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FOREWARD 
 
When looking forward to our work programme for 2008 it was clear to the Trustees of the 
Institute and to me that we had to contribute to the debate on the possible path to further 
devolution, including financial devolution, and indeed the path to possible independence.  
 
We were fully aware of the national conversation launched by First Minister Alex Salmond 
and of the Calman Commission set up by the Labour, Conservative and Liberal Democrat 
parties in Holyrood and Westminster. We also became aware of the expert group on 
economic and financial matters, chaired by Professor Anton Muscatelli, established to feed 
into the Calman Commission from a wholly independent perspective. Indeed I am a 
member of that group. 
 
Nevertheless we were sure that there would be a role for the Institute, consistent with our 
wholly objective, evidence-based and sceptical approach, and adding value in this crucial 
area of public policy consideration. In 1999 the Institute published an excellent paper 
entitled ‘Report on the Economic Aspects of Independence’ authored by David Simpson, 
Brian Main, Sir Alan Peacock and Fabian Zuleeg. That is a first rate example of an 
accessible and well informed report that clearly added value. To an extent that was our 
model for this report. 
 
We needed top rate authors, with expertise and seen as wholly objective. Fortunately Fabian 
Zuleeg, one of the 1999 authors and now at the European Commission, agreed to write the 
chapter on Government revenue and expenditure, very definitely his area of expertise. 
Fabian is a long-standing friend of the Institute and we are grateful for his support yet 
again.  
 
Also we were absolutely delighted that Professors Andrew Hughes Hallett and Andrew 
Scott agreed to write the material on the existing financial arrangements and some 
alternatives. The work of Andrew Hughes Hallett is much admired domestically and 
internationally. He now spends much of his working time in the USA but also holds a chair 
at St Andrews University and is a highly respected member of the Scottish Government’s 
Council of Economic Advisers. In my opinion Andrew Scott is the expert in institutional 
aspects of the European Union and their implications for present and prospective Scottish 
governance.  
 
To complete the work we needed an introductory section on the present arrangements – a 
description and a critique to feed into the sections that followed. Lesley Sutton, the 
Institute’s Research Officer, and I took on this task. I should stress that, while we hope that 
the three sections complement one another, each section is effectively free-standing. Drafts 
of the sections have been shared between authors, but the final products are those of the 
named authors. 
 
We are most grateful to many others for comments and support. We must thank Gary 
Gillespie and Dr Graeme Roy of the Scottish Government for assistance far over and above 
the call of duty. We are also very grateful to our Deputy Director Sarah Kyambi for casting 
a non-economist’s eye over early drafts and hence significantly enhancing accessibility.  



 

The findings of this work are to be presented at a seminar to be held at Edinburgh 
University’s Playfair Library at 6 pm on 12th November 2008. We are most grateful to 
Scottish Financial Enterprise for sponsoring that seminar. Our aim is that this report and the 
seminar will oil the wheels of the debate on further devolution or independence, by adding 
some informed, accessible and objective commentary on the key issues. We welcome 
feedback and our expectation is that our programme for 2009 and beyond will include 
further seminars and/or research and/or publications around this key topic. 
 
In closing I should note, as ever, that the Institute has no collective views on the topics 
discussed.  
 
Jeremy A Peat 
Director 
The David Hume Institute 
October 2008. 
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Section 1: The Existing Contract 
 
Lesley Sutton and Jeremy Peat 
 
Introduction 
 
Scotland is in a unique position re the balance between its control of public expenditure 
versus taxation (revenue) and micro versus macro decision making.  Under the current 
devolved settlement, the Scottish Government has very little control over its 
macroeconomic environment or its fiscal decision making1.  Decisions such as the 
appropriate level for interest rates or inflation targets are made for the UK as a whole by the 
Bank of England and the UK government (at which there is a representation of Scottish 
MPs), respectively2.  On the fiscal front other than the, so far unused, ‘tartan tax’, which 
allows the Scottish Government the scope to raise (or lower) income tax by up to 3p in the 
pound, decisions on all forms of taxation are, again, made by the UK government.  
Conversely, the Scottish Government has a remarkably high degree of control over 
microeconomic policies and spending decisions.  In contrast, most other countries operate a 
variety of ‘central government controls’ such as matching and specific grants, minimum 
standards, directives and ring-fenced expenditures.  The ‘Block Grant’ is handed over to the 
Scottish Government each year to spend as it sees fit. No other devolved nation operates 
under such mixed circumstances of high and low levels of control. As a consequence 
questions have been raised over the stability of the current settlement, from both political 
and economic perspectives.  It has also been argued that this lack of symmetry has had a 
negative impact on economic growth in Scotland3.  Over recent years there has been 
increased debate and disquiet, on both sides of the border, over both the efficiency and 
equity of the current system.   
 
The main thrust of this chapter will be to highlight how the Scottish public sector is 
currently funded.  There will be a discussion on the role of the Barnett Formula4 within this 
since it is Barnett which is seen to be the root of the problem and driving much of the 
disquiet.  Also covered will be how the formula came into being, its aims and how it works.  
Why the ‘formula’ has failed to deliver convergence in per capita spending across the home 
nations, if indeed that was ever its aim, will also be highlighted and this will lead into a 
discussion of the issues leading to current discontent with the status quo on both sides of the 
border.  This will be followed by a discussion of the current fiscal position by Zuleeg.  
Hughes Hallett and Scott will consider the options available for funding within the current 
set-up if Barnett were to be scrapped.   
 
Background 
 
There has been debate about Scottish public sector finance since well before the Barnett 
Formula came along.  In 1870 UK public spending was 9.4% of GDP, the majority of 
which was accounted for by defence.   
 

                                                 
1  Of course it is the responsibility of the independent Central Bank, not politicians, to set interest rates and this particular aspect is no 

different than, for example, a country within the euro zone. 
2  The Scottish government can influence business rates.  Also, local government in Scotland sets council taxes, influenced by the 

transfer from the Scottish government. 
3  MacDonald and Hallwood argue this point in ‘The case for Scottish fiscal autonomy’, Fraser of Allander Quarterly Economic 

Commentary, October 2006. 
4  See also the chapter by Andrew Hughes-Hallett and Andrew Scott 
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It is only with the rise of state-funded health, education and welfare support, which brings 
the ratio of public sector expenditure to GDP to roughly 40%, that the level and approach to 
decisions on public sector funding in various parts of the country has become a topic for 
serious consideration.   
 
The first real attempt to introduce a ‘formula’ to aid distribution of public funds throughout 
the UK occurred in 1888, when the then Chancellor of the Exchequer Viscount Goschen 
allocated probate duties to England, Scotland and Ireland according to the ratios 80, 11 and 
9. (Wales was included as part of England.)  This was largely based on the general 
contributions of each country to the Exchequer, albeit he was slightly more favourable to 
Ireland due to its higher level of poverty – a very early version of needs adjustment!   
 
The Scottish share co-incidentally corresponded, more or less, to its proportion of the total 
British population but, over time, as the number of Scots declined in proportion to the 
English population, Scotland’s share became increasingly favourable.  By the time the 
formula was abolished in 1959, it was extremely out of date, unsurprisingly given its 
longevity. 
 
Between the abolition of the Goschen Formula and the introduction of the Barnett Formula 
in 1978, the levels of public spending in Scotland, Northern Ireland and Wales were 
established following annual negotiations between the relevant government departments.  It 
has been suggested that Willie Ross, Labour Scottish Secretary to the Treasury (1964-70 
and 1974-76) was particularly successful in procuring a good deal for Scotland in these 
negotiations, resulting in a relatively high budget for Scotland.  This is important since this 
particularly strong starting point has had implications for funding over the past thirty years.   
 
The Barnett Formula 
 
Before getting into the nuts and bolts of the formula itself, it is useful to highlight how UK/ 
Scottish public expenditure is structured.  Total UK public expenditure can be split between 
Identifiable and Non-identifiable.  The latter covers expenditure accrued for the UK as a 
whole e.g. defence and is, therefore, difficult to separate out for the individual countries of 
the UK.  Identifiable expenditure can be split by location and consists of two components.  
One, for which Whitehall retains responsibility, covers social security payments and the 
like. The other relates to expenditure on health, transport, housing, water, education etc. It 
is this element which is currently devolved and changes in funding for these services are 
driven by the Barnett Formula (see Figure1).  This accounts for roughly 69% of identifiable 
spending and 60% of total Scottish public sector funding.   
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Figure 15: 
 

 
 
 
The Barnett Formula was introduced in a rather low key fashion in 1978 by Joel Barnett, 
chief Secretary to the Treasury in Jim Callaghan’s Labour Government.  It was not given a 
name until David Heald referred to it in 19806 .  It was designed as a short term fix to create 
a sense of fairness across the country but was also reputed to be intended as a tool to buy 
off the electoral threat to Labour from the Scottish Nationalists in the run up to the planned 
devolution in 1979.  Joel Barnett has since commented that, ‘I didn’t create this formula to 
give Scotland an advantage over the rest of the country when it comes to public funding.’7   
 
The Barnett Formula largely determined the Scottish Office budget of 1978, which would 
have been the first budget of the Scottish Assembly, had devolution gone ahead. Two points 
need stressing: 
   
1. There was no explicit needs element to it (although it could be argued that since it 

started from a high level of public spending, this may, in fact, have reflected need); 
 
2. There is some dubiety over whether or not it was designed with the aim of creating 

convergence in per capita spending across the home countries.  Certainly, strict 
application of the formula over time would produce convergence as we discuss later, but 
it is not clear that convergence was the intention given that the formula was not expected 
to last.   

 

                                                 
5  This highlights the key elements of public expenditure but it is not exhaustive. 
6   D.Heald, 1980, Territorial Equity and Public Finances: Concepts and confusion, University of Strathclyde Centre for the Study of 

Public Policy, Studies in Public Policy No.75  
7  Lord Barnett quoted in Scotland on Sunday 11 January 2004 ‘Unfair formula? Not in my name says Barnett’ 

 

UK Public 
Expenditure 

Identifiable 

Whitehall retains 
responsibility 

e.g. social 
security 

Devolved 
e.g. health, 
education, 
transport 

Scottish Block. 
Circa 69% of total 

identifiable spending 

Non-
Identifiable 

UK as a 
whole 

e.g. defence 



4 

Barnett highlighted this clearly in evidence to a Treasury Committee inquiry: 
 

‘… I am flattered that the Barnett Formula has lasted twenty years.  I hope it will last 
much longer.  At the time, I must confess, I did not think it would last a year or even 
twenty minutes I was not sure.’8 

 
 It has been speculated that the new Conservative government of 1979 stuck with the 
formula because it accounted for a relatively small part of total expenditure and removed 
the rounds of negotiation which had gone before.   The Conservative government also 
introduced the notion of the ‘Scottish Block’, i.e. that the aggregate of the Scottish Office 
budget determined by the Barnett Formula, once established by the Treasury, could be 
distributed across activities in Scotland within the block without further recourse to the UK 
Treasury by the then Secretary of State of Scotland.  This permitted flexibility on resource 
allocation to fit in with Scottish priorities.  
 
Almost thirty years later and with a devolved Scottish government, this system is still in 
operation.  There are a number of reasons for this: 
 
• It provides a relatively stable and predictable source of funding. 
• It avoids political bargaining from dominating annual spending rounds across the UK. 
• It is meant to be simple and transparent. 
• The alternatives (e.g. a need assessment exercise) could be very complex. 
 
So, how does the formula work and why is there so much debate around it?  Essentially, 
any increase (or decrease) each year in the part of public expenditure covered by Barnett is 
distributed across the home nations in proportion to their population.  Robert Twigger’s 
House of Commons Research Paper describes it most clearly as “where comparable, 
changes in programmes in England (Great Britain in the case of Northern Ireland) result in 
equivalent changes in the budgets of the territorial department calculated on the basis of 
population shares, albeit not always up to date ones (e.g. between 1976 and 1992).  The 
Barnett Formula does not directly reflect public expenditure need”9.  As highlighted above, 
however, a block grant is set by this process which can be distributed across services to suit 
the individual country’s priorities.  The formula does not reallocate existing expenditure, 
only changes made that year, i.e. an up-lift (or decline) on expenditure on the previous year.  
Initially, around 85% of funds were allocated to England, 10% to Scotland and the rest to 
Wales based on mid-1976 population estimates.   
 
Thus, if £1 billion was added to planned health expenditure in England, then Scotland 
would receive £120 million (10/85ths), and Wales £60 million (5/85ths).  But these sums are 
added to the block, not necessarily to health spending.  Some programmes apply not just to 
England but to England and Wales or Great Britain as a whole.  When this occurs, the 
population shares are altered accordingly.  All the changes made for each area of spending 
are totalled and that ‘block’ is paid to Scotland by the Treasury.  It can then be spent as the 
Scottish Parliament sees fit.  It is essentially a very simple calculation but one which has 
generated considerable controversy. 
 

                                                 
8  Lord Barnett quoted in Robert Twigger, January 1998, The Barnett Formula, House of Commons Research Paper.  
9  Robert Twigger, January 1998, The Barnett Formula, House of Commons Research Paper. 
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Issues around the Barnett Formula 
 
There are five10 (inter-related) main elements to this controversy – the lack of transparency 
around the Barnett formula; the higher level of per capita public expenditure in Scotland 
compared to that in England; ‘the Barnett Squeeze’; issues around divergencies across the 
English regions; and whether – and if so how – relative ‘needs’ should be taken into 
account.  Taking these points in turn: 
 
1. There is a lack of transparency, including difficulties in deciding how expenditure and 

receipts are categorised and assigned. As highlighted above, the Barnett formula is a 
relatively straightforward calculation. However, it does not account for all public 
spending and there are several cases where spending is seen to be exceptional and 
outside the Barnett formula.  

2. There are calls, generally from England, for equity in per capita funding across the UK 
(or at least a bit more equity than exists at present),  

3. In Scotland it has been perceived by some that applying Barnett will tend to create 
convergence in per capita public sector funding across the nations and that this will be to 
the detriment of Scottish public services and, indeed the economy of Scotland. (Some 
may even see this as the rational for the Barnett Formula.)  

4. As demonstrated below comparison of England as a whole with the other nations 
disguises a wide variation between the English regions. This applies to both spend per 
head and ‘needs’. 

5. It is argued that Scotland has higher ‘needs’ for public expenditure than England, that 
Barnett does not take this into account and that any drive to convergence may be 
equitable but is not necessarily ‘fair’. 

 
These issues have led to calls for change, from either side of the border, whilst 
commentators from both ‘sides’ have blamed the Barnett Formula for the perceived 
problems.  For some time the debate was largely contained within the confines of academic 
journals, but it is now fairly commonplace tabloid fodder.   
 
The issue is essentially about funding but, the efficiency and equity issues have become 
overlaid with politics.  The ‘West Lothian question’ has added to English discontent over a 
lack of equity. Meanwhile the election in Scotland of a minority SNP government in 2007 
(favouring independence) means that, for the first time since 1998, the Westminster 
government is no longer of the same political persuasion as that in Scotland, creating its 
own political dynamic.  Thus, while there are important debates taking place over how 
equitable the current system is in the UK context, the discussions go beyond simply equity.   
 
Within Scotland, the efficiency of the current system has also been questioned along with 
its lack of accountability (later chapters will deal with this in detail). Cracks are beginning 
to show and the current constitutional settlement is now under re-consideration. The SNP 
Government has launched a National Conversation, while Labour, Tory and LibDem parties 
from Holyrood and Westminster have set up the Calman Commission.   
 

                                                 
10  The SNP contention around the allocation of oil revenues is dealt with separately by Zuleeg in the next chapter. 
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Lack of Transparency 
 
Although the Barnett formula itself is highly transparent there is an issue around what 
spending is actually subject to the formula.  As Figure 1 above highlights, most expenditure 
falls into a particular category and it is relatively easy to see what is and isn’t Barnett 
expenditure.  However, instances arise where this is not so clear cut, leading to tension 
between the UK government and the devolved nations.  Decisions as to whether an item of 
expenditure is in or outside of Barnett will generally be for the Treasury to determine.  
Examples of this are numerous, e.g. expenditure on the Channel Tunnel and the £1.2bn 
uplift in spending on prisons in England and Wales following the Carter Review.  This 
spending was classified as outside of the Barnett formula therefore there was no 
consequential uplift in spending in Scotland and Wales.  The 2012 Olympic Games is a 
more recent dispute.  The funding of the games is being seen to benefit the UK as a whole 
and is being funded from the UK reserve.  However, the devolved nations are arguing that 
the regeneration elements of this spending should be subject to Barnett consequentials. 
 
There are other cases where the formula has been by-passed to benefit the devolved nations, 
e.g. the Treasury’s decision to provide matching funds to allow Wales to obtain Objective 1 
funding from the EU.  Whilst this allows the UK government flexibility to provide funds in 
exceptional circumstances, the lack of transparency can cause issues between devolved 
nations and the UK government.  
 
Higher per capita spending in Scotland compared to England 
 
It is a fact that Scotland has a higher level of per capita spending on public services than 
England and Wales (but lower than N. Ireland)11.  Identifiable per capita spending on 
services in 2006/7 in Scotland was £8,544 compared with £7,076 in England, Wales £8,172 
and N. Ireland £8,99012 There is an increasing perception in England that Scotland has 
significantly better public service provision than in England and that, due to a net flow of 
funds from South to North (to be discussed in the next chapter), English taxpayers are 
funding this.  Various high profile Scottish Government initiatives such as abolition of 
tuition fees, free dental and eye check-ups, free care for the elderly (up to £210 per week) 
and the availability on the NHS in Scotland of a number of cancer drugs which are not 
prescribed in England have led to increasing resentment13.  The list could go on and the 
blame has been placed on the Barnett Formula.   
 
Historically, there was some truth in this as the formula is driven by population shares. If 
the population of Scotland (or Wales) is falling (or rising less quickly) than that of England, 
then per capita spending in Scotland (or Wales) will rise relative to that in England.  This 
was indeed the case for some time for Scotland, as the Scottish population fell relative to 
that south of the border each year from 1976, resulting in Scotland receiving a higher share 
of public sector funding growth than its population justified.   
 
 

                                                 
11  Not all of the difference is driven by Barnett.  Some of it is accounted for by UK Government identifiable expenditure in Scotland, 

e.g. social security. 
12  The source of this data is Public Expenditure Statistical Analyses (PESA) 2008, Chapter 9, Table 9.2.  PESA has been used and not 

GERS to allow regional/country comparisons.  The data is in nominal terms i.e. has not been adjusted for inflation. 
13  The Sunday Times, March 9 2008, ‘English families spend thousands on public services that their Scottish equivalents receive for 

free’. 
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However, in 1992, the ratios were revised within the formula, to reflect data from the 1991 
Census of Population and Alistair Darling as Chief Secretary to the Treasury announced in 
what is now known as ‘the Darling declaration’ that, as of 1999, the population data used in 
the Barnett Formula would be revised on an annual basis to take population changes into 
account. 
 
This change caused renewed concern north of the border, as it was believed that these 
annual population updates within the formula would create a ‘Barnett Squeeze’.   
 
The Barnett Squeeze   
 
It has been widely demonstrated that Scotland receives more than its population share of 
public sector funding. However, the application each year of the Barnett Formula results in 
Scotland obtaining a nominal increase in elements of public funding that is ‘only’ 
equivalent to its per capita share. Therefore the result for Scotland is lower percentage year 
on year growth than that taking place in England.  In other words Scotland’s share of the 
stock of public expenditure is greater than its population share while Scotland’s share of the 
net addition each year will be lower, equal to that population share.  This argument applies 
to identifiable expenditure only.  The non-identifiable part might change at a different rate, 
altering the overall rate of change.  
 
Thus, percentage year on year growth in public spending in Scotland should always be 
lower than in England, whilst spending is increasing, resulting in convergence. The greater 
the nominal growth rate of public spending the greater the theoretical degree of 
convergence. (During periods of spending restraint and/or low inflation Scotland faces a 
slower rate of convergence. The reverse also applies)  David Bell states succinctly in his 
2001 paper ‘The Barnett Formula’ that: ‘the Barnett Formula actually narrows the gap 
between per capita spending in England and Scotland and therefore cannot be the cause of 
Scotland’s higher spending levels’14.   
 
Neil Kay makes a related but slightly different point.  He highlights that, in any one year, it 
is highly feasible that the operation of the Barnett Formula could result in a decline in real 
funding in Scotland, with a significant negative impact on services, whilst in England 
funding increases would match inflation.   
 
In 1998 he wrote: 
 
‘For example, if public spending is increased by 4% in England and Wales, the higher base 
for Scottish public spending levels means that Barnett translates this into a percentage 
increase in Scottish spending of around 3%.....there are two problems with this situation.  
The first is inflation.  Typically most public spending increases are to cope with the effects 
of rising prices.  Suppose public spending is increased in England by 4% to deal with an 
inflation rate of 4%.  The increase in public spending down south would just compensate 
for the effects of rising prices, but Barnett would convert the English settlements into a real 
decline of 1% in the Scottish Block… The second problem is time.  The difference between , 
say, a 3% and a 4% increase may be tolerable as a one-off, but the Barnett Formula 
implies a continuing squeeze on Scots public spending….’15  

                                                 
14  Professor David Bell, January 2001, The Barnett Formula.  
 
15  Professor Neil Kay, December 1998, ‘The Scottish Parliament and the Barnett Formula’, in FAI Quarterly Economic Commentary, 

Vol. 24, No 1, 
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Yet ten years on from the Darling Declaration, per capita public spending in Scotland 
remains considerably higher than that in England and there is no sign of convergence - yet.  
Table 1 highlights this clearly.  It uses the 2008 PESA data on identifiable expenditure on 
services to show the annual growth rate (total and per head) in identifiable public spending 
in each of the home countries.  This is shown in real terms, i.e. taking inflation into account, 
to remove the effects of inflation as discussed by Kay.  The table shows that, in real terms, 
annual average growth in total identifiable expenditure on services in Scotland was 4% in 
Scotland and 4.2% in England over the period 2002-2008 whilst, in per capita terms, the 
increases were 3.7% and 3.6% in Scotland and England respectively.  Thus, depending 
upon definition, there has been either very little convergence or none at all.  In any 
individual year, England may have received a considerably larger percentage increase but 
this has been redressed in subsequent years. 
 
Table 1: Growth Rates 2002-08 (plans) in Total Identifiable Public Expenditure on 
Services in Real Terms* (%) 
 
 Scotland England Wales N. Ireland 
2003-2004 4.7 6.5 4.0 3.2 
2004-2005 1.0 4.5 3.0 3.0 
2005-2006 6.4 4.1 4.6 3.2 
2006-2007 3.4 1.8 2.4 1.9 
2007-2008 (plans) 4.5 3.9 2.2 6.7 
Total annual 
average growth 
rate 2002-2008 

4.0 4.2 3.2 3.6 

Total annual 
average growth 
rate in per capita 
terms 2003-08 

3.7 3.6 2.8 2.8 

Actual per capita 
funding 2006-
2007 

£8,544 £7,076 £8,172 £8,990 

Source: Public Expenditure Statistical Analyses 2008, Table 9.4 
* 2006-07 prices 
 
Funding in the English Regions 
 
Focussing on the spending data for England as a whole is potentially misleading when 
considering funding issues and particularly when making cross country comparisons.  
Figure 2 below shows per capita identifiable public expenditure on services in 2006-07 
alongside real annual average growth from 2003 -2008 for the devolved nations, English 
regions and the UK as a whole.   
 
From this it is clear that there is not a uniform spread of spending across the English 
regions.  Most notably, it is clear that identifiable spending in London was higher than that 
for Scotland in 2006-07 (the latest year for data on actual spend rather than planned 
expenditure) at £8,550 per head.  Similarly, real annual average growth in per capita 
spending has been higher than that for Scotland at 3.9% over the past five years.   
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However, other English regions have fared considerably less well.  At the other end of the 
scale are the Eastern and South East regions with per capita spending of £6,177 and £6,165 
respectively.  Annual average growth in the South East has not kept pace with the UK as a 
whole. 
 
It is unclear whether this variation in spending across the UK has anything to do with needs.  
Below we discuss the problems connected with undertaking a needs analysis for countries 
and regions but in very broad terms, for this consideration, it is useful to highlight a couple 
of broad economic variables which give some indication of ‘needs’ in a region.  These are 
unemployment and gross value added (GVA)16.  Looking at this data can highlight whether 
areas with high levels of public spending are also the most ‘deprived’.  It can be seen that, 
whilst London has some areas of very high unemployment, it is also the region with the 
highest gross value added per head, by some considerable margin (£26,192 in 2006).  Wales 
and Northern Ireland, however, had the lowest levels of per capita GVA (£14,396 and 
£15,175 – well below that of London), whilst Wales also suffers from above average 
unemployment.  Scotland fares better with lower than average unemployment.  However, 
its GVA is less than the average for the UK as a whole at £17,789.     
 
Figure 2:   
 

Identifiable public expenditure on services £/head and annual average growth 2003-08 (real terms*)
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What of Needs? 
 
The debate on public funding covers equity issues as well as efficiency matters. It has long 
been argued that Scotland has higher ‘needs’ than most parts of the UK.  Most of the 
relevant factors can be summarised under two broad headings. First there is a greater need 
for public services in Scotland due to greater deprivation, historically higher 
unemployment/lower economic activity, lower income per head, poor health record, a 
greater public ownership of housing stock, etc.  

                                                 
16  Gross value added is a measure of economic activity at basic prices. 
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Second the cost of delivery of public services in Scotland is higher than in England due to 
sparsity and insularity of population and associated education and transport issues. An 
additional point is a need for extra public spend because of the water industry remaining in 
public ownership. It can be argued that all these factors give rise to a need for a higher per 
capita spend in order to deliver the same level of public services or to reach equality on 
some ‘needs-adjusted’ basis for levels of service.   
 
There will always be questions as to whether these justifications stand up to rigorous 
assessment. For example, if people choose to live in the Scottish islands is this not because 
of a perceived higher quality of life? If so would they not be prepared to trade off this high 
quality of life for either a lower level of public services or higher costs of provision? Or 
would that be inequitable? Is the continuation of a public water sector – a choice made in 
Scotland – a justification for extra spend? If the costs are higher could not it be argued ‘so 
be it – it was Scotland’s decision’? This is not the place to go into these issues in any depth 
or with due rigour; rather a time to point out that there are contentious issues even in 
determining what a needs-based assessment might imply - let alone how relative needs 
should be measured.  Further, even when you accept this ‘higher need’ argument, it still 
requires a weighting and an assessment of how need should relate to expenditure.  
 
Two even more difficult questions to be posed follow. First, if funding should contain a 
needs element, then what is the true level of Scottish need? Second, is the current per capita 
funding level (i.e. the excess over the English level) sufficient to meet this needs-based 
differential?  
 
Given the previous section, a needs assessment exercise just for Scotland would probably 
be deemed inadequate. The current system is not perceived as ‘fair’ given that there are 
areas in the North of England, Cornwall (and indeed Wales) which may be seen as having 
greater need than Scotland, but where public funding on a per capita basis is lower.   
 
A needs assessment exercise was carried out for Scotland by the Treasury ahead of the 
planned devolution of 1979.  It was fraught with difficulty, subject to major data limitations 
and inevitably involved highly subjective elements.  It concluded that Scotland required 
16% higher spending per capita than England to achieve a needs-based parity, significantly 
lower than the 21% uplift Scotland receives at present17.   
 
Even if the comparison were accepted for 1979, it cannot be taken to apply now, due to the 
number of years which have elapsed and the changes which have occurred in the Scottish 
economy since 1979.   
 
Consequently if needs issues were to be re-addressed, then a new study would be required – 
and probably one covering all the nations and all the English regions. Many commentators 
have indicated that the exercise is too difficult to repeat, with potentially too many different 
outcomes depending on the value judgements of those undertaking the research to permit 
the exercise to be seen by interested parties as objective and fair. It would be a brave set of 
statisticians to take on such a task! 
 
 
 
 
                                                 
17  In his chapter, Hughes-Hallet contends that due to lower incomes and other factors discussed in that chapter, the true excess is 

probably about zero. 



11 

Concluding Thoughts 
 
So are the theories wrong?  No, there are other factors to be considered which have exerted 
a countervailing influence on the effects of Barnett. At this stage it is also important to 
recall that Barnett accounts for only around 60% of total Scottish public sector funding and 
that it impacts changes to funding not the base level.  In brief these countervailing factors 
are:  
 
• The original settlement was high for Scotland, based on historic factors. 
• There was no adjustment for population for many years.  
• Annual uplifts were made by the Treasury to account for inflation.  
• Other ‘one-off’ payments were made by the Treasury which by-passed the formula, for 

example, large pay increases for the public sector.   
• Payments made, outside of the Barnett formula have also added to total identifiable 

funding.  These ad-hoc arrangements may have made a particularly large contribution as 
the former Scottish Secretary Ian Lang describes succinctly in his autobiography: 
 
‘The real scope for protecting Scottish interests lay in the side deals and the special ad 
hoc negotiations that stood outside of the corral of the ‘block and formula’.  I calculated 
after two years as Secretary of State that the Barnett Formula had reduced the Scottish 
Office budget by £17m, whilst separate deals with the Treasury had increased it by 
£340m.  The very existence of the Barnett Formula, far from inhibiting me, enabled me 
to concentrate on special deals to augment our resources’18 

 
Due to the focus on expenditure within the Barnett set-up, little attention was paid to the 
overall balance between expenditure and receipts in Scotland.  This issue has now emerged 
as one of the key areas of disagreement in Scottish politics and will be examined in more 
detail in the following chapter. 

                                                 
18  Professor J Ross Harper CBE & Iain Stewart, November 2007, Paying Our Way – Should Scotland Raise it’s Own Taxes in ‘The 

Scottish Constitution in Search of a New Settlement’, Policy Institute. 
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Section 2:  Government Expenditure and Revenue in Scotland (GERS) and North Sea 
Oil/Gas 
 
Fabian Zuleeg  
 
Public finances in Scotland are a matter of intensive political interest and debate. The 
question of what state Scotland’s public finances are in is closely associated with the rise of 
the SNP as a political power, focusing in particular on the fiscal transfer received in 
Scotland through the Barnett Formula and the revenues from oil and gas in the North Sea. 
The financing of devolution is one of the key areas to be examined by the Calman 
Commission19 which has been set up to review the workings of devolution in Scotland, 
including the question of whether the Scottish Parliament needs greater fiscal powers. 
 
This issue has been subject of a long-standing debate in Scotland and featured prominently 
in the run up to the first Scottish parliamentary elections in 1999. The opposing positions 
can be stylised as follows: 
 
- SNP: Scotland’s public finances are made to look artificially bad by the exclusion of oil 

and gas revenues which come from fields located in what would be Scottish waters if 
Scotland were independent. With the inclusion of these revenues, Scotland would have a 
sound fiscal balance and would not require additional resources through the Barnett 
Formula. 

 
- Unionist parties (in particular Labour): Given significant uncertainty about the allocation 

of these revenues over time, Scotland should not rely on such a volatile resource. 
Scotland has an underlying deficit and the Barnett Formula funding guarantees a high 
level of public services in Scotland20. 

 
This debate has received a new impetus since the election of an SNP minority government 
in 2007. At the same time, despite declining oil and gas output in the North Sea, oil and gas 
revenues are rising fast, driven by high prices and increased tax rates. The SNP 
administration has asked for this revenue to be transferred to Scotland: “I also urged you to 
use your Budget statement to announce the transfer of oil and gas revenues to Scotland. 
Such a change would mean that we could invest these revenues in the future success of 
Scotland after decades of unfortunate decisions by the UK Government that have seen oil 
revenues directed towards filling the black hole in Britain’s finances rather than being 
invested in the sensible manner adopted elsewhere”21. In June this year the SNP “lodged a 
claim for GBP 500 million from the increase in oil tax revenue over last autumn’s 
projections, saying that is a “reasonable” 10% request, whilst its long term aim is for a 90% 
[share] of North Sea revenue if Scotland becomes independent.”22  
 
 
 
 

                                                 
19  http://www.commissiononscottishdevolution.org.uk/index.php  
20  It should be noted that especially outside Scotland there is also a growing number of voices which see the current funding mechanism 

as unfairly favouring Scotland by financing higher public expenditure than would otherwise be possible. See for example Mike 
Denham of the Taxpayers Alliance who claims that “the Barnett formula has a troubled history and has failed to address the extremely 
unfair situation of English taxpayers heavily subsidizing Scotland.” (as quoted on BBC News online, ‘Funding rules ’unfairness’ 
claim’, 10.9.2008) 

21  John Swinney, Scottish Finance Secretary, in a letter to Chancellor Gordon Brown as quoted in the Sunday Herald, 18 May 2008. 
22  The Herald ‘Treasury to lose billions in downturn’ 2.6.2008 
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To invest the potential surplus from oil and gas revenue, the SNP administration has 
proposed the establishment of a Scottish Oil Fund, similar to the one which was established 
in Norway: “A Scottish Oil Fund ... can deliver direct and long term benefits. ... .  
 
With over half the revenue from Scottish oil still to come, now is the time to develop a fund 
for future generations”23. However, it is not clear how such a fund would operate and to 
what extent oil revenues would be committed to it. For example, the First Minister recently 
indicated that some of the revenue could also be used for other spending priorities: “Given 
the extent of that [oil & gas revenue] windfall, which was not predicted only a few weeks 
ago in the Chancellor's budget, it seems not unreasonable to believe that there is plenty of 
room for manoeuvre to implement policies to reduce the impact of sky-high fuel prices on 
the people and industries of Scotland.”24 
 
In addition to the question about North Sea revenue, there is also a related question of 
economic governance that has been raised in relation to the current funding settlement. If 
those spending the money are not responsible for raising it, it means that there is unclear 
accountability for spending decisions and there is a built-in bias to spend all available 
funds25. Professor Ian McLean notes in his submission to the Calman Commission that the 
current funding mechanism “gives perverse incentives to the devolved administrations – 
their block grant is a function of a number they cannot control. In turn, their decisions have 
consequences which the UK government cannot fully control.”26 
 
Any change to the devolution settlement which aims to strengthen fiscal powers of the 
Scottish Government, including full independence, will need to address the question of the 
current state of Scottish finances and whether and to what extent oil and gas revenues will 
be assigned to Scotland. While the current settlement assigns funding to the Scottish 
Government, with the only choice for the Scottish government being the allocation of 
spending between different policy areas, a higher degree of fiscal responsibilities would 
require that Scotland would receive a certain degree of control over revenue raising (with or 
without a transfer from the UK Treasury) and would need to set expenditure levels 
accordingly, as well as potentially dealing with any deficit through borrowing. 
 
Why does it matter? 
 
If Scotland currently has a deficit (i.e. higher expenditure than revenue, financed through 
the transfer of resources from the Treasury), it can be argued that under the current 
settlement, the actual fiscal balance has little influence on Scotland’s short term 
macroeconomic performance as Scotland’s additional spending does not have to be 
financed through Scottish Government debt27.  
 
Here, it is important to make a distinction between the net fiscal balance and the overall size 
of the public sector. Scotland’s relatively large public sector has the potential to ‘crowd-
out’ private economic activity but this is not likely to be through fiscal (or debt-related) 
crowding out mechanisms.  

                                                 
23  First Minister Alex Salmond, Scottish Government Press Release ‘Growing the economy’, 11.8.2008 
24  Scottish Parliament Official Report 29 May 2008. 
25  For example, a Scottish Government Press Release (‘Scottish Government spending figures’, 19.06.2008) emphasizes how successful 

the current government has been in reducing underspend, noting that just GBP 42 million of the planned budget of GBP 27.4 billion 
was not spent. 

26  As quoted in BBC News ‘Scotland budget method ‘perverse’’, 16.6.2008 
27  This mainly refers to a possible impact through financial markets. Depending on how the funds are spent, public spending might well 

have an impact on current economic performance. 
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Rather, the size of the public sector has the potential to crowd out private activity through 
resource or dynamic crowding out mechanisms and there is also a potential impact on trade 
balances. Resource crowding out refers to a situation where the public sector uses scarce 
resources such as human capital or financial capital which consequently cannot be utilised 
by the private sector. Dynamic crowding out is concerned with the relationship between 
spending and growth: “public spending investments in education, R&D and infrastructure 
may not only raise potential output but could move the economy to a higher growth path. 
Conversely, additional public spending whether on consumption or investment may through 
crowding out divert private sector spending and resources away from growth enhancing 
activities by reducing entrepreneurship, innovation, investment in physical and human 
capital and competition.”28  
 
However, the extent of crowding out in Scotland is a matter of debate.29 Any future fiscal 
settlement which involves a higher degree of autonomy over debt financing and/or 
independent monetary policy would need to be assessed for its potential for crowding out.  
 
The current settlement is sustainable as long as the rest of the UK is willing to continue 
financing Scotland through fiscal transfers, if it does indeed have an underlying deficit. If 
more fiscal powers were devolved to Scotland, this fiscal balance would start to matter 
much more. Public expenditure and taxes together can have a more direct impact on the 
economy by potentially helping to balance out economic cycles. Having a deficit could 
require correcting the underlying imbalance, for example by increasing taxation or cutting 
spending.  
 
A surplus could be used to reduce taxes or to finance increased spending. It could also be 
invested for the long term, to cover future liabilities and to provide for contingencies, for 
example in relation to demographic change to cover pensions, health and social care.  
 
If there is a need to finance a deficit, debt financing will accumulate liabilities for future 
generations, especially if debt liabilities increase faster than economic growth. The 
liabilities depend on the cost of financing, namely the interest rate and the risk premium 
associated with the currency used. If an independent Scotland were to aspire to Euro 
membership, it would also need to keep debt growth below 3% of GDP and to limit the 
overall level of debt as a percentage of GDP, in line with the so-called Maastricht criteria. 
 
The extent or existence of Scotland’s deficit has often been used in the debate about 
whether an independent Scotland would have a viable economy. While the current fiscal 
balance can give us some pointers about areas where an independent Scotland would need 
to make crucial decisions – namely in relation to the sustainability of public spending – 
there are many other issues outside or within the control of an independent Scotland which 
would influence public finances and the wider Scottish economy, including for example the 
environment in which economic policy decisions are taken such as the global financial 
crisis or potential membership of the Euro and of the EU itself.30     
 
 

                                                 
28  Allan, G., Ashcroft, B. & Plotnikova, M., ‘Public Spending and Scottish Devolution: crowding out or crowding in?’ CPPR Working 

Paper No 5, 2007, p. 6 
29  See for example, Allan, G., Ashcroft, B. & Plotnikova, M. op cited, Marsh, R. & Zuleeg, F. ‘The Scottish Public Sector: Does Size 

Matter?’, Hume Occasional Paper No 69, David Hume Institute, 2006 or Cumbers A. & Birch K., ‘Public sector spending and 
regional economic development: crowding out or adding value?’, Paper for Unison Scotland, CPPR, 2006  

30  See for example Simpson, D., Main, B., Peacock, A. & Zuleeg, F., ‘Report on the Economic Aspects of Political Independence’, 
Hume Occasional Paper No. 56, David Hume Institute, 1999 
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Estimating Scotland’s fiscal balance 
  
In general, running a large and permanent structural deficit is not sustainable if the 
economic growth rate is less than the real interest rate. But it is difficult to calculate what 
the current Scottish position is, given Scotland’s integration in the UK economy and the 
absence of definitive data.  
 
The main reference document is entitled Government Expenditure and Revenue in Scotland 
(GERS)31, which is an official National Statistics publication produced by the Scottish civil 
service. It aims to enhance public understanding of fiscal issues in Scotland by estimating 
“a set of public sector accounts for Scotland through detailed analysis of official UK and 
Scottish Government finance statistics. GERS estimates the contribution of revenue raised 
in Scotland toward the goods and services provided for the benefit of the people of 
Scotland. The report is designed to allow users to understand and analyse Scotland's fiscal 
position under different scenarios.”32 
 
In GERS 2006-07 (published in June 2008), scenarios are used to assess what impact oil 
revenues would have on the net fiscal balance33. It uses three main scenarios: attributing no 
oil revenue to Scotland, attributing a population share and attributing a geographical share, 
based on the hypothetical extent of Scotland’s territorial waters. The geographical share is 
larger than the population share by about a factor of 10: Scotland’s population share is 
around 8.5%, while the geographical share is somewhere around 83%34. Estimating the 
geographical share of oil revenues is done in a climate of significant uncertainty. The most 
reliable estimates for the Scottish geographical shares were published in 1999 by Kemp and 
Stephen35 who updated their analysis for the 2006-07 GERS36. The latter publication (Chart 
4) shows that from 2000 the Scottish geographical share has tended to increase over time 
and this is projected to further increase over the period 2007 to 2013.  
 
GERS has always been controversial – in addition to the question of what to do with the oil 
revenues, there are questions of how spending and revenue is allocated between Scotland 
and the rest of the UK and some of the underlying assumptions and methodologies have 
also been criticised37. In addition, it has been highlighted that the underlying data is often 
incomplete. In early 2007, Andrew Goudie, the Scottish Executive’s Chief Economic 
Adviser, acknowledged that public spending might have been over-estimated in the 
previous GERS by around GBP 440 million, following criticism of the treatment of 
spending on prisons, courts and nature conservation by Jim and Margaret Cuthbert38. 
 
 
 

                                                 
31  The latest edition of GERS for the period 2006-07 was published in June 2008 by the Scottish Government. In the remainder of this 

paper it is referred to as GERS 2006-07. 
32  Preface to ‘Government Expenditure and Revenue Scotland 2006-2007’, The Scottish Government, June 2008 
33  Allocating hypothetical shares of North Sea oil revenue under different scenarios has long been a component of GERS. For example, 

GERS 1999-2000 looks at the impact of allocating no oil revenues, a GDP share, a population share, 66%, 76% (the Kemp & Stephen 
estimate for that year), 90% and 100% on net borrowing (total and as a % of GDP). 

34  GERS 2006-06, Tables 5.3 and 5.4 
35  Kemp, A.G. & Stephen, L., ‘Expenditure In and Revenues from the UKCS - Estimating the Hypothetical Scottish Shares 1970-2003’, 

North Sea Study Occasional Paper No. 70, Department of Economics, University of Aberdeen, 1999 
36  See Kemp, A.G. & Stephen, L., ‘The Hypothetical Scottish Shares of Revenues and Expenditures from the UK Continental Shelf 

2000-2013’, 2008 
37  See for example ‘A Critique of GERS: Government Expenditure and Revenue in Scotland’; Cuthbert, J.R. & Cuthbert, M.; Fraser of 

Allander Institute Quarterly Economic Commentary, vol 24, no.1 (1998) or An Open Letter on GERS, Cuthbert, J.R., Cuthbert, M.:  
open letter to Wendy Alexander, M.S.P., dated 24 March 2007. 

38  Scottish Parliament Finance Committee Official Report 16 January 2007 
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However, a number of commentators have highlighted that they consider that GERS does 
the best which can be done with the current data. For example, the economist Anton 
Muscatelli has noted that: “Given the parameters that the exercise has set itself, what we 
have before us probably represents the best that can be done. There are huge uncertainties, 
especially around the revenue data, and some issues around expenditure and the PESA 
[Public Expenditure Statistical Analyses] calculations have already been highlighted. 
However, I do not think that there are easy answers to any of those issues.”39 
 
The Scottish Parliament Finance Committee session of 16 January 2007 initiated a review 
which was carried out by Scottish Government officials, drawing on meetings with a 
number of key expert users of GERS to discuss various aspects of the report. The review 
covered the quality of data sources, key assumptions and methodologies, format, 
presentation and timing of publication. A number of revisions were made before the 
publication of GERS 2006-07 and many of the criticisms have been addressed.  
 
While further improvements are still possible, even some of GERS’ longer term critics have 
acknowledged that the revisions have amounted to a real improvement: “So what has 
changed in the way GERS has been produced this year? A great deal: affecting quality, 
presentation, and content. ... . Scotland’s important oil sector is now treated in a way which 
reflects much better its importance to Scotland ... . In presentational terms, the report is now 
supported by very much more detail: this not only gives it increased credibility, but also 
makes it a very much more useful document.”40  
 
The revisions to GERS have resulted in a more significant Scottish positive balance: “In the 
latest year (2004-05) for which there is data from both this edition of GERS and the 
previous edition, there has been a GBP 2.2 billion reduction in the non-oil deficit (moving 
from – GBP 11.2 billion to –GBP 9 billion). GBP 1.3 billion of this revision came from the 
review of methodology and GBP 0.9 billion from data revisions that would have occurred 
in the normal course of updating GERS”41   
 
However, the time lag until the data becomes available still creates some difficulties. While 
to some extent this is unavoidable, it creates a difficult situation when there is significant 
variability in some of the underlying trends. In particular, the current volatility and 
significant changes in oil prices, and consequently revenue, will have a very significant 
effect on the figures in GERS 2007-08 and 2008-09. And even the improved GERS still has 
the capacity to trigger debate: The publication this year was accompanied by media reports 
which claimed that the Treasury was questioning the attribution of costs for nuclear 
decommissioning while sources close to the Finance Secretary were quoted as questioning 
the attribution of defence spending on a per capita basis.42 But despite the issues with 
GERS which have been highlighted, overall, it is the best, and to some extent only, data 
which is available to assess Scotland’s fiscal position. 
 
 
 
 
 
 
                                                 
39  Scottish Parliament Finance Committee Official Report 16 January 2007 

http://www.scottish.parliament.uk/business/committees/finance/or-07/fi07-0102.htm#Col4260  
40  Opening up the books on the true state of Scottish finances; Cuthbert, M. & Cuthbert, J.R.: Sunday Herald, 22nd June, 2008. 
41  CPPR Press Release ‘Full Analysis of Government Expenditure and Revenues in Scotland (GERS) 2006-07 Publication’,3.7.2008  
42  The Scotsman ‘Oil price fuels fresh row on Scots ‘deficit’’ 24.6.2008 
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The impact of oil revenues 
 
Traditionally, Scotland has higher per capita expenditure on public services than the UK 
average which results in a deficit of expenditure over revenue if oil revenues are not 
allocated to Scotland. Such a difference between expenditure and revenue is not necessarily 
unusual in a UK regional context. For example an Oxford Economics Report43 estimates 
that in terms of the per capita balance of spending over tax payments in 2004-05, out of the 
12 nations and regions of the UK, only the Eastern, London and South-East regions are net 
contributors. Scotland has the fourth highest per capita net balance (i.e. spending exceeding 
revenue), behind Northern Ireland, Wales and the North-East. 
 
GERS 2006-07 shows that the current net fiscal balance44 without any oil revenue stands at 
GBP -10.2 billion, which has increased steadily over time. Oil revenue when allocated 
according to geographical share significantly improves the position45, reducing the net 
fiscal balance to GBP -1.5 billion in 2005-06 and GBP -2.7 billion in 2006-07: 
 

 
 
Notably, the North Sea revenue is volatile and consequently the net fiscal balance which 
includes a geographical share of oil also tends to fluctuate significantly. This becomes even 
clearer when measuring the Net Fiscal Balance as a percentage of GDP: 
 

                                                 
43  Oxford Economics Economic Outlook ‘Regional Contributions to UK public finances’, January 2007. 
44  The main measure for Scotland’s fiscal position used in this chapter is the net fiscal balance which includes capital expenditure. This 

figure is comparable to surplus/deficit figures on the international level. However, for comparison with the UK it is also important to 
look at the current balance which excludes capital expenditure and should be positive to meet the so-called ‘Golden Rule’.  

45  The discussion in this paper mainly focuses on contrasting the situation of no North Sea Revenue to the geographical share being 
allocated to Scotland. Given the difference in scale between the per capita share and the geographical share, if the per capita share 
would be allocated to Scotland it would do little to alter the overall fiscal position.  
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While the non-oil net fiscal balance is remarkably stable at around -9.5/-10.0%, the deficit 
which incorporates a geographical share of North Sea revenues fluctuates from -5.1% in 
2003-04 to -1.3% in 2005-06 over the 5 year period but with a persistent deficit remaining. 
Up until and including 2006-07, the underlying net fiscal balance deficit between spending 
and revenue is not fully eliminated by the geographical share of oil revenue46.  
 
GERS 2006-07 also includes a split between capital and current expenditure. The data 
shows that current investment in capital goods in Scotland appears to be significantly lower 
than the geographical share of North Sea revenue (as a % of GDP): 
 

 
2002-
03 

2003-
04 

2004-
05 

2005-
06 

2006-
07 

Net Investment  1.9% 1.7% 2.2% 2.5% 2.7% 

North Sea Revenue (geogr. share) 4.2% 3.3% 3.9% 6.8% 5.9% 
 
While there are some uncertainties about the magnitude of the capital investment, as it for 
example excludes ‘off-balance-sheet’ investment mechanisms such as Public Private 
Partnerships, it nevertheless illustrates that the geographical share of North Sea Revenues 
more than covers current investment activity in Scotland47. However, this type of 
investment should not be seen as being similar to the type of investment which would be 
financed through an Oil Fund. An Oil Fund is in essence an investment fund which aims to 
maximise returns for its shareholders rather than a mechanism to invest in national 
infrastructure or a way of financing the capital investment requirements of public services 
such as schools, hospitals and water treatment plants48. 

                                                 
46  However, in the last year for which data is available (2006-07), there is a small surplus in the current balance of GBP 837 million if 

the geographical share of North Sea revenues is included. This would meet the ‘Golden Rule’ and the position is likely to further 
improve with higher North Sea revenues. 

47  This would not be the case if the per capita share of oil revenue is allocated to Scotland, as this share is roughly only 1/10th of the 
geographical share. 

48  Such as for example, the PPP/PFI funding mechanisms or the proposed Scottish Futures Trust. 
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In light of this data, it is hard to envisage any wide-ranging transfer of fiscal power without 
the full allocation of the geographical share of oil revenues as without it there would be a 
substantial shortfall which would need to be covered, potentially through borrowing or 
through lower expenditure/higher taxes. Up until 2006-07, a deficit in the net fiscal balance 
would have remained regardless of the allocation of oil revenues but the situation might be 
changing with the changes in the global oil market, as discussed below.  
 
Here today, gone tomorrow? 
 
Recently, North Sea Revenues are estimated to have increased significantly in response to 
high oil prices: “Officials predict tax revenues of GBP 9.9 billion this year [2008-09]. 
Although firms say it could be nearer GBP 12 billion if prices stay high.”49 Corporation tax 
from North Sea companies was around GBP 4 billion in July 2008, more than twice as 
much as in July 2007.50 The First Minister referred to tax revenues of around GBP 14 
billion in a recent debate in the Scottish Parliament51, based on a Scottish Government 
estimate of an additional GBP 4 billion over the budget projections. The most recent 
Scottish Government estimate projects an additional GBP 5.3 billion in addition to the 
projection in the budget of GBP 9.9 billion.  
 
A recent report by accountants Grant Thornton (commissioned by The Sunday Times), 
estimated that the current underlying deficit without oil and gas revenues would be GBP 7.8 
billion but that the inclusion of an estimated GBP 12.2 billion in oil and gas revenues would 
result in a surplus of GBP 4.4 billion52. Verifying the figures in this report is difficult as this 
report does not appear to be publicly available. However, all the indications are that the 
2007-08 year will result in historically very high oil revenues which is likely to turn the 
underlying deficit without oil revenues into a surplus once the geographical share of oil 
revenues is included.  
 
In the long term, these trends need to be seen against a backdrop of declining production in 
the North Sea. A CPPR briefing note53 shows that output of oil peaked in 1999, falling 44% 
since then, and gas peaked in 2000, falling 27% since then.54 The industry expects a 
continuing downwards trend in production: “On current trends, production decline is 
expected to average 5% over the next 5 years.”55 
 
The situation in the next few months is hard to predict. While oil prices have remained 
high, they have to some extent fallen back. At the same time, the UK economy has been hit 
by the global credit crunch which looks like it will result in a UK recession.56 A recession 
will lower the main tax revenues (income, VAT and corporation taxes) across the UK. 
Unless such a reduction in revenue is coupled with cuts in expenditure, which looks highly 
unlikely, it will result in growing public finance deficits. Scotland’s economy, and tax 
revenue, is not immune to these trends.  
 

                                                 
 The Economist ‘Drying up’ 31.5,2008 
50  Office for National Statistics ‘Public sector finances July 2008’, 20 August 2008 
51  Scottish Parliament Official Report 29 May 2008. 
52  Times Online ‘Oil ‘would make independent Scotland rich’’, 18.5.2008 
53  CPPR, 2010 Project Briefing Note ‘UK oil & gas revenues: Implications for UK & Scottish Public Finances, 2008 
54  Oil & Gas UK ‘2008 Economic Report’ 
55  Office for National Statistics ‘Public sector finances July 2008’, 20 August 2008 
56  See for example The Guardian, ‘Economy: OECD predicts UK recession this year’, 2.9.2008 
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In June 2008, the Lloyds TSB Business Monitor showed a significant decrease in turnover 
of firms compared to a year earlier.57 Similarly, the latest data from the Royal Bank of 
Scotland also shows that the “Downturn of Scottish private sector economy gathered 
strength in July” 58 of this year. While the downturn might not be as severe as in the rest of 
the UK - the Fraser of Allander Institute predicts that Scottish growth will be marginally 
ahead of UK growth59 - it is highly likely that public finances and in particular tax revenues 
will decline in Scotland as well as in the UK, albeit potentially at different rates. 
 
In summary, if oil revenues are allocated to Scotland according to a geographic share, there 
appears to be a period of grace for Scotland’s public finances – in the near future, the high 
oil revenues are likely to outweigh the underlying excess of spending over revenue, 
potentially by as much as GBP 5 billion.  
 
However, the long term projections are less favourable, with a reduction in output from the 
North Sea. The current situation thus presents probably the last real window of opportunity 
for an Oil Fund to be established. 
 
Is Scotland’s position sustainable? 
 
Differences in revenue and expenditure trends between Scotland and the UK, and separate 
global trends affecting oil revenues, can result in Scotland’s fiscal position appearing more 
favourable than the rest of the UK. For example, after GERS 2006-07 was published, the 
SNP noted that the publication “shows Scotland in a substantially stronger position than the 
UK as a whole. Compared to a UK deficit in 2006-07 of 2.3% of GDP, the Scottish figure is 
2.1% - which equates to the OECD average.”60 While this is not a very significant 
difference, it is likely that at least for the foreseeable future the increased oil revenues might 
put Scotland in a more favourable fiscal position than the rest of the UK if significant oil 
revenues were allocated to Scotland. 
 
The current fiscal balance is intrinsically linked to UK economic systems and the economic 
performance of the UK through, for example, UK growth and tax revenue growth, interest 
rates, tax and social security contribution levels. The current situation can thus only be an 
imperfect guide to what the situation would be like under higher degrees of devolved 
economic powers such as fiscal autonomy or independence. But they can provide a clear 
pointer on whether an underlying issue exists, which needs to be addressed and, excluding 
oil, there seems to be a long-standing imbalance as detailed above.  
 
If we consider the net fiscal balance including a geographical share of North Sea revenues, 
it changes this situation to a certain degree even though a deficit in the net fiscal balance 
remains for now. Looking at the net fiscal balance ratio including the geographical share in 
contrast to the GDP nominal growth rates shows that growth rates were larger than the net 
fiscal balance ratio in recent years.  
 
 
 
 

                                                 
57  BBC News ‘Scots economic growth ‘slowing’’ 25.6.2008. 
58  Royal Bank of Scotland, PMI Scotland Report, 11.8.2008 
59  1.9% for 2008 and 1.7% in 2009 in Scotland against 1.8% for 2008 and 1.6% in 2009 in the UK. Quoted in The Herald ‘Scottish 

economy will escape the worst of slump’, 19.6.2008 
60  SNP news from http://www.snp.org “Scottish Government step up call for oil fund” 22.6.2008 
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This is not the case if no or only the per capita share of the oil and gas revenues are 
included:  
 
 

 
 
However, there are good reasons why oil revenues should not be used to finance the 
difference between expenditure and revenue. Future revenues from oil and gas revenues are 
highly volatile and uncertain: “the projections of tax revenue are subject to much 
uncertainty. Thus oil prices have been very volatile and this should remain the case over the 
next few years. Further, there has been a dramatic cost escalation in all activities in the 
UKCS, and a continuation of this will adversely affect taxable income. Production has also 
fallen at a considerably faster pace than forecast only a few years ago and predicting future 
production is also subject to much uncertainty. There are thus substantial downside risks to 
the projections made as well as some upside potential from still higher oil prices. The 
former risks are probably the stronger ones.”61  
 
In addition, there is a moral argument that the current generation should not use up a finite 
resource and thus deprive future generations of the potential benefit. The accumulation of 
an Oil Fund, as proposed by the current Scottish Government, provides the potential to 
leave a legacy for future generations and can help to address future societal liabilities, such 
as the provision of pension, healthcare and social care for an ageing population. 
 
Such an Oil Fund is a good idea for Scotland now if it does have significant oil revenues 
assigned and it would have been a good idea for the UK in the past – Tony Benn recently 
recognised that to some extent the oil revenues in the past have “been largely squandered by 
the refusal of successive governments to establish a dedicated oil fund and choosing instead 
to channel the money into general revenue.”62  
 
 
 
 

                                                 
61  See Kemp, A.G. & Stephen, L., ‘The Hypothetical Scottish Shares of Revenues and Expenditures from the UK Continental Shelf 

2000-2013’, 2008 
62  Holyrood.com ‘Benn: oil money wasted’ 16.6.2008 
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Here lies the key for a successful Scottish Oil Fund if it were to be established. It should not 
be used to finance general revenue but should provide a vehicle to save and invest for the 
future, such as the Norwegian fund which is referred to by the SNP administration: 
“Savings funds, such as Norway’s Government Pension Fund, transfer wealth across 
generation by building portfolios that aim to provide returns long after the oil has run 
dry.”63 This would imply that regardless of the size of oil revenues, Scotland would have to 
tackle its underlying imbalance between expenditure and non-oil revenues. For a Scottish 
oil fund to work Scotland would need to run a balanced non-oil budget, enabling Scotland 
to accumulate its North Sea revenues in such a fund. A recently quoted Norwegian official 
seems to support the view that currently “Scotland could not create such a scheme because 
it operates a budget deficit.”64   
 
More clarity is required regarding a possible Scottish oil fund and the future of oil revenue. 
As a CPPR paper puts it: “The Scottish government should seek to: 
 
- Expand the Kemp and Stephen work to identify what future North Sea tax revenues 

might accrue to Scotland over time and over a range of oil and gas prices ... 
- Provide greater detail on what possible options there are for a Scottish Oil Fund 

including, inter alia, the timing of its development and for what such a fund might be 
used. 

- Provide more detail on how Scotland’s deficit might be brought more into balance in the 
event some of the North Sea tax revenues are utilised by an Oil Fund.” 65 

 
Future policy decisions  
 
There is a need to clarify how the underlying imbalance between revenue and expenditure 
can be addressed if significant parts of the oil revenue, which are – in any case - likely to 
decline over time, are invested in an Oil Fund. The CPPR notes that “In terms of the 
referendum debate, there are essentially two different arguments which need to be 
considered. The first is what level of non-oil fiscal balance would best suit an independent, 
or fully fiscally autonomous, Scotland and how this would be best achieved. The second is 
how to treat oil revenues in terms of both helping fill the existing non-oil deficit and in 
terms of starting up and contributing to an Oil Fund, which would provide government 
funds in the future.”66 
 
Any future Scottish Government with wider responsibilities for fiscal powers, which is 
serious about establishing an Oil Fund, will need to address the underlying imbalance. 
There are many ways in which this can be done, for example by boosting tax revenue or 
cutting spending, aiming to achieve a balanced budget over the economic cycle.  
 
This does not necessarily mean cutting services. For example, tax takings would be boosted 
if Scotland had a higher-growth rate, or spending could be cut if efficiency of service 
delivery improved. But given the magnitude of difference between spending and non-oil 
revenue, this will require making some hard choices. It is beyond the scope of this paper to 
recommend the specific policies which should be used and, ultimately, it should be up to 
elected politicians to make the policy choices regarding levels of spending and taxation - 
and defend the success or failure of policies to the electorate. 

                                                 
63  The Economist, ‘A petrodollar saved’, 4.9.2008 
64  Timesonline, ‘Norway slates Scots oil fund’, 22.6.2008 
65  CPPR, 2010 Project Briefing Note ‘UK oil & gas revenues: Implications for UK & Scottish Public Finances, 2008 
66  CPPR Press Release “Full Analysis of Government Expenditure and Revenues in Scotland (GERS) 2006-07 Publication,3.7.2008 
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The temptation for any future government would be the accumulation of debt, especially if 
the fiscal devolution settlement results in relatively low debt levels for Scotland or 
relatively low costs of financing such debt. There is an obvious mismatch between the 
accumulation of such liabilities while at the same time attempting to accumulate assets in 
an Oil Fund, unless the marginal returns from the Oil Fund outweigh the marginal costs of 
financing the debt. Even then, the overall level of assets being accumulated for the future 
(i.e. the assets in the Oil Fund minus the debt liabilities being accumulated) would be 
significantly smaller or might even be negative if current spending is in part financed by 
debt. There is also again the question of intergenerational fairness and it can be argued that 
any extensive use of oil revenues for debt-financing removes one of the key potential 
benefits of further fiscal devolution – making the Scottish Government directly accountable 
for today’s revenue and expenditure decisions – by deferring difficult choices to the future. 
It would be of benefit for a Scotland with greater powers to commit to a programme setting 
out plans for fiscal sustainability which does not rely on oil revenues. These plans should be 
backed up, if possible by external monitoring, for example through the OECD or the 
European Commission. 
 
Any future fiscal settlement which would include the ability to raise debt would need to 
decide to some degree, explicitly or implicitly, how current UK assets and liabilities would 
be allocated between Scotland and the rest of the UK. This is likely to require a negotiated 
settlement, covering a wide range of issues, starting with a decision on attribution of North 
Sea oil and gas revenues.  
 
If Scotland received more fiscal powers within the UK, a decision would have to be made 
on whether current debt should be weighted by the degree to which expenditure is 
devolved, as the percentage of expenditure which is required to service the debt would 
otherwise differ between Scotland and the rest of the UK. How the UK’s national debt 
would be divided between Scotland and the rest of the UK would also raise the question of 
using GDP or population shares or, indeed, letting Scotland start with a clean slate. 
Deciding on how to treat the past legacy would be a crucial issue in any future fiscal 
settlement. The oil industry has contributed over GBP 230 billion in tax revenue from the 
UKCS since 1968 (2006 prices)67 but it is difficult to foresee any settlement which would 
transfer past revenues which have already been spent in Scotland and/or the rest of the UK.  
 
Full independence or complete fiscal autonomy would require decisions on dividing up all 
UK debts and liabilities as well as assets. The question of who would carry any public 
sector liabilities is not necessarily clear cut in the current financial turmoil. For example, 
from 9 October 2007, Northern Rock was classified as a public financial corporation. ONS 
calculations show that including Northern Rock & Bank of England liabilities in public 
sector net debt would increase debt in June 2008 from GBP 555.0 billion to GBP 640.2 
billion, equivalent to a rise from 38.3% of GDP to 44.2% of GDP.68  
 
Dividing assets would require an assessment of the value of all assets, including for 
example any Bank of England, FCO or Ministry of Defence assets in the UK and abroad. 
For some of these, there might even be a dispute whether they represent an asset or a 
liability, depending on respective policy positions, for example when valuing the Faslane 
Naval Base and the Trident nuclear deterrent. Any transition costs of such a division of 
assets and liabilities would also have to be covered. 
                                                 
67  Oil & Gas UK ‘2007 Economic Report’ 
68  Office for National Statistics ‘Public sector finances July 2008’, 20 August 2008 
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If more fiscal powers are devolved to Scotland, it would give Scotland more freedom of 
movement in its economic policies. More economic powers should be accompanied by 
mechanisms which hold the government accountable for its decisions, good or bad. This 
would not guarantee good economic governance but responsibility for addressing the non-
oil fiscal deficits (or for debt and the consequences of any debt incurred), as well as the 
possible accumulation of an Oil Fund, would make the success and impact of Scottish fiscal 
policies more directly visible to the Scottish electorate.  
 
There seems to be a growing mood to change Scotland’s fiscal regime, based in part on 
political pressure from the SNP but also from a growing recognition that the current 
funding system, namely the Barnett Formula, is “neither fair, nor sufficiently efficient. It is 
no longer appropriate for devolution as it does not give the DAs [Devolved 
Administrations] sufficient control over the size of their block grant, and creates potential 
for intergovernmental conflicts between the DAs and the Treasury, especially now different 
parties are in power.”69 Even Gordon Brown seems to back the idea of more fiscal powers 
for Scotland: “Holyrood should be given more power to raise money as well as spend it, in 
order to make it more accountable for its budget.”70 Different options for the transfer of 
fiscal powers, including fiscal autonomy/federalism and independence, would offer this to a 
greater or lesser degree and will be discussed in the next section. 
 
 

                                                 
69  McLean, I., Lodge, G. & Schmuecker, K. ‘Fair Shares? Barnett and the politics of public expenditure’, IPPR, July 2008 
70  The Scotsman ‘Brown: Scotland to get more tax powers” 8.9.2008 
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Section 3: The Current Financing System and Some Alternatives 
 
Andrew Hughes-Hallett and Andrew Scott 
 
It is no exaggeration to say that the Barnett formula, the system currently used to calculate 
the grants that finance the Scottish government, has very few friends left. No political 
groups support its continuation unmodified. There are three criticisms. First, it has been 
criticised for being politically deficient (McLean et al, 2008): that is, for delivering an 
inequitable, inefficient and largely arbitrary allocation of spending; and for being 
procedurally unfair in that it is based on events and spending levels outside the region being 
funded, without any obvious input or control by the Scottish government, Parliament or 
electorate. It therefore commands little political support; and, having not produced any 
convergence in spending levels per head (one of the aims of the formula), it is not likely to 
command such support in the future. 
 
It has also been criticised for being institutionally deficient: it is not transparent (few 
people understand how the grant is calculated, and the calculations themselves contain 
many judgments made by Treasury officials that are not made public); it does not provide 
accountability (the politicians in Holyrood are accountable for the distribution of spending, 
but not for its size; and those who determine the size of the grant are not accountable to 
anyone outside Whitehall)71; and it fails to align the incentives of the decision makers with 
public preferences or the needs of the economy in terms of long term development, local 
stability or growth72. Finally it has imposed surprisingly little discipline. Although it might 
seem that “you can only spend what you get”, the lack of convergence in spending when the 
formula, if used properly, would have provided convergence suggests that overspending on 
the basis of political expediency is often possible. 
 
Third, and equally important, it may be criticised for being economically unsatisfactory as 
a means of economic management. It fails to supply any risk sharing properties as one 
would want for any economy in a currency union whose shocks or structure differ from 
those of its partners; it fails to redistribute resources for development and investment 
(except in so far as an explicit needs assessment earmarks such funds) since the calculations 
reflect only devolved functions in a system designed to achieve equity in public 
spending/consumption per head; and it gives the government no ability to save for a rainy 
day or to make inter-temporal substitutions (smoothing) in its plans. It also fails to account 
for the distribution of activity (incomes) within a region, so that a region with its wealth 
concentrated in one area or activity is treated the same as one with the same average income 
spread evenly. Lastly it runs the risk, as devolution increases, of coming into conflict with 
EU rules on implicit subsidies and tax competition. 
 
To meet these criticisms, we need to find a funding scheme that has both political and 
economic legitimacy; one that is, and is seen to be, procedurally fair, transparent and 
equitable in terms of needs; that commands political support; that can be monitored and 
evaluated easily; and that is effective in reaching Scotland’s economic and social objectives 
in the context of sound economic management. A tall order perhaps, but not impossible. 
 

                                                 
71  Taylor (2008) 
72  MacDonald and Hallwood (2006) 



 

28 

Five Possible Financing Regimes for Scotland: 
 
1. Block grants: as now, with grants from London determined by a formula similar to 

Barnett – but made transparent, accountable, and needs based. 
 
2. Assigned taxes: some or all taxes raised in Scotland are assigned to Scotland. The 

remainder accrue to central government. Unless central government gives a top-up grant, 
or operates an inter-regional equalisation scheme, expenditures must match revenues on 
the Scottish budget. This makes it possible to choose what proportion of tax or spending 
is devolved, and what proportion reserved, on average.  

 
However, because future tax revenues are always uncertain, neither these proportions, 
nor the ability to maintain a balanced budget, can be guaranteed in any one year. The tax 
rates, in the assigned taxes, are typically chosen centrally (as in Italy, Germany, 
Australia, South Africa), although they can be devolved. 
 

3. Fiscal federalism: similar to the assigned taxes regime, but this time some or all taxes 
and expenditures are assigned from the regions to the central budget. That reverses the 
direction of assignment. Tax and expenditure rates are all decided centrally, so there is 
no guarantee that regional budgets will be balanced even if the central one is. Hence 
automatic fiscal transfers between regions are both possible and very likely.73 There is 
however an ability to choose what proportion of tax and spending is devolved, and what 
proportion is reserved for the central government.  

 
4. Partial fiscal autonomy: as in fiscal federalism, where the UK and Scottish authorities 

first agree which taxes and expenditures are to be devolved and which reserved. Then the 
Scottish authorities decide the tax and expenditure rates to be applied to their part of the 
system. Again the Scottish budget may not be balanced, and automatic transfers between 
regions are likely. 

 
5. Full fiscal autonomy: full devolution if this happens within a full political union, or 

total fiscal independence if in an independent country within an economic union or 
outside it. In this case the Scottish authorities choose all tax and expenditure rates 
(including the tax bands, the tax base and exemptions); and it extends devolution to 
include social security, unemployment benefits, sales taxes, corporation tax, other 
business taxes, carbon taxes and so on. 
 
But, because there is no central budget, there are no fiscal transfers between the upper 
and lower levels of government (as in regimes 1 and 2), or between regions or national 
economies (as in regimes 3 and 4). 

 

                                                 
73  If the centre decides to run a deficit larger than the net surplus on the regional accounts, there will also be an implicit transfer to the 

regions in general but not to any specific region. This could be a temporary phenomenon or a permanent arrangement and does not 
imply a systematic one-way equalisation between regions. 
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Qualifications: the compromises involved in choosing between regimes74 
 
Before examining each of these options in detail, let me note some important qualifications. 
First of all, any of these financing schemes can come in hybrid form – combining grant 
elements with assigned taxes for example, or partial fiscal autonomy with grants – so many 
more variations are possible. An appendix to this paper considers a number of obvious 
possibilities, and shows that two important trade-offs are involved in the choice between 
variations. First, there is a difference between long run financial (re)distributions towards a 
particular region, and short term transfers to/from or between different regions for the 
purposes of regional stabilisation. Some authors refer to the former, systemic transfers 
between upper and lower levels of government, as vertical imbalances; and to the latter, 
short run (two-way) transfers between regions, as correcting horizontal imbalances. We can 
identify and measure these elements in each financing rule. Thus, to an extent, choosing a 
particular financing system or variant is to choose to have more of one component and less 
of the other.  
 
Second, correcting horizontal differences evidently reflects a concern with regional equity, 
and hence regional stability or the equalisation of incomes between regions as a whole. 
Exploiting vertical imbalances, by contrast, is to use redistributions to create greater 
equality within regions rather than between them (as in a needs assessment). These two 
objectives are not the same, as can be seen from the choice between helping a region with 
lower average incomes but no variations, and a region with higher average incomes but 
pockets of genuine poverty. The latter must reflect the position in Scotland, and suggests 
that regional equality is not the only criterion at stake.  
 
More generally, the choice of one financing rule or another will favour one criterion over 
the other: regional equality over needs-based equity, or a combination of the two. 
 
Next, it is important to note that any transfer scheme will suffer from perverse incentives: 
net donors resenting the extra financial burden, and recipients subject to the disincentives of 
free-riding and dependency. The result will be distortions and inefficient outcomes 
whichever scheme is chosen. But some will be better than others, with fewer distortions and 
less inefficiency. The distortions will be smaller, and political support firmer, if the 
transfers are temporary and may go in both directions. 
 
Third and most important, the need for fiscal discipline, and new institutions to provide the 
necessary support, varies between regimes. Many countries have had to resort to special 
rules or an independent agency to limit debt and monitor its creation. 
 
Finally, the defining characteristics of these different financing schemes lie not in their 
precise formulae, nor in their procedural and administrative details, but in the points at 
which discretionary decisions have to be taken, in the institutions needed to support them, 
and in their effectiveness for economic management (taking due account of objectives such 
as fairness, needs, and stability). Political and economic legitimacy will follow from these 
characteristics. 
 

                                                 
74  See the appendix for greater detail on the points made in this section. 
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Defining characteristics: How Do These Regimes Work in Practice? 
 
1. Block Grant Regimes (the status quo) 
 
A block grant system, such as underlies the Barnett formula for example, follows 
discretionary decisions made in central government without any input from the Scottish 
government or elect-orate. The main part of the funding is calculated as the allocation to be 
made to each government department in turn.  
 
In each case, the allocation itself is calculated as a proportion of the decisions made for the 
corresponding department in England without making any allowance for whether the 
conditions that hold in England also hold in Scotland. The proportions used reflect the 
degree to which each department’s activities are thought to be devolved. The formula itself 
is therefore well known, but it involves a number of judgments or assumptions which are 
not generally made public. The formula for any devolved function or department works is 
as follows: 
 
change in the 
Scottish 
department’s 
funding 

 
= 

change to the 
UK 
department 
funding 

 
x 

associated 
comparability 
percentage 

 
x 

relevant 
population 
proportion 

 
Here the comparability percentage is the proportion to which that department is considered 
to be devolved (a judgment not generally made public and capable of unilateral revision); 
the other two components are known quantities. Summing across devolved departments 
gives the first part to be added to the baseline grant which reflects historical expenditures 
and hence, ultimately, English levels of spending. 
 
Two further components, amounting to 18% of total spending, are then added:  
 

1. entitlements such as social security payments and agricultural subsidies which follow 
standard UK and EU spending codes; and  

2. an allowance for the services of central government (defence, intelligence, foreign 
affairs, the cost of running government) so that every citizen is provided with access to 
the same level of public services.  

 
Of these two items, the former is clear and makes no regional distinctions. But the second, 
reflecting the cost of central government, involves a good deal of judgment and leaves part 
of the calculation unclear and hard to monitor. It also implies that the degree to which the 
expenditure per head in Scotland exceeds that elsewhere in the UK may have been 
exaggerated. A great deal of effort has gone into investigating that question. Typical figures 
show that Scotland’s public spending per head is 21% above the average for the UK 
whereas her national income per head is 6% below average. That leaves spending provided 
by the Barnett formula about 10% above need (MacLean et al, 2008); or 15% above if the 
lower risk of poverty is taken into account75. 
 

                                                 
75  These figures are for 2006-7; calculations by McLean et al (2008). Many others have provided similar estimates. 



 

31 

However, since we are interested in what is actually spent, rather than what is allocated 
through Barnett, these excess figures are probably too large. First, the comparisons usually 
made exclude social security and agricultural spending. Including those two categories 
would bring the Scottish excess down by another 5 percentage points. Second, higher 
delivery costs and higher living costs may mean that the real value of each pound allocated 
is not the same across different regions. Third, the allocation of funds to reflect the cost of 
running government (to provide public services) obscures what is actually spent. Suppose it 
costs £100m to run the Treasury and all are employed in London. Suppose the Barnett 
calculation allocates £91m of that to England, and £9m to Scotland. Then Scotland will be 
able to spend £9m from that heading, but England will actually see £191m spent (£91m 
from its Barnett allocation, and £100m actually spent on the Treasury). The Barnett 
comparisons will therefore overstate Scotland’s benefit arising from this component as a 
9/91=10% share, instead of a 9/191=5% share.76 Similar overestimates will arise from other 
activities that are not spread in proportion between Scotland and the rest of the UK.  
     
a) Advantages and Disadvantages: The point of these remarks is to emphasise that the 

major problem with the Barnett formula regime is not whether it is fair, justified or 
efficient – although the loss of political support if it is seen to be none of those things 
could be a serious disadvantage. Instead the real problem is with its properties as a tool 
for economic management, the poor incentives it generates, and the constraints it places 
on decision making and good economic governance. The first point is that, whatever else 
it is, the Barnett formula is not about needs. That might be fixed by basing it upon a 
needs assessment instead of historical spending patterns, as argued earlier.  In 1979, 
Scottish needs were said to justify spending 16% higher per head. If that were the same 
today (needs change slowly), Scotland’s spending would be more or less in line relative 
to the rest of the UK given her lower incomes.    
 

Second, the funds allocated evidently do not respond to the state of the Scottish economy 
in any formal or systematic way. The tax raising side likewise follows common UK tax 
codes. Consequently there is no risk sharing, no way to channel fiscal transfers between 
regions, and hence little stabilising power in the face of common or regional 
disturbances.77 That is exactly what you don’t want. Optimal currency area theory 
stresses that a currency union between economies with structural differences or subject 
to different shocks needs to have risk sharing mechanisms in order to provide regional 
stability78. Such mechanisms come through financial integration and fiscal transfers, but 
not through Barnett. Indeed, in the absence of compensating flows from elsewhere, 
Barnett could be destabilising if the Scottish cycle got out of phase – maintaining 
expenditures on the upswing as English spending expands to counter a UK slow-down; 
and not expanding them on the downswing as English spending slows in an upswing.  
 
At the same time, Barnett gives Scottish policymakers no incentive or ability to save a 
surplus in good times (it would be returned to London) and prevents an emerging deficit 
in bad times (the Scottish government cannot issue debt). So there is no scope for 
stabilising the economy from local sources either. 
 

                                                 
76  There are many other examples of spending that bypasses Barnett in this way (the Olympics, prison upgrades etc) or revenues that 

bypass the Barnett comparisons (oil revenues, revenues derived from foreign exchange earnings). 
77  Revenues may be protected against regional shocks, but the expenditures do not “lean against the wind” 
78  Scotland’s structural differences include a different pattern/timing of shocks; less external trade; more dependence on agriculture, 

electronics, energy and energy services; less dependence on banking, financial and business services. 
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This inability to shift expenditures between time periods, that is to save in some years 
but allow deficits in others, also means that the government cannot undertake investment 
projects without outside help. Barnett therefore prevents governments from exploiting 
the “golden rule” of deficit financing, an important factor in promoting growth, 
developing the economy, or undertaking reforms. At the same time the formula evidently 
delivers the same grant irrespective of the distribution of activity/incomes within the 
economy, without giving the government any serious scope to redistribute except at the 
margin. In short it fails to align the incentives of the decision makers with public 
preferences, or with the needs of the economy in terms of long term development, 
stability and growth.  
 
The implication of this last point is that the spending decisions will make an inefficient 
use of the revenues available. The Scottish spending allocations may or may not achieve 
the highest returns in terms of public preferences (the electorate will hold the 
government to account for that); but the size of the budget will not do so, except by 
chance. Similarly those spending decisions do not take into account the cost of raising 
the taxes needed to provide them. A general rule of public finance is that efficiency 
requires that decisions on spending be made at the same level as decisions on taxation, 
so the same people that enjoy the benefits bear the costs. They cannot otherwise make 
rational decisions, balancing benefits against costs, and avoid the incentives for 
inefficient and profligate spending. Distortions will then appear where taxes or 
expenditures are too high and affect relative prices. The problem is Barnett does not 
allow those costs to be taken into account: the Scottish decision makers have no option 
to do so, and the London decision makers choose not to do so.  
 
The only way to resolve that issue is to move on to partial fiscal autonomy where the 
requirement to pick both the proportion of tax and spending to be reserved, and the 
tax/expenditure rates to be applied in the devolved functions, ensures that both sets of 
policy makers will take the costs and benefits to them into account. 
 
Although this account has been heavy on disadvantages, the Barnett approach is not 
without its advantages. It is conceptually simple, if rather arbitrary and poorly 
understood in execution. It is also simple to implement. It is a very flexible system, easy 
to adjust as events unfold. It retains centralised control over fiscal policy for London, but 
allows limited discretion over allocations to Scotland (this is more of an advantage to 
London, no doubt). Since the Scottish government cannot issue debt, it also imposes the 
ultimately hard budget constraint on Scottish policymakers – you can only spend what 
you get, except where overspends are permitted by the London government. Overspends 
must have occurred in the past, as we can now see in the failure to produce convergence 
in spending levels when using a formula designed to produce that effect.79 
 
There are also some institutional issues that cannot easily be resolved within the current 
set up. The lack of transparency and lack of accountability are both matters that are 
important, but which do not involve the Scottish policymakers (beyond the distribution 
of spending) since they do not control the budget. So these are aspects that cannot be 
resolved without changing the regime itself. Similarly there may be doubts over 
discipline; but that too is a Whitehall problem.  

      

                                                 
79  In other words, the same iron discipline may not be observed in central government, as noted in footnote 19 below. 
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b) Compliance with EU rules on state aid: an aside. There is still the question of whether 
Barnett, or a top-up grant applied to any one of the other regimes considered in this 
paper, is consistent with EU rules on state aid and increasing devolution.  

 
This can be viewed from the revenue side since EU law is concerned with implicit 
subsidies; that is, the difference between taxes and spending, not the level of either as 
such. 
 
Normally, the EU has no formal powers over state or regional tax policies that take the 
form of direct taxation. However sub-state tax powers become a state aid question, and 
thereby fall subject to EU law, if (a) sub-state tax authorities set tax rates or tax bases 
that diverge from the national level and (b) the central government operates a non-
discretionary expenditure equalisation scheme by direct transfer in order to make good 
any sub-state shortfall in revenues raised by local taxation.80 (Shortfall in this case 
meaning a sufficient subvention to permit the regional government to finance obligatory 
spending programmes to which citizens are entitled under national rules.) If both 
conditions are met, as happened in the Azores test case, the European Commission has 
the right to intervene (Article 87, state aid rules) to prevent sub-state authorities from 
lowering the rates of direct tax in their jurisdiction, even though that sub-state authority 
is acting correctly within the terms of its domestic constitution. In that situation the 
Commission considers the equalisation transfer to be, in effect, state aid because it 
permits the costs borne by employers or employees in that region to fall, with the 
consequential deficit being made good by a transfer from central government. 
 
In the status quo regime, there is no conflict because the Barnett formula is said not to be 
an equalisation transfer – although that is open to question since its declared aim is to 
ensure the same level of public services is available to all citizens, with any excess being 
accounted for as the extra cost of providing those services in the remote or 
disadvantaged parts of Scotland – and because all taxes are currently raised at national 
rates. But that would certainly change if Barnett were subject to a formal needs 
assessment (making it an equalisation scheme), and if the tartan tax were to be used to 
lower income taxes. There are dissenting views of course.  
 
In his opinion in the Azores case, the Advocate General in the European Court of Justice 
stated that he did not believe that the tartan tax – if used – would violate EU state aid 
law. But that was before Barnett was subject to a needs assessment, as is now proposed.  
 
An interesting possibility is that sub-state governments might be allowed to vary the tax 
rates under their control, provided they do so in a way that doesn’t create (significant) 
tax competition: for example, by lowering one tax rate, and raising another, so that tax 
rates are not affected on average.  
 
In Spain, sub-state tax autonomy has usually been accompanied by agreements between 
the national and sub-state governments to set their taxes in a way that prevents intra-state 
tax competition. That might allow a regional government to set the rate of a local income 
or corporation tax, if it were compensated by agreed changes in other local or national 
rates; or if it could be argued that the regional deviations from the national average were 
small enough not to cause any material tax competition.  

                                                 
80  It is this condition which makes the UK rather than Scotland the relevant reference area for questions of state aid. 
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The recent EU ruling on regional tax rates in the Basque region for Spain confirms that 
small changes may be permitted in certain cases, but it is not clear from this case how 
much is too much. There has not been a test case to establish where the acceptable 
thresholds may lie. So the value of this option must remain a matter of conjecture. 
 

c) A Possible Amendment. One way to make the Barnett formula work more effectively 
would be to recognise that it is a case of using one instrument to reach two targets. The 
targets are to provide the Scots with more money per head according to their needs 
(more remote and sparsely populated regions; more social or economic deprivation, 
higher inactivity rates and significantly poorer health conditions in some parts) while 
trying to preserve equity with the rest of the UK. This suggests keeping the base 
calculations as they are, but replacing the comparability percentage by a percentage 
calculated to reflect needs. These new percentages could be based on performance 
indicators as revealed needs, and put in the public domain.  
 
They would provide a different type of block grant system which was fairer and 
transparent, but which would otherwise share the same properties as Barnett. It would 
however be explicitly needs based, not an equalisation scheme. That means it could be 
used without fear of being declared EU illegal, even if it were combined with a tartan tax 
or were used as a top-up grant to one of the other regimes below that allow Scottish tax 
rates to deviate from tax rates in the rest of the UK. On the other hand, as a regime, it 
allows no further devolution than the current grant system and might well be rejected on 
those grounds. 

 
2. Assigned Taxes 
 
The analysis under assigned taxes is essentially the same as that for the Barnett formula. If 
the Scottish government is unable to issue debt or run a deficit, then its only function is to 
choose the distribution of expenditures from a revenue total defined by the taxes assigned, 
collected and then spent in Scotland. In effect, all that has happened is the Barnett formula 
for calculating revenues due has been replaced by revenues generated by the taxes allocated 
to the Scottish government. In principle this might involve all the taxes collected in 
Scotland being assigned to Edinburgh, or only some of them. But the latest national income 
statistics show that total tax revenues raised in Scotland are currently 6.4% of national 
income short of total public spending if oil revenues are excluded; or 0.7% of GDP greater 
if a geographical share of those revenues is included.81 In practice this means that all taxes, 
including most of the oil revenues, would have to be assigned if the government’s objective 
of providing an equal level of public services for all is to be maintained82.  
 
If fewer than that are assigned, then a Barnett or top-up grant would have to be added. For 
simplicity we will only consider the case where all taxes are assigned. A partial assignment 
with top-up grant can be understood as a mixture of regimes 1 and 2. Germany, Canada and 
Australia are among the countries which have used this approach. 
 
 
 

                                                 
81  Figures from GERS (2008). 
82  In other words, a full assignment is going to be necessary to resolve the political difficulties caused by the equity issue. By contrast, if 

oil revenues are reserved, then the assigned taxes would still have to be topped up with a grant from central government equivalent to 
13% of total revenues (exceeding the current inequities on 2007 figures). 
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The figures quoted exclude capital expenditures, which lie outside the Barnett formula and 
outside the Golden Rule for capital financing employed by the fiscal authorities in London. 
It would be inconsistent with the Barnett regime, and the fiscal rules already operating in 
London, to do otherwise. This implies capital investment may be funded by debt, whether 
on the central budget or not, as is usually done. It is also to assume that a more devolved 
Scotland would be treated as she has been; and that she would be treated in the same way 
that London treats itself, given that both budgets look very similar when oil revenues are 
included (GERS, 2008). But it leaves open the question of how capital expenditures (2.5% 
of GDP) would be financed if it had to be done within the assigned taxes regime. In that 
case, a top-up grant of 2% of GDP would be needed to keep things as they are. 
 
A second distinction is that the assigned taxes could have their tax rates chosen either by 
the central government or by the Scottish authorities. If the latter is done, the regime 
becomes one of fiscal autonomy: partial or full depending on how many taxes are assigned. 
That case is discuss-ed in regimes 4 and 5 below, and we will deal with it there. But if the 
former is done (central government chooses the tax parameters), then there is no devolution 
since there is nothing for the Scottish policy makers to do. That then brings us back to a 
block grant scheme, with a few crucial differences. The discretionary decisions are all with 
the central government and, facing a hard budget constraint, the fiscal discipline on the 
Scottish government would be strong. But there is still no fiscal responsibility since the 
Scottish government will have had no hand in the raising of its revenues. It has no specific 
levers to manage growth and development, and the spending decisions are likely to be as 
inefficient and distortionary as they were in the Barnett case.  
 
However, some of the imperfect transparency and ambiguities of the Barnett formula are 
resolved since the tax codes are public property and known. On the other hand, 
accountability rests with central government as it did before; and the regime would be 
consistent with EU rules since there are no deviations from national tax rates. But if the 
tartan tax variant, or assigned taxes under Scottish control, were used with a top-up grant to 
maintain equal services (as proposed by McLean et al, 2008), then the situation becomes 
quite different. Any such scheme would be illegal under EU rules for three reasons: because 
it offers deviations from national tax rates, because the centre influences the tax decisions 
by setting benchmark rates, and because there are equalisation payments in the top-up grant. 
In other words, assigned taxes put Scotland in a cleft stick: if Scots choose their assigned 
taxes, they violate EU rules on state aid. If they don’t, they fail to satisfy the need to 
devolve some decision making power. 
 
A third difference is if the assigned taxes are not simply apportioned, Scotland would have 
to create a Treasury function to determine what tax revenues actually arose in Scotland as 
opposed to outside (with some loss of economies of scale in the cost of administration)83. 
To get round that problem, Scotland’s share of each UK tax might simply be allocated in 
fixed shares as happens in Germany and, in some cases, Australia. This would be a 
convenient simplification because it gets round the problem of having to assess exactly how 
much had arisen in Scotland (very difficult to do, especially for corporate incomes and sales 
taxes). But apportioning taxes in this way would take us back to dependence on the 
performance and economic policies in another economy, over which we have no control. 
Assigned taxes are therefore likely to create pressures for direct representation of the 
regions in the policy making of central government. 
 

                                                 
83  This is true also for the other financing methods that follow in this paper. 
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The fourth and major difference from Barnett is that the absence of risk sharing properties 
could become a serious problem. There are no automatic flows to/from a central budget; 
and tax revenues are by their nature uncertain as they depend on, and are volatile functions 
of, the state of the economy. On the other side, public services are essentially a contractual 
relationship with the public and require a steady flow of funds. They cannot easily be 
turned on and off, or reversed, as funds fluctuate. So, what is a government that cannot 
issue debt or run deficits supposed to do when the economy goes into recession or tax 
revenues fall? In this regime, services would just have to be cut back. It is here that the 
absence of risk sharing, and the in-ability to stabilise the economy, become a serious 
problem. There might be some relief in that, after a time, governments could build up 
surpluses from good times and use this war chest to stabilise the economy in bad times. But 
to get to that position, and to keep the war chest built up, would require more conservative 
policies and hence lower public spending on average. The same would happen if the 
government tried to borrow against future tax revenues, because of the need to pay interest. 
So this opportunity is unlikely to prove useful. 
 
It is worth examining the implications of this point further. A slow down would cause a 
shortfall of revenues and hence spending cuts. But that won’t help because most public or 
social spending is contractual, so the effects will be far too slow to save the budget. This is 
impractical.  
 
So London would have to allow the Scottish government to issue debt. i) If they don’t allow 
that, they will have to provide a grant or interest free loan to cover the deficit, and we are 
back to Barnett.  ii) On the other hand, if they do allow debt to be issued, no one is going to 
buy it since the Scottish government has no tax raising powers of its own so there is no 
assurance that the lenders will get paid back (or when).  iii) Thus, to make this option work, 
London would have to grant some power to change existing taxes or set new ones, and a 
degree of fiscal autonomy will start to emerge anyway. iv) Moreover, if they don’t allow 
debt, but allow tax changes to cover the impact of a recession on the budget instead, the 
effects will again come too late and will extend the downturn.84  
 
Thus assigned taxes appear to represent an unstable equilibrium that would drive us either 
to a Barnett regime or to greater fiscal autonomy. On one side, London would have no 
control over the appearance of Scottish debt and would therefore try to minimise the tax 
assignments. On the other, the need to have the debt managed and eventually paid off might 
persuade them to grant some autonomy. 
 
3. Fiscal Federalism 
 
In this regime, some or all taxes and expenditures are assigned from the regional 
governments to central government. This creates a central budget into which regions pay, or 
receive payments from, on an automatic basis – in each case at rates chosen by the central 
government. There may be separate budgets at the regional level if not all 
taxes/expenditures are centralised. But there are no grants or discretionary payments made 
from or to the centre.  

                                                 
84  There is some evidence that the outcomes might be rather more unfavourable. Regional governments are often found to have a 

“flypaper effect” in which their spending increases faster with an increase of revenues from central government than they do with an 
increase in local revenues. But Darby et al (2005a,b) identify a “reverse flypaper effect” in which regional governments react to cuts 
in their central funding by cutting their expenditures, rather than raising revenues locally, even when the opportunity to raise local 
revenues exists. This has a cascade effect: first the central funding is cut, and then regional governments react by cutting their 
spending as well. Moreover these cuts tend to focus on capital spending, rather than on services, which brings long term damage to the 
local economy. 
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Hence the system we have at present, the peculiarities of the Barnett formula aside, is 
already a form of fiscal federalism in which all tax and expenditure functions are assigned 
to the centre. It behaves just like a federalist system, with an arbitrary redistribution of 
expenditures imposed on top by the Barnett formula. In fact, the only real difference is the 
degree to which the Barnett elements reduce the ability of transfers to/from the central 
budget to respond to, or influence, changing conditions at the regional economy level is 
now removed. As things stand they impose a lot of inefficiency in that regard. Replacing 
them with an upper level of federalist transfers would necessarily increase efficiency since 
those components will add to the system’s ability to adapt to local conditions without 
removing its ability to undertake longer term redistributions.85 Likewise, replacing just the 
Barnett formula part with pre-assigned taxes would also make the current system operate 
more like a federal system. 
 
At first sight the reversal in the pattern of assignments may appear to give a financing 
system that is similar to the assigned taxes regime. But assigning taxes/expenditures from 
the regional governments, instead of to them, creates two very important differences. First it 
ensures that some tax and expenditure functions are always carried out from the centre, with 
the result that there will always be a central budget that is linked to the regional budget and 
to the regional economy through the taxes raised and expenditures made in that region. That 
ensures that the central financing, and the transfers to/from the regional economy, will 
automatically react to and influence economic conditions in the regional economy as well 
as those in the national economy. Risk sharing, and the possibility of redistribution for 
restructuring, is therefore assured. This, as we saw, cannot be guaranteed by assigning taxes 
to the regions; and certainly not in the Scottish case because all the taxes available would 
have to be assigned if the government is to reach its goal of providing equal public services 
for all – in which case there is no central budget left, or no connection to it for those regions 
that have all their taxes assigned to them.  
 
In that case, a top-up grant, if there is one, would have to be population based rather than 
linked to economic conditions or restructuring needs. This would be true in Scotland too. 
For that reason fiscal federalism would appear to be superior to simply assigning taxes. 
 
The second difference is there would be no grants from central government in a fiscal 
federalist regime. Moreover, the taxes and expenditures assigned to the central government 
can be of the same type but charged/spent at different rates to those assigned to the regional 
governments (as with income taxes in the US); or they can be of different types, set at rates 
that differ across regions, as happens with sales or property taxes in the US.86 Obviously tax 
and expenditure rates in this world can be set either separately by the regional and central 
authorities for regional and federal tax/expenditure rates respectively (in which case those 
rates will almost certainly differ from region to region, as well as between regions and the 
centre); or jointly, or by the central authorities alone in which case the regional rates are 
likely to be similar across regions if different from the federal rates. For simplicity we will 
just consider the latter case, with common tax/expenditure rates across regions in this 
section. This is fiscal federalism, as practiced in Germany, Australia and South Africa.  
 

                                                 
85  Long term redistributions are created by choosing the federal tax and expenditure functions such that there is a net transfer to certain 

regions on average and, when the central budget is balanced, away from others. If there is no such net transfer, then only regional 
stabilization is possible. 

86  Note that VAT cannot be assigned to Scotland at rates different from other regions as that would be illegal under EU competition 
rules. But it could be assigned as local VAT at common rates, as part of an assigned taxes regime. 
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We deal with the former case – different regional rates determined by each regional 
authority separately: that is partial fiscal autonomy, as practiced in the US or Canada – in 
the next section. Federal tax and expenditure rates will be decided by the central 
government in either case; and the choice of which taxes are to be centralised or reserved, 
and which to be devolved, is made jointly. Hence the discretionary decisions all lie with 
central government in a fiscal federalist regime, but appear at both levels in the fiscal 
autonomy case.  
 
How do the financing and automatic transfers actually work under fiscal federalism? 
Suppose there are two regions at different stages of development, and at different points in 
their economic cycle because their cycles are out of phase. To the extent that there are 
devolved taxes and expenditures, both regions will run their own budgets and finance their 
expenditures from taxes collected locally. But the region enjoying a relative boom (with 
output above trend) will have a stronger budget, perhaps a surplus, because tax revenues 
will be above trend and cyclically sensitive expenditures (such as business support or social 
projects) below trend. Meanwhile the region in relative recession will have below average 
tax revenues, above average expenditures and a potential budget deficit. If nothing is 
devolved, these will be the contributions made to the central budget. But if some 
taxes/expenditures are devolved, those taxes and spending activities will stay at home and 
arrangements will have to be made for the recession region to issue debt (albeit 
temporarily) and for the boom region to acquire assets.87  
 
However, there is also some compensation for the recession region from the central budget. 
Federal taxes from the boom region will be higher than usual, and federal expenditures in 
that region lower, so that region will be transferring some of its surplus to the centre. The 
recession area will be transferring lower taxes but drawing on above average expenditures 
from the centre. It will be receiving a net transfer from the centre. In effect, if the centre 
balances its budget, that implies an indirect transfer from the surplus to the deficit region. 
[And if the centre does not balance its budget, there is still a net transfer relative to the long 
run redistribution elements]. Moreover these transfers are automatic and symmetric over 
time: so there are no monitoring or decision lags, no need for parliamentary consent on 
either side, and no biases except in so far as central government chooses to build in some 
redistribution “on average” to reflect needs.  
 
In addition, the recession region receives two expansionary boosts; one from the local 
deficit, one from the net transfer in federal expenditures. Likewise, the boom region gets 
two contractions to slow it down; from the local surplus and from the transfer to the federal 
budget. And, for a given federal tax/expenditure code, the stabilising power of this regime 
become larger as more tax and spending instruments are devolved. Thus, fiscal federalism 
deals with uncertainty by taking regional surpluses or deficits into the federal budget, and 
recycling them as transfers from those in good times, relative to the federal average, to 
those in bad times relative to that average. These transfers continue to flow whatever the 
federal average. 
 
 
 
 

                                                 
87  The central government might require the deficit region to balance its budget. But to achieve that it would have to impose expenditure 

cuts on that region since everything is decided either centrally or jointly. So there is no issue of discipline at the regional level, 
although there may be a discipline issue for central government. 



 

39 

The disadvantage of this scheme is that it would involve little input from Scotland at the 
design stage, and might therefore command relatively little political support. It also relies 
heavily on automatic movements in policy, and has little extra flexibility to deal with 
special investment projects, changing incentives or distortions, or an inefficient distribution 
of spending or taxation in a particular region. These matters can be addressed at the federal 
level; but not for an individual region – except in so far as the small redistribution element 
in the central budget can be brought to bear. On the other hand, the system is demonstrably 
as fair as is possible, short of taking into account all the structural differences between 
regions. That should help to extend its political support beyond Scotland. It is also quite 
transparent, but leaves the door open for disagreements over accountability: central 
government is accountable for the functioning of the system as a whole, but it is not clear 
who is accountable for allocating taxes or expenditures between devolved and centralised 
governments. It also permits risk sharing. And it allows inter-temporal smoothing across the 
cycle, but only limited inter-temporal substitutions for investment or income redistribution 
purposes. Lastly, it would be consistent with EU rules on state aid a) because there are no 
deviations in regional tax rates; and b) because there are no permanent or nondiscretionary 
equalisation payments. (If there is a redistribution element in the central budget, it is 
automatic, temporary and not designed to make good a shortfall in local taxation.) 
 
4. Partial Fiscal Autonomy 
 
This option implies only a small change to fiscal federalism as described in the last section. 
The structure is exactly the same, with an agreed number or proportion of taxes and 
spending functions devolved and the remainder reserved (allocated to the central 
government). But this time the Scottish government would have the right to choose the tax 
and expenditure rates for the devolved tax and spending functions, to suit its own economic 
circumstances and objectives. The remaining rates would still be chosen by the UK 
government to suit itself, and the interests of other regions. This small change would make 
little difference to the way in which the mechanics of Scotland’s financing might work, as 
far as fiscal deficits or surpluses, or any net transfers from the UK government to Scotland 
are concerned. But it makes a large difference to the institutional characteristics: principally 
accountability and discipline; the need to issue debt; efficiency (the extent to which policies 
are aligned with the needs of the economy); EU rules on state aid; and the ability to share 
risks. One might expect the outcomes to be rather different therefore. 
 
The model here is clearly the fiscal system in use in the US and Canada, although the types 
and proportion of taxes and spending devolved to Scotland might be very different.88 The 
discretionary decisions now lie separately with central government and the Scottish 
government – each with their own budget to balance, and each with their own responsibility 
for choosing tax and expenditure rates to achieve that.  
 
So each government has to be held accountable for its own part of fiscal policy and 
discipline, rather than the UK government guaranteeing both parts as in the previous case89.   
                                                 
88  In the US, about 40% of taxation is devolved to the states which chiefly rely on sales, property and local income taxes. The remaining 

60% of revenues go to the federal government using conventional taxes. Canada is similar: but has 50% of taxation devolved, a 
greater role for resource taxes split between federal and provincial authorities, and a complicated set of equalization payments 
imposed between the provinces which have been adjusted many times as perceptions of what each province could expect have 
changed. Political support may be fickle at best. Switzerland, by contrast, has 23% of taxes levied at the federal level, 77% by the 
cantons, and equalization created through joint tasks dependent on federally supplied resources. All grants are conditional on 
outcomes, so there is no dependence. 

89  The distinction between where the discretionary decisions lie is important here because it explains why Ashcroft et al (2006) clashed 
with Hallwood-MacDonald (2006) on whether fiscal autonomy or the Barnett regime offers more fiscal discipline. Evidently the latter 
imposes a hard budget constraint on Scotland, but risks a looser one in London (the overspend phenomenon). The former imposes a 
looser constraint on Scotland, and the harder one in London. 
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But to prevent any implication that the central government would or might guarantee the 
deficits of regional governments, which would give regional governments an incentive to 
free-ride and relax their discipline, several countries (eg Belgium, Australia) have found it 
helpful to set up an independent debt management authority to oversee, regulate and 
possibly enforce the prudential issue of debt within their regions. However it is done, 
Scotland would have to have the ability to issue debt in this regime, for the same reasons as 
in the fiscal federalism case, but without presuming any guarantees (or a bail-out) from 
London. 
 
An interesting variant emerges at this point. Most Canadian provinces float bonds on the 
US bond markets in order to finance their debt, without any explicit balanced budget 
requirement or hard budget constraint of the type that most US states have written into their 
constitutions. The fact that the Canadian provinces can expect no bail-out facilities to exist 
in this case (the US has no responsibility for Canadian provinces, and Ottawa’s permission 
is not needed for the loans) may in fact provide its own fiscal discipline. Scotland would be 
in a very similar situation, with the bonus that if she stays in the UK or European currency 
unions there would be no exchange rate risk in the loans. That would make it rather easier 
to apply that discipline. 
 
That said, partial fiscal autonomy would be similar to fiscal federalism only “more so”. It is 
equally transparent. But because parts of it would be chosen directly by the Scottish 
Parliament it should command much wider political support. The system is also 
demonstrably fairer than fiscal federalism since the devolved part is now chosen to take 
explicit account of structural differences and the circumstances of each region.  
 
For that reason too, the fiscal policy decisions should be more efficient, with less 
distortions, because incentives are even closer aligned with the needs of the economy than 
before (those who spend the taxes, raise them). Finally risk sharing is as before since, with 
an identical federal tax and spending arrangement, we would see the same automatic inter-
regional transfers. And by picking the federal tax and spending functions appropriately, we 
can again create redistributions for investment or social projects through the federal budget. 
Thus, apart from making arrangements to ensure fiscal responsibility at the regional level, 
the only disadvantage is any possible conflict with EU rules on state aid.  
 
This may not be a problem. Although the regional tax rates may now differ from the 
national average, the automatic transfers from centre to region are temporary and remain a 
partly discretionary mechanism which is not operated by central government to offset 
systematic shortfalls in local taxation.  
 
There has also been some concern that decentralising fiscal policies in this way would have 
little effect on growth. The literature on that point is not extensive, but suggests that the 
effect on growth is likely to be positive rather than negative for two reasons90. First, 
autonomy allows decisions to be tailored closer to the needs of the economy and allows 
more efficient investment decisions, including regarding human capital. Second, because 
autonomy incentivises regional governments to seek growth to expand their tax base, given 
that they now have jurisdiction over the revenues.  
 
 
 

                                                 
90  Recent empirical work also suggests decentralisation increases growth: Thiessen (2003), Thornton (2007), Imi (2005). 
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5. Full Fiscal Autonomy and Independence 
 
The last fiscal regime to consider is complete fiscal independence. In this case all fiscal 
functions would be allocated to the Scottish government, to give the government complete 
control over the raising and collecting of taxes and how and where they are spent – 
including the setting of tax/expenditure rates, bands, the tax base, and extending the 
government’s remit to inheritance tax, corporation tax, other business taxes, carbon and 
natural resource taxes and the like. There would be no central budget: and hence no inter-
regional transfers, and no risk sharing with the rest of the UK via this route91, except in so 
far as the Scottish government found it convenient to subcontract or run certain activities 
(such as defence, intelligence, foreign relations, financial oversight, parts of social security 
or pensions) jointly with London. There would be no central government guarantees on any 
debt the Scottish government might issue (unless the London government found it 
convenient to offer bail-out facilities rather than suffer the financial fall out from a default 
in Edinburgh). And Scotland might have to accept risk premia on her interest rates in bad 
times, or if her debt/deficit management proved to be weak. 
 
There are three ways in which this kind of fiscal devolution could be reached. They differ, 
not so much in structure, but in the operational constraints that policymakers face from 
other parts of the economy.  
 
(i)   The first is where Scotland achieves full fiscal autonomy within the United Kingdom: 

that is, fiscal independence in an economic and political union. Examples of such an 
arrangement are rare, but the Austro-Hungarian Empire is one that shows it to be 
feasible and sustainable as a regime.  
 
The Channel Islands and Isle of Man have a similar status today, as did Scotland in 
the 17th century. The Basque region in Spain and South Tirol in Italy enjoy a similar 
status with the twist that they pay fees to the central government for common services 
(thereby eliminating any possibility of a conflict with EU rules on state aid). 
 

(ii) The second possibility is that Scotland achieves full fiscal autonomy as an independent 
member of the Eurozone; that is, fiscal and political independence within an economic 
union. Obvious parallels would be the existing members of the Euro area.  

(iii)The third possibility is a fully independent Scotland outside any currency area, like 
Switzerland or Norway today.  

 
This last possibility is perhaps a relatively unlikely scenario from the political point of 
view, but involves many of the same institutional, financial and non-fiscal economic 
choices that an independent Scotland within Europe would face. So for the purposes of 
discussion, we focus on the first two options and treat a fully independent Scotland as a 
variation of the second at the end. 
 

(i) Full fiscal autonomy within the UK. This regime would be an extended case of 
the partial fiscal autonomy as discussed above. All taxes and spending are 
allocated to Scotland. So there are very few changes to the implications except 
as a matter of degree.  

 

                                                 
91  There would still be risk sharing via integrated capital or financial markets, and via loans/credit channels. Studies have shown that 

these channels supply the larger part of risk sharing within currency unions (80% in the US or Canada; and half that in the UK), but 
much less outside [Asdrubaldi et al, 1996, Kalemli et al 2003, Melitz 2004]. 
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The four substantive changes are:  
 
• There will be no transfers between regions or redistributions from the centre, since 

there is no central budget. Risk sharing, insurance against bad times and support for 
investment or development on a needs basis will be less therefore.  

 
• The discretionary decisions, accountability and need for fiscal discipline now rest with 

the Scottish government. That raises the question of whether new institutions are needed 
to reinforce that discipline and manage public debt.  

 
• Fiscally independent countries in a monetary union have typically found that they need 

to use their fiscal policies more aggressively, and with larger interventions92, to 
achieve the same level of performance as others because they lack the additional 
instruments of monetary policy or an exchange rate to help out. This must be especially 
true for small economies because they are too small to influence the union-wide 
monetary policy in their favour; and additionally in our case given the absence of any 
risk sharing transfers. That raises the prospect of additional deficits and larger policy 
changes. 

 
• Again the need to reinforce fiscal discipline appears to be key, as is the possibility 

that more aggressive fiscal policies will work against the common monetary policy. Debt 
targets have been suggested as a convenient way to anchor discipline, reduce those 
conflicts, and moderate the swings in policy, without sacrificing internal consistency.93 

 
One issue that has to be resolved in this regime is a settlement on the oil and gas revenues 
and on any residual joint expenditures for defence, social security, debt service etc. 
However, as noted above, official figures show the Scottish fiscal budget would be in mild 
surplus with a geographical share of oil and gas revenues. So, as things stand, to reach such 
a settlement would be entirely feasible from an economic point of view, if not a political 
one. 
 
Four other advantages in this regime stand out as matters of degree.  
 
a) As a settlement it would certainly be fairer than the other regimes since everything that 

is spent would be raised in Scotland, and be the result of decisions made by the Scots 
themselves. That essentially resolves the equity issue, and should broaden the political 
support for this as a regime on both sides of the border.  

 
b) Second, having to raise all their own taxes should increase the level of fiscal 

responsibility among policymakers.  
 
c) Third, greater fiscal responsibility means the incentives will be more closely aligned to 

the needs of the economy. The result would be greater efficiency in the decisions and 
fewer distortions. No conflicts with EU rules are implied since, even if Scottish tax rates 
deviate from the UK average, there are no equalisation payments of any kind being 
made. It is also likely that lower taxes (hence lower costs) could be used to boost 
competitiveness.  

 

                                                 
92  This is a frequent observation: see Hughes Hallett et al (2004), Hughes Hallett and Lewis (2008). 
93  See Hughes Hallett (2008a, b). 
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d) Finally, as an oil and gas settlement would now have to be reached, it becomes possible 
to think about setting up Sovereign Wealth Funds for long term investment and 
stabilisation purposes – perhaps on the Norwegian model. 

 
ii) An independent Scotland within the European Union. On the face of it, this regime 
appears to be identical to the last one except with a different partner. So the implications 
should be the same. And that is true as far as the economics of the regime are concerned. 
But there is a crucial difference: to get into this regime, Scotland would have to achieve 
political as well as fiscal independence – where the previous regime required only fiscal 
independence. 
 
To make things clear, we will consider only the case of Scotland in the Euro. There are two 
reasons for this. First all new members of the EU are required to join the Euro eventually, 
and it is not clear that there are grounds to argue that Scotland has the right to inherit the 
UK’s current opt out. And she might well prefer to join anyway. Second if Scotland had an 
opt out, or created a de facto opt out by choosing to fail to meet the Maastricht exchange 
rate criterion (as Sweden does), then she would be a fully independent economy like the 
UK, Norway or Sweden - even as a member of the European Union. We deal with that case 
separately in section iii) below. 
 
Under political independence, fiscal policy would be set as in the full fiscal autonomy case 
above and its implications would be essentially similar. But in this case, constraints would 
be imposed on Scottish deficits and debt as part of the Stability Pact.94  
 
Whether these limits would actually restrain the fiscal policies very much, beyond what 
would happen anyway under a prudential regulation of those deficits, is moot. In practice 
the Stability Pact seems to have restrained fiscal policy making very little in many of the 
Eurozone member states, and the debt criterion has generally been ignored.95 Hence little 
fiscal discipline has been imposed: effective debt management, if nothing else, would 
remain very important.  
 
Given that, the other major issues that need to be resolved are: the oil and gas settlement; 
the transition process (how to split up the assets and liabilities of the UK); then how to 
design monetary policy during that transition; how to create the new central bank, monetary 
institutions and the financial oversight that are needed for membership; the effect of the 
Euro exchange rate on the Scottish economy; what needs to be done to function as an 
independent member in Europe or the Euro (a separate social chapter, competition policies, 
and new EU budget arrangements). Finally there is the question of relations with, and 
representation at, the major institutions (UN, IMF, World Bank, BIS, WTO, OECD, 
European Commission etc), and whether double taxation agreements need to be revised (a 
change in tax authority could alter the tax credits received at home by non-UK firms, and 
hence alter their willingness to expand or stay in Scotland). 
 
To be accepted into the Euro also requires accepting some permanent changes in the way 
the economy is run. Inflation and monetary policy would be controlled by the European 
Central Bank, with the participation of a newly created independent National Bank of 
Scotland.  

                                                 
94  The Stability Pact requires all members to limit their net fiscal spending to less than 3% of national income at all times (and zero on 

average), and public debt to less than 60% of national income. Fines are applied to failures. 
95  See again: Fatas et al. (2004), Hughes Hallett and Lewis (2008). 
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The ECB has a reputation for following more restrictive policies than the Bank of England, 
although in practice this has translated into less activist policies rather than lower inflation 
or permanently higher interest rates. That has meant higher income volatilities in the 
Eurozone. There is however no possibility of the national interest being represented at ECB 
decision making; or of Scottish conditions influencing those decisions (the Scottish 
economy is too small).  
 
Euro entry requires Scottish inflation to be brought to within 1.5% points of the average of 
the lowest three in the Eurozone. After that monetary policy is set to meets the needs of the 
Euro-average, and any specific national needs have to be met by adjusting national fiscal 
policies as far as is practical. That broadly has also been the case in the UK monetary union, 
except that the possibility of using compensating fiscal policy adjustments has been 
missing. Similarly, Scotland would have to accept interest rates determined in the financial 
markets of Europe rather than London - although in an age of globalised finance that is not 
going to make such a large difference.  
 
Scotland would also have to live with the Euro instead of a Pound exchange rate. This 
might prove to be a challenge for an economy whose trade, and more importantly 
investment inflows, have been predominantly with England and the Dollar economies. The 
Euro has fluctuated quite sharply, and in both directions, against the US dollar and the 
Pound. Indeed to get into the Euro in the first place, Scotland would have to show stability 
against the Euro for at least two years. Since the Pound fluctuates against the Euro, this 
would mean finding a way to peg against the Euro without damage from the beginning. 
That could prove to be quite a challenge; and to the extent the peg had to be enforced, it 
may imply some further fluctuations in income levels. Last, but not least, Scotland would 
have to accept limits on her freedom to use fiscal policy from the Stability Pact as 
mentioned above: a maximum fiscal deficit at 3% of national income, and a maximum 
public debt of 60%. Most countries have found this to be a significant restriction on their 
freedom to pursue the public expenditure and stabilisation policies that they preferred or 
needed, although enforcement by the EU authorities has often been weak and Scotland’s 
starting position would (on current data) be fairly favourable. 
 
The other question is, how should the transition path to the Euro be managed? This must 
necessarily be rather speculative, but the unavoidably arbitrary nature of dividing up assets 
and liabilities will affect the starting position for the fiscal ratios and hence the ease of 
satisfying the fiscal criteria.  
 
The transition path must also resolve the conflict in the exchange rate criterion: how to 
maintain a stable relationship with the Euro when you don’t have your own currency and 
the inherited currency does not have a stable relationship with the Euro. The options are:  
 
a. permit the Euro to circulate right away;  
b. sterling for the probation period;  
c. an independent currency pegged to the Euro (preferably using a currency board).  
 
Each option would have different implications for business confidence, inflation and 
competitiveness. Perhaps only a firm and credible currency peg will supply the necessary 
confidence in the markets. A third question is how to control the exchange rate so as to 
secure a favourable (competitive) conversion rate into Euros for the moment when Scotland 
finally joins.  
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Of the exchange rate options, only pegging your currency to the Euro in the probation 
period will allow for that. Similarly, the need to adopt new monetary institutions (a new 
central bank, a new monetary policy, interactions between monetary, fiscal and labour 
market practices) will affect credibility, confidence and inflation – and hence the ability to 
meet the inflation and interest rate criteria – as do measures to increase the depth and 
development of the Scottish financial markets. It would pay to make an early start on those 
arrangements, and a firm and credible currency peg to supply the necessary market 
confidence. 
 
iii) An independent Scotland outside the Eurozone. This regime is the same as for Scotland 
in the Euro but with fewer restrictions. Fiscal policy would be set in the same way, but 
would not now be subject to the Stability Pact’s deficit maximum of 3% of national income 
or debt limit of 60% of national income. This may allow for greater fiscal activism, which 
many countries have found advantageous. But it may also open the doors to weaker fiscal 
controls; and if the capital markets fear a build up of excessive debt, they will impose risk 
premia on Scottish interest rates.  
 
These risk premia have often been substantial – 2% to 3% on interest rates for Argentina in 
the best days of the hard dollar link, and even 1% for the German states in the German 
Federation96 – that is, in countries with a poor record of fiscal discipline, or a weak 
currency peg, or with the shifting political commitments that may lead to weakening 
discipline. 
 
On the other hand, these extra freedoms may not be very important, except where the issue 
is the freedom to run larger temporary deficits in the interests of stabilisation, since the 
restriction is on the difference between revenues and spending – not the size of spending or 
public services. In the same way, fiscal policy would now be free of any formal or informal 
agreements or limits to prevent tax competition, a strategy many countries have found to be 
very useful for boosting their long term development. 
 
Lastly Scotland would face some important decisions outside the fiscal area. Leading 
among these is again the choice of exchange rate regime: fixed, floating, currency board, 
retain sterling? Then what kind of monetary policy: anti-inflationist, accommodating to 
growth and jobs, activist or not, coordinated with fiscal policy? What kind of central bank: 
independent; with an external or internal policy committee; accountable; a lender of last 
resort with responsibility for financial stability and oversight? Lastly, if outside the EU, 
Scotland would have to develop her own trade policies – consistent with WTO rules – and 
her own prudential regulation of financial markets. 
 
Further Thoughts on the Institutional Framework 
 
i) Will the current EU fiscal rules remain in force? As an independent EU member, a 
Scottish government would be at liberty to set direct tax rates and rules as it wishes subject 
only to the rules on the internal market, money laundering agreements, and arrangements to 
avoid tax havens. There are no specific Treaty constraints on the direct tax regimes levied 
by member states. However there are common rules governing the value added tax 
arrangements, and these would have to be observed.  
 

                                                 
96  Hughes Hallett (2007) and Heppke-Falk and Wolf (2008)  respectively. 
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That said, there is a growing momentum for collective EU action in two policy areas of 
direct taxation. First, there is some support – especially in Germany – for corporation tax to 
become an EU-wide tax with the proceeds being used to fund the common EU budget. Such 
a change would require the agreement of all 27 member states, and there is little chance of 
that happening now. However as we approach the re-negotiation of the EU’s financial 
framework for the budget due in 2014, more will be heard about this. If there were a 
change, this would clearly reduce the tax autonomy of member states. 
 
Second, and more pressing, is the evolving EU code of conduct on “harmful tax 
competition”. In EU-speak, harmful tax competition is used to describe national tax regimes 
that are manipulated solely to attract higher flows of inward capital, both finance and 
investment. It is a beggar-thy-neighbour policy which aims to raise tax revenues by 
broadening the foreign component of the domestic tax base. At present the EU relies on 
voluntary cooperation, rather than legislation, for the implementation of its code. That is, 
while there is no EU legislation that explicitly prohibits or dissuades harmful tax 
competition, member states have agreed informally not to manipulate national tax regimes 
in order to influence the investment decisions made in the capital markets. But things may 
change. There was considerable unhappiness in Germany when, on joining the EU, the 
Estonian government opted for a corporation tax regime that imposed a zero tax rate on any 
corporate profits that were subsequently re-invested in Estonia. In a similar vein, the 
corporation tax regime in Ireland is resented because of the exceptionally low rate, 12.5%, 
that is levied. Again, any action against tax competition would limit the fiscal autonomy of 
member states.  
 
ii) Are there obstacles to Scotland joining the European Union? The discussion of an 
independent Scotland within Europe above begs the question of whether additional 
conditions would be attached before Scotland is allowed to join the European Union in her 
own right. Much depends on the glide path to membership.  
 
Three scenarios are possible:  
 
a. automatic entry in the way meant by the Scottish Government – membership by ‘right’;  
b. negotiated entry, meaning political agreement on the specific conditions and obligations 

of Scotland’s EU membership while final membership remains assured; and  
c. no automatic right of membership and accession discussions begin. 
 
Under (a.), the presumption must be that Scotland would not only have automatic 
entitlement to remain a part of the EU, but that it would also carry with it the legacy opt-
outs that were agreed when it was part of the UK. In fiscal policy terms this means no 
obligation to join EMU and, consequently, no binding obligation to observe the Stability 
Pact conditions. While prudence would dictate that Scotland follows sound fiscal policies 
by avoiding excessive deficits, in treaty terms this would become a matter for the Scottish 
Government. 
 
Under (b) matters would become more complicated. That is because any attempt to require 
Scotland to sign-up for Euro membership – at some distant date – would necessarily require 
a commitment to create a separate Scottish currency. A new currency in the hands of a new 
and untried central bank would inject a lot of uncertainty, not only in the exchange rate 
criterion but also in the inflation and interest rate criteria that follow from that.  
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Far simpler to retain sterling or adopt or peg to the Euro or another currency, and start the 
accession process right away. Hence it is not clear that the EU could insist that Scotland 
invent a new currency while negotiations are proceeding on the conditions of EU 
membership.  
 
Similarly, situation (c) is unlikely to prevail because it would prejudice delicate 
enlargement negotiations taking place elsewhere, invite unwanted criticisms by comparison, 
and could have outcomes that cannot be predicted.  
 
A Summary 
 
It is not the purpose of this paper to recommend one financing method over another. Indeed, 
strictly speaking, it is not possible to do so since each regime has different characteristics 
and satisfies different criteria. So to pick one out is a matter of priorities or political 
preferences. Nevertheless, some financing schemes recommend themselves as more 
sensible than others. 
 
The advantages of a block grant scheme, such as the Barnett formula, are simplicity, 
stability of revenues (so that there are no risks to public expenditure, except in the case of 
severe political disagreements with London), a clear distinction between reserved and non-
reserved expenditures, and centralised control is retained by central government (over 
taxation in particular). The disadvantages are the sometimes arbitrary nature of the grant 
allocations; the lack of transparency; dependence on external conditions and policies 
designed for another economy; a trade-off between regional equality and equality of 
services for all (it may not be possible to have both); no accountability/responsibility at the 
Scottish level for raising revenues; and hence inefficient decisions – most obviously in the 
lack of incentives for growth, savings or capital investment. 
 
The obvious disadvantage of a block grant scheme is that it allows no devolution, except for 
in the distribution of spending. However it is not alone in that respect. Assigned taxes also 
allow no devolution in decision making, unless the Scottish parliament can get to set its 
own tax rates. Barnett itself is not about needs either, but we have shown how easily it can 
be adapted to meet that criterion. 
 
The point here is that to create some genuine devolution – that is some autonomy and 
accountability in decision making, not just in implementation – we have to connect the 
spending decisions in Scotland with the decisions needed to raise the necessary revenues. 
Creating that connection is necessary because it makes the link between the provision of 
public services and the cost of providing them evident to the public and to the politicians or 
decision makers.  
 
Put differently, we cannot assign taxed and have devolution without granting the right to set 
tax rates; and we cannot assign spending without the right to set spending rates. The current 
set up allows the second. But to move on from there we need to allow some degree of tax 
autonomy as well. In Scotland’s case, that would inevitably mean adding a top-up grant and 
risks violating EU rules on state aid. 
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Assigned taxes have their own problems, beyond the devolution question. There is no risk 
sharing; uncertain revenues mean uncertain spending powers and an inability to plan. This 
would inevitably lead to the need to issue debt: which in turn creates a need for debt 
management, greater discipline at the Scottish level, and possibly new institutions to 
support that discipline. At the least, a Scottish Treasury would be needed to manage these 
aspects of policy and represent Scotland in the making of UK policies that affect Scotland’s 
revenues.97  We could also expect endless wrangles over exactly how much tax actually 
arose in each jurisdiction; unless the taxes are simply apportioned, in which case we are 
back to a grant system with uncertain revenues and an inescapable bias towards lower 
spending98. As a result, assigned taxes are likely to prove to be an unstable system 
politically – with central government oscillating between minimising the assignments to 
prevent debt, and maximising them to help manage it. 
 
The remaining regimes involve different degrees of autonomy. Fiscal federalism is in effect 
a regime of assigned taxes with assigned expenditures, in which the decision to assign up to 
the central government ensures that the central budget and regional budget remain linked. 
 
That takes care of the risk sharing problem through automatic regional transfers via the 
central budget. But unless Scotland can pick her own tax and expenditure rates, the degree 
of effective devolution is rather small.  
 
Moving on to fiscal autonomy, partial or full, then provides for increasing degrees of 
devolution, while retaining regional stabilisation via automatic transfers if the autonomy is 
partial (i.e. a central budget remains). The advantage at this point is that the tax and 
expenditure decisions would become more efficient and responsible, since those spending 
the taxes are responsible for raising them. This would increase accountability, transparency 
and allocative efficiency in both spending and the tax burden. It would also create an 
incentive to increase growth as a means to expand tax capacity, and to find more effective 
ways to provide public services. The counterpart is that greater fiscal discipline will 
typically be needed. But various mechanisms can be brought in to help here: an internal 
stability pact, debt targets or an independent fiscal watchdog along the lines of the 
Australian grants commission. 
 

                                                 
97  To be known as “the West London question” perhaps? 
98  This bias might be mitigated by assigning the more volatile taxes (corporation tax, oil revenues, income taxes) to the central budget 

and the rest to the regional budget.  
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APPENDIX 
Six important qualifications to the financing regimes considered above 
 
i)  Notice that any of the financing schemes considered above could come in a hybrid 

form, with either a top-up grant added (as McLean et al suggest for an assigned taxes 
regime in Scotland); or with a regional equalisation mechanism (such as Germany 
imposes on her federalist regime); or with a needs based equalisation added using 
various performance indicators to measure needs (as Belgium and Canada do, and 
suggested here as a variant for Barnett); or as a mix of all three (which is what the 
Australian Grants Commission creates). This will endow the resulting regime with a 
mixture of the properties of the components employed. In the interests of simplicity, 
we have not considered any hybrids directly in this paper except in so far as they 
infringe EU rules on state aid. The interested reader can infer the properties from the 
components. 

 
ii) Hybrid schemes are even possible in regime 5) where, for example, agricultural 

subsidies and structural funds in the EU act as a redistribution mechanism – possibly 
unfairly if not supported by a needs assessment. It is therefore important to 
distinguish between transfers made for redistribution purposes, and those undertaken 
for regional stabilisation purposes.99 It is likely that the former will reflect long term 
net flows between regions, and many of the political compromises imposed on fiscal 
federalist or partial autonomy regimes (for example between the provinces in Canada, 
or from north to south in Italy) are of this type. Being independent of the cycle and of 
short term shocks, they belong to regimes 1) or 2). By contrast, the latter reflect short 
term reversible flows which net out over time and properly belong in the fiscal 
federalist or partial fiscal autonomy categories.  
 
It is important to note that these flows are automatic in that they operate within an 
existing tax and expenditure code and depend only on the regional cycle and shocks. 
They do not require a discretionary choice (at any point) to direct extra spending or 
less taxation to the poorer regions. Nor do they require evaluation by government 
officials or consent by Parliament. 

 
iii)  Any discretionary transfer mechanism, like that in regime 1), or a top up component 

added to regimes 2) - 5), suffers from perverse incentives. It is necessary to persuade 
the donors to pay taxes twice (once for themselves, once for the transfer), and to 
persuade the recipients not to free ride by reducing their own taxes/extending their 
spending in anticipation of receiving taxes paid by others. In practice this has been a 
major difficulty. Dissatisfaction with the Barnett formula, with the inter-regional 
transfers in Italy or Canada, and with the European budget settlements speak to the 
power of this point. Automatic transfers which net out over the cycle do not have this 
problem. 

 
iv) More important, the need for fiscal discipline and new institutions varies between 

regimes. Any regime involving a discretionary grant, such as the Barnett formula, or a 
top-up grant applied to an assigned taxes regime, will put an extra strain on the central 
budget and may destabilise it. That may restrict the size of the grant in bad times, and 
require stronger discipline or better debt management by central government. But 
there are no new implications for the Scottish government or its institutions.  

                                                 
99  See Bayoumi and Masson (1985) for this distinction, and how to measure the difference in practice. 
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In addition, if a top-up grant is to be of a certain size, rather than designed to bring 
revenues up to some pre-assigned level, as it must be in practice since in an uncertain 
world tax revenues cannot be known in advance (they depend on incomes and the 
state of the economy), then some provision must be made for the Scottish government 
to run a deficit and issue its own debt – even if guaranteed by the UK Treasury.  
 
Given that public spending mostly involves longer term commitments, many of them 
contractual, what else is the Scottish government going to do if the economy 
unexpectedly goes into recession and the revenues from the assigned taxes fall? Debt 
management facilities, and maybe a formal mechanism for limiting the debt burden or 
under-lying deficits, need to be introduced100 – even in a regime of assigned taxes.  
 
Indeed the need for debt management rules will be particularly acute under assigned 
taxes, even if topped up with a central government grant, since tax revenues will 
fluctuate while the pre-committed expenditures do not. This will make planning very 
difficult, if not impossible. In fact, without the ability to run deficits, the Scottish 
government’s only option will be to run a surplus on average by reducing the trend 
level of expenditures to provide a cushion against future fluctuations.101 Thus, if the 
aim is to provide an equal level of services for all citizens, the central government 
will have to step in to increase the top-up grant to overcome that shortfall – and we 
will come back to the old criticisms that, like Barnett, Scotland is over-financed and 
lacks the incentive/accountability to spend the taxes they have not raised efficiently. 

 
v)  Under fiscal federalism and partial fiscal autonomy, things are easier. In bad times, 

under a fiscal federal regime, the Scottish government would go into deficit. But this 
would be offset by the automatic transfers from regions or central government in a 
stronger position (in surplus or a lesser deficit). And to the extent that the problem 
was cyclical it would require less stringent debt management since, in good times, 
matching surpluses will arise that are similarly precommitted.  
 
Nevertheless, if not all taxes and expenditures are assigned to central government, 
facilities for managing short term deficits and retaining surpluses may still be 
necessary at the Scottish level – for example where there is a recession common to all 
regions and there is no agreed formula for central government to fill the Scottish 
deficit automatically. The story under (partial) fiscal autonomy is essentially the same 
except that, despite the pressure of tax competition or the desire to extend spending, 
additional discipline will be needed to ensure that Scottish policy makers set tax and 
expenditure codes to imply a balanced budget at the Scottish level on average.  

        
 
 
 
 
 
 
 
 
 

                                                 
100  Including, perhaps, the requirement that any unexpected surpluses be saved to pay off past or future deficits. An explicit debt target, 

expressed as a percentage of national income, would be a convenient way to force that. 
101  There is some evidence that regional governments in economic federations do just that: Darby et al (2005a,b).     
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vi)  Under full fiscal autonomy the issues of budgetary discipline, and debt management 
at the Scottish level, are at their most important since there is no central government 
and discipline would have to be applied by the Scottish government itself (devolved 
or independent) as in any other independent country. The same may be true under 
partial autonomy. To help with this, it would be appropriate to consider setting a 
binding debt limit, or deficit limits, or perhaps giving oversight to an independent 
body. Many countries have in fact resorted to this kind of solution to impose fiscal 
control at the regional level: the Australian loans council, the Belgian commission on 
high finance, regional stability pacts imposed on the Länder in Germany, and a series 
of fiscal contingency rules which define what expenditure increases are allowed (and 
not allowed) by the cantons in Switzerland. 
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