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FINANCE COMMITTEE 
 

AGENDA 
 

29th Meeting, 2014 (Session 4) 
 

Wednesday 19 November 2014 
 
The Committee will meet at 10.00 am in the Robert Burns Room (CR1). 
 
1. Decision on taking business in private: The Committee will decide whether 

to consider agenda items 3 and 4 in private and whether its consideration of 
draft reports on the Draft Budget 2015-16 and its inquiry into further fiscal 
devolution should be taken in private at future meetings. 

 
2. Further Fiscal Devolution: The Committee will take evidence from— 
 

Professor Anton Muscatelli, Principal and Vice-Chancellor, University of 
Glasgow; 
 

and then from— 
 

Professor Alan Trench; 
 
Ben Thomson, Campaign for Scottish Home Rule. 
 

3. British Sign Language (Scotland) Bill: The Committee will consider its 
approach to the Financial Memorandum of the British Sign Language (Scotland) 
Bill. 

 
4. Work programme: The Committee will consider its work programme. 
 
 

James Johnston 
Clerk to the Finance Committee 

Room T3.60 
The Scottish Parliament 

Edinburgh 
Tel: 0131 348 5215 

Email: james.johnston@scottish.parliament.uk 
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Finance Committee 

29th Meeting, 2014 (Session 4), Wednesday 19 November 2014 

Further Fiscal Devolution 

Purpose 

1. At its meeting on 1 October 2014, the Committee agreed to undertake an 
inquiry into further fiscal devolution. The Smith Commission is currently 
considering what further powers should be devolved to the Scottish Parliament. 
The purpose of this inquiry is to enable the Committee to contribute to this debate 
by conducting an inquiry examining the options for the devolution of further 
financial powers to the Scottish Parliament and the impact of such powers on the 
block grant.  

2. The Committee has issued a call for evidence in relation to the inquiry and 
has agreed to take evidence at a number of meetings up to December. 

3. At this meeting, the Committee will first take evidence from Professor Anton 
Muscatelli of the University of Glasgow, followed by evidence from Professor Alan 
Trench and from Ben Thomson of the Campaign for Scottish Home Rule. 

4. Written submissions from the witnesses are attached to this note. Members 
may wish to note that the submission from the Campaign for Scottish Home Rule 
is also the submission that was provided to the Smith Commission.  

 
Catherine Fergusson 

Senior Assistant Clerk to the Committee 
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Further Fiscal Devolution to the Scottish Parliament 
Written Evidence by Professor Anton Muscatelli 

 
Introduction 
 
At the outset, I should stress that I am providing this evidence in a personal capacity, 
as an economist, and not as Principal of the University of Glasgow.  In addition, as 
the Committee will know, I chaired an independent expert group (IEG) between 
2007-09, which provided analysis to the Commission on Scottish Devolution (the 
‘Calman Commission’). The views expressed here draw from that experience and 
my observation of the subsequent implementation of the Scotland Act (2012), but 
again are personal views.  
 
Economics and Politics: What General Principles Should Apply for the Devolution of 
Further Powers 
 
Before turning to the Committee’s questions on possible additional powers it is 
important to understand what framework economics can provide to what is in 
essence a political decision on which powers should be devolved. The IEG I chaired 
provided a framework for the analysis of different decisions on devolving financial 
powers to the Commission on Scottish Devolution (CSD), but the choices made 
within the Scotland Act were owned by the Commission, and ultimately by the UK 
and Scottish Parliaments. 
 
There are some broad principles which economics tells us should be used to judge 
devolved tax systems, and hence what further financial powers should be devolved 
to the Scottish Parliament. They also shed light on the issues which might arise 
under different scenarios. But there is no single ‘correct’ answer to the degree of 
devolution which should be implemented. My view, from a political economy 
viewpoint is that it depends on the balance of public opinion in Scotland. The 
democratic criterion is key to any settlement. There is little doubt that the political 
ground has shifted since the Scotland Act (2012) was drafted and implemented. The 
‘median voter’ in Scotland has greater appetite for additional devolution than it had 
even 5-7 years ago. Whilst the political judgement which the Smith Commission has 
to arrive at is a difficult one, it is ultimately one which, in a democracy, should seek to 
capture the view of the ‘median voter’ and through that of the majority of the 
electorate.  
 
The framework which we developed for the CSD highlighted a number of principles 
which could be used to analyse a financial framework or system. These are: Equity 
(between devolved areas), Efficiency and Accountability1.  
 
By equity across devolved areas we mean the ability of a system to distribute 
resources equitably between different parts of a country which have different levels 
of GDP per capita. A number of countries in their devolved systems seek to ensure a 
measure of horizontal fiscal equalization. Different devolved areas (regions, states or 
                                                 
1
 See IEG (2008, 2009). Initially we also highlighted the principles of ‘stability’ and ‘simplicity’, but we reduced 

the framework to three characteristics because these felt to capture the main trade-offs. Stability and 
simplicity were seen to have less marked trade-offs with the three main characteristics and could be 
developed to best effect within any given framework. 
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provinces) will have different levels of incomes (as measured e.g. by GDP per 
capita) and hence will have different capacities to raise taxes to fund public 
spending.  This horizontal equalization can be achieved through block grants which 
target economic need, or through pooling of risks through tax equalization funds. 
By efficiency we mean that tax systems should avoid distortions in behaviour by 
consumers and businesses, which leads to economic outcomes which are not 
desirable (e.g. reducing investment and growth) or wasteful tax competition between 
different tiers of governments (e.g. devolved and central) and which leads to 
outcomes which neither finds desirable. In the latter case ensuring a level of inter-
governmental co-operation or ensuring that central and devolved governments 
occupy different tax bases would tend to avoid inefficiency. 
 
By accountability we mean that governments that have responsibility to spend 
should also have the responsibility to raise the taxes which fund that spending. This 
ensures greater accountability of devolved government. Systems like the UK which 
largely fund devolved governments through block grants are said to display a large 
degree of vertical fiscal imbalance and hence less accountability.  The solution to 
this is to devolve more taxation powers so that spending parliaments/assemblies 
have the responsibility to raise their own taxes.  
 
Obviously there are trade-offs and tensions between these three principles. The 
choice of the optimal trade-off is a political matter which should be driven by 
democratic choice. For instance if one prefers greater accountability in devolved 
jurisdictions, one has to accept that there will be outcomes which will be less equal 
across a country as a whole. A desire for greater devolution may also result in 
greater tax competition. This will be more acceptable and more natural if there are 
very different perspectives between different devolved jurisdictions on issues such 
as e.g. which public goods should be provided by government, or around issues 
such as income inequality and social justice. If there are major differences in political 
preferences and social attitudes on public good provision and taxation and benefit 
structures, then a highly devolved system is more desirable. Another feature of 
economies which tends to create demands for more devolution is an uneven regional 
economic performance (eg in the UK the feeling that the very different performance 
of the London economy requires economic levers like tax and spending to be more 
devolved). 
 
As we pointed out in IEG (2008) different countries have chosen to position 
themselves at different points in this space. Countries such as Australia and 
Germany despite having federal  constitutions have put great emphasis on equity 
across different states and Lander. Central government grants are used to equalize 
outcomes in Australia and Germany, and these countries periodically assess the 
issue of horizontal equalization between jurisdictions. In contrast, countries like 
Canada, the USA and Switzerland allow a wider range of tax powers to be used by 
their provinces, states and cantons.   
 
As noted in Darby, Muscatelli and Roy (2002) and IEG (2008), the UK has one of the 
most centralized and vertically imbalanced fiscal systems amongst the OECD 
economies. In a recent paper Bell and Eiser (2014) calculate that Scottish 
Government and Local Authorities account for up to 50% of all spending in Scotland 
but only control 8% of the tax revenues. Even with the additional tax powers under 
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the Scotland Act (2012), that tax percentage will only rise to 17%. This is a greater 
imbalance than comparable countries which devolve 35-60% of spending powers 
(Germany, Finland, Sweden, Spain, Switzerland, Denmark). This produces less 
accountability through devolved democracy. 
   
What Further Financial Powers Should and Should Not be Devolved to the Scottish 
Parliament and Why? What would be the interactions with the UK government? 
 
Using the above framework, one can analyse the issue of additional devolved 
financial powers. If one starts from the premise that one wishes to reduce the vertical 
fiscal imbalance as a way of increasing the accountability of the Scottish Parliament, 
then realistically one has to look at devolving some of the major areas of taxation 
(For 2012-13: income taxation - £10.8bn, Oil and Gas/North Sea – £5.6bn VAT -
£9.3bn, Corporation Tax – £2.9bn, National Insurance (NICs)- £8.5bn, Fuel Tobacco 
and Alcohol duties - £4.3bn). Arguably the interdependence with the UK government 
would also be less with a lower vertical imbalance, as the residual block grant would 
be smaller and the degree of fiscal autonomy would be greater. This would produce 
greater accountability but there would be less horizontal equalisation across the UK 
unless one introduced an alternative to the current block grant.  
 
Looking at these in turn, income taxation devolution presents the least difficulties. 
The Scotland Act already makes a move in this direction, although the Scottish Rate 
of Income Tax (SRIT) is in essence a flat income tax superimposed on the UK tax 
structure of personal allowances and tax thresholds. Further devolving control over 
tax bands and thresholds would be a further evolution of the current system. Tax co-
ordination issues would be reduced by devolving income tax further as the UK and 
Scottish government’s decisions would become less interdependent. Clearly each 
government would need to take into account how their decisions would impact on 
location decisions by residents. However, from other countries we know that people 
choose their location not only on the basis of tax considerations but also on the basis 
of the public goods offered.   In terms of the efficiency criterion, the Scotland Act has 
already introduced the concept of a SRIT and so devolving income tax completely 
would introduce more complexity but this is already managed within other countries, 
which have multi-level income taxation. If Income taxation is devolved substantially 
or completely as proposed by a number of the political parties’ submissions to the 
Smith Commission, all power over thresholds, bands and personal allowances 
should also be devolved to allow the Scottish Parliament to address the progressivity 
of the tax system.  
 
If income taxation is devolved, other personal taxation such as employee NICs which 
are a tax on employment income could follow naturally. The main cost of such a 
decision would be the need to have a more comprehensive system of tax returns 
than is currently in place in the UK. NICs are seen by some as different to income 
taxes but in reality these are taxes on employment income which no longer provide 
cover for particular parts of the welfare system and hence are best seen as general 
taxes. Indeed, the UK has a very odd pattern of NIC+taxation bands which mean that 
the marginal tax rates are very uneven in the middle to high end of the earnings 
distribution. Discussions on devolving these taxes may, as a by-product, bring about 
a more efficient and linear UK tax structure.  
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Oil and gas taxation is geographically well-defined, and could be devolved. There is 
a precedent for devolving natural resource taxes in other countries. As we pointed 
out in IEG (2009b) it is technically feasible to do so and clear criteria could be 
developed. The main issue relates to the volatility of these tax revenues which would 
need to be smoothed over time e.g. through some ‘oil stabilization fund’.  It would 
certainly be highly undesirable to divide the jurisdiction over these taxes between 
Scotland and the UK because of the need to provide long-term visibility and minimize 
uncertainty on tax policy to the North Sea industry. If these taxes are devolved they 
should be fully devolved. 
 
Because of EU rules which may make VAT variation within the UK difficult, VAT may 
be a tax which is suitable for assignment rather than devolution to Scotland. 
 
In terms of welfare and benefit spending, some areas of welfare spending such as 
housing benefit is location-specific and might fit well with other areas of devolved 
policy. Other welfare benefits may be more difficult to devolve unless they are fully 
integrated into the personal taxation system.  In the case of tax credits linked to low 
incomes, these belong naturally with income taxes as they are designed to avoid 
benefit traps at low incomes.  
 
As we noted in IEG (2009) the devolution of corporation taxes raises the issue of 
efficiency as it may lead to tax competition between jurisdictions. One feature of that 
might be lower overall corporation taxes than might be desirable. One also has to 
avoid tax loopholes such as transfer pricing and ‘brass plate’ operations, which 
would allow UK companies to shift taxes between devolved jurisdictions without 
actually moving economic activity. These profit transfers have been prevalent within 
the EU and have caused considerable resentment.  However, as noted by the 
Holtham Commission (2010), there may be good reasons from the point of view of 
economic development, job creation and encouraging growth why corporation taxes 
and other linked instruments like R&D tax credits might be looked at for possible 
devolution. The best way to handle the efficiency issue would be to ensure that any 
differential rates within the UK would need to be linked to, say, employment levels. 
Another means of limiting tax competition would be to allow a limited amount of 
corporation tax variation within the UK, up to a certain rate up or down from the UK 
rate. 
 
Another tax which can be used to address local employment and economic 
development are employers’ NICs. Allowing reliefs and allowances might permit 
devolved governments to assist employment growth and thereby address uneven 
economic development across the UK. Tax competition issues here could be 
addressed in a similar way to corporation taxes or other duties.  
 
The same tax competition issues may relate to a lesser extent to fuel, alcohol and 
tobacco duties. The main risk here is more likely to be the creation of an incentive to 
evade these taxes through trafficking. Location-specific duties like Air Passenger 
Duties would seem suitable to devolve, as originally discussed in IEG (2008, 2009).  
 
As with all areas of tax competition, one way of reducing this incentive to compete 
between jurisdictions and dealing with efficiency issues would be for a greater 
degree of co-ordination at intergovernmental level (UK-Scotland) on taxation policy. 
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This would allow a way of addressing any concerns in taxes like corporation taxes 
which require some degree of co-ordination and avoid unwanted consequences such 
as a ‘race to the bottom’ in company taxation with a shift from company to personal 
taxation (cf the case of Switzerland). 
 
 
What are the Implications of further tax devolution for the block grant? 
The current block grant and the Barnett formula have been fully analysed in the 
literature on UK devolved taxation and I won’t repeat these issues here. Clearly the 
need for the block grant stems from the vertical fiscal imbalance discussed above. If 
sufficient taxation powers are devolved to Scotland to reduce the vertical imbalance, 
the need for the block grant is reduced. In such a model of extensive devolution and 
fiscal autonomy the issue is whether a grant would still be useful to deal with 
horizontal equalization issues.  
 
The introduction of the Scotland Act led to some interesting debates around the 
block grant adjustment to ensure that the devolved jurisdiction has an incentive to 
grow its own tax base. Of course a higher degree of fiscal autonomy reduces the 
degree of potential conflict on the block grant. 
 
Another issue is how to deal with asymmetric macroeconomic shocks which 
temporarily affect tax revenues in devolved administrations. Appropriately extended 
borrowing powers (current borrowing levels under the Scotland Act are not designed 
to deal with revenue smoothing) would be able to allow each devolved part of the UK 
to smooth out temporary shocks. However, as we have seen from other sub-
sovereign debt markets one would have to address how issues of debt sustainability 
and interdependence are managed across the UK. 
 
 Concluding remarks 
 
I have outlined the three principles which allow one to analyse alternative 
frameworks for devolved taxation in the UK. As I have pointed out, no set of tax 
devolution arrangements achieves an optimal outcome in each of these dimensions. 
There are trade-offs between these features of tax systems, and politicians have to 
choose how to achieve a balance which meets the (long-run) aspirations of their 
electorate: that is the ‘political economy’ solution to the problem. 
 
If the main issue to be addressed is the issue of greater autonomy, and hence 
accountability, for the Scottish Parliament, then the various parties’ proposals 
address this ‘vertical fiscal imbalance’ to  different degrees. Bell and Eiser (2014) 
calculate how the different parties’ proposals and the IPPR (‘DevoMore’) and Reform 
Scotland (‘DevoPlus’) proposals raise the proportion of taxes raised by the Scottish 
Parliament from the 17% under the Scotland Act. These range from the Labour party 
proposals which raise the tax coverage to just under a third of Scottish Parliament 
spending to the full fiscal autonomy proposed by the Scottish Government.   
 
The IPPR and Reform Scotland also produce extensive fiscal autonomy, covering a 
high proportion of all spending. There is no doubt that under the latter proposals and 
the Scottish Government’s proposal Scotland would emerge as one of the most 
fiscally autonomous fiscal jurisdictions in the OECD. 
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An important point to note is that there may be some ways to attenuate the trade-offs 
between the three characteristics.  Horizontal equalisation funds (through needs-
based grants) and policy co-ordination at intergovernmental level can help to achieve 
some degree of horizontal  equalization and encourage policy co-ordination between 
different central and devolved governments, to address tax competition and 
avoidance issues. If the Smith Commission decides on a compromise position 
between the parties positions’ it may look to these mechanisms to alleviate the trade-
offs.  
 
 
Anton Muscatelli, University of Glasgow 
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The Smith Commission,  

7th Floor,  

144 Morrison Street,  

Edinburgh 

EH3 8EX

Dear Lord Smith,

The Campaign for Scottish Home Rule (HomeRule.scot) includes people from across the political spectrum and from outwith 

politics who have come together to make the case for an effective, sustainable and productive Home Rule settlement for Scotland.  

This follows from the No vote in the referendum on Scottish independence where it has become evident that there is a desire 

amongst the people of Scotland to see meaningful Home Rule within the United Kingdom.

The membership of the campaign steering group is as follows:  

Matthew Benson  

Susan Egelstaff 

Hamira Khan  

Margaret Smith 

The Campaign believes that a Home Rule settlement is necessary to make the Scottish Parliament genuinely accountable and 

democratic, with increased responsibility over economic and social policy levers that gives the Scottish Parliament the tools 

required to increase prosperity and economic opportunity, tackle inequality and create a fairer and more sustainable society.

Scottish Home Rule would bring decision making closer to home acting on the principle of subsidiarity, empowering the people of 

Scotland and their parliament and giving them the tools needed to respond effectively to distinct Scottish priorities, opportunities 

and challenges.

A number of proposals about further devolution have come forward since the referendum. However, we do not believe that 

the next devolution settlement should be simply a horse trade between the different political parties since the risk is that this 

would lead to a solution which is neither sustainable nor stable. Therefore, we would urge the Smith Commission to adopt clear 

underlying principles. This is in and of itself our core recommendation to the commission. That said, our preferred outcome is that 

the commission’s final recommendations satisfy our three basic principles.  

 •  Responsibilities devolved:  We believe there should be a presumption in favour of devolving responsibility to Holyrood.  

   Schedule 5 of the Scotland Act 1998 should be reviewed and the burden of proof for reserving a power rest with  

   Westminster should it wish to retain that responsibility. The precedent was set in the original 1997 Act, but the  

   implementation of it has not been in keeping with the spirit of its intent.

   Therefore, at the very least, the Scottish Parliament should have control over those reserved powers which are linked to  

   current devolved responsibilities.  

   In particular, we would argue that this would include substantial welfare powers. According to Government Expenditure  

   & Revenue Scotland 2012/13, 95% of identifiable expenditure by the UK Government in Scotland comes under ‘social  

   protection’. This amounted to £16.4bn in 2012/13. The main aim behind spending on social protection is to alleviate  

   poverty. However, many of the other areas associated with welfare and reducing poverty, for example social inclusion  

   and housing, are devolved. This split in programmes between Westminster and Holyrood means that policy can end up  

   being unfocussed and inefficient. Since devolution, different Scottish Governments have unveiled different proposals  

   to address poverty and inequality in Scotland. Regardless of the merits of these programmes, the ability of Holyrood to  

   address this problem is seriously hampered because the main levers by which to address it are held by Westminster – the  

   Scottish Government can do little more than tinker around the edges.

   Even if only those welfare powers that were linked to existing Holyrood responsibilities were devolved (with the main  

   exception of pensions, maternity/paternity pay and free TV licences for over 75s) this would mean roughly an additional  

   £6.5bn of expenditure being devolved to Holyrood. 

   As more responsibilities are devolved to the Scottish Parliament, it is important to include this change to both tiers of  

   government within calculations for working out the income necessary to raise what you spend. However, this review  

   should not just look at expenditure responsibilities contained within Schedule 5, but all current reserved areas of policy.  

   For example, regulation of the labour market has a substantial impact on an economy and society and should be  

   thoroughly re-examined.

Derek Brownlee  

Alison Elliot 

James Mackenzie  

Ben Thomson

John Dunsmore  

Richard Kerley  

Henry McLeish  

Andrew Wilson  
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 •  Raising what you spend:  Ensure that both Holyrood and Westminster have responsibility over the tax and borrowing  

   powers required to make each of them responsible for raising the money that they spend. We believe if either tier of  

   government is overly reliant on fiscal transfers from the other (whether that is from Westminster to Holyrood, or  

   Holyrood to Westminster) this diminishes responsibility and blurs lines of accountability. The arrangements, however,  

   should allow the Scottish Parliament and Government to enjoy the fiscal fruits of higher economic growth or reduced  

   social inequalities and the costs of the opposite. This, in turn, will set responsibility-driven incentives that should improve  

   policy making. Without such a principle, the risk is that the fiscal burden drifts upwards to plug the gaps left by policy  

   differences with rUK damaging prosperity, job creation and welfare in the longer term. 

   Under the Scotland Act 2012, just 22.5% of its expenditure is raised by the Scottish Parliament. We believe far greater tax  

   powers need to be devolved so that the Scottish Parliament is responsible for raising what it spends.  

   We believe that the principle of raising what is spent is more important than the specific taxes which are initially devolved.   

   However, within this, it is important that the fiscal levers are sufficient to support distinct economic and social policy  

   choices here in Scotland.

   Both Westminster and Holyrood should have the powers to change, create or abolish taxes for which they are responsible.   

   Therefore, we would expect over time the nature of the taxes raised by each parliament could and might change to reflect  

   emergent social patterns.

   We also believe that this principle should not be influenced by how political parties wish to use the powers. It will be the  

   responsibility of future Scottish Parliaments, and the parties that control them, to determine how the powers are used  

   making them properly accountable to the electorate. 

   We also believe that where taxes are devolved, they should be devolved in full, giving the Scottish Parliament the ability  

   to vary bands and rates as well as being able to replace them should it wish. We do not believe that simply assigning  

   revenue is the most effective way of ensuring greater accountability. It would be easier for Westminster to reserve certain  

   tax powers in the same way it currently reserves specified powers with the rest devolved.

   There should be a balanced and stable way for the deficit to be funded at both a UK and Scottish level. One solution to  

   this is that any debt raised at a UK level is designated on a per head basis between Scotland and the rest of the UK. Any  

   further borrowing, if needed, would be done by the Scottish Government based on prudential borrowing patterns  

   determined by the Scottish Government, but within UK monetary policy guidelines.  

   Part of the responsibility of such a shared UK-wide monetary and fiscal regime should be to ensure that areas of the UK  

   with economic or social difficulties should have access to support through re-distribution and that Scotland  contribute its  

   fair share to fund such support. Such UK cohesion funding or transfers between better performing regions of the UK and  

   others would depend on the point in the cycle each finds itself in or to compensate for the negative economic impacts of  

   proximity to major growth hubs. Such transfers should be clear, explicit and stable.

 •	 	 Mutual	 respect: We understand the desire to ensure the Scottish Parliament is made permanent. Without a written  

   constitution for the UK or similar changes at that level we cannot see how this could be meaningfully implemented in  

   anything other than a symbolic way. However, we believe that we can address the democratic deficit and improve the  

   relationship between Scotland and the rest of the UK by strengthening the mutual respect between parliaments and  

   considering other ways to strengthen the security of the constitutional position of Holyrood. Consideration should be  

   given to a written Scottish constitution within the UK arrangements and ahead of further reforms at that level. Other  

   institutional arrangements to ensure stable co-operation and working arrangements between Holyrood and Whitehall/ 

   Westminster should be created. 

It is important that such respect flows not just between Westminster and Holyrood, but also between Holyrood and local 

government. As such, we would hope that if and when, greater powers are devolved to Scotland, the Scottish Government would 

seriously consider devolving some of these new powers, as well as some of its existing powers, to local authorities.

We welcome the consultative process of the Smith Commission and urge the committee to adopt our principles as a starting point 

for an effective, stable and clear Home Rule Settlement for Scotland.

Yours sincerely,

The Steering Group of the Campaign for Scottish Home Rule

Matthew Benson  

Susan Egelstaff 

Hamira Khan  

Margaret Smith

Derek Brownlee  

Alison Elliot 

James Mackenzie  

Ben Thomson

John Dunsmore  

Richard Kerley  

Henry McLeish  

Andrew Wilson  
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Appendix	–	Background	tables	for	information

According to Government Expenditure & Revenue Scotland 2012-13, published in March 2014, total public sector spending in Scotland 

in 2012-13 was £65.2bn. Of this £38.6bn, or 59%, was spent by the Scottish Government and local authorities. During the same period 

£53.1bn of public sector revenue was raised, yet only £4bn, or 7.5%, was raised by taxes controlled by Holyrood. As a result, Holyrood was 

only responsible for raising 10% of what it spent.  

Table 1 below outlines the current fiscal gap, what it will be under the powers already devolved by the Scotland Act 2012 which are not yet 

in force, as well as the impact that each of the unionist parties’ proposals would make. (Table 1 does not include assigned revenue).

Table 1: Constitutional options

£m Current Scotland	Act	2012 Labour Conservative Lib	Dem

SP	expenditure	12/13 38,546 38,546 38,546 38,546 38,546

Additional	spending	powers Housing Benefit 1,728 Housing Benefit 1,728

Attendance  
Allowance

481 Attendance  
Allowance

481

New	SP	expenditure 38,546 38,546 40,755 40,755 38,546

SP Taxes Council Tax 2,006 Council Tax 2,006 Council Tax 2,006 Council Tax 2,006 Council Tax 2,006

NDR 1,981 NDR 1,981 NDR 1,981 NDR 1,981 NDR 1,981

10p Income Tax 4,346 10p Income Tax 4,346 Income Tax ^ 10,865 Income Tax ^ 10,865

Landfill Tax 100 Landfill Tax 100 Landfill Tax 100 Landfill Tax 100

Stamp Duty Land Tax 236 Stamp Duty Land Tax 236 Stamp Duty Land Tax 236 Stamp Duty Land Tax 236

5p Income Tax 2,000 APD 234 APD 234

Capital Gains Tax 292

Inheritance Tax 243

Aggregates Levy 45

Income	raised	from	SP	taxes 3,987 8,669 10,669 15,422 16,002

SP	tax	income	as	%	of	SP	
expenditure

10.34% 22.49% 26.18% 37.84% 41.51%

Total	tax	revenue	raised	in	
Scotland

53,147 53,147 53,147 53,147 53,147

SP	tax	income	as	%	of	total	
tax	raised	in	Scotland

7.50% 16.31% 20.07% 29.02% 30.11%

^ The Conservative and Liberal Democrat proposals would not devolve control over income tax payable on savings and dividends, nor over the personal allowance. For the purpose of this table we have 
allocated the full amount of income tax collected in Scotland to the Scottish Parliament. However, we would call on both parties to publish figures explaining exactly what percentage, and how much revenue, 
they believe their income tax proposals would devolve. 

It is important to highlight the situation regarding the deficit.  Scotland does indeed spend more than it raises in tax. However, so does  

the UK as whole. As Table 2 below illustrates, the Scottish deficit has been, marginally, higher than the UK’s for four of the last nine years, 

but was also significantly lower in other years.

Scotland contributes towards the cost of the UK’s total borrowing, through unidentified expenditure; therefore, we believe Scotland is 
entitled to a fair share of the money that the UK borrows each year to meet expenditure. It would be wrong to expect revenue to cover 
expenditure for Scotland when it doesn’t for the UK as a whole. Table 2 illustrates the effect of allocating to Scotland a share of the 
borrowing based on the UK’s deficit as a proportion of revenue. This would have given Scotland a surplus in some years, though in other 
years it would have had to borrow additional funds itself to meet its expenditure, and must therefore have the power to do so.

Table	2:	Scotland	and	UK:	Revenue,	expenditure	and	deficit	figures

£m 2004/5 2005/6 2006/7 2007/8 2008/9 2009/10 2010/11 2011/12 2012/13

Scotland: Westminster taxes 38,230 44,405 46,091 48,758 51,653 43,950 47,912 52,398 49,160

Scotland: Scottish taxes 3,285 3,509 3,603 3,659 3,696 3,783 3,861 3,917 3,987

Scotland:	Total	revenue	raised 41,515 47,914 49,694 52,417 55,349 47,733 51,773 56,315 53,147

Scotland: Westminster expenditure  
(inc non-identifiable)

18,683 19,488 19,878 20,897 23,408 24,596 26,186 26,533 26,659

Scotland: Scottish Government & Local authority 
expenditure

25,835 28,189 30,214 32,308 36,032 37,491 37,909 38,336 38,546

Scotland:	Total	expenditure 44,518 47,677 50,092 53,205 59,440 62,087 64,095 64,869 65,205

Scotland: Deficit / Surplus -3,003 237 -398 -788 -4,091 -14,354 -12,322 -8,554 -12,058

Scotland: Deficit as a % of revenue 7.23% -0.49% 0.80% 1.50% 7.39% 30.07% 23.80% 15.19% 22.69%

UK: Taxes 452509 486,533 518,983 548,452 536,271 516,109 555,506 576,933 586,925

UK: Expenditure 471136 501,180 522,904 555,652 635,626 673,402 694,705 694,315 701,681

UK: Deficit / Surplus -18,627 -14,647 -3,921 -7,200 -99,355 -157,293 -139,199 -117,382 -114,756

UK: Deficit  as a % of revenue 4.12% 3.01% 0.76% 1.31% 18.53% 30.48% 25.06% 20.35% 19.55%

UK: Deficit as a % of revenue applied to Scottish 
revenue level 

1,709 1,442 375 688 10,255 14,547 12,973 11,458 10,391

If UK deficit as % of revenue applied to Scottish 
revenue figures: Scottish deficit/surplus

-1,294 1,679 -23 -100 6,164 193 651 2,904 -1,667

Source: GERS 12/13 for 2008/09-2012/13; GERS 8/9 for 2004/5-2007/8
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Further Fiscal Devolution to the Scottish Parliament 
Written Evidence by Professor Alan Trench 

 

1. This memorandum is intended to assist the Committee in relation to my oral 
evidence on 19 November.  It supplements the memorandum I submitted in 
advance of my appearance before the Committee on 25 June 2014, a copy of 
which is annexed to this for convenience of reference.  My earlier memorandum 
addresses the first three issues raised by the Committee in its Call for evidence, 
on which I shall be pleased to elaborate in my oral evidence.  This memorandum 
is principally concerned with the last three issues, that is the extent the Scottish 
Government may be constrained in its use of its new tax powers by UK-level 
fiscal decisions, the implications of further fiscal devolution for the block grant, 
and the implications of further financial powers for tax collection agencies and the 
role of Revenue Scotland.   
 

Constraints from UK-level tax decisions  

 
2. In principle, within the devolved sphere of tax authority, a devolved government 

should be free to make such decisions as it sees fit.  This is a key distinction 
between partial fiscal devolution, as discussed in my earlier paper Funding Devo 
More and adopted as policy by the pro-UK parties, and models of full fiscal 
autonomy (or indeed a currency union under independence).1  The limited nature 
of fiscal devolution paradoxically increases the autonomy a devolved government 
has, or should have, in relation to matters devolved to it.  There is no need for the 
sorts of overarching constraints on fiscal policy that would be necessary under 
the more extensive models, as the devolved powers would not be sufficient as to 
create a risk of serious harm to the economy of the UK as a whole or its other 
parts.   
 

3. There are of course a number of constraints inherent in the present plans for 
fiscal devolution.  The Scotland Act 2012 requires the Scottish rate of income tax 
to be the same across all three bands, the so-called ‘lockstep’, though this 
provision has now been abandoned as part of similar proposals for Wales, and 
section 296 of the (UK) Finance Act 2014 and Schedule 38 to the Act revise the 
way the three rates are defined so as to make it easier to abandon the lockstep 
for Scotland as well.  The Scotland Act 2012 also provides for the establishment 
of new taxes by the Scottish Parliament, subject to the consent of HM Treasury.  
The published criteria for approving such new taxes (set out on pp. 32-3 of the 
2010 Command paper Strengthening Scotland’s Future, Cm 7973) are somewhat 
restrictive and give HM Treasury a great deal of discretion.  While there is a valid 

                                                 
1 A. Trench, Funding Devo More: Fiscal options for strengthening the Union (London: Institute for Public 
Policy Research, 2013), available at http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-
strengthening-the-union .  

http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-strengthening-the-union
http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-strengthening-the-union
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UK interest in ensuring that new Scottish taxes neither predate other existing tax 
bases, or cause fiscal distortions with effects outside Scotland, these criteria 
imply a view that new taxes should not be introduced, rather than that this is a 
matter first and foremost for the Scottish Parliament.   
 

4. The three pro-UK parties all apply different restrictions to devolved income taxes.  
Scottish Labour’s are the greatest, with devolution of 15 tax points and a limited 
power to vary.  Both the Scottish Lib Dems and Scottish Conservatives support 
devolution of all income tax, including the power to set rates, and the thresholds 
between rates, subject to a UK-wide personal allowance.  In addition, it is clear 
that the fundamental definition of income must remain the same across the UK, 
and also that the rules about the tax status of pensions contributions must remain 
UK-wide (as otherwise the reserved area of pensions will become unworkable).   
 

5. Certainly as far as the Conservative and Lib Dem position is concerned, it is hard 
to see how UK-level tax decisions about income tax would constrain use of the 
devolved power.  Indeed, the agreement to use the ‘indexed deduction’ approach 
to reducing the block grant minimises the scope for UK decisions to affect 
devolved ones, since UK changes to the income tax base would be reflected in 
the annual deduction made from the block grant.   

 

Impact of further tax devolution on the block grant  

 
6. Two problems arise from the proposed continuation of the current arrangements 

for the block grant as part of the package of further fiscal devolution.  First is the 
question of the discretion this gives to HM Treasury.  Such discretion includes:  
 

a. the determination of departmental comparability percentages, which itself 
depends on deciding which spending programmes of UK Government 
departments relate to UK-wide functions and which relate only to England.  
This has caused problems in the past, most notably and obviously over the 
categorisation of spending on the 2012 London Olympics, particularly the 
regeneration element of that spending.2   

b. whether departmental spending in fact changes or not, and so whether a 
consequential payment or deduction is due.  This is less of a problem 
under the current UK Government than under its predecessor (as the 

                                                 
2 For more detail, see posts on the ‘Devolution Matters’ blog, particularly the following: ‘The Barnett formula 
and the Olympics’ 3 June 2010, http://devolutionmatters.wordpress.com/2010/06/03/the-barnett-formula-and-
the-olympics/;  ‘Joint Ministerial Committee meets in dispute-resolution mode’, 14 October 2010, 
http://devolutionmatters.wordpress.com/2010/10/14/joint-ministerial-committee-meets-in-dispute-resolution-
mode/;  and ‘The 2012 Olympics and the Barnett formula: an end to the row’, 23 December 2011, 
http://devolutionmatters.wordpress.com/2011/12/23/the-2012-olympics-and-the-barnett-formula-an-end-to-the-
row/.   

http://devolutionmatters.wordpress.com/2010/06/03/the-barnett-formula-and-the-olympics/
http://devolutionmatters.wordpress.com/2010/06/03/the-barnett-formula-and-the-olympics/
http://devolutionmatters.wordpress.com/2010/10/14/joint-ministerial-committee-meets-in-dispute-resolution-mode/
http://devolutionmatters.wordpress.com/2010/10/14/joint-ministerial-committee-meets-in-dispute-resolution-mode/
http://devolutionmatters.wordpress.com/2011/12/23/the-2012-olympics-and-the-barnett-formula-an-end-to-the-row/
http://devolutionmatters.wordpress.com/2011/12/23/the-2012-olympics-and-the-barnett-formula-an-end-to-the-row/
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present government is less prone to making multiple announcements 
about the same spending change), but it remains an issue.   

c. what the quantum of any consequential payment is, given possible 
uncertainties about the size of the change in the UK Government 
department’s spending.   

d. what happens in the event of any disagreement, since – even if the 
disputes avoidance and resolution provisions in the Memorandum of 
Understanding are invoked – all that does is, ultimately, to refer the issue 
to a UK minister who will seek to mediate the disagreement.3  If HM 
Treasury refuses to change its position (as, again, happened in the case of 
the 2012 London Olympics), there is nothing the devolved administrations 
involved can do.   
 

These arrangements are inappropriate for the constitutional circumstances which 
now exist, where devolved governments have their electoral mandate and distinct 
composition.  Treating them as if they were Whitehall departments, and part of a 
single administration bound by UK Cabinet collective responsibility, fails to 
correspond with constitutional reality.   

 
7. Instead, there needs to be extensive reform of the administrative arrangements 

for the block grant, so that there is better published information about the working 
of the grant, and so that HM Treasury’s decisions are subject to external scrutiny, 
perhaps as part of the overall audit of UK Government activities.  In addition, 
there needs to be an independent and impartial figure or body to mediate in the 
event of disagreements.   
 

8. The second problem relates to the use of the mechanism of making a deduction 
from the block grant to allow for devolved tax-setting powers.  What this will entail 
if other taxes are devolved is unclear, but for income tax it is agreed that the 
mechanism will be the ‘indexed deduction’ approach, though little detail has been 
made public about the likely numbers involved.4  However, what this approach 
will mean will be the calculation of  what the block grant would be, as at present; 
a calculation of what the reduction of the block grant should be, applying that 
‘indexed deduction’ mechanism; and the subtraction of the latter from the former.   
Given the problems with the Barnett formula already noted, and the lack of 
transparency there is about the working of the block grant generally, this raises 
serious concerns.  It will be hard to know how accurate the figures used in those 
calculations are, and there is a risk that both calculations will become 
increasingly notional.  Whether such a system is in fact sustainable or durable in 

                                                 
3 See Memorandum of Understanding and Supplementary Agreements Between the United Kingdom 

Government, the Scottish Ministers, the Welsh Ministers, and the Northern Ireland Executive Committee, 
October 2013, Supplementary Agreement A3.   
4 See Second Annual Report on the Implementation and Operation of Part 3 (Financial Provisions) of the 
Scotland Act 2012, May 2014, SG/2014/53, chapter 8.   
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the longer term is open to question.  (In chapter 6 of Funding Devo More I 
suggested an alternative approach.)   
 

Revenue Scotland and further powers  

 
9. There are open questions about how any further devolved taxes should be 

collected.  Where such taxes continue to operate across the whole of the UK – as 
with income tax, in particular – there are strong arguments for a single tax 
collection agency.  There are considerable advantages regarding the holding and 
exchange of information, convenience for the taxpayer in dealing with a single 
agency, and maintaining the convenience and effectiveness of the PAYE system, 
in particular.5  There is clearly a role for Revenue Scotland in scrutinising the 
effectiveness with which HM Revenue & Customs discharges its role in collecting 
taxes on behalf of the Scottish Parliament, but asking Revenue Scotland to 
collect taxes itself would be ultimately be likely to increase the burden on 
taxpayers while reducing the effectiveness of tax collection.   
 

10. That said, there are clearly good reasons to reconsider the arrangements for the 
accountability of HM Revenue & Customs to the Scottish Parliament, if it 
becomes responsible for collecting more tax revenue on behalf of the Parliament.  
That should include statutory formal accountability to the Scottish Parliament, and 
the right to appoint a member of the Board of HM Revenue & Customs.  HM 
Revenue & Customs needs to be equally accountable to all governments on 
whose behalf if collects taxes, not an agency of one government that happens to 
provide certain services to another.  The current ‘clear line of sight’ is, in my view, 
insufficient for this purpose.   

 
11. There are also considerations of the cost of paying for the collection of such 

taxes.  Since HM Revenue & Customs appears to proceed on the basis that the 
full marginal costs of devolved tax collection should be borne by devolved 
administrations, it is hard to see how there is any argument that it should not be 
fully open to scrutiny by the Parliament or bodies the Parliament designates for 
those charges.  Otherwise, the Scottish Government is simply obliged to pay a 
bill for a service, with no opportunity to question the amount of that bill at all.   

 
12. In addition, the time has now come to reconsider the mechanism by which the 

block grant is paid to devolved governments.  At present, funds are voted by the 
UK Parliament to the Secretary of State, who passes the block grant to the 
devolved governments after deducting the costs of running his or her office.  
While these are modest (£7.9 million in 2013-14, out of a total block grant of 
£28.4 billion, according to the Scotland Office’s annual report), it is hard to see 
the constitutional rationale for this approach any longer, nor is it appropriate for 

                                                 
5 See further Funding Devo More, chapter 7.   
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one government’s allocated resources also to bear the costs of managing 
another government’s relations with the first government.   

 
 
 
Alan Trench  
15 November 2014  



Annexe 

 
 

Inquiry into Scotland’s Public Finances Post-2014 
Written Evidence by Professor Alan Trench 

 
1. This memorandum is intended to set out some key points to assist the Committee 

in advance of my oral evidence to it on 25 June.  In it, I am chiefly concerned with 
the implications of a No vote in September’s independence referendum.  So far as 
a Yes vote is concerned, I have little to add to evidence of previous witnesses 
before the Committee.   
 

2. This paper draws on my work on the Institute for Public Policy Research’s ‘Devo 
More’ project, with Guy Lodge.  That project has produced a number of outputs, 
including a detailed discussion of a workable decentralised financial system for the 
UK, Funding Devo More, published in January 2013.1   
 
The purpose, form and implications of tax devolution 
 

3. The most important issue about tax devolution is what purpose or purposes it is 
meant to serve.  Tax devolution cannot simply be about ‘autonomy’, and devolution 
within a single state is about securing an appropriate balance between autonomy 
for particular units and equity across the state as a whole, and about ensuring that 
tax bases as well as resources relate to the functions of the respective 
governments.  It is also about ensuring that finance ministers have reasonably 
controllable and predictable revenues and – given the division of functions 
between sub-state and central governments – an appropriate measure of control to 
influence the economy of that sub-state region given the ways in which that 
function is shared.   
 

4. There are cases where devolved or decentralised services can best be funded by 
a grant.  That is, however, not the case for Scotland, where devolution in 1998 not 
only involved the devolution of responsibility for around 65 per cent of identifiable 
public expenditure in Scotland, but a much wider transfer of responsibility than 
merely the administration of public services that were substantially common across 
the UK.2  Fiscal devolution is a necessary concomitant of the sort of devolution that 
was enacted in 1998.   
 

5. In the case of a devolved Scotland after a No vote, the division of functions is likely 
to remain substantially the same as at present, in spending terms.  Devolution of 
some welfare functions is on the table, the most radical proposals being those set 
out in our Devo More and Welfare report.3  This proposed devolution of Housing 

                                                 
1 A. Trench, Funding Devo More: Fiscal options for strengthening the Union (London: Institute for Public Policy 
Research, 2013), available at http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-
strengthening-the-union.  
2 See further A. Trench ‘Devolution Plus’: What It Might Entail and Where It Might Lead’ Scottish Affairs, no. 
68, summer 2009, pp. 51-71.   
3 G. Lodge and A. Trench Devo More and Welfare: Devolving benefits and policy for a stronger union (London: 
Institute for Public Policy Research, 2014), available at http://www.ippr.org/publications/devo-more-and-welfare.  

http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-strengthening-the-union
http://www.ippr.org/publications/funding-devo-more-fiscal-options-for-strengthening-the-union
http://www.ippr.org/publications/devo-more-and-welfare
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Benefit and Attendance Allowance, the administration of the Work Programme, 
and a power to supplement additional welfare.  Even with these proposals, the 
most significant spending commitments of the Scottish Government would be for 
health and education functions.  The costs of these functions are both inflationary 
and mildly anti-cyclical in nature; they tend to go up when times are good, as 
demand for them is essentially unlimited and general cost and wage inflation drive 
up costs.  But there tends to be a particular spike when times are bad; people stay 
in or return to education if jobs are scarce, to improve their standing in the labour 
market, and people under financial pressures tend to have health problems too.  
This means that devolving highly volatile tax bases makes little sense; it creates 
the risk of reducing devolved government revenues just as demand for services it 
provides increases.  Fiscal devolution in a UK context needs first and foremost to 
ensure that devolved governments not only have access to substantial tax bases, 
but to relatively stable ones.   
 

6. A further important issue is the burden of costs arising from tax devolution, how 
substantial these are and where they fall.  These costs are usually categorised as 
administrative costs (those incurred by governments and tax agencies in 
administering a tax system) and compliance costs (those incurred by tax payers in 
submitting tax returns and paying their taxes).  Governments are also concerned 
with how effectively they can collect taxes.  The UK’s systems score relatively well 
by international standards, particularly the Pay As You Earn system for income tax, 
which collects large proportions of the revenues due at modest cost for the tax 
collection agency and minimal complication for the taxpayer.  A government that 
sought to disrupt these arrangements would risk reducing its own revenues, 
increasing the burden on taxpayers, or both.    

 
7. Reviewing the options for tax devolution for Funding Devo More, I concluded that 

the best options were for outright devolution of personal income tax, and 
assignment of a substantial proportion of VAT receipts (since VAT cannot be 
devolved within a single state).  Income tax is a substantial and highly visible 
source of revenue, accounting for about 23 per cent of total revenues generated in 
Scotland, which is not particularly volatile.  Devolving would provide a power lever 
to shape economic and social policy as well generating revenue.   

 
8. Assigning a portion of VAT revenues – but not devolving control of rates or 

incidence of the tax – is a more controversial proposition.  VAT is both a relatively 
stable tax in the short-medium term, and a growing tax base in the longer term, so 
it is attractive in that respect. Moreover, retaining the receipts from the tax would 
give the Scottish Government both a direct interest in ensuring economic growth, 
and a way of reaping the fiscal rewards of doing so.  That would help make a 
measure like universal childcare much more affordable and practicable.  
Assignment of the tax does present some difficulties, particularly as there is an 
asymmetric transfer of risk (albeit one mitigated by the relative stability of VAT 
revenues).  However, any government would want to set a sales tax, and EU rules 
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mandate one for any EU member, whether independent or not.  Given the limited 
range of practicable options, assigning VAT receipts becomes more attractive than 
it might be if one were designing a fiscal system from scratch.   

 
9. Land taxes should also be devolved, a process which will be well underway in April 

2015 when landfill tax and stamp duty land tax are devolved.  (As well as the 
aggregates levy, there would be a case for devolution of capital gains tax in 
relation to transactions in land as part of completing that process.)  Devolution of 
duties on tobacco and (particularly) alcohol would be desirable, though EU legal 
constraints and indeed the Treaty of Union make that problematic, quite apart from 
issues of smuggling.  If a further major tax base were to be devolved, the best 
choice would probably be employers’ National Insurance Contributions.  However, 
the relatively limited scale of likely welfare devolution weakens the case for that 
move, which would be appropriate if substantial welfare functions were to be 
devolved but not otherwise.   

 
10. The ‘Devo More’ package, with devolution of all income tax and assignment of 10 

points of VAT, would provide for about half of devolved spending being covered by 
tax bases under the direct control of the Scottish Parliament.   

 
11. One tax not suitable – by almost any measure – for devolution is corporation tax.  

It is not a major source of revenues, corporation tax receipts are highly volatile, 
and devolution would significantly add to compliance burdens for taxpayers, 
particularly small businesses, while probably also adding to administrative costs 
and undermining collection rates for government.  Moreover, the constraints that 
would need to be imposed on its devolution – to ensure that the devolved tax rate 
and other benefits applied only to tax receipts generated in Scotland and not in 
other parts of the UK, and to comply with EU law on state aids – would be a further 
factor, both limiting the use the Scottish Government might make of it and the 
burdens on taxpayers.   

 
12. Similarly, oil and gas revenues are unsuitable for either devolution or assignment.  

Devolving them would raise serious legal difficulties under EU law, and expose 
Scottish public services to the problems of volatility that they present.  Particularly 
if some or all of these revenues were assigned (not devolved outright), there would 
be no control over the receipts, which are determined by such factors as the 
extraction rate and global oil prices, neither of which would be under the control of 
the devolved government.  There are good public finance reasons for the UK 
Government, with its wider tax base and greater scale, to manage such volatility.  
(Indeed, as the Committee will be aware, Angus Armstrong considers the scale of 
such problems as so serious as to make a debt-for-oil swap desirable in the event 
of independence.4)   

                                                 
4 A Armstrong and M Ebell Scotland’s Currency Options National Institute of Economic and Social Research 
Discussion Paper No. 415 (London; October 2013)  
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13. All three pro-UK parties are now committed to further forms of devolution in the 

event of a No vote.  They have strong electoral reasons to deliver that, given that it 
is the preferred option of Scottish voters, and clearly has been for a considerable 
time.  The key questions concern the means and timescale by which that happens.   

 
 

Grants and the Barnett formula  
 

14. ‘Protecting the Barnett formula’ has acquired almost totemic status for all parties in 
Scotland.  Certainly the Barnett formula treats Scotland generously, with a grant 
that exceeds any reasonable calculation of relative needs and – varying from year 
to year and depending on how they are calculated – tax revenues generated by 
Scotland.   

 
15. The Barnett formula system has a number of virtues, apart from the generosity of 

the quantum of funds it allocates to Scotland.  Most notably, it provides stable and 
predictable resources to fund services whose costs are (as noted above) 
somewhat inflationary.  It therefore insulates the Scottish Government from much 
of the revenue risk that comes with fiscal devolution.  However, it also has several 
downsides.   

 
16. One is – or will be – convergence.  Convergence is well known to be a property of 

the Barnett formula – as Scotland receives a population share of changes in 
spending on ‘comparable functions’ in England (but has a higher starting point), its 
funding should converge on the English level over time.  The evidence suggests 
this has not happened, or happened to only a minimal extent.5  The explanation 
appears to lie in the rate of Scottish population decline over the 1990 and much of 
the 2000s, even between Spending Reviews (when the population figures have 
been revised).  During that period, the average rate of population decline was 
around 0.3 per cent per annum.  That decline briefly reversed in the late 2000s, but 
has now resumed at a slower rate of around 0.1 per cent per annum, which is 
projected by the Office for National Statistics to be maintained for the coming ten-
fifteen years. The implication of this is that Barnett convergence will start to affect 
Scottish public finances in the coming years.   
 

17.  A second problem is that Barnett implicitly ties the funding of Scottish public 
services to that prevailing in England.  Scotland gets a proportion of changes in 
spending in England, whether those are increases or reductions.  While the 
Scottish Government is free to allocate the block grant as it sees fit, the scale of 
the major spending commitments on health and education (and long-term policy 

                                                 
5 See House of Lords Select Committee on the Barnett Formula, The Barnett Formula, 1st Report of Session 
2008–09, HL Paper 139 (London: The Stationery Office, 2009, Memorandum by Professor David Heald, pp. 316-
24, especially section 2.   
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commitments more generally) limit the scope for such changes, if English spending 
were to shift appreciably.  This is a strong argument for significant fiscal 
devolution, to deliver Scottish aspirations to make policy for domestic matters in 
Scotland (in a way that may be different to policy in England) while remaining part 
of the United Kingdom.  Tax assignment, in my view, accomplishes this objective 
better than the Barnett formula arrangements, even if it is less desirable than 
outright devolution.   

 
18. No party has any commitment to change the Barnett formula after a No vote. Both 

Labour and the Liberal Democrats have been keen to emphasise that the Barnett 
formula should remain as the basis for calculating the overall envelope for funding 
devolved Scottish services. 6  The UK Government remains committed to the 
Barnett formula ‘until the public finances are stabilised’.  While there has been 
quite a debate about the merits of replacing the formula, there appears to me to be 
no political appetite to do so in the foreseeable future, as well as those clear and 
express commitments not to do so.  Suggestions that a No vote means the 
abolition of the Barnett formula are no more than alarmist speculation.     

 
19. That said, there are reasons in the longer term to seek to change the way the 

block grant is calculated, so that it is put on a basis that can command broad 
support across the UK.  There are also very strong reasons to change the way the 
grant is administered and organised, so that fewer decisions are taken unilaterally 
by HM Treasury, there is greater transparency about the working of the formula 
and the funds allocated using it, and there is greater scope for impartial 
intervention and review of decisions about the formula.  Chapter seven of Funding 

Devo More suggests how this might be done, drawing on the work of the Lords 
Select Committee on the Barnett formula and the Holtham Commission in Wales.7   

 
 
Implementation of fiscal devolution  

 
20. It is worth noting that these proposals amount to a programme for further 

devolution that would take around 15 years to implement, at least.  Some steps 
can be implemented relatively quickly; devolution of income tax can build upon the 
framework being established to implement the Scotland Act 2012, and assignment 
of VAT receipts can be done relatively readily.  Other steps would be trickier; 
devolution of capital gains tax would require significant legislative change to that 

                                                 
6 Scottish Labour Devolution Commission Powers for a purpose – Strengthening Accountability and Empowering 
People (Glasgow, March 2014); Scottish Liberal Democrats Federalism: the best future for Scotland.  The report 
of the Home Rule and Community Rule Commission of the Scottish Liberal Democrats (Edinburgh, October 
2012).   
 
7 House of Lords Select Committee on the Barnett Formula The Barnett Formula, First Report of Session 2008–
09, HL Paper 139, (London: The Stationery Office, 2009); Independent Commission on Funding and Finance for 
Wales Final report – Fairness and Accountability: A New Funding Settlement for W ales (Cardiff: Welsh 
Assembly Government, 2010).   
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tax, for example, and devolution of employers’ National Insurance Contributions 
would entail a significant overhaul of how the National Insurance Fund works, as 
well as raising major issues about the role of contributory benefits in the welfare 
state more widely.  Any change to the way the block grant is calculated would also 
raise a number of complicated issues, and it is hard to see how they could be 
accomplished in less than five to seven years at the very quickest, though changes 
to the process could be accomplished more readily.   
 
‘Full fiscal devolution’ 
 

21. It is worth being clear about a further issue.  ‘Full fiscal autonomy’ – the idea that 
devolved Scottish authorities should set and collect all taxes in Scotland, and remit 
a contribution to the UK Government for shared services provided by the UK 
Government – presents profound problems.  It would be incompatible with 
anything like the existing UK welfare state, and present grave problems particularly 
for old age pensions.  It is incompatible with the Union in other respects as well.  A 
referendum vote for Scotland to remain part of the UK therefore also has to be 
regarded as a rejection by Scottish voters of the idea of full fiscal autonomy.   

 
22. Devolution of taxes so that devolved taxes match devolved spending presents 

different problems.  It would be very hard to achieve, given the nature of the UK’s 
tax system, and the already-extensive devolved spending responsibilities.  There 
would be serious equity arguments against it as well.  Even if this were desirable, it 
is hard to see how it could be achieved.   

 
 
Borrowing  

 
23. Fiscal devolution necessarily also implies the ability of a devolved government to 

borrow – not just prudentially, for capital infrastructure, but to enable it to manage 
the volatility necessarily introduced by fiscal devolution.  There are serious hazards 
for the central government if sub-state governments have the power to borrow 
based on their own streams of tax revenue, with an implicit guarantee of a bail-out 
from the central government.8  My view now is that the disadvantages of limiting 
borrowing to that carried out via the central government (such as a power only to 
borrow from the National Loans Fund) exceed the advantages, and that a 
devolved government in the UK should have the power to issue bonds on its own 
account as well as to borrow via the UK Government.  However, the UK 
Government needs to protect its position as well.  It needs to be able to limit its 
potential liability from such borrowing, which can be done by setting and 
publicising a ceiling of the maximum amount of devolved borrowing which it will 
indemnify.  Any borrowing above that ceiling would be clearly visible as such, and 

                                                 
8 See J.  Rodden, Hamilton’s Paradox: The promise and peril of fiscal federalism (Cambridge: Cambridge 
University Press, 2006).   
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lenders to the devolved government would be aware that they had no guarantee 
from the central government, so if they exceeded that ceiling they would bear the 
risk and not be able to transfer it to the UK Government.   
 
 

24. I hope this helps the Committee in its deliberations.   
 

 
 

Alan Trench  
17 June 2014  
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