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On 25th November, the Westminster government published a White Paper with its proposals for taking forward the Calman Commission recommendations.

The White Paper’s proposals on tax are subtly different from the original Calman tax proposals – a point which seems to have escaped general recognition. The effect of this change is potentially very damaging for Scotland. We will explain in this article how this comes about. We shall also draw out some of the resulting implications – one of which is that the White Paper cannot really be regarded as a serious attempt to implement change.

The Calman proposals on income tax were the subject of an earlier article by us in the August 2009 edition of the Scots Independent. The basic proposal, it will be recalled, was that all income tax rates in Scotland would be reduced by 10 pence: and at the same time, the Block grant coming to the Scottish government would suffer a once and for all reduction equal to the amount which the 10p tax cut had cost the Whitehall exchequer. The Scottish government would then be able to set its own rate of income tax, which would be levied as an addition to the reduced UK rate: so if the Scottish government set its rate at 10p it would, at least initially, restore its revenues to their original value. 

In our earlier SI article, we pointed out two significant technical problems in these Calman proposals: at around the same time, we also set out our criticisms in the form of a more detailed technical critique which we sent to the Calman Commission as an open letter. (This letter and subsequent correspondence with the Scotland Office can be found on our website).

The first problem we pointed out with the original Calman proposals was that, under certain circumstances, the effect of a reduction in the Scottish rate of tax might be to increase the overall income tax revenues being collected in Scotland, but to decrease the revenues actually going to the Scottish government. If this perverse situation did occur, we argued that the effect would be disastrous for Scotland: a Scottish government operating in these circumstances would be forced to increase the Scottish income tax rate because of pressures on its own revenues, but at the expense of deflating the Scottish economy.

The second technical criticism we made of the original Calman proposals related to the effects of fiscal drag, which would mean that there would be a sustained downward trend in the tax revenues actually coming to Scotland. 

So much for the background: now we turn to the recently issued White Paper. 

At first sight, the White Paper appears to propose the implementation of the income tax changes almost word for word as in the original Calman report. There is, however, a very brief but significant addition, dealing with transitional arrangements: (the relevant paragraphs in the White Paper are 4.18 and 4.19). It is stated there that the Calman proposals on income tax will need to be phased in carefully “at a time of major fiscal adjustment and economic uncertainty”. During the phasing in period, the adjustment to the Block Grant will not be done on a one off basis, but will be calculated afresh for each new Public Expenditure spending review – that is, every three years. The UK government would forecast tax receipts from Scottish taxpayers for the three years of each spending review, and a sum equivalent to a 10p reduction in the rate of income tax would then be subtracted from the Scottish Block Grant for each of these years. 

The White Paper puts no specific time limit on the operation of these transitional arrangements, but says that there would be a move towards the full model proposed by Calman as soon as economic and fiscal circumstances permitted. In practice, given we can look forward to economic instability for the foreseeable future, this means the transitional arrangements would be likely to last for a considerable time.

What is not brought out in the White Paper is how significant an effect these transitional arrangements would actually have. Suppose a Scottish government reduces the Scottish rate of income tax below 10p to, say, 8p. When the Westminster government next comes to adjust the Scottish Block grant, it will subtract from the original Scottish Block grant an amount equal to the estimated yield of a 10p income tax rate in Scotland. This will be a larger amount than what the Scottish government is getting back from the lower Scottish tax rate it has set. In other words, under the arrangements set out in the White Paper, if the Scottish government reduces its tax rate below 10p, it will always suffer financially. This would happen even if the reduction in the Scottish tax rate was part of a successful package to stimulate the Scottish economy, as a result of which overall income tax revenues in Scotland actually went up.

Conversely, if the Scottish government raises the Scottish income tax rate above 10p, then the Scottish government will always benefit financially – even if the effect of the tax rise had been to damage the economy, leading to a reduction in overall income tax revenues collected in Scotland. 

The effect of the transitional measures introduced in the White Paper has therefore been to make the first of the technical problems we identified with the original Calman proposals much worse. 

Let us suppose that it was possible to stimulate the Scottish economy, and increase overall income tax revenues, by a package of measures which included a cut in the rate of income tax in Scotland. Our criticism of the original Calman proposals was that, if a Scottish government operating under the Calman rules introduced such a package, then the revenues it actually received might fall: this would happen if the increase in overall tax revenues was not large enough – less than 5% for a 1p reduction in tax at the basic rate. This was the original Calman trap which we had identified. But the effect of the transitional arrangements in the White Paper is that the Calman trap has now expanded – a reduction in the Scottish Rate of tax below 10p will now always result in a reduction in the revenues going to the Scottish government.

Implementing the White Paper proposals, particularly at a time of severe pressure on public expenditure, would mean that a Scottish government would be forced down one particular route: it would have to raise the Scottish rate of tax to raise revenue, hence depressing the Scottish economy relative to the rest of the UK. Implementation of the proposals would therefore be disastrous. 

Note that the situation facing a Scottish government operating under the White Paper version of Calman is fundamentally different from the position which would face an independent Scotland. An independent Scotland would be able to benefit if it were able to stimulate the economy, and increase tax revenues, by a successful package of measures involving tax cuts: a Scottish government operating under the modified Calman rules would suffer a reduction in revenue in these circumstances. 

It appears unlikely that the adverse consequences of the transitional arrangements introduced in the White Paper were actually intended: it is much more likely that these were unintended consequences of what looks like, at first sight, an innocuous set of transitional arrangements. If so, this does indicate how easy it is for reasonable sounding measures in this area to have profoundly adverse consequences. Much greater attention needs to be paid to technical issues in putting forward proposals for new taxation arrangements than has been given in this case.

The failure to address technical issues adequately enough suggests that the White Paper does not in fact represent a serious attempt to advance along the road of constitutional change. The lack of attention to vital detail suggests that the White Paper was only ever intended as a smokescreen.

Note
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