to other 
reliefs; additional costs to public 
sector bodies; changes to poundage 
and wider economic factors 

Costs to public 
sector bodies £2.1m - £2.4m 

Total costs not available.  Limited 
evidence from a small number of 
local authorities suggests costs in 
the region of £1m - £2m 

Vacancy rates No baseline data No evidence of changes directly 
linked to reforms 

Effects on 
speculative / 
regeneration 
activity 

No comment Limited evidence of any impact  

 
Council tax 

In relation to council tax, the FM set out potential additional net revenues to local 
authorities of £12.6m - £15.1m as a result of increased council tax charges for 
long term empty homes.  This was based on additional revenues of £15.3m - 
£16.0m, partially offset by additional costs of £0.9m - £2.7m as a result of the 
changes.  
 
During its scrutiny of the FM, the main concerns highlighted by the Finance 
Committee related to— 
 

 The assumption that all councils would opt to implement a 100% council 
tax surcharge on long-term empty homes and impact on revenue 
estimates 
 

 Whether collection rates would be affected by the additional charges  
 

 Whether the policy would prove effective in reducing the number of long-
term empty (LTE) homes  
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 How councils would monitor properties in order to determine liability for 
any surcharge e.g. whether homes are being actively marketed and are 
therefore exempt from the surcharge. 

Local authority responses to legislation 

The costings in the FM assumed that all local authorities would apply the 
maximum (100%) increase for eligible empty properties.  In the event, only one 
local authority (Comhairle nan Eilean Siar) decided to do so in the first year of 
operation (2013-14).  In 2014-15, fourteen councils are using the power, 
although only 9 of these are applying the 100% increase for the full year.  
Others are applying lower charges, or introducing the increase in a staged 
approach.  The remaining councils continue to offer discounts on LTE 
properties. 
 
In 2014-15, the Scottish Government estimates that additional income received 
as a result of the new charges will be in the region of £8.5m.  This also includes 
income received by those councils that have reduced discounts on empty 
properties from 50% to 10%.  As such, it compares with estimated income with 
full implementation of the 100% increase of £22.3m - £23.0m in the original FM 
(before taking account of income from reduced discounts).  A number of 
councils also highlighted in their responses that additional income was lower 
than had been estimated in the FM. 

Collection rates 

The Scottish Government stated in its response that there was no evidence to 
suggest that collection rates had been adversely affected by the changes to 
charges for empty homes.  A number of the local authorities that submitted 
evidence to the Committee thought that collection rates had been adversely 
affected, although evidence was limited.  In evidence to the Committee, Argyll 
and Bute Council commented on an adverse impact on collection rates, noting 
that some of this related to clients who had always been ‘bad payers’. 
 
Reduction in number of LTE homes 

The Scottish Government modelling for the FM assumed a reduction of 10% per 
year in the number of LTE homes.  The Scottish Government’s written evidence 
to the Committee states that there was a net reduction of 5% in the number of 
LTE homes/second homes between 2013 and 2014.  The Scottish Government 
also notes that the number of LTE homes increased by 17%, but some of this 
was due to a reclassification of second homes as LTE homes (the number of 
second homes fell by 22% over the same period).  This reclassification was 
necessary in order to ensure correct charging of properties (the increases do not 
apply to second homes).  Evidence from some local authorities also suggests 
that the reduction in LTE homes has generally been lower than assumed in the 
FM estimates, although Highland and Argyll and Bute have recorded reductions 
in numbers of LTE homes in line with the FM estimates.  
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Monitoring of LTE homes 

LTE homes that are being actively marketed for sale are exempt from the 
council tax surcharge.  Concerns were raised over how councils would monitor 
this and the cost implications. 

A number of councils commented on the administrative costs of introducing the 
changes (writing to owners, reviewing classifications of properties, dealing with 
enquiries and additional collection costs).  In terms of ongoing monitoring, 
Moray Council referred to additional staffing costs but noted that it is too early to 
assess the costs of enforcement.  West Dunbartonshire Council (WDC) had 
employed an additional member of staff and noted £170,000 additional annual 
costs in relation to the Housing Revenue Account.  However, WDC also noted 
that set up costs were lower than anticipated in the FM. 

Summary of evidence in relation to council tax 

Issue FM Post-legislative evidence 

Local authority 
responses to 
legislation 

Assumed all councils 
introduce 100% 

surcharge 

Only one council introduced 
100% surcharge in 2013-14; nine 
have introduced 100% surcharge 
in 2014-15 and five more are 
introducing increased charges by 
a phased approach 

Increase in 
revenues 

£22.3m - £23.0m 
(including revenue from 

reduced discounts) 

Estimated £8.5m in 2014-15, 
including revenue from reduced 
discounts 

Collection rates 100% Some limited evidence of reduced 
collection rates 

Reduction in 
number of LTE 
homes 

10% reduction per year 

17% increase in number of LTE 
homes; 5% reduction in second 
homes/LTE homes combined 
(reflecting reclassification 
between categories); some 
councils reporting decreases in 
line with FM assumption 

Monitoring of 
LTE homes £0.9m - £2.7m per year Limited evidence provided 

 
Nicola Hudson 
SPICe Research 
17 April 2015 
 

Note: Committee briefing papers are provided by SPICe for the use of Scottish Parliament 
committees and clerking staff.  They provide focused information or respond to specific questions 
or areas of interest to committees and are not intended to offer comprehensive coverage of a 
subject area. 

The Scottish Parliament, Edinburgh, EH99 1SP www.scottish.parliament.uk 

 

http://www.scottish.parliament.uk/
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Finance Committee 
 

12th Meeting, 2015 (Session 4), Wednesday 22 April 2015 
 

Scotland’s Fiscal Framework 
 
Purpose  

1. At its meeting on 4 February, the Committee agreed to undertake an inquiry 
examining the proposals for a fiscal framework set out in Chapter 2 of the 
UK Government command paper: Scotland in the United Kingdom: An enduring 
settlement. 
 
2. The Smith Commission recommended that the “devolution of further 
responsibility for taxation and public spending, including elements of the welfare 
system, should be accompanied by an updated fiscal framework for Scotland, 
consistent with the overall UK fiscal framework.” Chapter 2 of the command paper “is 
intended as the start of a process to develop a suitably robust and coherent 
framework.” 
 
3. The Committee has issued a call for evidence in relation to the inquiry and 
has agreed to take evidence at a number of meetings with a view to reporting before 
the summer recess.  
 
4. At this meeting, the Committee will take evidence from— 
 

 Dr Jim Cuthbert, The Jimmy Reid Foundation; and 
 

 John McLaren, Fiscal Affairs Scotland. 
 

5. Both witnesses have provided written submissions in advance of the meeting. 
These are attached. 
 
Conclusion 
 
6. The Committee is invited to consider the above. 

  
 

Alan Hunter 
Assistant Clerk to the Committee 

  

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/397079/Scotland_EnduringSettlement_acc.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/397079/Scotland_EnduringSettlement_acc.pdf
http://www.scottish.parliament.uk/parliamentarybusiness/CurrentCommittees/86485.aspx
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SUBMISSION BY DR. J. R. CUTHBERT ON BEHALF OF THE  
JIMMY REID FOUNDATION. 

 
Introduction 
 
This paper is submitted on behalf of the Jimmy Reid Foundation, though the 
contents are the responsibility of the author. The bulk of this paper will consist of 
detailed comments on some of the specific questions in the Finance Committee’s 
call for evidence. However, it is worthwhile beginning by clarifying the nature of the 
points being made here, which fall into two categories.  
 
First of all, at a fundamental level, it is extremely difficult to see how the Smith 
Commission proposals can be implemented in a fair and equitable way, and without 
adverse unintended consequences, unless deep-rooted reforms in the constitutional 
and funding arrangements for Westminster are also implemented. This is because of 
the implications of what will be referred to as the gearing problem, which arises if 
changes in income tax rates in the rest of the UK (rUK) are allowed to affect not just 
“devolved” services in rUK, but also reserved services for the whole of the UK. As 
will be shown, the proposed way in which the “no detriment” principles in Smith are 
to be implemented does not provide a satisfactory answer to the gearing problem: 
instead, it leads to a situation where, if Westminster decides to change rUK income 
tax to fund a reserved service like defence, then this will force the Scottish 
government to increase the Scottish rate of income tax, or to cut Scottish devolved 
services like health or education.  
 
At another level, however, this note will also discuss a number of technical issues 
which will arise in the implementation of the current proposals: for example, 
problems with the operation of the proposed method for indexing the abatement to 
the Scottish Block Grant: and a separate range of problems which will be posed by 
the need to index the adjustments to the Block Grant which will be required in the 
light of decisions to change rUK income tax. 
 
At first sight, it might appear that there is an inherent contradiction between these 
two approaches. If it is impossible to implement a satisfactory Scottish fiscal 
framework in the absence of fundamental UK changes, why should this note concern 
itself with technical points of implementation? But in fact, as will be seen, both 
approaches ultimately point in the same direction. The technical complexities of 
satisfactorily implementing the arrangements which are currently proposed are so 
great that it is likely to prove impossible to operate the resulting system in a fair, 
transparent, and acceptable manner. Solving the technical problems inexorably 
points to the same conclusion: that is, to the need for a fundamental reform of the 
UK framework, along some kind of properly federal lines.  
 
To achieve this, there would need to be an rUK chamber responsible for taking the 
rUK Block Grant, setting the rUK income tax rate, and determining spending 
priorities on health, education, etc., from the resulting budget. And there would need 
to an over-arching body setting the whole UK budget, and determining the allocation 
of UK resources, (excluding income tax and other devolved taxes), between 
reserved functions and the territorial Block Grants. 
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Specific Finance Committee questions. 
 
(Note that the numbering in what follows refers to the ordering of the original Finance 
Committee list of questions: not all questions are considered here.) 
 
Question 1: What needs to be included within a revised funding framework for 
Scotland and how do we ensure that it is fair, transparent, effective and mechanical 
rather than requiring regular negotiations? 
 
1.1 Giving Scotland the ability to set its own income tax rates for the whole of 
non-saving non-dividend income raises problems which are a good deal more 
complex than those posed by the Calman tax proposals. One of the new issues 
which arises relates to the gearing problem. This problem occurs if changes in 
income tax in rUK are allowed to affect not just “devolved” services in rUK, but also 
reserved services for the whole of the UK. Suppose, for example, that Westminster 
decides to implement a significant cut in rUK income tax rates, and to fund this it cuts 
public expenditure. Suppose, further, that the cut in public expenditure is spread 
evenly over not just domestic “devolved” services in rUK but also over “reserved” 
services like defence, social security etc.  
 
1.2 Now consider Scotland’s position. If the Scottish government does not match 
the cut in income tax rates by the rest of the UK, then the Scottish economy is likely 
to be at a chronic disadvantage: ultimately, any Scottish Government operating 
under the Smith arrangements would have to follow suit if the rest of the UK were 
pursuing an aggressive policy of cutting income tax rates. But if the Scottish 
Government does adopt the same cut in tax rates as the rest of the UK, then, the cut 
it would have to make in public expenditure will be concentrated on devolved 
services in Scotland, rather than being spread over devolved and reserved services 
as in the rest of the UK. As a result, the cut in devolved services in Scotland would 
be significantly deeper than in the rest of the UK. 
 
1.3 This kind of arrangement would put Scotland in an intolerable situation. The 
gearing effect would mean that an income tax cutting policy in the rest of the UK 
would force upon Scotland either disproportionately higher tax rates or 
disproportionately greater cuts in public expenditure: there would be no escape.  
 
1.4 The Smith Commission report does not specifically spell out this gearing 
problem: but, on the other hand, one of the “no detriment” principles in Smith would, 
if satisfactorily implemented, have the effect of solving the problem. This is the 
principle set out in paragraph 95.4(b), relating to the effect of decisions taken by the 
rUK or Scottish Governments post-devolution, which states: 
 

“Changes to taxes in the rest of the UK, for which responsibility in Scotland 
has been devolved, should only affect public spending in the rest of the UK. 
Changes to devolved taxes in Scotland should only affect public spending in 
Scotland.” 

 
1.5 The proposals for implementing Smith published on 21st January 2015 in 
Cm8990 accepted the principle of this clause, but proposed to implement it in the 
following way. If, for example, the Westminster government chose to use an increase 
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in rUK income tax to fund reserved functions, then paragraph 2.4.14(ii) of Cm8990 
explains what would happen: “… similarly, if the UK government spends this extra 
funding on reserved areas (such as pensions, benefits, defence, debt interest, etc.) 
then this would be spent UK wide, including Scotland, despite the “rest of UK” 
income tax not applying in Scotland. The tax deduction element of the funding model 
therefore needs to work alongside the Barnett Formula to ensure that increases in 
“rest of UK” tax do not fund higher spending in Scotland.” 

1.6 To see what this means, consider the following. Suppose a UK government 
decided it was going to fund extra expenditure on say, Trident, by raising rUK 
income tax rates. Since defence is a reserved function, public expenditure on Trident 
is regarded as “benefiting” the whole of the UK. So public expenditure in Scotland 
will rise by Scotland’s population share of the extra spend on Trident. Since 
aggregate public expenditure in Scotland has now risen by this amount, the principle 
of Clause 95(4)(b) is in danger of being breached, so to avoid this happening, 
Westminster will reduce Scotland’s Block Grant correspondingly.  

1.7 The implications of this are stark: if Westminster decides to use an increase of 
rUK income tax to fund a reserve service like Trident, (as it is perfectly entitled to do 
under the current proposals), then Scotland has the choice of either  

 
a) Accepting a cut in Scotland’s devolved services equal to our population 

share of the increase in reserved expenditure: or 
b) Raising our own income tax rates so as to recover an amount equal to our 

population share of the extra income tax revenue being raised in the rest 
of the UK. 

 
1.8 This is profoundly unsatisfactory. Letting Westminster spend rUK income tax 
on reserved services means that Westminster can force on Scotland cuts in 
devolved services or changes in Scottish tax rates. This is absolutely counter to the 
popular conception of the scope of the extra powers promised under Smith. We 
thought we were getting control of income tax: well, it now turns out that this is only 
true to the extent that Westminster does not decide to use rUK income tax to fund 
reserved services. 
 
1.9 But in fact, the actual situation is even worse than this. Previously, if 
Westminster chose to use a change in income tax to fund a reserved matter like 
Trident, what each part of the UK would contribute would be the sum yielded by the 
relevant change in income tax applied to that part of the UK. Now, when 
Westminster decides to increase rUK income tax to fund a reserved service, what 
Scotland will have to contribute (by cutting services or raising income tax) is 
Scotland’s pro rata population share of the change in rUK tax yield. And since the 
income tax base in Scotland is very different from the income tax base in rUK, (with 
Scotland having many fewer of the very high taxable incomes associated with 
London’s financial sector), then the implications are serious. Since income tax yields 
per head are significantly lower in Scotland, (with Scotland having 7.4% of total UK 
income tax receipts, compared with 8.3% of UK population), then raising an 
equivalent sum per head in Scotland would mean a bigger increase in Scottish 
income tax rates than the original increase in rest of UK rates. 
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1.10 The way in which it is proposed to implement Smith’s paragraph 95.4(b) 
principle is therefore unacceptable. The problem arises because, under the current 
implementation proposals, it will still be possible for the Westminster government to 
use changes to rUK income tax to fund changes in reserved services. Solving the 
problem would require hypothecation of rUK income tax receipts so that they could 
only fund rUK “devolved” services.  
 
1.11 However, hypothecating rUK income tax receipts like this has very 
fundamental implications. What would be required is that there would have to be an 
rUK Block Grant, with expenditure on “devolved” services, like health and education, 
funded out of the aggregate of the Block Grant plus rUK income tax receipts. (In fact, 
this description simplifies in two respects, since it ignores funding from other own 
resource taxes like non-domestic rates and council tax, and also because it sweeps 
up the separate England, Wales and Northern Ireland into the composite rUK). 
Moreover, unless this change is to be purely cosmetic, the Block Grant for rUK has 
to be settled independently of the setting of the rUK income tax rate, and of 
determining spending priorities for rUK devolved services. If the same body is setting 
the Block Grant for rUK as is deciding the rUK income tax rate, then rUK Block Grant 
is just a residual and we are back with the kind of unacceptable results which have 
already been explored. 
 
1.12 The conclusion is that, if the difficulties posed by the gearing problem are to 
be satisfactorily addressed, there would need to be an rUK chamber responsible for 
taking the rUK Block Grant, setting the rUK income tax rate, and determining 
spending priorities on health, education, etc., from the resulting budget. And there 
would need to an over-arching body setting the whole UK budget, and determining 
the allocation of UK resources, (excluding income tax and other devolved taxes), 
between reserved functions and the territorial Block Grants. That is, a proper federal 
system for the UK would be required. Westminster as currently constituted, or even 
after implementing proposals for English Votes for English Laws, (EVEL), could not 
fulfil this latter function, since most of the time it would be the same group of MPs 
who would control both Westminster, and whatever chamber is constituted to 
exercise EVEL. 
 
1.13 On a separate point, question 1 implies that it is a desirable property that the 
fiscal arrangements should be largely mechanical. It is by no means clear that being 
largely mechanical is actually desirable. After all, Barnett is often referred to as a 
well-functioning mechanical arrangement. However, it was the mechanical nature of 
the arrangements surrounding Barnett, whereby Scottish tax revenues were 
automatically transferred to Westminster, which allowed subsidies worth 
approximately £150 billion, (over and above the relatively higher spending levels 
funded by Barnett), to be transferred from Scotland to the rest of the UK, largely 
without any comment. Furthermore, as the implementation of Smith weakens the 
(admittedly imperfect) arrangements for fiscal transfers within the UK monetary 
union, the case for regular high-level oversight of the effects of the arrangements will 
become even stronger. In this context, arrangements that are largely mechanical are 
not necessarily desirable, since they represent an attempt to depoliticise and 
managerialise what should inherently be a political and democratic issue. 
 



FI/S4/15/12/2 

Question 3: What mechanisms are required to ensure the transparency and effective 
scrutiny of how the block grant is calculated including the operation of the Barnett 
formula. 
 
3.1 The overall funding which a Scottish government will receive from 
Westminster will consist of the Scottish government’s block grant as determined by 
the Barnett formula, with two different types of abatement or adjustment:  
 

a) abatements relating to tax revenues foregone by the UK government: 
b) adjustments compensating for the effects of rUK decisions to change 
rUK controlled tax rates. 

 
(Para 2.4.2 of Cm 8990, which sets out how the Barnett based block grant will be 
adjusted, does not specifically mention this second type of adjustment. However, as 
already noted, the existence of these adjustments is clearly spelled out in para 
2.4.14, which explains how Smith’s second no detriment principle will be applied.) 
The difficulties posed by these two different types of abatement/adjustment will be 
discussed under Questions 4 and 5 respectively. However, the complexity of this 
overall arrangement has an important implication for the setting of the original block 
grant by means of the Barnett formula. Namely, it will be essential that the Barnett 
formula itself should operate in a very clear and transparent fashion.  
 
3.2 Unfortunately, to date the Treasury has signally failed to operate the Barnett 
formula transparently. In particular, there has been a major failing on the part of the 
Treasury to align two key information sources. One is the Treasury Funding 
Statement (TFS) which indicates at a fairly detailed level which items of expenditure 
are reserved or devolved, (for Scotland, Wales, and Northern Ireland): the TFS is the 
source which drives the operation of Barnett. The other key data source is the Public 
Expenditure Statistical Analyses (PESA) which records the outturn of public 
expenditure, including a territorial analyses of identifiable expenditure. Because the 
TFS and PESA databases are not aligned, it is not possible to calculate, other than 
by fairly crude estimates, what the outturn expenditure for England has been on 
those services which are devolved respectively to Scotland, Wales, or Northern 
Ireland. These, however, are key pieces of information, because they are required in 
order to monitor whether or to what extent, the operation of the Barnett formula is 
bringing about convergence of per capita spending levels.  
 
3.3 It will be of even greater importance in future that the Treasury align the TFS 
and PESA databases, and that it produces, and publishes, clear statements on 
public expenditure per head in England on the aggregate of services devolved to 
Scotland.  
 
Question 4: What mechanisms are required to ensure the transparency and effective 
scrutiny of adjustments to the block grant to reflect the tax revenues foregone by the 
UK Government? 
 
4.1 It is understood that the final details of this type of adjustment to the block 
grant are yet to be determined: but the current proposal is that the adjustment to the 
block grant for income tax receipts foregone should be indexed from year to year in 
line with the so-called Holtham method – that is, in line with the overall growth in the 
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UK income tax base. (This approach was originally suggested in relation to the 
Calman tax proposals by the Holtham Commission in Wales.) This raises a number 
of important issues.  
 
4.2 First, there is the question of equity. It is interesting that Question 4 as posed 
mentions transparency and effective scrutiny, but does not mention equity. Equity is, 
however, clearly of great importance. As Professor Holtham himself said, in giving 
evidence to the Finance Committee at an earlier stage, the Holtham method “might 
not be in Scotland’s interest if [the Scottish] tax base grows more slowly than that of 
the UK”. The Holtham indexation approach has been justified on a number of 
grounds, including the desirability of giving the Scottish government an appropriate 
incentive to grow its income tax base. This neglects, however,  
 

a) the fact that the Scottish income tax base is very different from that of 
the UK as a whole, with Scotland having materially fewer, in proportionate 
terms, of the very high incomes associated with the City of London. The 
implication is that there are naturally going to be extended periods when the 
income tax base in Scotland grows more slowly than that of the UK as whole.  
b) the fact that the Scottish government lacks many of the economic 
powers it would need in order to take effective action to grow the income tax 
base.  
 
Given the above, there must be serious doubts about the equity of Holtham 
indexation. In effect, the Scottish government is being forced to fight on 
ground which would probably not be of its own choosing, (i.e., the income tax 
base), without adequate weapons, (in the form of economic powers).  

 
4.3 Leaving aside these general doubts about the equity of what is proposed, 
there are specific concerns about the effects of Holtham indexation, relating to the 
effects of relative population growth. It is a long standing feature that population 
growth in England has been relatively faster than that in Scotland: moreover, 
population in Wales and Northern Ireland has also tended to grow relative to that in 
Scotland. In fact, over the last ten years, the rate of population growth in the UK as a 
whole has been higher than the rate of population growth in Scotland by an average 
of 0.22% annually.  Suppose that Holtham indexation is applied at the level of growth 
in the overall UK income tax base, as currently appears to be proposed: (see, for 
example, SPICE Financial Scrutiny Unit Briefing: “Scotland act 2012: Financial 
Provisions”, p18.)  Then Scotland will be penalised unless the per capita income tax 
base in Scotland grows as fast as the per capita tax base in the UK as a whole, 
multiplied by the relative rate of population growth of the UK compared to Scotland. 
(The algebra demonstrating this is given in Annex 1). Since UK population has been 
growing relative to Scotland’s, the effect is that Scotland has to grow its per capita 
tax base faster than the UK, if it is not to be penalised by Holtham indexation. This 
anomaly would be corrected if Holtham indexation were based, not on the overall 
growth in the UK tax base, but on growth in the per capita UK tax base. There 
appear to be strong grounds for making, at least, this change. 
 
4.4 In addition to the abatement to the Scottish block grant for UK income tax 
receipts, there will also need to be abatements for the other taxes which the Scottish 
government will control (like LBTT), or which are hypothecated to Scotland, (like 
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approximately half of Scottish VAT receipts). These abatements will need to be 
appropriately indexed as well. Again, similar issues of principle and technicality are 
likely to arise as with Holtham indexation.  
 
Question 5: What mechanisms are required to ensure the effective working of the 
“no detriment” principle. 
 
5.1 As noted above in the answer to question 1, the specific version of the 
operation of the no detriment principle envisaged in paragraph 2.4.14 of Cm8990 is 
very problematic, if decisions to change rUK income tax are allowed to impact on 
expenditure on reserved functions. Leaving this difficulty aside, and assuming that 
appropriate arrangements for hypothecating rUK income tax receipts to “devolved” 
services have been put in place, operation of the no detriment principle will still lead 
to significant difficulties.  
 
5.2 The implication of paragraph 2.4.14 is that, every time there was a decision to 
change an rUK controlled tax, (like income tax), there would need to be an 
adjustment to the Scottish block grant, to cancel out the Barnett implications of the 
change in rUK public expenditure. One difficulty with this approach is that there 
would be plenty of scope for argument about whether a given change in rUK income 
tax was a decision related change or not. Consider, for example, a change in tax 
thresholds. If the change is merely to uprate thresholds in line with inflation, so as to 
avoid fiscal drag, then this could be regarded as a housekeeping measure, rather 
than a tax change. But what if thresholds were not uprated in a given year: is this a 
specific decision, or would it just be overlooked? If some threshold changes are 
treated as tax changes for the purposes of 2.4.14, and others are not, how would the 
danger be avoided of consistent ratchet effects being built in on the adjustments 
being made to the Scottish block grant? 
 
5.3 Furthermore, the adjustments to the Scottish block grant for rUK tax changes 
will need to be indexed in some way. But it is not at all clear how this should be 
done. There is a real danger that the Treasury might argue that the adjustments 
should be aggregated with the tax foregone abatements discussed under Question 
4, and indexed by the Holtham method. However,  
 

a) an rUK tax change which took the form of, say, introducing or 
abolishing a basic 10p tax rate on a given band would have revenue 
consequences which would primarily grow in line with the number of 
taxpayers, not in line with the growth in taxable earnings. So Holtham 
indexation would be inappropriate for this, or similar, changes.  
b) ideally, whatever form of indexation is used should be self-cancelling, 
in the sense that, if a given rUK tax change is made at one point in time, and 
then reversed a few years later, the resulting net adjustment to the Scottish 
block grant should be zero. Holtham indexation of the initial adjustment would 
only achieve this by accident. 

 
5.4 For these reasons, the question of how to index the adjustments to the 
Scottish block grant arising from rUK tax changes looks fraught with difficulty. 
Another possible approach would be to take the year zero UK tax structure as a fixed 
reference point, and to ask HMRC to conduct an annual exercise to assess, at rUK 
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level, the revenue consequences of the difference between the current rUK 
structure, and the reference structure. This would solve the indexation and self-
cancelling problems: but would have the significant down-side of enshrining an 
increasingly irrelevant year zero tax structure as a fixed reference point.  
 
Question 8: How should inter-governmental machinery including the Joint Exchequer 
Committee be strengthened and made more transparent. 
 
8.1 In line with the comment made at 1.13, it is not desirable for the operation of 
the funding mechanism to be too mechanistic. There is a need for a high level body 
to take a view on how the arrangements are working, and to make adjustments, (to 
powers, and to fiscal transfers), as appropriate. This is a role which would most 
naturally be played by the federal government in a proper federal system. It goes 
well beyond what the currently constituted Joint Exchequer Committee (JEC) is 
appropriate for.  
 
8.2 In addition, there is a need for a different kind of forum in which day-to-day 
issues on the running of the fiscal framework can be raised and ironed out. The 
existing JEC seems appropriate for this role, provided it does not simply impose 
Westminster decisions in those cases where agreement cannot be reached. 
 
Conclusion 
 
1. A satisfactory solution to the gearing problem – that is, the problem that arises 
if changes in rUK tax rates are allowed to affect both “devolved” and reserved 
services – is of fundamental importance. It has been argued here that the 
implementation of the Smith Commission’s no detriment principle as currently 
proposed does not provide an acceptable solution. A full solution of the gearing 
problem would involve meaningful hypothecation of rUK income tax receipts to rUK 
“devolved” expenditure. It is difficult to see how this could be achieved without 
introducing an rUK block grant, and along with this some form of properly functioning 
federal organisation for the UK.  
 
2. Separately, the note has looked at a number of technical issues which will 
arise relative to the current proposals, particularly relating to the proposed method of 
Holtham indexation of the abatement to the Scottish block grant for tax revenues 
foregone by the UK: and in relation to the adjustments required to the Scottish block 
grant for rUK tax changes. A specific proposal has been made here to improve the 
equity of Holtham indexation – namely, that the abatement for income tax receipts 
foregone should be indexed in relation to the movement in the per capita UK tax 
base rather than the overall tax base. Apart from this, however, it is clear that: 
 

a) there are technical problems on how the different abatement and 
adjustment elements should be indexed. 
b) there is scope for a good deal of argument about what elements of 
future rUK tax changes are decision related, (so requiring block grant 
adjustment), and which are just housekeeping changes. 
c) the resulting system will be so complex that it will be difficult to open up 
the whole process for scrutiny. 
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3. On technical grounds, therefore, (and quite separately from the difficulties 
posed by the gearing problem), it is doubtful if the proposals to implement Smith set 
out in Cm 8990 can be put into operation in a way which is open, fair, and not 
subject to argument. The technical difficulties with the current Smith implementation 
proposals would, however, be avoided under a proper federal system, under which 
there were separate block grants for rUK and Scotland, (or, more accurately, for 
England, Scotland, Wales and Northern Ireland), and where each country’s budget 
for devolved services was then determined as its block grant plus designated own 
resources. Implementing such a system would, of course, require fundamental 
change to UK constitutional arrangements.  
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Annex 1. Holtham indexation and relative population growth. 
 
Let k
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Sp  denote respectively populations in UK and Scotland in year k, 

and let k
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ST  denote the tax bases in UK and Scotland in year k. 
 
Holtham indexation is neutral for Scotland between year k and year (k+1) if the tax 
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In other words, for conventional Holtham indexation to be neutral, the per capita tax 
base in Scotland must grow at the same rate as the per capita tax base for the UK 
as a whole, multiplied by the relative rate of population growth for the UK as 
compared with Scotland. 
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SUBMISSION FROM JOHN MCLAREN, FISCAL AFFAIRS SCOTLAND 

Finance Committee - pre attendance written submission with regards to the 
questions outlined in the Committee’s call for written evidence on Chapter 2 of 
the Command Paper ‘Scotland in the United Kingdom: An enduring 
settlement’.  

What needs to be included within a revised funding framework for Scotland 
and how do we ensure that it is fair, transparent, effective and mechanical 
rather than requiring regular negotiations?  

Detailed points on the proposed framework are outlined below. Whether the current 
proposal is what should be included in any revised framework is a very different 
question and not one that is addressed here.  

However, it is worth commenting on the “fair, transparent, effective and mechanical 
rather than requiring regular negotiations” aspect of the question above.  

First, in order to know whether these requirements are being met, each one needs to 
be clearly defined. Having done so, it is debatable whether each can be met at the 
same time, or at least to the same degree. It seems inevitable that there will be some 
degree of trade off involved. Consequently some degree of prioritisation across the 
requirements may be needed.  

Second, there is the question of whether each requirement is actually desirable, in 
particular with respect to the frameworks being mechanical. Barnett is highly 
mechanical in nature but this has brought its own problems. It may be better to 
accept that a degree of adaptability and an element of negotiation (which occurs 
even with Barnett) is probably inevitable, and welcome. If not, then introducing a 
funding mechanism that is transparent and mechanical may require softening the 
requirement for being fair (or at least what is considered ‘fair’ by one or other of the 
two government’s).  

What fiscal rules should be applied in order to ensure fiscal responsibility and 
debt sustainability?  

As the last recession showed, no fiscal rules are bullet proof and the consequences 
of their being broken are not automatic. For example, with regards to debt positions, 
Japan, Greece and Ireland each started the recession with debt as a share of GDP 
ratios of 180%, 118% and 29% respectively, but now find themselves in very 
different places. Hence, fiscal rules need to be adaptable to local conditions.  

Nevertheless there appears to be a growing consensus across OECD countries that 
‘good’ fiscal rules should incorporate (i) an annual borrowing limit or date-related 
target for reaching some form of ‘balanced budget’, and (ii) a limit or date-related 
target for debt as a % of GDP. However, it should be noted that any such 
‘benchmarks’ are not rooted in any well evidenced research or in any widely 
accepted theory of optimal debt.  
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It is also interesting to note that, pre recession, such rules tended to apply to 
maximums for annual borrowing limits (e.g. the EU’s 3% of GDP) and for debt as a 
% of GDP (e.g. the UK’s 40% limit). 

However, post recession, with such rules largely abandoned, the ‘new’ rules apply to 
turning round the current, unsustainable positions. So we get the UK’s current debt 
target as simply that it is falling, but with no sign as to what level it should fall to. On 
balancing the budget the target relates to the timing of reaching a such a balance, 
but with little indication of the longer term desired position.  

Inevitably the current UK fiscal rules will change in the medium term to take into 
account the current targets having been reached, but it remains unclear what these 
future targets might be. Furthermore, changes over time are also likely to occur, in 
line with the changing UK political discourse. It may well be that, due to the relative 
sizes involved, any such UK changes will take the lead on this, with Scotland being 
expected to follow suit.  

Despite the somewhat random nature of these targets, setting fiscal rules may still 
prove to be a worthwhile exercise. Academic research (1) suggests that such rules, 
along with supporting institutions, can help to achieve greater fiscal discipline, as the 
combination tends to force governments to better address unsustainable fiscal 
positions. Equally it gives markets confidence in the direction of travel and so allows 
for market borrowing without penalising costs.  

In general terms, and regardless of the actual targets, consistency of fiscal rules 
across the UK would be beneficial in terms of transparency and coherency and in 
terms of improving the likelihood of a mood of co-operation over effective 
management between government’s.  

What mechanisms are required to ensure the transparency and effective 
scrutiny of how the block grant is calculated including the operation of the 
Barnett formula?  

What mechanisms are required to ensure the transparency and effective 
scrutiny of adjustments to the block grant to reflect the tax revenues foregone 
by the UK Government?  

What mechanisms are required to ensure the effective working of the “no 
detriment” principle?  

(Taken together)  
On the assumption that the system outlined by the Smith Commission and in the 
Command Paper is what is going to be put in place then the key questions concern 
how the actual workings of the Barnett formula will be revised and, in particular, how 
it is adjusted over time.  

The original Barnett system is very simple, contrary to popular belief, and that is one 
of the reasons it was introduced and has lasted so long. As soon as you move away 
from this simplicity (including to the 2012 Act) then anomalies and difficulties start to 
emerge.  
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The Command Paper offers two worked examples (see para 2.4.14) of how the 
adjustment process will work. However, these examples are somewhat opaque and 
less than comprehensive. As an alternative Annex 1, here, expands on how the 
adjustment process works in practice and, hopefully, clarifies the outcomes.  

The results are not always intuitively obvious. For this reason it may take some time 
for government’s and the public to become comfortable with such adjustments. This 
means that there may be, initially at least, considerable scope for discontent over the 
adjustment process, from either side.  

With regards to the ‘no detriment’ principle, one key issue relates to the position 
where the raising of existing taxes is not equally spread across the UK. For example, 
Scotland’s share of Income Tax (IT) is notably lower than its population share (7.3% 
vs 8.3%) and this is largely down to fewer tax payers in the higher rate bracket. This 
has two major implications. First, any adjustment to the UK higher tax rate could 
disproportionately benefit or cost Scotland, depending on which share is used. 

Second, it means that, based on recent experience, Scottish IT revenues are likely to 
grow more slowly than the UK’s.  

Furthermore, if the UK population continues to rise faster than that of Scotland then 
IT is also likely to rise faster and so Scotland could, again, lose out. To compensate 
for this, any adjustment process may want to move in line with changes in UK IT per 
capita. The downside to this is that it does not allow Scotland to benefit from any net 
migration rise through being seen as a more attractive place to live and work. 
Although, as the Smith recommendations do not include powers over immigration, 
the scope to achieve this may be limited.  

Furthermore, the IT tax base will alter over time as a result of different 
demographics, either through ageing or through net migration patterns. This could 
affect what is seen as ‘fair’ in terms of the ‘no detriment’ principle.  

Complexity over time - Individual taxes may come and go, specific benefits are 
even more likely to come and go. As a result, over time it will be very difficult to 
follow what is the ‘correct’ adjustment is for a change in Scottish or UK policy.  

Even without the introduction of new taxes and benefits, over time the complexity will 
inevitably grow as rates and thresholds change and the calculation of the ‘no 
detriment’ compensation amount will become less precise. On the assumption that 
such imprecision will not be biased one way or the other it may be easiest to simply 
accept that this will be the case and that the swings and roundabouts will balance 
out.  

Second round impacts - While Scotland will keep any ‘above UK trend’ increase in 
IT, such an outcome suggests higher economic growth which should also result in 
higher growth in VAT (and other) receipts. At present, Scotland would receive a 
share of this increase, but not its full, higher than UK growth, share. Whether any 
attempt will be made to incorporate such second round effects into the adjustment 
process is not clear at present.  
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A revised Barnett formula will also heighten awareness of the existing ‘faults’ within 
the formula. The IFS have already highlighted one such issue, with regards to the 
treatment of business rates income. Another relates to the fact that the formula was 
originally designed to reduce the spending per head advantage seen for Scotland 
(and Wales and NI) over time. This convergence feature will remain as part of a 
revised Barnett formula, with no lower limit over how close the spending per head 
levels can get. A third concern relates to how differential population growth rates 
affect the ‘fairness’ of Barnett, as historical spending levels are maintained but new 
funds are allotted purely on an, annually updated, population basis. 

What additional borrowing powers for current spending and for capital 
spending should the Scottish Government have?  

What fiscal rules should be applied to these additional borrowing powers?  

(Taken together)  
A number of basic issues arise in relation to the correct approach to borrowing 
powers.  

- First, whether any limit applies and if it does whether it is fixed or variable. 
Some degree of adjustment to the economic and fiscal conditions that apply 
at the time is likely to be warranted, but it is difficult to be precise in such 
matters. The comments made above re fiscal rules in general are again 
relevant here.  

With regards to the borrowing for current versus capital spending issue, it is 
unclear whether such limits can be strictly applied in practice. This also brings 
up the issue of whether it is still necessary for Barnett to distinguish between 
current and capital consequentials. Given the extra responsibility being given 
to the Scottish government in a number of new areas, it seems odd that this 
restriction on the Scottish Parliament is still in place.  

- Second, whether borrowing is undertaken indirectly via the UK government or 
directly, or both. This is likely to have a bearing on the cost of future 
borrowing.  
 

- Third, how any borrowing responsibility/limits are split between local and 
central government in Scotland. What is the role that should be played by 
elected Scottish local authorities in agreeing borrowing limits and rules?  
 

- Fourth, the ability of the Scottish government to top up any existing UK benefit 
brings into question what borrowing limit applies as it could, in practice, put an 
effective ceiling on the scope for such adjustments.  

There is much scope for further discussion of each of these points although the final 
decisions are likely to result from political negotiation rather than from reference to 
academic research findings, such as they are.  
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How should inter-governmental machinery including the Joint Exchequer 
Committee be strengthened and made more transparent?  

What mechanisms should there be for reviewing the Statement of Funding 
Policy?  

What should be the role and remit of an enhanced Scottish Fiscal Commission 
and who should be responsible for generating the economic and fiscal 
forecasts?  

(Taken together)  
It is likely that the current nature of the JEC meetings, which are occasional and 
involve senior politicians, makes them unsuitable for a leading role in the future. 
Although such a body will no doubt need to continue, in order to give final approval 
to negotiations taking place at a lower level.  

The existing Scottish Fiscal Commission will need to be expanded in terms of its 
funding and staffing levels to undertake the work it will need to do. It’s remit is likely 
to be similar to that for the OBR, as, like the OBR, its most important role will be to 
bring ‘neutral’ information and analysis to the table, in order to enhance clarity and 
minimise the room for dispute.  

Similarly the Finance Department of the Scottish government will need to be 
expanded and better staffed. The overall result should be something akin to a 
Scottish Treasury and OBR, though on smaller in scale. As at the UK level, these 
two bodies will need to work closely with each other in order to fulfil their new roles.  

A better model of the Scottish economy and its finances is essential. It should be 
provided by either the OBR or its Scottish equivalent. This will not be easy as the 
current quality and breadth of economic and fiscal data available for Scotland is 
relatively poor.  

What lessons can we learn from the experience of other fiscal federations?  

There are always inconsistencies and quirks with regards to any regional or federal 
funding system but many other countries manage to survive them. Nevertheless, the 
UK’s asymmetry of powers in the existing quasi federal system is almost unique, 
Spain may be the closest to it (2). This makes the ability to attain a ‘fair, transparent, 
effective and mechanical’ system all the more difficult.  

In Scotland’s case it will also be highly devolved in the sense of full autonomy over 
setting of some taxes, as opposed to the use of assigned tax revenues. No other 
country has fully devolved IT to a region (save the Basque region of Spain), usually it 
is assigned rather than fully devolved e.g. Germany. Hence, it may well be that few 
international lessons are available, as all systems are different.  

Notes  
(1) See for example: ‘Fiscal Rules: Theoretical Issues and Historical Experiences’, 
NBER Working Paper No. 17884, 2012; and ‘Fiscal Rules in Response to the Crisis - 
Towards the Next-Generation Rules’, IMF Working Paper, WP/12/187.  
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(2) See for example: ‘Fiscal Devolution - some comparative examples’, SPICe 
Briefing Paper 14/88; and ‘Designing a European Fiscal Union: Lessons from 
Experience of Fiscal Federations’, IMF, 2014.  
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Annex 1 - Mechanics of (Rest of) UK Income Tax change example.  
If the UK government raises the Income Tax (IT) rate post Smith, then more IT is 
raised in the RUK but the amount raised in Scotland is unchanged.  

This extra revenue could be used a number of ways: 

- to offset reductions in other taxes, keeping overall (R)UK revenues the same 
 

- to be spent on services that are devolved (like the NHS) 
 

- to be spent on services that are not devolved (like Defence) 
 

- to be spent on reducing borrowing (and so debt levels and future debt interest 
related payments)  

If the extra RUK IT revenues were spent on devolved services then Scotland’s block 
budget would rise, through the continued use of the Barnett formula, even though 
Scots were not paying any more in tax.  

To adjust for this, it is assumed there would be a further, offsetting, cut in the 
Scottish block to return it to its previous position. Hence, if Scotland wanted the extra 
spending seen in the RUK then it too would need to raise the IT rate in order to 
access this extra funding.  

In each of the other cases outlined above the argument is slightly different but the 
appropriate outcome is the same.  

For example, if the rise in UK IT was spent on reserved areas like Defence or 
Pensions then Scotland also benefits from increased expenditure on these shared 
resources. Hence, a cut in the Scottish block might be considered appropriate, with 
Scotland then also having to raise the IT rate in order to ‘pay for’ its share of this 
extra spend on shared services. Otherwise it could be seen as a ‘free lunch’ 
scenario.  

Clearly a similar situation would happen if the reverse were true. If RUK reduced the 
rate of IT, this would feed through to lower spending in Scotland, either directly via 
the Barnett formula working, or indirectly through lower spend on public services in 
relation to Scotland. This in turn implies an increase in the Scottish block to adjust 
for this i.e. Scotland is still paying at the higher rate of income tax but is receiving 
less of a service (of some kind) and so needs to be compensated, i.e. it is neither 
receiving the new benefit of a lower tax rate nor the old benefit of the higher spend 
on the NHS/Defence/Pensions etc.  

Scotland could then choose whether to reduce the IT rate by a similar amount in 
order to benefit from a similar tax cut (and cut in its budget) or to continue to spend 
the extra, transferred, money on services.  

If this impact were in relation to devolved spending, like the NHS, then the increase 
in the Block grant would be to offset the Barnett related cut to the Block.  
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If it was in relation to reserved spending, like Pensions, then the increase would be 
to allow for higher pensions in Scotland, although this may need to be done indirectly 
e.g. through a huge increase in pensioner winter allowance or the introduction of a 
new benefit. Effectively the higher rate of Scottish IT (than in the RUK) would be 
paying for this. 
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