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Preface

The SCDI has worked to promote a stronger Scottish economy for over 75 years. We have always been committed to
understanding the key challenges facing the Scottish economy; and to providing government and others with the informed,
reasoned and cogent advice they require to develop policies which address them.

At key junctures, SCDI has led the debate over what policies Scotland needs if it is to prosper economically. Our earliest
recommendations were on the future shape of Scotlandis industrial base. We were subsequently the first to make the case that
economic growth should be the government of the dayis top priority and to argue that Scottish industry should move away from
primary manufacturing into sophisticated products and sectors. In more recent years, SCDI members played a constructive role in
ensuring that the Constitutional Convention which planned for the devolved Scottish Parliament maintained a focus on economic
issues.

Our major inquiries of the past such as Cairncross and Toothill, and our policy agendas and submissions of today, have all been
underpinned by our commitment to evidence-gathering, engagement with our broad membership and our international
perspective. This has enabled SCDI to go on providing authoritative contributions on the central debates of the day.

The Central Issue for Scotland T Economic Growth

Economic growth has T rightly in SCDIis view T been the declared top priority for the Scottish Executive and Scottish Parliament in
the last four years. There is much to celebrate and be proud of in the Scottish economy, from financial services to the energy
sector, to technology and biotech companies. But Scotlandis long-term economic growth rate is relatively sluggish and SCDI is
convinced that this should be the key concern for policy-makers. Our belief is that the successes and strengths present in the
Scottish economy already show that Scotland is capable of and should aim for higher economic growth. With the Parliament a
settled part of the political landscape, interest in whether it has the range of economic levers it needs to address this challenge has
increased across civic Scotland.

It must be acknowledged upfront that a wide range of views on the subject is currently held by SCDIlis membership. However,
most would agree that the recent debate on the extent of Scotlandis fiscal powers has at times been too entrenched and
confrontational. In fact, for many of SCDIlis members, the debate has generated more heat than light, failing to engage them
properly and leading to a great deal of frustration. This report represents an attempt to set out the terms of the debate in a
balanced way that will help the SCDI membership and others contribute more fully.

Constitutional questions are not matters for the SCDI T we have always worked to promote Scotlandis economic interests within
the constitutional settlement as it exists at the time. We believe that economic policy should be dictated by what is best for the
economy, not by particular views on sovereignty and national identity. We would urge all parties in the current debate to focus on
the ultimate common objective T a dynamic, growing Scottish economy that will provide the highest possible levels of employment
in the best possible jobs, delivering higher quality of life and a better standard of living for more Scots.

More Light, Less Heat

Faced with membersj interest in this issue - and mindful of the overall objective of higher economic growth - SCDI has decided to
engage with its members in considering the potential impact of different fiscal options. We are beginning our work in this field by
developing what we hope is an authoritative account of the key points put forward by the different camps so far and their relative
merits. Essentially, we hope to shed light on the debate rather than add to the heat.

What follows is an attempt to analyse the different arguments being put forward for particular fiscal arrangements, ranging from
full fiscal independence to the retention of the status quo. That analysis has been developed on SCDIlis behalf by Professors
Charlie Jeffery and Drew Scott of the University of Edinburgh. Professors Jeffery and Scott are among the UKis leading academics
on devolved governance and politics, and are also able to bring to bear their knowledge of European politics and law.




Like us, they recognise that the debate is a crucial one that would benefit from more considered analysis. Our purpose at this
stage was to consider the strengths and weaknesses of the various proposals put forward so far, rather than debate how increased
fiscal powers could be used or to design a Scottish fiscal policy.

In preparing their report, Professors Jeffery and Scott reviewed contributions to the debate and other relevant material, including
international comparisons. A draft was discussed at a seminar involving international and Scottish academics, and some
representatives from SCDIis membership. One obstacle has been the lack of quantitative evidence available. This includes a lack
of UK economic and public expenditure data and research to show either whether greater fiscal autonomy would generate an
economic thouncei or if there is a iUnion dividendi for Scotland in the status quo. SCDI would urge openness and more work in
these areas. Nonetheless, the end result is an authoritative account of the current debate that highlights the key points of the
different arguments, examines some of the possible constraints on change and forms the basis for a discussion on the potential
economic ramifications for businesses and public services.

Next Steps

We now plan to discuss this paper with SCDI members and engage them in a sensible, reasoned debate over what seems best for
Scotlandis economy. SCDIis broad-based membership offers the opportunity to receive input from a wide range of sectors across
Scotland. We want to understand the potential impact on the whole economy, from international and cross-border businesses, to
small businesses, to public sector spending. The reality of the global economy is that many companies are cross-border or
multinational and their Boards make investment decisions based on a range of factors such as the size of their market presence
and relative economic stability. The fluid movement of capital and jobs make it vital that the potential impacts of political decisions
on the attractiveness of Scotland as a business location are clearly assessed.

From the outset, we were clear that one of our primary aims should be to engage the SCDI membership in the fiscal debate.
Working with the Scottish Council Foundation, we will therefore hold a series of events with our members around the country,
presenting the different arguments and engaging them in a discussion held in their terms. The series will culminate in a discussion
at SCDIs Forum in March 2007.

Meanwhile, in the run-up to the elections in May 2007, we will use the questions posed by this study to challenge all of Scotlandis
political parties to make clear exactly how their policy on Scotlandis fiscal powers would benefit the economy. We would expect
them to offer a clear and credible analysis of the likely impacts of their proposals on the economy, and how they will take their
proposals forward. This applies equally to those in favour of the status quo as to those who propose change T the debate cannot
simply be wished away or dismissed.

But this is not a debate that can or should be resolved at the elections in May 2007. There is a need for a longer, open, properly-
informed debate which engages with civic Scotland and the business community. Ultimately, we hope that through this exercise,
SCDIlés members T who represent the core of ibusinessi and icivici Scotland T will be able to reach more informed views on what
fiscal powers may be appropriate for Scotland. We look forward to hearing their views.

Shonaig Macpherson, Chairman
Brendan Dick

Bill Drummond

Esther Roberton

Alan Wilson, Chief Executive

January 2007




Summary of Key Points

e The current system of financing public expenditure in Scotland has become increasingly criticised on a number of
grounds:
0 that it does not give sufficient fiscal autonomy to Scotland;
0 that it does not sufficiently foster economic growth; and

0 that it unduly favours Scotland over parts of England.

e An intensive debate has emerged on possible alternatives to the current system, which has focused on two sets of

issues:

0 Whether public expenditures are distributed equitably across the UK and, if not, whether a more equitable system of
fiscal equalisation should replace the current Barnett formula

0 The merits of greater fiscal autonomy for Scotland. Fiscal autonomy is a broad term that can extend from modest
revenue-raising powers such as the current Scottish tartan tax at one end of the spectrum through to
icomprehensivej fiscal autonomy at the other, where a devolved government raises all taxes on its territory or T as
some in Scotland advocate T becomes a separate state, which by definition would have full fiscal autonomy.

e A number of proposals on fiscal policy for Scotland have been put forward by academics and political parties. Some are
more concerned with equity issues, some with autonomy issues, and some combine the two sets of issues.

e Common to many of the proposals is the argument, supported in economic theory, that the current system, which
allocates a block grant to Scotland, does not impose sufficient incentives or disciplines on policymakers to spend public
funds efficiently or in ways most beneficial to economic growth.

e Though such arguments may be sound in theory, none of the proposals has yet put forward compelling evidence to
support them. Indeed, looking at comparative experience more generally, there is no compelling evidence yet available to
suggest that devolving tax authority (or other economy-influencing powers) to a regional tier of government will, in and of
itself, result in improved economic performance on the part of that region as a whole.

e One vital concern for the Scottish debate is therefore to build a better evidence base against which different proposals
might be assessed. The problem of evidence base is compounded by the dissatisfaction expressed by some about the
credibility of the official data on Scotlandis public finances published as Government Expenditure and Revenue in Scotland
(GERS).

e While recognising that the official data is contested, data currently available suggests that were Scotlandis fiscal arrangements
to be changed in line with any of the proposals examined in this report, this would result in a reduction of the share of UK
public expenditure assigned to Scotland.

e More attention should be given to the constraints on fiscal policy options for Scotland which arise from membership of the UK
union, interdependence with the wider UK economy (with or without independence) and membership in the European Union.
These constraints include:

O Problems of tax competition with neighbouring jurisdictions (i.e. in particular England)

0 The extent to which differential fiscal arrangements are seen as legitimate in other parts of the UK, in particular
England

0 The impact of EU state aid rules on the scope of fiscal autonomy available to Scotland.

e The Scottish debate, in summary, lacks a compelling base of evidence against which competing proposals on fiscal
policy can be judged (in particular for their economic effects), and has failed so far to give sufficient consideration to the
constraints which different options may face.




Introduction T The Economic Context

lain D Duff, SCDI Chief Economist

A key objective for Scottish policy makers must be to work towards the creation of an economic environment that promotes
Scotland as a leading nation in which to live, work and do business. To reach that goal it is necessary to review the economic
environment as it stands and consider what changes, if any, should occur to improve this environment.

Economic Environment

The health of the Scottish economy is of particular importance. A strong economy should be able to provide more resources to be
shared throughout the country, increase quality of life for citizens and provide a solid base for business to prosper. According to
traditional economic indicators, Scotlandis economy sits at just below parity with the UK average.

By 2005, the last year for which figures are available, Scotlandis GDP was A86.3 billion, 8% of the UK. This breaks down into a
GDP per head figure of A16,944 representing 96% of the UK GDP per head figure.

However, direct comparisons of GDP per head with the Rest of the UK are not particularly relevant given the dominating effect of
London and the South East of England. A more useful comparison is with other UK and appropriate European regions. Eurostat,
the Statistical Office of the European Communities, provides regional GDP per head data. The most recent figures are for 2003.
These show Scotlandis GDP per head index standing at 112 (EU-25 = 100) based on Purchasing Power Standards (PPS). This
places Scotland third equal with the East of England in the UK, behind London (175) and the South East (127) but ahead of all the
other UK regions at the NUTS (Nomenclature of Territorial Units for Statistics) 2 level. The UK average was 116. However, on a
wider scale, comparison with relevant European competitors shows Scotlandis index of 112 does not present such a positive
picture. It is below Irelandis 134 (2005 = 139), Bavariais 128, Cataloniais 117.5, Swedenis 116 (2005 = 115), Finlandis 113 and
significantly below Norwayis 149 (2005 = 169).

The average growth in the Scottish economy over the period 1995-96 to 2004-05 is 2.1% compared to the UK average of 2.8%,
quite a stark difference. The longer-term growth rates for the UK and Scottish economies also show that the Scottish economy has
delivered a less positive performance over time. Since 1963, when the figures provided by the Scottish Executive begin, the
average annual GDP growth in Scotland is 2.1% compared to the UKis 2.5%. One significant aspect of these figures is that,
although Scotland never quite reaches the heights that other parts of the country achieve, it never quite hits the lows that other
areas experience either. The economy tends to roll along achieving fairly steady if unspectacular rates of growth. However, even
a slightly higher growth rate of 0.1% or 0.2% over time would bring significant improvements in wealth for the country as a whole.
For example, had Scotlandis economy grown by the 2.5% UK average between 1995-96 and 2004-05, GDP would now be around
7% higher than it is currently.

Scotlandis unemployment rate has mirrored that of the rest of the UK and has fallen to historic lows. Unemployment is low T
under one million in the UK as measured by the claimant count, a rate of 2.9%; or 1.7 million of those of working age according to
the Labour Force Survey, a rate of 5.7%. In Scotland there are around 86,500 claimants, a rate of 3.2%, and 135,000 LFS
unemployed of working age, a rate of 5.3%. It should be noted that this is currently below the UK rate. Employment is high T
over 29 million people in employment in the UK, a rate of 74.5%; with Scotland seeing 2.5 million people in employment or 75.2%
of all people of working age, again above the UK rate.

When the current UK wide levels of interest and inflation rates are added to the picture, the general macroeconomic situation can
be described as relatively benign. This has both been driven by and helped support high levels of consumer confidence.

Small scale but Global player

However, with a population that has fallen to 5.1 million, Scotland is a small country both geographically and as a market base.
Scotland must be outward looking and grasp the opportunities that an increasingly globalised economy produces. A consequence
of this is that, in common with other small countries and economies, Scotland is exposed to external influences dependent on
factors outside its borders which business and policy makers will find difficult to control, if indeed they can be controlled at all.
These factors are increasing. The well documented rise of China and India, increased competition from eastern Europe, a slowing
US economy, enhanced terrorist threats and instabilities around the world are only some of the numerous possible impacts of
globalisation. The factors of high productivity, good design, high quality and efficient performance of products and services must
be paramount within Scotlandis economy. If these are not given priority and used to drive Scottish business up the value chain it
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will become increasingly difficult to compete with, not only companies in the rest of the UK, the EU and USA, but those in the
rapidly developing areas of China, India and Eastern Europe which already have an advantage on cost terms and are also using
design and innovation to increase demand for their goods and services.

Despite these external influences, Scotland is already well advanced as an international player in a globalised economy through its
exports, imports and inward investment. Furthermore, it is estimated that around 25% of manufacturing jobs and 11% of service
jobs in Scotland are in overseas owned firms. Success in attracting inward investment has not only had benefits in terms of jobs.
It has also provided Scotlandis business with first hand knowledge of new, more efficient working practices. However, the
openness of the Scottish economy does leave it vulnerable to unexpected movements of multinational companies. Scotland also
lacks a significant number of indigenous medium-sized companies that appear ready to expand internationally.

In terms of exports, Scotland has a very narrow export base with 60% of its manufacturing exports located in the electronics and
whisky sectors. However, in those sectors in which exports play a part, Scotland does have an encouraging track record that could
be transferred to other sectors. SCDIlis own figures for 2005 show that the value of manufactured exports rose A80 million to
A14.9 billion and total gross exports account for around a third of Scottish final demand.

However, it must be remembered that our biggest market partner remains the rest of the UK both in terms of trade but also
through other links between industries and companies, including major industries such as financial services, oil and energy.

Taxation Environment

But, the question remains: could the Scottish economy perform better? The long-term growth rate, although steady, is sluggish by
international standards with Ireland recording 7% growth, Norway over 3% and Finland and Sweden between 2% and 2.5%.
There is a broad consensus that the growth rate should be higher. The Scottish Executive has made economic growth its top
priority. Where should we look to raise the performance? There are many areas including business start-ups, productivity levels,
skills, training and education, research, development and innovation, and SCDI has contributed views on many of these issues over
the course of its 75 year history.

However, one area on which SCDI has not focused for some time is the structure of taxation. The UKis, and therefore Scotlandis,
business taxation regime does not seem too burdensome in comparison with other countries, particularly in a European context.
This is true in terms of both income tax and corporation tax, although there have been some significant reductions is corporation
tax levels in some of our competitor countries. However, whatever the current level, could more be done to develop a more
supportive or encouraging business taxation environment? It is important to remember that, for many businesses, geographical
considerations may have little impact on the decision to move to or remain in a particular country. Instead, amongst a range of
factors, the relative balance of taxation versus beneficial public goods T such as a strong education system or an effective civil and
criminal justice system T may be more important. The political and cultural context are also important factors, particularly for
larger companies. Scotland (and the UK) compares well internationally on most of these isofterf measures at present. Going
forward, should there be more fiscal incentives for business in Scotland? This brings us to the current document.

SCDI and its members believe that there is every reason to be confident about the opportunities for Scotlandis economy. There
are many success stories amongst Scottish businesses and we should be confident that there will be more in future. Nonetheless,
it is important that there is a continued focus on what must be done to promote ongoing and greater economic growth in Scotland.

SCDI is well positioned to produce an independent, non-partisan report into the issues regarding reform of the Scottish tax system
or what has come to be known as fifiscal autonomyo.

A sub-group of SCDIés Board concluded that the objective of the project was: fito examine independently and inform the debate in
the run-up to the Scottish Parliamentary election 2007 about using existing and alternative tax options and potentially greater fiscal
devolution/autonomy to increase Scotlandis long-term economic growth rate and improving high value employment opportunities.o

The project report is intended to help promote a better-informed debate about what different fiscal options offer to a small, open
economy, operating within a UK and European economy, with a high proportion of SMEs themselves dependent upon the success
of larger institutional employers in the private sector, notably the financial, energy, engineering, chemicals, electronics and food
industries, as well as the public and education/knowledge sectors.




Scotlandis Economy: The Fiscal Debate

Professor Drew Scott, University of Edinburgh
Professor Charlie Jeffery, Institute of Governance, University of Edinburgh

1. The Setting for Debate

Devolution did not bring with it any substantial reform to the system of financing public expenditure in Scotland, Wales and
Northern Ireland. As before devolution, spending outside England is financed by block grants from HM Treasury adjusted each year
by the Barnett formula. This system has become increasingly contested, especially in Scotland, for a number of reasons:

1. Fiscal Autonomy. Because the Scotland Act gave powers to the Scottish Parliament to vary the rate of income tax by 3
pence in the pound (the ftartani tax), the principle of fiscal autonomy for Scotland was established from the outset. This
helped establish an environment in which a periodically intense debate over the appropriate degree of fiscal autonomy for
Scotland has unfolded.

2. Competitiveness. Advocates of greater fiscal autonomy for Scotland tend to the view that this will enable taxation to be used
as a policy instrument to the benefit of the wider economy. Tax policy, especially on corporation tax, would be used as tools
in a competitiveness-enhancing strategy.

3. Incentives and Accountability. The allocation of funding to Scotland as a block grant from the UK Exchequer is held by
many to lack incentives that would maximise efficiency in public spending in Scotland. Because there is no direct
political link between the level of Scottish public spending and the taxes levied in Scotland, critics argue that twastefuli public
spending is encouraged and the balance of public and private sector economic activity is skewed.

4. The Barnett Formula. Increasingly the Barnett formula has come under attack in England as a mechanism for financing
devolved public expenditure in Scotland. In some parts of England and some strands of political debate in England there is a
growing perception that the Barnett formula gives Scotland an unfair share of UK public spending.

Against this background the arrangements for financing Scotlandis public expenditure have risen up the political agenda,
particularly in the run-up to the May 2007 elections to the Scottish Parliament. A wide range of papers and proposals has been
produced on the subject, many of which have been authored by highly respected academic experts or groups. Despite this,
however, there is little indication that a consensus is emerging on either the urgency or the direction of reform.

There are four main positions in the debate:

1. To retain the current set of arrangements as organised around the Barnett formula. This seems to be the preferred
position for the Labour-led governments in both Scotland and England.

2. To allocate public expenditures more equitably across the nations and regions of the UK than at present following an
assessment of spending tneedsi in the nations and regions. This is a position that has become increasingly prominent in
English debate, in particular in the Conservative Party.

3. To move to a situation of comprehensive fiscal autonomy for Scotland. This is the position of the Scottish National
Party, for which full fiscal autonomy is a pre-requisite for Scottish independence.

4. To combine some level of fiscal autonomy for Scotland greater than that currently available through the ftartan taxi with a
needs assessment process to ensure UK-wide equity. This is the position favoured by the Scottish Liberal Democrats.

These competing positions have in the large part talked past each other, reflecting the degree to which the debate on fiscal




arrangements has become associated with party-political positions. They have also prioritised advocacy over evidence. In this
paper we:

e review the main elements in the debate with a view to clarifying the arguments and the starting assumptions of each

e build a fuller appreciation of two themes which have been routinely understated in the debate:

1. the economic ramifications likely to arise should any particular reform proposal be adopted have rarely been
spelled out or substantiated;

2. the constraints T legal, political and economic T surrounding particular reform proposals arising from Scotlandis
place within both the UK and the EU have not been adequately acknowledged.

The paper proceeds as follows. In Section 2 we draw out themes from the wider analytical literature on the financing of
decentralised government in order to place debates and proposals on Scotland into a more systematic context. The aim is to
demystify a discussion which is too often expressed in over-technical language and drawn towards making claims which have merit
in theory but which lack supporting evidence.

In Section 3 we set out the main arguments which are driving the fiscal autonomy debate in Scotland, and offer a critique of the
conclusions which the various protagonists draw from their respective analyses. In particular we question how far claims made in
favour of any set of arguments is grounded in convincing empirical evidence.

In Section 4 we consider the policy constraints which are likely to impinge on the freedom of action of Scottish policy-makers in the
event that a successor to the current Barnett formula is sought. These constraints derive from economic policy considerations,
questions of equity and solidarity within the UK, and the legal framework surrounding the single EU market.

In Section 5 we offer our conclusions.

2. Demystifying the Terms of the Debate

The debate over the future of the Barnett formula has roots in the academic literature on the economics of public finance. These
roots of the debate are rarely spelled out, but are central to the prescriptions set out by the alternative proposals on fiscal policy
for Scotland that have been published. In this section we summarise these issues in plain language (though also set out the
academic debate more fully in Appendix One to this report).

The issues surrounding the financing of devolved levels of government revolve around two distinct questions, both of which feature
strongly in the current debate about Scotland.

2.1 Equity

The first relates to the importance attached to allocating public expenditures across the UK on an equitable basis. In some places
delivering the same standards of public services may cost more than in others, for example due to the effects of structural decline
of a local industry, or because the per capita costs of providing a public service may be higher in sparsely populated areas than in
more urbanised ones. In many states with forms of devolved government there is a strong commitment to the principle that all
citizens should have equitable access to public services irrespective of the cost of delivery. Mechanisms that re-allocate
expenditures to achieve equity between the component parts of a state T in effect transferring resources from richer donor units to
recipient units that are poorer or face additional costs to deliver equivalent services T are often described as (fiscal equalisation.

Equity considerations are important in the territorial financial arrangements used in states like Australia, Germany and Canada
where the commitment to equitable access to public services is strong. Those arrangements do raise problems, however, in the




relationship between idonorb and trecipientd units (the former typically wanting to igivel less, the latter to receive more). And there
are arguments that recipient units have limited incentives to deliver services more efficiently, or grow their economies (and the tax
revenues that result) more quickly, if they receive automatic compensation through the equalisation process.

The current arrangements for allocating funding to the devolved administrations in the UK are at best loosely based on equity
considerations. A needs assessment exercise was conducted in the late 1970s (reported in 1979 on the basis of 1976-7 data),
which suggested that Scotland, Wales and Northern Ireland each had relative needs to differing levels greater than England (Table
One). These measures of relative needs differed (though not by that much) from actual spending patterns. Actual spending
patterns were not adjusted to match closer to relative needs; they were used to set the ibaselinej for the sizes of the devolved
block grants. The baseline blocks were not, therefore, based precisely on any calculation of need, but rather reflected historical
patterns of higher per capita expenditures in Scotland, Wales and Northern Ireland than in England. There is an argument that the
current arrangements T given that they are rooted in decisions taken in the late 1970s when the UK{s economic structure was very
different T are now too much skewed in favour of the devolved administrations. In particular they are skewed too much in favour
of Scotland, whose economic situation relative to the rest of the UK is now much better than in the 1970s.

Table One: HM Treasury Needs Assessment 1979

England Scotland Wales N Ireland
Relative needs 100 116 109 131
assessment
Actual spending 100 122 106 135
1976-7

Source: MacLean and McMillan (2002), 8.

The implication is that Scotland is getting a share of the total UK spending which is not warranted (and, as Table One suggests,
may already have been over-generous in the 1970s). One conclusion is that (faireri arrangements, based on a more explicit equity
principle, now need to be implemented which would take more systematic account of current needs across the UKis nations and
regions. Another T held in common with those arguing for fuller fiscal autonomy (see below) T is that the Scottish Executive and
the other devolved administrations, because they receive above average per capita expenditures, do not have hard enough
incentives for efficient spending and promoting growth.

It should be noted that in the case of Scottish independence questions of equity between Scotland and England and the other
current UK nations would become irrelevant (though it may be in that situation that debates on equity in the allocation of resources
within Scotland would become more intense).

2.2 Autonomy

The second question relates to the allocation of revenue-raising and spending powers between different levels of government. With
few exceptions the bulk of revenue-raising powers are held by central governments in decentralised states. The revenue-raising
powers held by devolved governments are as a result not normally sufficient to cover expenditure responsibilities. As a result
central governments typically transfer centrally-raised revenues to devolved governments so that they can carry out those
responsibilities (either as general grants to be spent as the devolved government sees fit, or as conditional grants to be used for
specified purposes).

A strong theme in the academic debate is that devolved governments should not be over-dependent on transfers from central
government. Any such over-dependence may generate inefficiencies simply because of the severing of responsibility and
accountability between the revenue raising authority (central government) and the spending authority (devolved government). In
these circumstances the devolved government may (again) lack the incentives for efficient spending and for growing its economy




not least because devolved electorates have no possibility of punishing T or rewarding T revenue-raising decisions through the
devolved ballot box.

The implication is that there should be a closer correspondence between spending powers and revenue-raising powers. Enhancing
revenue-raising powers to bring about that correspondence is often described as fiscal autonomys.

Fiscal autonomy is a broad term that can extend from modest revenue-raising powers such as the current Scottish
ftartan taxi at one end of the spectrum through to icomprehensivej fiscal autonomy at the other, where a devolved
government raises all taxes on its territory or T as some in Scotland advocate T becomes a separate state, which by
definition would have full fiscal autonomy. Even a small scope of fiscal autonomy such as, in principle, the ftartan taxi, if it
were used, may act as an effective discipline on devolved government. However, making use of powers of fiscal autonomy may
also open up new kinds of problem, such as ftax competitioni, where different jurisdictions in the same state (or in a wider entity
such as the European Union) tun-leveli the market playing field by offering differential tax incentives applied selectively to their
own territories.

The question the academic debate raises, though does not deliver clear, evidence-based answers for, is what kind of balance
between transfers from central government and devolved fiscal autonomy is optimal?

2.3 Equity and Autonomy?

Equity and autonomy arguments stand to an extent in tension with one another. Equity goals prioritise equitable access to public
services across the territory of a state. Autonomy goals prioritise decision-making and accountability mechanisms which by
definition have a limited territorial reach and create a potential for variation in the financial arrangements supporting the delivery of
public services from one part of the state to the next. Yet equity and autonomy are not incompatible; indeed a number of
contributions to the Scottish debate propose a greater scope of fiscal autonomy than exists now (in order to create incentives for
efficient spending and economic growth), but tempered by a UK-wide equalisation process (in order to share economic risks and
institutionalise solidarity between the UKis nations and regions).

3. The Scottish Economy: The Fiscal Debate

In this section we take the discussion of equity and autonomy issues forward by connecting them with proposals made in the last
three to four years in the academic debate on fiscal policy. We first review the broad terms of the debate before going on to
consider, briefly, what the critics of the current Barnett arrangement say is wrong with that system. We then go on to review the
various proposals on alternative financing arrangements. Some of these proposals concern the appropriate or desirable degree of
fiscal autonomy for Scotland. Others are more concerned with Anglo-Scottish equity issues. Some mix equity and autonomy
concerns. In addressing them we exemplify some of the themes in the academic debate on financing devolved government that
are set out in Appendix One. We also, finally, point to some of the weaknesses in the evidence base that might support the claims
made by different proposals. Some of those weaknesses concern the available data in Scotland. Others are more generic, and point
to the need to test more fully the wider claims made in the academic literature that have been adopted, at times too uncritically,
by protagonists in the Scottish debate.

3.1 The broad terms of the debate

The debate on devolution finance in Scotland is rooted in the economic arguments set out more fully in Appendix One. It also has
a political dimension which arises from a combination of: long-standing and, presently, buoyant nationalist pressure in Scotland for
independence; growing disenchantment with the cost-effectiveness of Executive spending programmes; and growing
dissatisfaction with the logic and impact of the Barnett formula. Each of these three arguments appears to be gathering
momentum in the run-up to the May 2007 Scottish Parliament elections. We note these political arguments but do not intend to
address them.
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Our concern is non-partisan: to probe and where appropriate criticise the economic assumptions underlying
proposals for change or for retention of the status quo.

3.1.1. Barnett and equity

In economic terms the critique of Barnett has two principal elements. The first is about equity and concerns, at heart, the
relationship between England and Scotland. We noted above that the baseline size of the devolved block grants which the Barnett
formula annually adjusts were set T for historical reasons not directly connected to any conception of ineedi T at a level of per
capita expenditure higher than that in England. Now that Scotland on most indicators economically outperforms a number of
English regions, especially in the north, the consensus in England on the current funding arrangements for Scotland has come
under challenge. This is an issue which is prompting debate in parts of England, and will be an important element in the
remainder of this paper.

We should note in passing that there has traditionally also been an argument that the Barnett formula
also treats Scotland inequitably. This has to do with the notion of a Barnett isqueezel. In principle the
Barnett formula will tend to isqueezei public expenditure in Scotland during periods in which UK
Government is increasing overall public expenditures. This (squeezet arises because the base-line of
per capita public expenditure in Scotland is above that in England, while annual adjustments to the
block are awarded on a per capita basis which does not reflect the over-weighting of Scotland in the

baseline block. Consequently, per capita public expenditure in Scotland and England eventually will
converge, irrespective of arguments that Scotland might have greater per capita expenditure needs
than England. This argument has not been prominent in recent debate, in part because the Barnett
formula can be fby-passedi where the UK government finds it convenient or expedient, in part
because public expenditure has in any case grown dramatically since 1999, So, while the Barnett
isqueezel is an important issue in principle, to date it has had little impact in practice. Accordingly we
will not consider this issue further in this paper.

3.1.2. Barnett, incentives and autonomy

The second and more fundamental economic criticism of Barnett is that the level of government which is responsible for spending
the publicis money should also be responsible for raising that money. With the current block grant system this is not the case, and
there is a clear separation between spending public funds in Scotland, for which the Scottish Executive is responsible, and raising
the revenues that finance that spending, which is done by the UK Government through general (UK-wide) taxation.

However this is not only a problem solely of political accountability. In efficiency terms it can be argued that the current
arrangements create two further problems:

1. the absence of devolved competence over taxation means (in theory) that there is little incentive for the Executive to
igrowi the Scottish economy as any consequential tax revenue premium will accrue to the UK T rather than Scotlandis
Government

2. there is no incentive for the Executive not to spend the entire block grant in any year regardless of efficiency
considerations, and even where this may be creating distortions elsewhere in the Scottish economy (e.g. the labour
market). This latter point is usually referred to as the absence of a thardi budget constraint capable of f(keeping in
checki the growth of Government spending. In fact, it could be suggested that there is an incentive for the Scottish
Executive (or indeed any body funded in this way) to make every effort to spend the entire block grant, rather than risk
seeing the grant clawed back after an underspend.

Of course, by making these points we do not imply either that the economic growth policies of the Executive must by definition be
deficient, or that public expenditure in Scotland is bound to be profligate or generating economic distortions. While the academic
debate alerts us to the possibility that such distortions can arise, whether or nor either effect is actually occurring in the Scottish
economy at present is a matter for empirical testing. Equally, one could insist that, in the case of politicians, the absence of direct
accountability through having to make tax as well as spending decisions is more than compensated for by the straightforward
motivation provided by the need to be re-elected. This may well provide sufficient inducement to ensure spending policies are
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geared to economic growth as a means of improving the material economic well-being of citizens.

Before offering a critique of the proposals that these considerations have led to, it is worth reflecting on the underlying logic for the
Barnett formula.

. First it is important to be clear that the Barnett formula is not based on a UK-wide assessment of ineedsi, other than in the
rather casual manner set out in Table One above. Working from the baseline established in the 1970s, the devolved
blocks are adjusted in line with the supposed UK population shares of the devolved territories and of England. It is that
formula which determines the positive (or negative) increment to the devolved administration block grants that are
triggered by an increase (or decrease) in those departmental budgets in Whitehall whose functions have been devolved.
While the underlying Barnett assumption was that needs in Scotland were higher than in England, this has never
been subject to a systematic analysis or, indeed, a review procedure. Arguably this constitutes the tAchilles heeli of the
Barnett approach as it is the argument that Scotlandis higher per capita public spending is allocated at the expense of
poorer regions in England which is fuelling at least part of the resentment towards the current settlement.

. Second, and related, the Barnett formula self-evidently is not a fiscal fequalisationi scheme in the strict sense of the
word. That is, the block grants allocated to the devolved administrations are not calculated in any explicit way to
ensure there is broadly equal access to the provision of public services.

e Third, the Barnett formula occupies no protected constitutional position, and can be amended unilaterally by the UK
Government should it so chose. It is not part of the devolution legislation, and therefore can be altered without any
discussion involving, or agreement between, the UK Government and the devolved administrations.

e  Fourth, and importantly, virtually all national schemes whose aim is to redistribute tax revenues between different
parts of the same state are controversial to some extent. That the Barnett formula has become the subject of a
similar controversy is, therefore, unsurprising. Experience elsewhere suggests it would be equally unsurprising if any
alternative to Barnett also produced controversy. So, while critics may argue that reforming Barnett will eliminate a
number of inefficiencies associated with that particular type of funding system, any revised system will indisputably
bring with it other types of distortion which will themselves become the subject of critical commentary.

3.2 Alternative Proposals

In various ways, the leading contributions to the debate on fiscal policy in Scotland over the last 2-3 years have each responded
directly to the problems of the Barnett system while also engaging more subtly with the more generic problems associated with
fiscal policy for devolved administrations that are discussed in Appendix One. We set the main proposals out schematically in Table
Two and provide additional explanatory comments below.

We present them broadly in terms of level of continuity with the current arrangements. Ashcroft, Christie and Swales (2006) (ASC)
are the strongest defenders of the current arrangements, and we place their proposals at the centre of the table. Other
contributions to the debate are marked by the extent to which they stress equity or autonomy issues. We range equity focused
proposals to the left of ASC, and autonomy focused proposals to the right. Broadly speaking those furthest from ASC represent the
sharpest divergence from the current system.

The range of proposals made in recent years covers quite well the broad spectrum of possibilities used in other decentralised
states. Hallwood and MacDonaldis 2006 contributions (HM 2006) present a proposal for 100% fiscal autonomy; the closest
equivalent is that used in the Basque Country in Spain. McLean and Macmillan (MM) reference an equity-driven model in Australia
which is widely seen as the gold standard of fiscal equalisation schemes. The Steel Commission and Hallwood and MacDonaldis
2004 contribution (HM 2004) propose mixed systems, of which Germany and Belgium provide exemplars. We point out where
other systems provide reference points for the Scottish debate.

Though our aim is not to colour the different proposals by party politics, we do indicate where the various proposals have echoes
in debates within the main parties in Scotland and the UK. Our main concern is to point up the economic considerations which
underlie the various alternatives, which we discuss in section 3.3.
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3.2.1. Full Fiscal Autonomy. Hallwood and Macdonald 2006

Hallwood and Macdonaldis 2006 contribution presents one pole of the debate. Developing from their own, less radical proposals for
change in 2004 (HM 2004 T see below), in HM 2006 they deliver a stinging attack on the current arrangements which they
conclude are likely to be generating significant economic costs to the Scottish economy.

The HM critique is based on four interlinked propositions which reflect the general criticisms, as noted earlier, levelled against
vertical fiscal imbalances:

Accountability arguments imply that a Parliament should be responsible for collecting the revenues which are then used to
finance its public expenditure programmes;

e The block grant system enables the Scottish Executive to spend whatever amount it receives from UK Government on
whatever policies it chooses regardless of economic efficiency considerations;

e The absence of a thardi budget constraint means there is no market mechanism available to ensure that low-return
public spending does not fcrowd-out) high-return private investment;

e Because any additional tax receipts generated by economic growth in Scotland accrue to the UK Treasury rather than
flocallyd T to Scotland T the incentive for the Scottish Executive to introduce the fcorrecti policies that will maximise
Scotlandis rate of economic growth is weaker than otherwise.

These criticisms of the current arrangements are, in theory at least, valid. Economic theory places considerable emphasis on the
role of fincentives) as a device to ensure efficient outcomes are delivered by both market and non-market transactions. As we have
already noted, the iblock granti approach may incentivise non-efficient rather than efficient outcomes. At the heart of the HM
criticism of the Barnett arrangements is the argument that it does not embody an incentive structure for Scottish decision-makers
which is most likely to deliver efficiency in both the conduct of government policy and in the public sector-private sector mix. Nor
does it provide for an effective accountability mechanism whereby voters are presented with a set of transparent and linked
decisions on revenue-raising on which to pass judgement.

Box 1: Fiscal Autonomy in the Basque Country

Each of the Spanish Autonomous Communities (ACs) has a Statute of Autonomy. Individual statutes
may vary widely. The Basgue Country (and the AC of Navarre) has its own treasury and levies both

those taxes typically raised by other ACs and taxes otherwise raised by central government. It then
makes a payment to central government in respect of central policies delivered in the Basgue Country.
The scope of this fulli fiscal autonomy is limited in practice by a commitment to imaintaining,
establishing and regulating the tax system in accordance with the general Spanish tax structured.

HM 2006 therefore argue for full fiscal autonomy, that is for the UK Parliament no longer to raise revenues in Scotland, and for the
Scottish Parliament itself to raise all revenues in Scotland. This shift is understood as a means of introducing incentives for
economic growth and transparent accountability controls usable by the electorate. HM 2006 allow for two variants of full fiscal
autonomy (though express no preference for either):

o JWith independences. An independent Scotland would make its own decisions on revenue-raising and spending (though, as
we stress later, not without constraints arising from interdependencies with the UK and membership of the EU).

o [Without independences. A fiscally autonomous Scotland within the UK would remit a transfer to the UK Exchequer for UK
services provided in Scotland.
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HM 2006 primarily addresses problems of autonomy. The fwithout independenceb variant acknowledges some equity concerns,
notably English dissatisfaction at higher per capita spending in Scotland (and, by implication, the lack of incentive for Scottish
decision-makers to reduce spending). They do allow for some (unspecified) element of equalisation after full fiscal autonomy to
address intra-UK equity issues.

The closest equivalent elsewhere to the proposals made by HM 2006 is that of the Basque Country (see Box 1), which has in
principle a full fiscal autonomy which is in practice qualified by a commitment to follow the broad structure of Spanish taxation
policy (not least to help prevent tax competition between jurisdictions). HM 2006 does not acknowledge a commitment to follow
the broad structure of UK taxation policy and may underplay the constraints on Scotland that arise from its current membership of
the UK (see section 4 below).

3.2.2. Mixed Systems. the Steel Commission and Hallwood and Macdonald 2004

The report of Lord Steelis Commission on (A New Settlement for Scotlandi, presented to the Scottish Liberal Democratsi spring
conference in March 2006 echoes some of the economic analysis of HM 2006, including the need for Scottish Ministers to be made
accountable for revenue-raising as well as spending, in particular to establish stronger incentives for policies promoting economic
growth. There is also a much more applied conception of taxation powers as policy tools, both to support a regional economic
growth strategy and environmental concerns. Steel does not, though, advocate full fiscal autonomy, but rather that the Scottish
Parliament would raise (unspecified) revenues sufficient to finance ithe bulki of Scottish expenditures. This would be done through
extensive autonomy over both the rate and the base of any taxes not reserved under a future constitutional settlement to the UK
Parliament. It is not made clear which taxes would be reserved or devolved, except that the Scottish Parliament would have power
over taxes with high regional economic and environmental impact (the former presumably including corporation tax).

Box 2: The mixed system in Belgium

Fiscal equalisation involving grants to regions whose per capita income tax revenues are below
the national average

Extensive regional autonomy on the base and rate of a wide range of taxes including on
inheritance, property, stamp duty and road tax. Variation powers on national income tax rates.

Measures to regulate inter-regional tax competition

Steel does not argue for full fiscal autonomy because of a commitment to the Union which is in part a political commitment of a
UK-wide political party, in part a recognition of the capacity of a larger union to share out economic risk. Steel therefore
recommends alongside extensive fiscal autonomy a system of fiscal equalisation based on assessment of need, involving block
grants from the UK Exchequer (much smaller than hitherto), periodically adjusted by successor needs calculations.

A broad equivalent to the Steel proposals is the system in Belgium (see Box 2), which combines extensive regional-level autonomy
over the base and rate of a wide range of taxes with a system of equalisation transfers. The Belgian system also has special
provisions for the regulation of inter-regional tax competition. Though Steel recognises that a Scotland with fuller fiscal autonomy
would still be bound to take account of UK-wide concerns (igolden rulesf), these remain understated.

Hallwood and Macdonaldis 2004 contribution (HM 2004), which emerged from the Allander Series of lectures on the Scottish
economy, has close similarities to the Steel Commissionis recommendations. Again it develops arguments on incentives and
accountability to argue for fuller fiscal autonomy. This would, though, be carried out in a different way, including:

e  Wider bands of variation on personal income tax in Scotland

e Possibly a new band of variation on corporation tax in Scotland

15




e The assignment of revenues of other taxes that are attributable to Scottish sources to the Scottish Parliament (without
altering UK-wide rates), conceivably including income tax, corporation tax, VAT, customs and excise and other duties.
Assigning revenues from taxes collected from Scottish sources to the Scottish Parliament would increase the Parliamentis
incentive to increase the tax take.

Box 3: A mixed system with assigned revenues in Germany

Assighment of tax revenues. Regions (collectively) get 425% of income tax
receipts, 0% of corporation tax receipts, while shares of VAT receipts are periodically adjusted,

with subsequent allocations on a region-by-region basis

Fiscal equalisation designed to equalise income per capita across the regions, plus some
needs-driven supplements

HM 2004is proposal on assignment of revenues is an interesting echo of an earlier discussion on assigned revenues, strongly
mooted but not ultimately adopted by the Scottish Constitutional Convention. Tax assignment is frequently seen as an intermediate
position between a version of fiscal autonomy that includes power to determine the rate and base of taxes (as HM 2006 and Steel
propose) and the grant-based financing the UKis devolved administrations currently have. Tax assignment either allocates taxes
raised through economic activity in a devolved territory to the devolved government or, as in the German system, (Box 3), assigns
tax receipts in fixed proportions between levels of government. In both cases there is, in principle, a fuller incentive for decision-
makers to grow tax receipts, though typically there are T as in Germany T also equity mechanisms designed to protect regions with
lower tax-raising capacities.

Consequently T and like Steel T HM 2004 also call for an additional block grant from the UK Exchequer as an equalisation
mechanism, again based on an assessment of need, and reflecting a continued UK-level responsibility for macroeconomic
stabilisation. HM 2004 argue T no doubt with one eye on UK-level decision-makers T that a Scottish Parliament with greater
incentives to grow the Scottish economy would, in time, reduce its call on equalisation grants from the UK budget.

3.2.3. Equity and Needs.: Mackay and Bell / McLean and McMillan

MacKay and Bellis (MB) 2006 contribution plays further on the incentives argument, though with a different thrust (and, as befits a
piece commissioned by a Sunday newspaper is written in altogether more polemic terms). The thrust of their argument is that
public expenditure in Scotland is both too high in absolute terms (and relative to Scottish value added) and is inefficiently used.
The combined effect, it is claimed, is to undermine the competitiveness and dynamism of Scotlandis economy. A number of
economic distortions are claimed to have resulted from excessive government spending in Scotland, the most important of which
are:

e labour market crowding out of private employment to the benefit of the public sector, low overall productivity growth,

e the emergence of a substantial balance of trade deficit (see also Marsh and Zuleeg, 2006),

e widespread public sector profligacy, and

e inadequate public expenditures on investment goods.

The overall result, the authors claim, has been to curtail the role of market forces in allocating resources and to reduce the rate of
growth of the economy.

The key T and highly important T point that MB make (and HM 2006 echo) is that the current level of public expenditure in
Scotland creates significant local economic distortions and is responsible for lowering the rate of economic growth and level of
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prosperity in Scotland below that which otherwise would pertain. Though their criticism is in principle independent of the debate
over the properties of grant-financed fiscal equalisation schemes, the problem they identify is certainly facilitated by a fiscal
equalisation scheme in the UK which generates a higher per capita budget in Scotland than in England and, in MBis terms, feeds
Scottish profligacy.

The remedy MB propose veers firmly away from the fiscal autonomy debate. Excepting a reduction in business rates, fiscal
autonomy is rejected as corrosive of the UK union. The focus (in fact one of a number of expenditure savings proposed) is instead
on strengthening the equity features of the UK system, and in particular the introduction of a needs-based equalisation process
which would reduce (much of) the advantage in per capita spending Scotland has, cut the size of the Scottish budget, and
eliminate the source of the distortions noted above. This would be done with a relative short, 5-year phasing in process. Such a
short transition period would imply a painful process of adjustment for Scotland.

McLean and McMillan (MM) develop in part overlapping themes, again largely ignoring autonomy issues and focusing instead on a
more equitable system of fiscal equalisation. They argue that the Barnett system is arbitrary (as even the baseline blocks cemented
in the late 1970s were not based on measures of need), inequitable (because some places are doing better now than when the
blocks were cemented, others worse) and fails to provide incentives for parts of the UK receiving above-average per capita funding
to grow their economies. MM are more systematic in conceiving of fiscal equalisation as a UK-wide process, including an England
disaggregated for that purpose into nine regions (a systematic conception informed by McLeanis other work on identifying regional
expenditures in England).

They find that the UK-wide system is failing the (northern) English regions in terms of ensuring that per capita public expenditure T
when calculated on a regional basis T corresponds to need. If we take as representative two surrogate indexes of ineedi T per
capita social security spending and per capita GDP, the latter being an indicator of comparative prosperity T MM show that
Scotland has a lower level of social security spending and higher GDP than some regions in England. Despite this Scotland receives
a higher level of per capita public spending on devolved services than comparable expenditures deliver in some English regions
where ineedi is, by objective measures, significantly greater than in Scotland.

Though their main concern is with the English regions MM also consider the potential effects of the Barnett squeeze, which could
(assuming absence of formula bypass) contract spending levels outside England to a point below devolved needs, introducing a
different form of inequity.

Box 4: The Australian Grants Commission

The Commonwealth Grants Commission was established in 1933 to assess claims made by the
Australian states for financial assistance from the central (Commonwealth) government. It advises on
the per capita (relativitiest which drive equalisation between states. Its definition of equity is that

neach State should be given the capacity to provide the average standard of State-type public services,
assuming It does so at an average level of operational efficiency and makes an average effort to raise
revenue from its own sourceso.

MM propose as a response to these problems an equalisation process ideally modelled on that in Australia, where the Australian
Commonwealth Grants Commission exists as an authoritative body at armis length from government, and sets the conditions for a
widely accepted equalisation formula. Failing political agreement on such an armis length model MM propose a default position
based on tinverse GDPj, that is

UK GDP/head X Average UK public spending/head
Regional GDP/head

The effects of equalisation by inverse GDP would be especially hard, starting from current per capita spending levels, on London,
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Scotland and Northern Ireland. A rapid reduction of budgets in line with inverse GDP or some other mechanism would have severe
economic impacts and cause funacceptable disruptioni; MM recognise this and suggest a phased convergence approach, seemingly
on a longer timescale than that envisaged by MB.

3.2.4 The Status Quo. Ashcroft, Christie and Swales

Ashcroft, Christie and Swales (ASC) have emerged as the strongest supporters of the status quo. Their contribution was written in
response to HM 2006 and rejects some of HMis assumptions on the basis that they are theoretical claims without empirical support,
but more generally argues that the current Barnett system is an adequate approach to addressing devolved fiscal needs in an
integrated UK economy. ASC stress much more fully than other contributors to the debate the advantages of Scottish economic
and fiscal integration with the rest of the UK, including the macroeconomic stabilisation effects delivered by the UK tax and
benefits system which provides a large tinsurancei pool in which risks of asymmetric shock to the economy in any part of the UK
are better covered than in a situation of full fiscal autonomy. The focus here is less on equity between different parts of the UK
than inter-personal equalisation through UK taxes and benefits, which may of course have identifiable effects on the different parts
of the UK.

3.3. Economic Considerations

The discussion above of alternative proposals for the funding of devolved (or in one case independent) government in Scotland is
characterised by a general lack of solid economic evidence. In part this reflects a debate in which non-economic considerations are
the key drivers, for example, the political judgement by the Steel Commission about the balance between fiscal autonomy and UK
union which reflects and deepens the Liberal Democratic Partyls commitment to a federalisation of the UK, or the value
judgements on equity between different parts of the UK which underlie MMis proposals.

But in part it reflects a wider problem of the evidence base. Neither in the UK nor in comparative
international research is there a large stock of empirical evidence which provides convincing tests of the
claims made in the devolution finance debate about, say, the size of the public sector (is it lreland or
Norway that is the model for Scotland?), or the incentive effects on decision-makers and the accountability

controls for voters of greater fiscal autonomy. Many of the assumptions made are theoretically and
intuitively plausible; but there is little robust empirical evidence available that there is a causal link between
the mechanism for funding regional government on the one hand and the behaviour of specific target
variables on the other hand.

Darby, Muscatelli and Roy (2002, focusing on fiscal equalisation), Rodrigues-Pose (2005), and Morgan (2006, focused on the
presence of regional government more widely) all find that, thus far, there is no compelling evidence to suggest that
devolving tax authority (or other economy-influencing powers) to a devolved tier of government will, in and of
itself, result in improved economic performance on the part of that devolved territory as a whole. Roy (2006) provides
a valuable review of both the arguments used by the respective protagonists in this debate, and of the available empirical
evidence. And while he finds there are persuasive arguments supporting the general contention that fiscal decentralisation may
boost economic growth for regions with natural or competitive advantages, the opposite outcome could result for the poorer
regions. It seems fair to conclude that economic theory is a useful guide in detecting potential benefits and pitfalls arising from
choices concerning the organisation of public finance within a country, and between central and regional government, but it does
not offer ready-made solutions to problems created by any particular national arrangement. Moreover, Roy suggests that the
empirical work undertaken in this area tends to suffer from significant limitations T both methodological and in terms of data
availability. Given the range of alternatives to the Barnett system currently being proposed, this does point to an urgent need to
improve the data available in order that researchers may be better placed to determine the relationship between fiscal
decentralisation and economic growth.

One vital concern for the Scottish debate is therefore to build a better evidence base against which different
proposals might be assessed.
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It would be time-consuming but essentially straightforward, resources permitting, to model the effects on the Scottish economy of
reducing expenditures (as a result of new forms of fiscal equalisation), exercising greater fiscal autonomy (for example the impact
of levying the tartan tax or reducing corporation tax), or shifting the balance between public and private sectors. There is notable
experience in Strathclyde University (CGE inter-regional modelling) and developing in Manchester (regional macroeconomic
analysis). The former attempts to model the UK economy by disaggregating its operation into four national components. The latter
assumes regional economies as units respond to stimuli in much the same way as the national economies that economic analysis
has traditionally focused on.

The Strathclyde CGE approach has been, in part, mobilised to address some of the questions attached to fiscal policy debates in
Scotland, in particular predicting that either a rise in the level of income tax in Scotland or a full application of the convergence
effects of the Barnett formula would lead over the long term, all other things equal, to a significant contraction of the Scottish
economy (MacGregor et al 2004). However, this kind of modelling is still in its infancy and lacks sophisticated predictive
capabilities. For a variety of reasons T not least of which is the consequential political ramifications T it can be difficult to attract
funding for this type of research.

Our view is that a major investment should be made in Scotland that builds on the expertise we have with a view
to improving our understanding of the relationship between fiscal decentralisation and economic growth in the
specific context of the Scottish and UK economies. While economic models can never give conclusive answers to
these types of question, they are capable of giving invaluable insights into the likely consequences of particular
economic policy choices. Those insights are precisely what the Scottish debate lacks.

More difficult is to capture empirically incentive effects (on decision-makers) and accountability effects (imposed by voters at the
ballot box). Both presumed effects rely on assumptions of (particular kinds of) rational action. Most accounts of voting behaviour
a) assume that non-rational action (in particular enduring loyalties to particular parties) is important alongside more rationalist
impulses and b) can only begin to build a sophisticated picture of causality capable of exploring the impact of fiscal decisions on
voting behaviour through complex and expensive post-election studies of voter attitudes. Such data is rare and fragmentary across
countries.

Similarly, though there is some evidence that decision-makers are slow to use instruments of fiscal autonomy (for fear of being
held accountable? T see Jeffery 2002: 185), there is no easily usable body of evidence with which to test assumptions
that fiscal autonomy encourages decisions more conducive to feffectivel spending, reducing the size of the public
sector, or growing the economy (though it would be intuitively perverse to expect that politicians from Scotlandis larger parties
seeking re-election would not wish to be seen to be promoting economic growth). These reflections suggest more caution is
advisable in the use of theoretical assumptions as foundations for policy proposals.

3.3.1 The Contested Evidence for Scotland

As noted above, the primary concern in the Scottish debate is the lack of a solid evidence base from which to develop firm policy
conclusions or forecast likely consequences of alternative reform proposals. One concern is about the quality, and comparability of
data on public spending and spending needs in the different parts of the UK; the data on the English regions is especially weak and
casts doubt on the capacity to carry out any UK-wide needs assessment process as proposed by MM and MB. An additional concern
is that there is a great deal of uncertainty surrounding the prevailing state of Scotlandis public finances T i.e. the degree to which
expenditures in Scotland are matched by revenues that are, or could be, raised in Scotland. This is quite clearly pertinent to the
likely economic impact of any change to Scotlandis fiscal arrangements that strengthens the link between the levels of public
expenditure in Scotland to taxation revenues actually raised in Scotland, or which re-assesses the basis on which equalisation
transfers are made.

Currently the sole official source of data on Scotlandis public finances is the annual estimate of Government Expenditure and
Revenue in Scotland (GERS) which is published by the Scottish Executive. The publication of the results of the annual GERS
exercise inevitably is accompanied by a stormy political debate concerning the quality of the revenue and expenditure estimates
which it provides, and the resulting Scottish net fiscal balance (consistently negative) which the exercise produces. Indeed, even
the architects of the GERS calculations accept that it is subject to a substantial degree of statistical estimation (on both revenue
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and expenditure items) and methodological deficiencies (Goudie, 2002). This, according to its critics, renders the entire exercise
misleading at best and downright dishonest at worst (Cuthbert and Cuthbert, (1998); SNP (2006)), though others are significantly
more positive about the methodology used and data produced (Scottish Parliament Finance Committee, 2007).

The stated advantage of the GERS data is that it provides data on total expenditure in Scotland T including estimates of what are
termed non-identifiable expenditures, particularly defence T and estimates of total revenues accruing from within Scotland. These
totals permit an estimate to be made of Scotlandis net fiscal position (budget deficit/surplus) which is self-evidently relevant should
any change from the current arrangement be proposed. Significantly, however, the GERS calculation makes no comment on either
the viability or the desirability of alternative fiscal arrangements for financing the devolved Scottish administration. Nor does it
offer any commentary on the fiscal consequences should the Scottish fiscal (tax and spending) framework change.

The most recent GERS data (2006) shows that in the 2004-05 financial year total estimated receipts for Scotland was A36.4 billion
(excluding North Sea revenues) and total expenditure was estimated at A47.7 billion. In 2004-05 Scotland therefore had an
estimated (budget) deficit of revenue over expenditure of A11.2 billion, equivalent to 12.0% of GDP. This figure excludes North
Sea revenues. If the total A5.2 billion of North Sea revenues accruing to UK Government in 2004-05 are treated as part of
Scotlandis revenue for the purposes of this calculation, this net borrowing figure falls to A6 billion, equivalent to 4.8% of Scotlandis
GDP. If we take a longer time perspective, the GERS data shows the following trends:

Table Three: Net Borrowing Estimate for Scotland, 2000-01 to 2004-05

2000-01 2001-02 2002-03 2003-04 2004-05
Aggregate expenditure
A million 35,641 38,868 41,436 45,226 47,662
Aggregate receipts (1)
A million 30,386 31,186 31,601 33,972 36,439
Net borrowing
A million 5,255 7,682 9,835 11,254 11,223
%o0f GDP(2) 6.9% 9.7% 11.8% 12.7% 12.0%
UK Net borrowing
A million -15,784 5,835 29,416 37,914 43,613
%of GDP(2) -1.7% 0.6% 2.9% 3.5% 3.8%

Notes: (1) Excludes North Sea revenues. (2) Excludes Extra-regio GDP.
Source: Government Expenditure & Revenue in Scotland 2003-2004 (Scottish Executive)

Whilst including North Sea revenues in the above data undoubtedly would lower Scotlandis implied budget deficit, nonetheless, to
the extent that the GERS data is accurate, it indicates the high (and, until 2004-05, a rising) degree to which government
expenditure in Scotland is funded by revenues raised elsewhere in the UK. The GERS data has additionally raised concerns that
the seemingly increasing levels of public expenditures relative to receipts in Scotland (generating an apparent net borrowing total
of 12% of GDP) coul/d be an important route through which private sector expenditures in Scotland may be being icrowded out}
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thereby constraining the growth potential of the economy (MacKay & Bell, 2005; Marsh & Zuleeg, 2006).

However it is not only the scale of public spending in Scotland (in absolute terms or relative to GDP) which attracts criticism. It is
also that this appears not to be justified on the basis of ineedi. The principle which underpins fiscal equalisation is that all citizens
are entitled to equal access to public services. Accordingly, finance will flow to places where there is evidence of fneedi. MB and
MM find that the level of per capita public spending in Scotland is considerably in excess of that in most other parts of the UK
where the average per capita income level is well below that in Scotland. In other words, although Scotland is better off than most
regions in England, it is nonetheless attracting a higher per capita level of government expenditure.

Our reading of these figures is that it is difficult to escape the conclusion that any reform of the current
Barnett arrangements would be bound to result in a reduction of the share of UK public expenditure
assigned to Scotland. At the ipureb fiscal autonomy end of the spectrum there would, quite simply, be no
further fiscal flows into Scotland from the rest of the UK while there might well be some fiscal flow in the
reverse direction if Scotland had to pay its share of those public services that continue to be supplied by the
UK Government (e.g. defence). And while some part of any resulting Scottish budget deficit could be
bridged by borrowing by the Scottish Executive, both the guantity and the ipricei of new Scottish debt

would be subject to market and, quite possibly, UK Government constraints. In addition jpurej fiscal
autonomy would give the Scottish government latitude to raise higher revenues through increased levels of
taxation, although this may not be an attractive proposition for those with electoral considerations.

Turning to equity-focused considerations T reforming Barnett to better reflect UK-wide tneeds) 1 it is highly
likely that any needs assessment would lead to a fall in per capita public expenditure in Scotland and
increased expenditure flows going to Wales and the less prosperous regions in England.

It is important to stress that these conclusions reflect very much a istatici approach in that they assume that any reform to the
fiscal framework takes place within the context of a unified UK-wide fiscal system. Two important qualifications need to be made.

First, it is entirely reasonable to argue that any particular reform might have a beneficial {dynamici impact on Scotlandis economy
and generate an expansion of its revenue base thereby addressing the assumed fiscal imbalance. For instance, this might be the
case to the extent that T for whatever reason T the current level of public expenditure in Scotland is acting as a drag on the
economy. Requiring a fall in public spending in Scotland may T as argued in MB T produce an expansion in the level of economic
activity. But the jury is still very much tout) on the precise economic linkages between Scotlandis level of public spending and the
state of health of the economy. As implied by Marsh and Zuleeg, we have to be careful to distinguish what we might term
igrowth-generatingd public expenditure from igrowth-constrainingd public expenditure if the correct response is to be identified.
This is certainly far from being straightforward; however it is essential if we are to avoid damaging the supply side of the economy
which is where a considerable share of public expenditures has its impact.

Second, it is equally reasonable to argue that changes to income, corporation or indirect taxes levied in Scotland T should this be
possible in the context of the UK or politically feasible in the context of an independent Scotland T could deliver a potentially
significant economic dividend in the form of higher economic growth and, accordingly, aggregate growth of government receipts
from taxation. While our general view T as discussed later T is that EU membership considerably constrains the scope for tax
divergence within the UK, undoubtedly Scotland as an independent member state within the EU would have as much scope as
does any other member state to set both direct and indirect taxation at levels considered to be optimum from the perspective of
domestic economic and social objectives. And to the extent that the overall fiscal stance in that scenario was more conducive to
generating high levels of economic growth than is the current stance, the GERS-calculated tburdeni of a high Scottish budget deficit
would, at worst, be a transitory problem.

In reviewing the contested evidence regarding fiscal flows between Scotland and the UK as estimated by the GERS
exercise, we consider that an independent group of experts should be invited to review that approach and to make
suggestions as to how the quality of the estimates can be improved T if at all. Our principal concern is to improve the

21




quality of the data available, and so enhance the evidence-basis of policy discussions and recommendations. The degree of
controversy which accompanies the presentation of the GERS data largely undermines its usefulness in that regard.

4. Policy Constraints

In addition to its lack of evidence, we are concerned that the debate on fiscal policy in Scotland is too rarely carried out with an
appreciation of the economic, political and legal constraints which arise from membership of the UK union, interdependence with
the wider UK economy T with or without independence T and membership in the European Union. We see three kinds of
constraint:

1. Economic and legal constraints within the UK

2. Political constraints arising from intra-UK solidarity

3. Constraints of EU membership

4.1. Economic and legal constraints within the UK

The precise nature of the economic and, indeed, legal constraints facing any revision to the fiscal arrangements in Scotland will
depend on the scheme preferred. In what follows we present issues that we consider need to be addressed under any of the
alternatives to the status quo, albeit different considerations will have different weights according to the alternative under
consideration. We offer no evaluation of the importance of these effects T and the list is not exhaustive. Rather we
present these issues as ones for which further research is needed in order to establish their importance to the fiscal
policy debates in Scotland.

4.1.1 Tax Competition

Where regions are given competence over taxation, some degree of inter-regional tax competition is likely to result. This will be
particularly true, of course, where the tax competence extends over a mobile tax base T as would be the case, for instance, if
discretion is granted over direct taxes (income and/or corporation tax). Other systems with greater fiscal autonomy than currently
available in Scotland balance fiscal autonomy with measures to constrain tax competition (see Boxes 1 and 2 above on the Basque
Country and Belgium). Consideration of tax competition implications and the possibility of desirability of their regulation is
conspicuously absent in the proposals discussed above in section 3.

It is usual to construe tax competition in terms of corporation tax. The argument is that as capital is highly mobile, any differential
in the rate of tax applied to company profits between tax jurisdictions will result in capital flowing from the high- to the low-tax
jurisdiction. The more topeni the jurisdiction, the more pronounced will be this effect.

An alternative way to express this is to say that the cost of an increase in taxation will rise, due to an erosion of the tax base as
mobile capital moves out, and the cost of a tax decrease will fall as the revenue-reducing impact is offset by a widening in the tax
base as mobile capital is attracted into the jurisdiction by dint of lower tax. Of course if all tax jurisdictions respond in a similar
way, capital will not move but revenue accruing from corporation tax will fall.

Considerations of tax competition are usually taken to militate against assigning competence over corporation tax decisions to the
devolved governments within a single economy. The fear is that this could simply trigger a frace to the bottomi as inter-
jurisdictional tax competition drove corporation tax rates downward. Should this occur, then either the provision of public goods
(financed from devolved revenue streams) would have to be reduced, or taxes applied to non-mobile tax bases would need to rise.
This could result in an increase in income or sales taxes, to the extent that the necessary competences have been assigned to the
devolved level, or to an increase in the rate of taxation applied to non-mobile tax bases such as property and land. But, of course,
any such response would simply generate a new discussion about the incidence of such additional or new taxes, and the economic
and social consequences these may have. There are those who regard tax competition of the sort described above as entirely
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benevolent in its impact. Indeed, one of the pioneering contributions to this literature (Tiebout, 1956) argued that competition
between local governments for mobile households enhances societyis overall welfare as tax authorities have to tailor their tax and
spending decisions to suit local preferences. Individuals then select the particular jurisdiction in which to reside based on the
trade-off between taxation and public service provision.

Although focusing on local government, Tieboutis approach has undoubtedly driven the broader argument that tax competition
between governments is igoodi as it provides the necessary incentives for governments to ensure maximum efficiency in the
provision of public goods. But this is not a view that commands universal support. There is a legitimate argument that tax per se
should have a neutral impact on investment decisions and the allocation of productive resources. Tax competition essentially
breaches this approach T tax competition is predicated in part on the gains from ipoachingi a higher share of a mobile tax base
from another tax jurisdiction.

This tharmful tax competitioni has been the subject of a number of international studies, especially by the OECD and the European
Union, and both have generally concluded that tax competition can be harmful where it has the capacity to create distortions in the
pattern of trade and investment. Indeed, the types of arguments set out by these reports are used to support a greater degree of
tax harmonisation T especially within the EU.

There are fair criticisms of the {tax competition is harmfulf literature. Perhaps the main one is that it assumes that this competition
occurs over a finite stock of capital. In fact, tax competition arguably could lead to increases in the stock of capital as lowering,
say, devolved corporation tax would have the effect of igrowingd more local capital. In other words, investment activity across the
board would rise as the effective net-of-tax returns are increasing. This is not only advantageous in terms of local employment
and competitiveness objectives; it might additionally result in an increase (not decrease) in revenues accruing to devolved
governments.

There is some empirical support for this argument. An IFS study suggests that despite EU-wide rates of corporation tax falling
over the 20 years following 1982, corporation tax revenues as a share of GDP have, for the most part, risen.

There is much less analysis of tax competition with regard to labour (i.e. income tax competition). This is largely because it is
assumed that labour is much less mobile than capital, with the result that government revenues from income tax are not
vulnerable to tax competition. While not disagreeing with this common sense conclusion, it is probably worth noting not only that
labour mobility is increasing internationally, if not nationally, and especially within the EU. It is also worth noting that recent work
on {social capitali and the icreative classi at least warrants some attention when we are considering the economic impact of
differential income tax regimes within an essentially single market such as the EU. From those literatures one might derive an
argument that says losing a few highly taxed but highly talented citizens to lower tax jurisdictions might well have a
disproportionately large economic impact.

Finally, when considering the impact of tax competition, it is important to conceive this as competition on the effective rate of tax,
and not competition on the nominal rate of tax. Different tax jurisdictions are likely to reveal significant differences in the way in
which they treat allowable offsets against tax liability T be this for income or corporation tax. Accordingly, it may be worth
considering policy changes that do not impact on the theadlinel rates of tax, but which do achieve meaningful changes in the
effective rate of tax that is levied. If this is the aim of the policy T i.e. to alter the attractiveness of the jurisdiction both to mobile
and resident capital T then it is not necessarily the case that this will most efficiently be achieved by changes to the rate of tax. In
the case both of labour and capital, factors which impact on the effective rate of tax could be construed very widely indeed.
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Tax Competition: A Case Study

Assessing the Case for a Differential Rate of Corporation Tax in Northern lreland. a study produced by the
Economic Research Institute of Northern lreland

(Harris, R, Cher LI Q., and Trainor, 2006)

The aim of this study, published in late 2006, was to establish the extent to which the Northern lrish economy would
benefit from a lowering of the rate of corporation tax to a rate comparable to that in effect in the Republic of Ireland T
presently 12.5%. The work was predicated on two factors. First that the Northern Ireland economy is overly reliant on
public expenditure as a source of economic activity and has a suite of economic development policy levers that are not
ofit for purposel. Second that the low corporation tax policy pursued in the Republic of Ireland had played a critical role in
its economic renaissance over the past 20 years. A key relationship to be explored in the Report was that between
lowering the rate of corporation tax and inward investment flows 1 i.e. the likelihood that lowering the rate of
corporation tax for firms locating in Northern Ireland would gain for the province a higher share of mobile investment
capital.

The study both reviews the literature on the responsiveness of foreign direct investment (FDI) to host-country tax
regimes, and analyses the impact on the lrish economy from following an economic development strategy founded upon
a low rate of business taxation. In both cases a positive relationship is demonstrated. One study cited found that fithe
stock of US manufacturing investment in lreland is 70% higher than it would have been if Ireland had a tax rate equal to
the next lowest rate among the EU150, whilst another reported study estimated that fisome 80% of lrelandis net FDI
inflow would disappear if rates were harmonised at the average EU level.o (para 4.8).

The report then goes on to estimate the direct and indirect economic benefits that would accrue to Northern lreland from
a fall in the effective rate of corporation tax to a level comparable to that in the Republic of lreland. The results are
impressive. Total employment is forecast to grow by 184,000 additional jobs by 2030, and economic growth would
double to 5% pa over the forecast period. And the initial revenue cost to the Exchequer of A310M in the first year of the
lower tax regime would quickly diminish and reach break-even by 2013. Beyond 2013 there would be a net gain to both
Northern Ireland and UK public finances. Although much of the early gains would result from increased inflow of FDI, the
new regime would produce a growth in the domestic tax. However, the Report makes clear that lowering the rate of
corporation tax alone is insufficient. There needs to be accommodating policy changes across a range of support
mechanisms and institutional infrastructure.

As a closing point of para 6.3, the Report does offer the following observation: iThe Report has not been concerned with
the mechanics of implementing a policy of reducing Corporation tax in a specific region of the UK. There are serious
difficulties, including the issue of EU state aids in such a policy but other work outside this study suggests that these are
not insurmountableo. It is worth stressing that we concur with this final point, although to what degree these fserious
difficultieso in so far as EU law is concerned are surmountable is open to debate.

The publication of this Report has led to calls in Scotland that any tax concession offered to businesses in Northern
Ireland must be matched by similar concessions to businesses located in Scotland. This is likely to prove problematic
under the current constitutional settlement. There is little doubt that should UK Government seek to implement a
reduced rate of corporation tax in Northern lreland that it would subsequently have to justify this to the European
Commission under the provisions of Article 87(3) of the Treaty on European Union T i.e. EU State Aid legislation. Given
the extremely difficult economic and social circumstances in that province, it is conceivable that such justification may be
accepted by the Commission and the tax measure accepted. If a similar concession was sought for Scotland, and in the
context of Scotlandis relatively better economic situation, it is likely that justification on economic development grounds
would be considerably more difficult.
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4.1.2 Fiscal Policy Coordination

The greater the degree of fiscal autonomy within a single economy then the greater will be the challenges of coordinating fiscal
policies between different fiscal jurisdictions. The argument that the coordination of fiscal policy decisions between jurisdictions
co-existing within a single market is desirable can be made by reference to the costs of non-coordination. This is particularly true
where devolved fiscal autonomy extends to the stabilisation functions of fiscal policy (and explains why stabilisation policy tends to
be retained by the thighesti tier of government within a multi-level system).

The explanation, according to Cooper (1969), is that ignoring interdependence between fiscal jurisdictions within a isingle
economy is likely to lead to oscillations and overshooting (in targets and instruments) because the fiscal policy choices made in one
jurisdiction will inevitably ignore the inter-jurisdictional side-effects of decisions made in the domestic interest until after they have
appeared. Corrections have then to be applied. These are the costs of imposing policy assignments on an exclusively flocali basis
(i.e. local policy instruments to local targets).

There is, of course, an analogue in terms of the need to better coordinate national fiscal policies within the EUis euro-zone. The
general proposition of which this is a national variant is that as international integration (globalisation) intensifies following the
elimination of barriers to trade and factor movement, so these costs of external fiscal policy non-coordination increase.

Typically one would expect internal coordination within a state to be more important than the coordination of policies or regimes
between states, since any changes or shocks go directly through the domestic goods and financial markets in the former case. In
the latter case, on the other hand, policy changes (or shocks) have to go through the markets for traded goods or capital
movements before they get to the domestic markets. Essentially the message is that unless there is a sufficient degree of
coordination, dlocali fiscal policy decisions may be rendered ineffective to the extent that policy makers have to correct past
fimistakeso and counter the undesired impacts of policies introduced by others for the benefit of others.

Moreover, because the strength of these spillovers increases as does the degree of integration between the fiscal jurisdictions, the
effectiveness of local fiscal policy in decentralised economies characterised by ineffective internal policy coordination declines along
with it. Decreasing policy effectiveness shows up in the size of the policy interventions needed to restore targets to their desired
levels, and in the speed with which the targets approach their desired levels after a shock.

So, there is a risk that of suffering either worse outcomes, or longer periods away from equilibrium (exaggerated cycles), or
greater intervention costs in restoring targets to their desired values.

The greater the degree of fiscal policy autonomy then the more important such considerations become. And the more closely
aligned elements of fiscal policy become as a consequence of the costs of policy non-coordination, then the less reliance can be
placed on the independent assignment of fiscal policy to macro-economic stabilisation, including response to asymmetric economic
shocks.

4.1.3 Domestic Debt Management

The management of devolved debt is an issue which arises under a number of examples of fiscal autonomy. As HM (2006) make
clear, there are a range of alternative mechanisms for managing devolved debt and disciplines imposed by the central government
that restrict the ability of devolved governments to accumulate debt. That such disciplines exist reflects the tendency (a) for
governments from time to time be imprudent borrowers and, (b) for markets, from time to time, to be imprudent lenders.

To the extent that devolved debt is incurred T and this will increase in importance the greater the degree of fiscal autonomy T a
range of issues become important including: establishing a (goldeni rule for borrowing; the risk premia that markets require to hold
devolved debt and which will reflect, in part, the underlying strength of the devolved economy; and any restrictions imposed by
central government in order to avoid spillover debt effects from encroaching into other UK fiscal jurisdictions.

Of course spillover effects flow inwards as well as outwards. This implies that for a small, open economy such as Scotland in the
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UK, that Scotland may have little effective control over its own fiscal policies because its own cycle is more influenced by the boom
or slump in the economic cycles of the rest of the UK. That could have a big effect on its welfare expenditure programme (e.g.
through unemployment payments) and on the state of its tax revenues. Inevitably this will impact on the size and movement in
the budget deficit, and may necessitate further borrowing to ensure that capital and current spending plans may be preserved
while automatic stabilisers are placing greater burdens on social welfare payments.

It is also worth noting that under fiscal autonomy (including under political independence) it is probable that Scotland would retain
some responsibility for repaying and financing an appropriate share of the UK national debt.

4.2. Political constraints: intra-UK solidarity

All but one of the proposals discussed in this report would, if implemented, need to be mindful of Scotlandis setting in the wider UK
and the understandings surrounding the relationships of the different components of the UK union. The exception is the version of
full fiscal autonomy associated with Scottish independence. This exception aside, one issue on which the comparative literature is
crystal clear is that territorial financial arrangements T that is arrangements about the distribution of finite resources T are highly
political and easily mobilised in political conflict between different parts of the same state. There are two obvious, and in part
overlapping fault-lines:

e Rich vs. poor. The frich-poori fault-line can be taken as a natural condition of territorial politics. It is apparent in all
decentralised systems. Economic success is distributed unevenly, reflecting the distribution of natural resources, patterns  of
structural economic change, quality of political leadership, and so on. Some places are as a result tricherf than others and
depending on the intensity of equalisation in a given state T are called on to transfer some of the fruits of a superior
economic situation to economically less fortunate places. Equally, less well-off places make claims on the drichd.

e Uniformity vs. diversity (or: solidarity vs. self-reliance). Whether explicitly or implicitly, all decentralised states strike a
collective judgement about what is the appropriate balance between territorial social diversity, which implies an acceptance of
territorial variation in policy outcomes, and the logic of membership of a common state, which implies some amount of
uniformity of policy outcomes (cf. Jeffery, 2002). Collective judgements which favour more uniformity require differences in
territorial financial capacity to be evened out in a practice of inter-territorial solidarity; collective judgements which favour
more diversity may be more relaxed about variations in territorial financial capacity and support a philosophy of territorial
self-reliance. Each decentralised state makes different judgements which reflect national histories and traditions.
Judgements about the right balance of uniformity vs. diversity also vary within states, in large part in accordance with the
rich-poor fault-line noted above. Poorer units have an inherent interest in solidarity and uniform policy outcomes as this
implies that they should receive additional resources to those they raise themselves. Richer units have an inherent
interest in limiting the claims of solidarity and instead stressing the merits of diversity of outcomes and self-reliance.

Some of these fault-lines are becoming evident in the UK, reflecting an erosion of solidarities between England and Scotland. This
erosion has in part to do with questions of representation (the (West Lothian Questioni): the perception that Scottish
representatives should have a reduced role in UK matters following devolution. Around 60% of the English (and around 50% of
Scots) interviewed in regular academic surveys since 2000 think that Scots MPs should not be able to vote on English laws at
Westminster, and more recently English reservations (not shared by Scots) have been revealed in commercial polls about Scottish
(Prime) Ministers running English business (sources).

The erosion of solidarity also has a financial aspect. Around three-quarters of English survey respondents think that services run by
the Scottish Parliament should be paid for by taxes raised in Scotland (as do around 50% of Scots). And there is a clear
divergence in views about whether Scotland gets its fair share of government spending compared with the other parts of the UK
(Table Four). Scots generally admit to being unhappy about their ésharei; the English think current shares are about right, though
with more of them thinking Scotland is over-generously treated than under-generously. In addition there is some considerable
evidence in the debates during the abortive English regionalisation process of the early 2000s that Scotlandis above average per
capita funding is a significant concern among opinion-formers in northern England.
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Table Four: Public Attitudes to Scotlandis Share of UK Spending

Scotlandis England Scotland

share of 2000 2001 2003 2000 2001 2003
UK spend
Much 8 9 9 2 2 3
more than
fair

A little 12 15 13 8 8 8
more than
fair

Pretty 42 44 45 27 36 35
much fair
A little 10 8 8 35 32 35
less than
fair
Much less 2 1 1 23 15 13
than fair

Source: British Social Attitudes 2000-3

These are views which touch on questions of autonomy (tax-raising in Scotland) and equity (fair share; also, implicitly, the West
Lothian Question). Taken in the round they suggest that the English are keener that the Scots to pursue a strategy of fuller
political and fiscal autonomy with, if anything, less inter-regional equalisation than the Scots themselves are. The English want the
Scots to be more self-reliant, and less involved in (diverting resources from) English business.

Though these views are expressed fairly clearly in attitudes surveys, this does not mean that they are at the forefront of peopleis
minds. In the jargon, they are not currently fpolitically salienti; health, education and immigration typically are. But there is a
potential for latent views to become active, especially if they are articulated and mobilised. There are some signs that the
Conservative Party in England is minded to mobilise those views. But the wider point is that even without, but particularly with,
political mobilisation, the majority community in the UK - the English - appear to be developing clear views on what kind of funding
model for the devolved administrations is appropriate.

This suggests two constraints on the Scottish debate: first that debate needs to be a little less insular and a little more mindful of
UK-wide considerations; and second, Scotlandis future fiscal arrangements not only have to meet criteria acceptable to the Scots,
but also the English and the rest of the UK.

4.3 Constraints arising from EU membership

One of the key omissions from the fiscal policy debate unfolding in Scotland is the absence of any comment on the constraints
which EU membership imposes on the taxation arrangements within member states. This is probably attributable to the fact that
the EU level of government has no treaty-based competence over direct taxation policies (income tax, corporation tax) within
member states. Member states largely retain the prerogative to define their tax systems and tax rates. However this does not
mean that EU membership has no impact on the direct taxation regimes operating within its member states.

4.3.1 The European Court of Justice and Taxation

In its role as upholder of the single EU market, the European Court of Justice (ECJ) has made substantial inroads in matters of
direct taxation arrangements within EU member states, particularly in the field of business taxation. Case law covering issues such
as the tax treatment of corporate losses in cross-border situations, exit taxation, taxes on the transfer of assets, withholding taxes
on cross-border income as well as inheritance taxes reflect the extent to which the ECJ has deemed tax obstacles to be
incompatible with the EU internal market. At the same time, and as noted in the recently produced study, Assessing the Case for a
Differential Rate of Corporation Tax in Northern Ireland (Harris, Cher Li and Trainor, 2006), ECJ decisions which have been
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predicated on the free movement of capital within the EU have also increased the pressure for tax competition (see 4.3.3 below).

4.3.2 State Aid Rules

The principal way in which EU membership affects direct taxes is through the state aid legislation set out in Articles 87 and 88 of
the Treaty on European Union. Article 87, in conjunction with the settled case law of the European Court of Justice, prohibits any
aid granted by the state in any form whatsoever which distorts, or threatens to distort, intra-EU competition by favouring certain
undertakings or the production of certain goods. For our purposes, the key phrase is fiin any form whatsoevero in that EU state aid
rules do not distinguish between aid granted by way of subsidy or aid granted by way of a tax measure. It is sufficient that the aid
grants an economic advantage and is financed through state resources.

Two further criteria must be met if the measure is to be subject to Article 87: (i) it must be a selective measure in that it favours
ficertain undertakings or the production of certain goodso, and (ii) it must distort, or threaten to distort, intra-EU trade. In the case
law of the ECJ, fiselectivityo is also taken to include a geographical dimension T for instance where state aid (of whatever type) is
offered in one region of a member state but not elsewhere. Of course any measure which is deemed to be selective state aid under
Article 87 may nonetheless be permitted if the member state can demonstrate an eligible exemption under Article 87 (2) or (3).

The question which therefore arises is the extent to which EU state aid rules inhibit the ability of devolved authorities to set both
the direct tax base and the rate at which the tax is applied within their jurisdiction distinct from those prevailing at national level,
even where national law permits them so to do. This issue has recently come to prominence following a judgement by the ECJ
involving such a measure enacted by the Azores government in 1999. The background was a notification to the Commission by
the Portuguese government that the Autonomous Region of the Azores had adapted the national tax regime (by lowering the rates
of both income and corporation tax T the latter by 30% from the national rate) to meet the specific conditions of the Region, as it
is empowered to do under the Portuguese constitution.

The Commission deemed that because the tax concession was geographically iselectivel in favouring the Azores over the rest of the
Portuguese economy, it violated the state aid provisions of the Treaty (Article 87), and was therefore illegal. Accordingly, if it was
to be deemed permissible under Article 87(3) the Portuguese government was required to provide evidence to demonstrate the tax
measures were intended to enable firms in the Azores fito overcome the structural handicaps resulting from their location in an
insular and outermost regiono.

In the event the Portuguese government was able so to persuade the European Commission of this case and the Azores tax
measures were therefore permitted other than for two specific areas of economic activity T the principal one being the financial
services sector T where the Commission adjudged that the reduced rates of tax were not justified by the contribution of those
sectors to regional development. Accordingly the Azores was permitted to have lower income and corporation taxes T at least until
the end of 2006 and with the exceptions already noted.

The Decision of the European Commission which set out these conclusions was published in 2002, and was subsequently
challenged by the Portuguese government. That challenge was adjudicated by the ECJ and its judgement was issued on 6
September 2006. That judgement has since become a reference point in the debate over the legality (under EU treaties) for
fautonomous regionsb to reduce their taxes below that prevailing for the member state as a whole. This issue has clear relevance
to the current debate in Scotland.

In challenging the Commission Decision, the Portuguese government pointed out that the Azores was an autonomous region which
was exercising the powers at its disposal and, as such, its tax policy did not constitute iselectivel assistance T one of the issues that
underpinned the Commissionis Decision T in that all operating entities in the Azores were covered by this new tax policy. In
reaching its Decision, the Commission had used Portugal as a whole as the geographical reference framework and on that basis
any lowering of tax in one region T the Azores T clearly was selective. Adjudicating on this issue became a crucial part of the ECJ
deliberations T i.e. was, or was not, the Azores sufficiently autonomous from the rest of Portugal for the purposes of the
iselectivityi criteria applied under Article 877

The ECJ found that the Azores was not {sufficiently autonomousi from the Portuguese state to permit its decision to lower taxes to
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avoid scrutiny under Article 87. The reason given was that under the Constitution of the Portuguese Republic, the Azores is not
sufficiently autonomous in a fiscal sense because the Constitution requires the Portuguese government to ensure the provision of
an appropriate level of public services across Portugal. Consequently, the ECJ determined that the Azores would not be assuming
the financial consequences of its actions such that should the tax reductions in the Azores lead to a loss of revenue from which to
finance the provision of public services in the Azores, in constitutional terms this would have to be rectified by compensatory
financial flows made by central government.

The ECJ reasoning in the Azores case therefore established that it is not sufficient that a devolved authority has the powers to alter
direct taxation within its jurisdiction, but that if it opts to use these powers then additionally it assumes the political and financial
consequences of such actions.

For the purposes of the debate in Scotland, the following points may be taken from the Azores case:

e The Azores judgement re-states that member state tax policies are subject to Article 87 state aid rules as these are
measures which can be used to grant selective economic assistance;

e The judgement also re-states that applying direct taxation at different rates within a member state may constitute
iselectivel aid and as such is subject to Article 87;

e The judgement uses the term (sufficiently autonomousi to depict a situation in which a sub-state authority may be
permitted to vary taxes over which they have competence and which may not be classified as state aid T this because the
geographical reference framework becomes the sub-state territory;

o  Sufficiently autonomous is defined as comprising three elements, viz.;

o] The decision to vary taxes has been taken by a regional or local authority which has, from a constitutional point
of view, a political and administrative status separate from that of central government,

o] The decision must have been adopted without any intervention by the central government,

o) The financial consequences of a reduction of the national tax rates for undertakings in the region must not be

offset by aid or subsidies from other regions or from central government.

e Under the current constitutional situation any decision by UK government to lower corporation tax rates in any part of the
UK is bound to be treated as iselectivei assistance and subject to scrutiny under Article 87 state aid rules T as with the
Azores, it is of course possible that the UK government might be able to convince the European Commission that such a
measure is justified under Article 87(3);

e Should a policy of lowering corporation tax in Scotland become a goal of any political party, the crucial issue (if scrutiny
under EU state aid rules is to be avoided) then becomes whether or not Scotland would be deemed to be isufficiently
autonomousi under the broad criteria outlined in the ECJ Azores ruling. If that condition was met, then having a lower
corporation tax rate in Scotland would seem to be possible under EU law;

e In the final instance this latter issue may become a matter of judgement T in the absence of a settled case law it cannot be
assumed that any specific constitutional configuration (other than independence) will, or will not, meet these (sufficiently
autonomous criteria.

It is understandable that the dispute between the Portuguese Republic and the European Commission over the Azores tax policy
has become the focus of discussion in Scotland. It does, after all, demonstrate that policies over direct taxation T principally
corporation tax T are subject to EU rules despite the fact that direct taxation remains a matter of exclusive national competence.
It also demonstrates that any moves towards amending the Scotland Act which transfers competence over corporation tax to the
Scottish Parliament and which will not be deemed state aid if used will need to observe the isufficiently autonomousi criteria
defined by the ECJ. It is worth noting in this respect that in his Opinion ahead of the ECJ ruling on the Azores, the Advocate-
General did imply that in his view the current income (ftartant) tax provisions of the Scotland Act did meet the (sufficiently
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autonomous? criteria.

It is worth noting one final matter in relation to the Azores T that there is a special provision within the EU treaties (Article 299)
which provides for the Council of Ministers, acting unanimously, to vary the ficonditions of application of the present treaty&o to
the Azores along with the French Overseas Departments, Madeira and the Canary Islands. This provision was inserted in
recognition of the particular social and economic situation in these territories T a situation compounded by the remoteness,
insularity, small size, etc. of these territories. The point to note is that the under this Article it is possible for these named
territories to be given specific derogations from the Treaties which are unavailable elsewhere. Accordingly, should T for instance T
the tax circumstances pertaining in one or more of these territories be more favourable than elsewhere in the EU, it is important to
establish the legal basis of this favouritism.

4.3.3 Harmful Tax Competition

We noted earlier that a degree of tax competition between different jurisdictions is an inevitable feature within a icommon markets.
And, to a degree, it is regarded as desirable as it permits different constituents to make location decisions based on their preferred
trade-off between taxation and the provision of public services. However it is also recognised that tax competition may be harmful
to the extent that it leads to competition over mobile assets which, if these form part of the tax base, may not only lead to a fall in
public revenues but may additionally result in taxes on immobile assets (e.g. physical property) being raised thereby introducing a
different set of economic and social distortions.

Since 1996 harmful tax competition has been discussed in the EU ECOFIN Council. In December 1997 this resulted in the signing of
a voluntary Code of Conduct relating explicitly to business taxation. Unsurprisingly, the Code eschewed any suggestion that the
sovereignty of member states in the field of business taxation was being eroded. Rather, the concern over harmful tax competition
was triggered by what was at the time the prospective enlargement of the EU to include the Central European countries, coupled
with the impact of the on-going liberalisation of cross-border trade and investment. The Code was specifically designed to detect
only those measures which unduly affect the location of (mobile) business activity in the EU T for example, measures targeted
merely at non-residents and providing them with more favourable (effective) tax treatment than is generally available in the
member state. It was not intended to restrict tax competition to the extent that this operated on statutory tax rates and regimes.
Under the Code, which was formally adopted by the Council in June 2003, member states agreed on both fistandstillo and firoll
backo in the area of preferential corporate tax regimes that were explicitly intended to induce T or fipoacho T mobile tax bases from
other member states.

Business taxation is a subject which continues to be discussed at the EU level. To date, these discussions have been focused on
what might be termed fipredatoryt tax policies which are geared principally to avoiding one member state fipoachingd the business
tax base of other member states. There is no suggestion of changing the present rule whereby all taxation matters are dealt with
under full unanimity in the Council. The UK debate on corporation tax appears not to involve any proposal that would violate the
Code of Conduct T i.e. which would give a greater degree of preferential treatment under corporation tax rules for inward
investment than presently exists.

Finally, it is worth noting that the European Commission is examining the possibility of proposing the introduction of a Common
Consolidated Corporate Tax Base (CCCTB) under which companies could apply a single EU-wide set of rules for company tax
purposes. The objective is to ensure that firms with significant cross-border operation will not encounter many of the tax obstacles
that they currently face when they do business in more than one Member State in the EU. In the view of the Commission, a CCCTB
will significantly reduce compliance costs because groups will no longer need to comply with the tax reporting requirements of
numerous national systems. Once again it is important to stress that any progress towards harmonising the corporate tax base
across the EU would be subject to the unanimous agreement of the member states, although it seems likely that some partial
scheme could be adopted by those countries in favour T with those not in favour simply opting out.

Business taxation is, therefore, a very live issue within the EU at the present time. A summary of the situation is that although this
remains a matter under the sovereignty of individual member states, recently we have seen a number of moves that enhance the
degree of intra-EU cooperation and coordination which place some self-imposed restrictions on the freedom of manoeuvre which
member states might have been able to exploit in the past. It is, therefore, important that those offering proposals as to how
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corporate taxation in specific parts of the UK might possibly be reformed take full cognisance of the EU-wide discussions which
member states have been having since the mid-1990s, as well as of the proposals which presently are emerging out of DG
Taxation.

5. Conclusions

This paper has reviewed a number of the options which have been put forward concerning future fiscal arrangements in Scotland.
We have sought to explain more clearly the strengths and weaknesses of competing schemes and T crucially T to establish the
economic, social and legal context in which any revised arrangement would have to operate. It has not been part of our task
to conclude in favour of one or other of the options available, including the status quo.

On the basis of our work, we would offer the following conclusions.

e We have considered those proposals that have recently been advanced by critics and supporters of the current arrangements
for financing the devolved administration in Scotland. However these proposals in no way exhaust the range of alternative
schemes which could be designed to reform or replace the current system.

e Our view is that insufficient evidence is available to justify, at this time, any particular model being preferred over the
alternatives T including the status quo. However, the clamour of criticism that has now overtaken the current arrangements
and the spread of views advocating its reform T point to an urgent need for serious empirical research being done on the
precise costs and benefits of reform.

e Examples of financing arrangements of sub-state government drawn from other countries are instructive in informing the
debate here, but only up to a point. It remains the case that we found no example of fiscal relations between central and
sub-state government which commanded unanimous consensus in the country concerned. There are clearly cases which are
presented as tbest practicel, and we would point to the Australian system as an example although even that system has its
internal critics.

It is worth highlighting that the typical situation in all countries with devolved administrations is a contested fiscal regime.
If there is change to the current system, that change will inevitably be contentious.

Bearing these conclusions in mind, we make the following recommendations:

1. Better data. A fundamental problem for any credible proposal for reform is that the data available on the fiscal position of
Scotland, as set out in GERS, is (as its authors recognise) problematic. GERS is not seen as a credible basis by all those with
a stake in the debate T in politics, in business and beyond T for accounting for Scotlandis current fiscal position, or, therefore,
for making informed predictions about the effects of any policy changes. This is not a Scotland-only problem. High quality,
comparable, generally credible data is also a fundamental pre-requisite for understanding the implications of any reform in
which Scotland remains a part of the UK. This would apply in particular to any notion of needs assessment, and in particular
if England were to be disaggregated by region for purposes of resource allocation. Such data is not available at adequate
levels of detail or reliability. It is unlikely that HM Treasury would be seen by all stakeholders as a legitimate source of those
data (or, indeed, of any consequent needs assessment exercise).

2. Building understanding of the impact of policy change. The assumptions of economic theory about the impact of
particular measures T the exercise of differing degrees of fiscal autonomy, or a reduction in the size of the Scottish block T
are not by themselves a sufficient basis for policy-making. Much fuller empirical knowledge of the effects of particular policy
choices is needed. More systematic comparison of data on the effects of fiscal policy choices elsewhere may help, though as
we have stressed the international comparative data available is inconclusive. More attention needs to be given to how we
test economic theory against available evidence and in the light of improvements in data sources. There is in particular a need
for a better empirical understanding of assumptions about the constraints and incentives that decision-makers face, and the
patterns of response they might pursue if able to make a fuller range of fiscal decisions than now, if faced by more
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transparency about the revenues generated in Scotland, or if dealing with a smaller budget than now.

3. Understanding constraints on policy choices. The fiscal policy debate in Scotland is extremely insular. There is
remarkably little consideration in the Scottish debate of the constraints that Scotland faces as a component of larger UK and
EU units. How feasible is tax competition for a small nation with a much bigger neighbour? How feasible would it be even if
Scotland were independent? How much consideration needs to be given when making fiscal policy choices in Scotland to the
preferences and priorities of the public and their representatives in England? Under what conditions is tax competition in the
EU legal? Policy debate in Scotland needs, in other words, to be more sensitive to, and perhaps more creative in negotiating,
the bigger contexts in which Scotland is set.

We believe Scotland needs to be ready for a post-Barnett era. It is not yet. To do so it needs to have a base of
evidence and expertise which has sufficient authority and credibility to move the debate forward. In our view this
need would best be addressed by convening an independent group of Scottish, UK and international experts
without partisan attachments with a remit to explore and recommend improvements in the data situation, to build
evidence-based ways of understanding better the economic implications of competing policy options, and to do so
with due regard to the constraints set on those options by the rest of the UK and by the European Union.
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Appendix One: The Academic Debate on Equity and Autonomy

In this appendix we present a fuller account of the academic debate on questions of equity and autonomy in devolved financial
arrangements that we summarise in section 2 of the main report. We review two problems of tequalisationi that emerge in states
with decentralised government: vertical fiscal equalisation (VFE), which connects with the debate on fiscal autonomy in Scotland;
and horizontal fiscal equalisation (HFE) which connects with the debate on equity between the different nations and regions of the
UK. We then go on to consider insights from the academic literature on the allocation of competences between different tiers of
government.

Al. Fiscal Equalisation

Vertical Fiscal Equalisation

A vertical fiscal imbalance describes a situation in which revenue collection is highly centralised at the level of the national
government, but where a significant part of public expenditure outlays takes place at regional levels of government. The centre
raises revenues from taxes set at the centre, while regional governments are responsible for delivering a range of public
expenditure programmes. Thus a vertical fiscal imbalance arises.

In order to ensure that regional government is able to meet its expenditure obligations, the national government makes a direct
financial transfer to it financed out of central funds. This is known as VFE, and describes quite well the Barnett formula
arrangements which currently provide the basis for the public funding allocated to Scotland. More generally, the size of VFE
required in such a system will be directly related to the size of the difference between (a) the division of spending obligations
between national and regional government and (b) the division of total tax revenue between national and regional government.

There are a number of well known criticisms of the arrangements which generate a vertical fiscal imbalance and therefore
necessitate VFE. These have been widely rehearsed in debates in other countries characterised by a high degree of vertical fiscal
imbalance and now inform the debate in Scotland:

e  The first and most frequently voiced criticism is that VFE reduces government accountability as it violates the principlel that
government should be responsible for raising the money it then spends. Regional government spends monies it does not
raise.

e Second, because the national government will tend to tax on wide tax bases (e.g. consumption or income) which is
regarded as more equitable than taxing on narrow tax bases such as wealth which affects only a ifewi, regional governments
are forced to tax the narrow base if they are to acquire independent revenues in order to finance local expenditures.

e Third, VFE violates the principle of subsidiarity which asserts that expenditures on public goods and services should be
determined at the jurisdictional level closest to the citizen in order that the appropriate level of provision can be assured (i.e.
neither under- nor over-provision). Information inadequacies at national level are therefore likely to result in sub-optimal
allocation of public spending.

At the same time VFE has its defenders:

e The most telling defence, and one which is pertinent to the debate in Scotland, is that the critics have simply failed to
demonstrate that the arrangements which generate vertical fiscal imbalance (centralised taxation and decentralised
spending) actually do give rise to pressing problems of the type identified above T even if one accepts that the criticisms have
intellectual force.

e A second, and equally pertinent defence, is that the arrangements which result in the national government accruing a
large share of taxation revenue (and thereafter re-distributing this) also permit the appropriate degree of horizontal fiscal
equalisation to be achieved.
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e Third, and again echoes are to be found in the Scottish debate, is that devolving significant authority over taxation to
regional governments is likely to create a degree of tax competition which could be to the detriment of citizens and
business.

Horizontal Fiscal Equalisation

The concept of horizontal fiscal equalisation is driven by the principle that all citizens should have equitable access to public
services provided by all levels of government. Perhaps the clearest statement of this concept is given by the Commonwealth Grants
Committee in Australia:

(€each state [should be able] to provide, without imposing taxes and charges at levels appreciably different from the levels of
taxes and charges imposed by the other states, government services at standards not appreciably different from the standards of
the government services provided by the other states.

HFE thus describes an arrangement whereby revenues raised by taxes levied in one place are effectively transferred in order to
finance public spending in another place. It is necessitated because of inter-regional differences in the size (value) of the tax base
on which taxes are levied and from which ilocali public expenditure is funded. Equalisation is premised on the view that residents
of ipooreri places are entitled to the same standard of services as are residents of more (wealthyi places. HFE is also appropriate
where regionals have tax bases which are subject to a high degree of volatility. This is the insurance aspect of HFE, and it ensures
continuity in the provision of necessary public services should the tax yield diminish.

HFE is therefore based on an estimation of regional ineedi in the light of regional icapacityl. It is an expression of solidarity
between citizens, and places, within a state. Like VFE, HFE has also attracted criticism T unsurprisingly mainly from governments
representing regions that are net financial contributors to the equalisation policy. There are a number of difficulties:

First, HFE cannot be used to offset lower revenues in a region whose government has elected to reduce the rate of
taxation in those fiscal areas in which it has tax competence.

e Second, HFE becomes problematic where there is evidence that a beneficiary region is less efficient in the delivery of the
relevant public services than is a contributing region.

e  Third, HFE may erode the incentive for a regional government to take unpopular efficiency-saving measures.

e  Finally HFE will, self-evidently, become controversial where there is no firm evidence of a greater fneedi or a lower
fcapacityi in the recipient region.

As we discuss in the main report, a difficulty in the debate in Scotland is that elements of both VFE (how much autonomy for
Scotland) and HFE (how much equity between England and Scotland) are present.

Mixed Systems

Many, if not most, models of inter-regional fiscal equalisation contain elements of both vertical and horizontal fiscal equalisation.
And, of course, models of intra-regional public finance have similar equalisation features T for instance the arrangements for
financing the policy competences of local authorities or municipalities within regions. Mixed models combine elements of regional
expenditure which is raised by regionally-managed taxation (involving either or both competence over tax rate and tax base), and
regionally-managed expenditures which are financed by (equalising) grants from national treasuries based on some notion of
regional ineeds.

Unsurprisingly comparative analysis of data showing the role of locally raised taxes in total local expenditures reveals that in the UK
only a tiny fraction of taxes are raised locally T considerably less than is the case in most other EU countries (Darby, Muscateli and
Roy, 2002).

34




It is worth noting that there seems to be no state in which (equalisationi in one or other, or both, of the variants is conducted that
displays a general consensus that the system is ideal. Each regime in most countries is criticised from some quarter. An added
point, which is also pertinent, is that many of the equalisation schemes appear to have developed in some sort of ipath dependents
manner. No scheme currently operating seems to have begun from a clean slate.

A2. Fiscal Federalism

A very real difficulty in the discussion of mismatches between revenue raising and public spending competences at regional level is
the absence of a set of clear operating rules for determining the assignment of (spending and taxing) competences between
different (and competing) levels of government. This question of assignment has been central to the literature on f(fiscal
federalismi, though it has had important limitations. The most significant is that it tends to focus on the expenditure side of the
public finance equation, and has less to offer on the revenue-raising side of the discussion. Accordingly, while we might draw
plausible conclusions in terms of the best assignment of expenditure competences between central and regional governments, it is
considerably more difficult to generate a plausible T and intellectually defensible T series of conclusions regarding the revenue-
raising authority to be assigned to these same levels.

The case for transferring policy and expenditure powers to regional governments is that T for specific allocation categories of public
expenditure T regional government will be a better (or more efficient) provider as it has more information with regard to local
needs and local capacities. Beyond the initial allocation, it will also be more responsive to changes in needs and capacities. So, we
tend to find regional rather than national authorities being given responsibility for public services for which a specific regional
preference or need has emerged such as education, policing, local public transport, health, etc. For other types of public
expenditures, however, the regional level of government will be less efficient than the central government. Typically this includes
defence, foreign policy, national transport arteries, and telecommunications. These are all areas where either the national scale of
provision is inherently more efficient, or where inter-regional coordination costs exceed any gains from regional provision.

If we consider a second class of government spending T (re-)distributive T then a clearer case emerges for central government to
bear principal responsibility. Not only do equity considerations tend to militate in favour of national provision of social security, in
addition the mobility of individuals means that should the provision of basic welfare benefits differ between regions then those in
greatest need will tend to settle in the most generous region. This will place possibly unsustainable pressure on the local financial
arrangements of providing above-average welfare support, and prompt a convergence on lower levels of support (in a so-called
frace to the bottomi). At the margin, of course, regional differences in some aspects of publicly provided welfare support can exist
T for instance the provision of free care for the elderly in Scotland T without serious distortions arising. But, in general, it is usual
for the delivery of basic social security to be controlled at the national level.

The third category of public expenditure is for macroeconomic stabilisation purposes whereupon the government opts to change
taxation or expenditure policy in order to trigger an economy-wide expansion or contraction in the level of activity. The consensus
is, to the extent that governments continue to engage in explicitly macroeconomic stabilisation, then this is a function that is best
discharged by national government.

So far, so good. We have a reasonably straightforward framework for assigning expenditure (and thus policy) competences
between different levels of governance in a multi-level system. Indeed, the arguments set out above may in themselves provide a
justification for creating a multi-levelled system of governance where one does not already exist. Of course, unless regional
government is simply delivering locally national policy preferences with no autonomy of its own, the decision as to what specific
expenditure functions should be assigned to the regional tier is also a decision as to the scope of policy autonomy to be granted to
that tier.

But what we have not yet tackled is the question of what share of regional level expenditure should be financed by regional level
taxes? That is, taxes which are determined entirely at the regional level T meaning decisions over both the tax base and the rate at
which the tax is to be levied. This is, clearly, equivalent to asking to what extent regional expenditure in devolved policy areas
should be financed by a direct (grant) transfer from central government or by locally raised revenues, or what combination of each.
Accordingly, in addition to the question of iwhoi funds regional expenditure, if direct transfers are to be used at all then by what
calculation will the central government determine the appropriate share to be transferred to the various regions?
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When we turn to the current debate in Scotland, it is this question of local revenue-raising versus direct grant transfer which is
proving to be the most contentious. As we discuss further below, the most damaging criticism of the current Barnett system is
that as an arrangement in which the spending agents are not the taxing agents, there is no T or at best an inadequate T incentive
for maximum efficiency in regional public expenditure to be guaranteed. However this is a feature of all federal arrangements in
which direct grants from central government are used in order to achieve fiscal equalisation. The aim of these grants is to
compensate fiscally weaker regions in order to equalise fiscal capacity between regions with a strong fiscal base and those with a
weak fiscal base. The aim of the grant is not to ensure matching funding of expenditure programmes between all regions, which is
why such grants tend to be unconditional. The balance of public expenditure between competing regional programmes is properly
a matter for the regional government to determine. The role of the direct grant is to ensure that T on average T individuals living
in weak fiscal regions are not disadvantaged compared to those living in regions with a strong fiscal base (Oates, 1972).

There is one further reason which tends to favour equalisation grants notwithstanding the criticism that they separate the
responsibilities for raising and spending public funds. And that is that local taxes have considerable potential for introducing
economy-wide distortions into private economic decision-making. In short, the greater is the range of locally-determined tax then
the greater is the likelihood for inter-regional tax competition with a consequential impact on the movement of persons and capital.
To the extent that certain regions have inaturali advantages which encourage the agglomeration of economic activities, if a higher
degree of inter-regional inequality is to be avoided then a greater role will have to be played by centrally administered equalisation
grants. But the difficulty with that solution is that the tax base from which such nationally funded grants are financed will itself be
diminishing due to more regional control over taxation.

It appears from this logic that a shift in favour of regional competence over taxation in order to finance regional spending is almost
certainly bound to result in inter-regional tax competition and the emergence of inter-regional disparity in the provision of public
services. A counter-argument might be that such a cutback in public service provision may stimulate the regional economy and
grow the regional tax base. However T and though this argument is presented in some proposals on the territorial financial
arrangements for Scotland, and in wider commentaries on the features of the Scottish economy T this seems little more than a
statement of faith.

Before turning in detail to the current debate, it is worth making one closing remark in this section. Perhaps what is new in the
current debate is that what we are seeing emerge is not any shift in the economic principles illuminated by the literature on fiscal
federalism. Rather, what is being challenged is the assumption that fiscal equalisation should be observed. Fiscal equalisation
systems are based on the assumption that regional governments use public resources efficiently, or at least are monitored by
credible and enforceable mechanisms which prevent them from squandering grants that are assigned to them in managing
decentralised budgets. Absent the necessary public #rust that these assumptions are in practice borne out and inevitably doubts
will surface about the efficiency of regional public expenditure programmes.

The breakdown in the consensus on fiscal equalisation is reflected in the literature in two senses:

e  First, that elected politicians do not always have the ipublic interest) in mind, but may be focused on their own interests such
as re-election (known as foffice-seekingi behaviour and associated, especially in US debates with ipork-barreli politics of
delivering spending to a particular constituency or client group). In the absence of a sense of public interest efficiency in
public expenditure cannot be guaranteed.

e Second that the electorate which holds politicians accountable for their expenditure decisions T and by so doing operate as a
check to potential misallocations T have sufficient information to permit them to fulfil this role. If not, then the standard
arguments favouring devolution of expenditure policies to the regional level may have to be modified.

It is worth stressing that neither of these flaws in the underlying assumptions necessarily requires fundamental review to the
standard arguments supporting regional autonomy for particular types of spending policies, or indeed to financing arrangements
involving grants from central government. What they do suggest, however, is that additional checks, balances T or indeed
constraints T to the actions of the regional level of government may be required which counteract the public expenditure
inefficiencies to which these problems may give rise T what are sometimes called fiscal {breakdownsi (Oates, 1999).
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One of the key concerns driving the current debate in Scotland is that insofar as regional (Scottish) expenditures are financed by
grants made by central (UK) government, the consequential separation between spending and taxing authorities may generate
precisely the conditions which produce such a fiscal tbreakdowni. In particular, and this argument is reflected in both the Steel
Commission Report (2006) and Hallwood and MacDonald (2006), the fact that the Scottish Executive is not responsible for raising
through taxes almost any part of the revenues it spends means that direct accountability is lacking and, as a result, there is little
incentive for the Executive to maximise the efficiency with which it disburses public monies. Indeed, this system may generate the
perverse incentive that the Executive will spend all of the grant it receives from UK Government regardless of the economic and
social returns which this generates.

We discuss these issues more fully in section 3 of the main report, as it is this idea of fiscal tbreakdowni which is at the centre of
the current debate in Scotland. However it is worth stressing that the tattacki on fiscal equalisation which has been made by critics
of the Barnett arrangement reflects largely this issue rather than T necessarily T any political predisposition favouring a greater
degree of fiscal autonomy for Scotland. This is important as it represents the distinction between the respective rationales for the
competing claims to greater fiscal autonomy. As a final point, it is worth noting that precisely this issue of the linkage between
responsibility for taxing and efficiency in spending was considered by the recently published Burt Review of local government
finance. The conclusion reached there was fieéthe extent of discretion over how local authorities actually spend their money is a
more appropriate test of local accountability than the existence of tax-setting powersd (Local Government Finance Review
Committee, 2006:1).

A3. Lessons from Other Industrialised Countries: The Revenue Side

The dominant element in the current debate over UK arrangements for the devolved administrations revolves around the revenue
side of the fiscal equation. That competence for expenditure decisions over devolved matters should lie with the devolved
institutions is widely accepted. With regard to the revenue side of the equation, the claim is often made that the UK system is
considerably out of line with practice in other countries in that only a very small percentage of public expenditure in Scotland is
financed by revenues raised by taxes under the control of the devolved institutions. But what is the evidence supporting the claim
that the extent of tax devolution in the UK is significantly below that prevailing elsewhere?

As noted by Roy (2006: 4), fietax devolution involves the granting of responsibility for certain taxeséto sub-central governmenté
[which is] typically free to set either the tax rate or base, subject to centrally imposed guidelines.o. Darby, Muscateli and Roy
(2002) conducted a comparative review of revenue-raising provisions for sub-state authorities in a selection of other industrialised
countries. They make the point that the important question is not the extent to which local expenditures are funded by revenues
raised from taxes levied in that jurisdiction, but rather the degree of autonomy which the local government has for determining tax
base and tax rate.

Here the evidence is decidedly mixed. It is the case that in countries such as Switzerland, Sweden, and Denmark, there is a
relatively high degree of local tax autonomy from which a significant share (30-40%) of local expenditures is financed. In the UK,
on the other hand, while local authorities have considerable scope to determine local taxes, these represent an extremely low (5%)
share of their total spending. And while the Scottish Parliament does have competence to vary the rate of income tax by 3p in the
pound, the fact that this has never been used means that other than local authority taxes, virtually all public spending in Scotland
is financed from the block grant.

A not uncommon intermediate position between regional fiscal autonomy in the puref sense and the type of arrangement whereby
regional expenditures are financed through grants from central government (as in the UK) is a system of assigned taxes. This
describes an arrangement whereby revenues raised by taxes levied in each jurisdiction are returned to the government of that
jurisdiction which is then responsible for deciding how to spend those revenues. While this ostensibly establishes a closer
relationship between local taxation and spending, it is equally the case that for reasons of equity most such systems are buttressed
by top-up transfers from central government to ensure that citizens living in regions with either a weak tax base or high
expenditure obligations are not penalised.
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SCDI Who We Are....

We are Scotlandis leading independent economic development organisation, with 1,100 members. SCDI is unique because its
membership is drawn from companies large and small, universities and colleges, trades unions, local authorities, public agencies,
professional bodies and trade associations, Chambers of Commerce, religious and cultural organisations and the voluntary sector.
We share a commitment to working together for a more prosperous Scotland. SCDIis public policies are formed in partnership
with members participating in policy committees throughout Scotland and through consultation with members.

SCDI What We Do....

Other activities, in addition to Public Policy, are:

Membership and Networking Events

Hosting around 100 events each year for members in Scotland, London and Brussels, SCDI offers opportunities to hear from and
meet key influencers, from seminars and conferences to dinners and meetings with MSPs, MPs and MEPs.

International Trade

SCDIés worldwide trade missions continue to target new markets. SCDI took the first trade missions from Western Europe into
China and Eastern Europe. Its current focus is on Asia and the new European Union Member States. We have delivered some
350 trade missions, involving well over 5000 participants.

Business Information

SCDI measures and distributes the only independent analysis of Scotland's export performance.

Education / Business Links

Pioneers in enterprise in education, SCDIis Young Engineers Club network currently involves 3,500 pupils and students in over
200 clubs throughout Scotland.

SCDI Where We Are....

Edinburgh, Glasgow, Aberdeen and Inverness
See www.scdi.org.uk for details
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