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Section 1: Introduction

This paper is a contribution to the current EIS initiative to develop their policy in relation to poverty and inequality. What we will do is to set out some of the important context within which this policy will be developed. Specifically, we will consider the following three areas.

a)
The likely public expenditure environment over the medium term future, particularly in the light of the projections in the Office of Budget Responsibility’s December 2014 Economic and Fiscal Outlook.

b)
Evidence on the current degree of economic and educational inequality within Scotland.

c)
The implications of the constitutional and fiscal reforms which will stem from the implementation of the Smith Commission proposals.

Sections 2 to 4 of this paper will look in turn at these different areas. Then Section 5 looks at the likely impact of current public expenditure cuts in terms of the equality impact assessment framework set out in the Equality Act 2010. The final section draws conclusions.

Section 2: The likely public expenditure environment over the medium term planning horizon

2.1
In this section, we look at the prospects for public expenditure over the next five years, mainly basing our assessment on the OBR’s December 2014 Economic and Fiscal Assessment. In doing this, it is important to be clear about the status of the OBR projections. The OBR is, by statute, an independent body. However, it bases its fiscal projections on firm Departmental spending plans over the period where these are known, (currently up to 2015/16): and on the levels of spending implied by the government’s spending policy assumptions for subsequent years: (see for example letter on OBR website from Robert Chote to Vince Cable, 3rd December 2014). So the OBR’s fiscal projections reflect the current policies of the coalition government. This background is important when we come to consider whether there are likely to be changes from the OBR projections in the light of the May 2015 general election.


2.2
The context of the OBR’s projections is that the UK is currently running substantial deficits, of 5% or more of GDP, on both its public sector account, (that is, the difference between public expenditure and revenues), and on its international current account, (that is, the sum of the UK’s balance of trade on goods and services, international transfers, and net investment income.) Against this background, and in the light of the coalition’s plans on public expenditure, the OBR projects that the public sector will have moved into surplus by 2019, and that the international current account deficit will have been more than halved. 

2.3
The OBR also projects that the elimination of the public sector deficit will occur, not through any marked improvement of public sector revenues as a percentage of GDP, but through very stringent cuts in public expenditure. This is illustrated in the following chart from OBR’s December 2014 Fiscal Outlook.

OBR Chart 4.8: Total public sector spending and receipts
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Between 2009/10 and 2019/20, the OBR figures imply that, for the UK as a whole, the cut in public expenditure will have been from 45.3% of GDP to 35.2%: that is, a cut by more than 10% of GDP. More than half of this cut is still to come: between 2014 and 2020, public expenditure will be cut by the equivalent of 5.3% of GDP. 

2.4
In fact, most of the projected cut in public expenditure is going to fall on public services: over the period from 2014/15 to 2019/20, expenditure on public services is going to decline by an amount equivalent to 4.7% of GDP. As paragraph 1.7 of the OBR’s December 2014 outlook notes: “Looking forward, the Government’s policy assumption for total spending implies that the burden of the remaining consolidation would fall overwhelmingly on the day-to-day running costs of the public services … Between 2009-10 and 2019-20, spending on public services, administration and grants by central government is projected to fall from 21.2 per cent to 12.6 per cent of GDP and from £5,650 to £3,880 per head in 2014-15 prices. Around 40 per cent of these cuts would have been delivered during this Parliament, with around 60 per cent to come during the next. The implied squeeze on local authority spending is similarly severe.” These figures imply that the fall in real expenditure on public services per head over the ten year period to 2019/20 will have been over 30%: and that the fall still to come is around 20%. (Note that public services spending as defined here excludes welfare: over the next five years, welfare spending as a share of GDP is projected to decline by 0.94%.) 

2.5
The OBR projections also give information on what they see as the implications for public sector manpower. According to OBR December 2014 supplementary tables, (Table 1.12), overall public sector employment is projected to fall by 20% from 2015 to 2020. The implications of this have to be viewed against a variety of commitments which the coalition government has given to protect various areas of public expenditure: for example, health, and more ambiguously, education. In fact, if health service employment was to be protected, then a 20% cut in overall public sector employment would imply a 30% cut in non-health employment. And if both health service and education employment were to be protected, this would imply a 50% reduction in non-health, non-education public employment. This does not look feasible: which implies staffing cuts in education, and possibly health, look inevitable.

2.6
The projected cuts in public expenditure over the next five years are of almost unparalleled severity: for example, they would take public expenditure as a percentage of GDP down to a level not seen since before World War II. This has led some commentators to suggest that these cuts are not actually deliverable. It is very difficult to see how cuts of this magnitude could be deliverable without de facto privatisation of large areas of services which are currently looked after by the state. In other words, it is likely that to an increasing extent the public will be expected to fend for themselves, or turn to the private sector, over wide areas where the state currently provides. This trend can already be seen in a number of areas, e.g., the provision of dental services, public toilets and libraries, and the provision of activity and sporting services for children, such as swimming classes. 

2.7
It is also relevant at this point to look at other elements of the OBR forecasts. The OBR stated objective, (OBR Briefing Paper 4), is to produce a median forecast of the economy: that is, the outturn is equally likely to be above, as below, the central OBR forecast. However, on a range of indicators, the OBR December 2014 economic forecast appears to be fairly optimistic: examples include, 

a)
that the world economy will avoid major shocks, and the risk of deflation.

b)
that the UK rapidly solves its long standing problem of poor productivity growth.

c)
that the demand in the economy is buoyed, not just be growth in real incomes, but also by the willingness of consumers to increase household debt, to levels not seen since 2007.

In areas like these, it is difficult to regard the OBR assumptions as being equally likely to be wrong on either side: instead the major risks appear to be downside risks. This would suggest that there is a greater than 50% chance that the OBR forecast actually overstates the likely growth in GDP and in tax revenues. If anything, therefore, while the projected cuts in public expenditure may be difficult enough to achieve, the overall outlook for the public finances could actually be worse than the current OBR forecasts imply. In other words, if the over-riding aim is to eliminate the deficit, even larger cuts in public expenditure may be required than implied by the OBR’s central forecast.

2.8
As we noted, the OBR’s forecasts are based on the coalition government’s assessment of the prospects for public expenditure. If there is a Labour government after the 2015 election, Labour has stated that they plan to eliminate the public sector deficit during the next parliament: specifically, Labour’s document “A Better Plan for Britain’s Prosperity” promises a “falling national debt as soon as possible in the next parliament”. However, they have also stated that they will not cut public expenditure to the same extent as implied by the current coalition’s plans, instead putting greater reliance on increasing revenue through increased taxation. Specific tax plans include:

a)
the re-introduction of the 50% income tax rate

b)
introduction of a tax on domestic properties over £2 million: (mansion tax)

c)
postponing reduction in corporation tax.

d)
reducing pension tax allowances for high earners.

e)
clamping down on tax avoidance.

(However, savings from the corporation tax postponement have been ring fenced for a specific initiative to help small businesses: and savings from reducing pension tax allowances have been ring fenced to reduce student fees.) 

Firm details of the Labour proposals are not currently available, but statements by Ed Balls suggest the mansion tax might yield £1.2 billion per annum, and the higher rate of income tax, £100 million. Taken together, these amount to about 0.09% of GDP. Given that the public sector deficit is 5% of GDP, it therefore seems clear that Labour’s commitment to close the deficit within the next parliament will still have to rely largely on cuts in public expenditure, which will be very stringent. 

2.9
To summarise, 

a)
current coalition policies imply severe cuts in UK public expenditure and public services manpower over the next five years. 

b)
this is likely to imply considerable de facto privatisation of services.

c)
if anything, the OBR’s current forecast of the economy errs on the side of optimism.

d)
a Labour victory in 2015 will still lead to severe cuts in public expenditure.

Section 3: Evidence on the current degree of economic and educational inequality within Scotland

3.1
In this section we give a number of indicators illustrating the current degree of economic and educational inequality within Scotland. Further evidence can be found in the Scottish Government publication “Main Analyses on Income and Poverty”, as well as in their “Poverty and Income Inequality in Scotland, 2012/13”, and in the fact file on Labour Market and Social Security in Scotland on the website www.jamcuthbert.co.uk.

3.2
We begin by looking at relative poverty, where this is defined as the percentage with incomes less than 60% of the median wage, before housing costs. Relative poverty for the whole population was declining for many years from close to 20% of all individuals in Scotland in 1998/99 to 14% in 2011/12. However, in 2012/13 relative poverty, before housing costs (BHC) in Scotland increased to 16%. Overall, there were 820,000 people living in poverty, 110,000 more than the previous year. 

3.3
The following table shows the percentage of various groups in relative poverty in Scotland. It is clear from the table that single female adults with dependent children are considerably worse off than other groups, and their position has recently been relatively deteriorating. 
	Percentage of adults in relative poverty by gender (before housing costs) 
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	
	2002/03
	2003/04
	2004/05
	2005/06
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12
	2012/13

	Adult Males
	17
	16
	15
	16
	14
	15
	15
	15
	14
	13
	15

	Adult Females
	20
	18
	17
	17
	17
	18
	16
	17
	15
	13
	15

	Single female with
	44
	44
	35
	35
	40
	38
	38
	35
	22
	22
	27

	dependent children
	
	
	
	
	
	
	
	
	
	
	


Primary Source: Family Income Survey, as given in Scottish Government Main Analyses on Income and Poverty.

3.4
The following chart shows for each income decile, from low to high, the percentage of income coming from benefits. The chart illustrates the very high dependence on benefits of those in the lowest three income deciles.
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Source: Scottish Government.

(Note that equivalised income is household income which is adjusted by using an equivalence scale to take into account the size and composition of the household.)

3.5
We now look at data on children in poverty in Scotland. 19% of children were living in relative poverty in 2012/13: up 4 percentage points from 2011/12.

In 2012/13, there were 180,000 children in Scotland living in relative poverty, 30,000 more than in 2011/12. (Source: Scottish Government)

In 2012/13, 59% of children in poverty in Scotland in 2012/13 were living in families where at least one adult was in employment.
The chart shows the position of children in relative poverty by local authority in 2012. While the overall average percentage of children in relative poverty is 19%, there are marked variations between local authorities. The highest by far is Glasgow at over 33%: followed by Dundee and West Dunbartonshire.

[image: image1]
Source Scottish Government: Poverty and Income Inequality in Scotland, 2012/13, Tables and Charts.

The Scottish Government’s publication notes that benefits and tax changes since April 2012 have affected household income: 

“Changes to benefits and tax credits specifically affecting families with children included:

· freezing the basic element of  working tax credits, 

· increasing the minimum number of hours worked from 16 to 24 to qualify for tax credits for couple families,

· freezing the income threshold for child tax credits at 2011 levels, 

· abolishing the second income threshold for child tax credits, 

· the introduction of the income disregard for tax credit, affecting those whose income was falling.”

3.6
We now look at information from the Scottish Government’s Index of Multiple Deprivation: this was last carried out on 2012 data. What is involved is dividing Scotland into 6,505 datazones, and then classifying these on a number of characteristics. The two indicators we look at here are first, general deprivation, and then deprivation defined in terms of education, skills and training.

3.7
The following chart shows, for each local authority in Scotland, the percentage of the datazones in a local authority which fall in the worst 5% nationally in terms of general deprivation. What this shows, therefore, is the concentration of deprivation in each local authority. 
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As can be seen there are marked variations in deprivation between local authorities. The highest concentration is in Glasgow where more than 20% of its datazones are in the worst 5%. Other local authorities with a concentration of over 10% are Inverclyde, Dundee, and West Dunbartonshire.

3.8
The SIMD is composed of a number of indicators, one of which is an index of education, skills, and training. This indicator is itself composed by weighting together the following sub-indicators using the weights shown:

a)
school pupil absences 





(weight 23%).

b)
pupil performance on SQA stage 4




(23%)

c)
working age people with no qualifications



(28%)

d)
17-21 year olds in full time education



(15%)

e)
people aged 16-19 not in education, employment or training 
(11%)

This indicator is shown in the following chart.
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Again Glasgow at 19.3% has the highest incidence of datazones falling in the worst 5% on this indicator: more than twice that of the next worst area, North Lanarkshire at 8.6%. This itself is closely followed by Dundee at 8.4%, Stirling at 8.2% and East Ayrshire at 7.8%. 

3.9
The next chart looks at the percentage of the working age population with no formal qualifications, by local authority. 

Again, the picture is one of marked variations between authorities with the worst five being Glasgow, West Dunbartonshire, North Ayrshire, North Lanarkshire and East Ayrshire.
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Section 4: The implications of the Smith proposals
4.1
One very important question is what effect implementation of the Smith Commission proposals will have on the Scottish government’s ability to fund new policies, or to redesign the structure of income tax. The view is sometimes, rather naively, expressed that Smith will enable future Scottish governments to avoid the worst effects of UK public expenditure cuts: and /or to implement a radically different income tax regime designed to achieve, for example, greater social equity.  In this section we will explore the implications of the Smith proposals in some detail. The conclusion we will come to is a depressing one: namely, that the greater freedom of action implicit in the Smith income tax reforms is largely illusory. Moreover, there are significant downsides to the Smith proposals which are actually likely to worsen, rather than improve, the financial position of future Scottish governments. We will consider the various implications of Smith under a number of different headings.

Too few degrees of freedom for effective action

4.2
After the implementation of Smith, the rates and bandings of most taxes will still be controlled at UK level. The exceptions will be non-savings non-dividend income tax, (apart from the basic threshold, which will still be set by the UK government): council tax: non-domestic rates: land and buildings transaction tax: aggregates levy: landfill tax: and air passenger duty. (Note that, although the Scottish government will receive approximately half of VAT revenues, it will have no control at all over VAT rates). Of those taxes which it will control, income tax is by far the largest, accounting for about 70% of revenue for those taxes of which Scotland will have control. So effectively, if Scotland is going to use its control over tax to achieve major change, the primary reliance will be on income tax. 

4.3
Any Scottish government will, however, be faced with a multi-dimensional optimisation problem: it will potentially want:

a)
to raise extra revenue to fund new social policies and/or to mitigate the worst effects of UK public expenditure cuts.

b)
to redesign the tax system to achieve greater social equity.

c)
to implement policies which will grow the economy, and hence the overall income tax base.

Growing the income tax base will in fact be a pressing priority, because, as we will see below, Scotland’s Block Grant will suffer if Scotland’s income tax base fails to grow as fast as that in the rest of the UK.

4.4
With the limited economic powers it will possess, the Scottish government will in effect be struggling to solve this complicated optimisation problem using a single controlling variable: namely, its powers on income tax. Moreover, given the openness of the UK labour market, it will not be able to raise tax rates significantly above rest of UK rates in any given band, or it is likely to prompt out-migration. This situation, of trying to solve a three (or more) dimensional optimisation with one constrained control variable is not one that is going to lead to any reasonable or radical solution. 

Implications of gearing problem
4.5
There is an important technical issue relating to the implementation of Smith, (we have called this the gearing problem), which has largely been neglected to date. This problem arises if changes in rest of UK (rUK) income tax rates are allowed to impinge on a broader range of services than those services which are devolved in Scotland. (For a fuller discussion, see our articles in Bella Caledonia on 4 December and  25 January). Without a satisfactory solution to the gearing problem, a hostile Westminster could force a Scottish government into a position where it had to make disproportionately large cuts in public expenditure, or be out-competed on income tax cuts.

4.6
We have argued that a satisfactory solution to the gearing problem would require what would be in effect a full federal system of government in the UK. Instead, the Westminster government’s Smith implementation proposals, as announced on 21st January, incorporate the following wholly unsatisfactory fudge. If Westminster chose to use an increase in rUK income tax for reserved functions, then the following mechanism would apply, as explained in paragraph 2.4.14(ii) of the government’s response to Smith:  “… similarly, if the UK government spends this extra funding on reserved areas (such as pensions, benefits, defence, debt interest, etc.) then this would be spent UK wide, including Scotland, despite the “rest of UK” income tax not applying in Scotland. The tax deduction element of the funding model therefore needs to work alongside the Barnett Formula to ensure that increases in “rest of UK” tax do not fund higher spending in Scotland.”

4.7
As we noted in Bella Caledonia on 25th January, this means the following. Suppose a UK government decided it was going to fund extra expenditure on say, Trident, by raising rUK income tax rates. Since defence is a reserved function, public expenditure on Trident is regarded as “benefiting” the whole of the UK. So public expenditure in Scotland will rise by Scotland’s population share of the extra spend on Trident. Since aggregate public expenditure in Scotland has now risen by this amount, paragraph 2.4.14(ii) means that Westminster will reduce Scotland’s Block Grant correspondingly. 

4.8
The implications of this are stark: if Westminster decides to use an increase of rUK income tax to fund a reserve service like Trident, (as it is perfectly entitled to do under Cameron’s interpretation of Smith), then Scotland has the choice of either 

a) Accepting a cut in Scotland’s devolved services equal to our population share of the increase in reserved expenditure: or

b) Raising our own income tax rates so as to recover an amount equal to our population share of the extra income tax revenue being raised in the rest of the UK.

4.9
But in fact, the actual situation is even worse than this. Under the current proposals, when Westminster decides to increase rUK income tax to fund a reserved service, what Scotland will have to contribute is Scotland’s pro rata population share of the change in rUK tax yield. And since the income tax base in Scotland is very different from the income tax base in rUK, (with Scotland having many fewer of the very high taxable incomes associated with London’s financial sector), then raising an equivalent sum per head in Scotland would mean a bigger increase in Scottish income tax rates than the original increase in rest of UK rates.

Implications of Holtham Indexation
4.10
After Smith is implemented, Scotland will continue to receive a block grant from Westminster, changes in which will be determined by the Barnett formula. However, the block grant will be reduced by a significant abatement, to allow for the resources which the Scottish government will be raising through the taxes which the Scottish government will control, (like income tax), or which are hypothecated to Scotland, (like a share of VAT).

4.11
The original abatement to the Scottish block grant in relation to income tax will be calculated as the amount which would be raised in Scotland if the Scottish government had set its income tax rate equal to the current UK rate. This then leaves the problem of how this abatement should be adjusted from year to year. What is currently proposed is that the abatement should be adjusted by a method originally proposed by the commission chaired by the Welsh academic Professor Holtham, and colloquially known as “Holtham indexation”. This involves increasing the income tax abatement from the Scottish block grant in line with movements in the UK’s non-savings, non-dividend income tax base.

4.12
What this approach means is that Scotland benefits if it manages to grow its income tax base faster than the UK as a whole: but conversely is penalised if its tax base grows more slowly. This was recognised by Professor Holtham himself, who told the Finance Committee that the Holtham method “might not be in Scotland’s interest if [the Scottish] tax base grows more slowly than that of the UK”.

4.13
Given that:

a) Scotland has relatively few economic powers to enable it to grow its tax base,

b) has a distribution of taxable incomes which is markedly different from rUK, with fewer of the very high salaries associated with the City of London:

it follows that it is very likely that there will be prolonged periods when the Scottish tax base will  be inherently less buoyant than the rest of the UK’s.

In these circumstances, Holtham indexation will put Scotland’s public finances under chronic pressure. Further, the danger of high tax rates in Scotland further eroding the tax base, and hence leading to further penalisation through Holtham, is likely to make any Scottish government very reluctant to indulge in innovative policies which raise tax rates above rUK levels. For both reasons, Holtham indexation is likely to radically reduce any Scottish government’s freedom of action on both the public expenditure and taxation fronts.

Erosion of monetary union: reduction in scope for compensating fiscal transfers.
4.14
It is widely recognised that, for a monetary union to be successful, there have to be mechanisms in place for fiscal transfers between different parts of the union, as and when the need arises. Requirements for such transfers would either be temporary, (as one part of the union suffered a temporary economic shock), or more or less permanent, (if there are fundamental and long-standing imbalances between the resources or economic performance of different parts of the union.)

4.15
The effect of implementing the Smith proposals will be to reduce the impact of the mechanisms for fiscal transfers which currently exist within the UK monetary union, as the Scottish government moves to having more than half of its expenditure funded from own resources. This is not to say, of course, that the existing mechanisms for fiscal transfers were by any means perfect. For one thing, since 1980, the subsidy transferred from Scotland to rUK has been worth approximately £150 billion, over and above the relatively high levels of public expenditure in Scotland funded by the Barnett formula: (see Cuthbert, J.R., Cuthbert, M.: “Issues surrounding the sharing of UK debt post independence”: Jimmy Reid Foundation, January 2014.). Furthermore, the relatively high levels of public expenditure funded by Barnett were largely accidental, (arising from relatively slower population growth in Scotland), and were not delivered by any conscious policy.

4.16
Nevertheless, imperfect as the current mechanisms are, replacing them by the Smith proposals is likely to be very unsatisfactory. Scotland will have to depend on its own income tax and VAT resources, without having sufficient tools to ensure it can grow the economy and tax base. And Scotland will not be able to benefit from tax receipts on oil or renewables which, (despite recent fluctuations in oil prices), are in the medium term likely to be significant. In effect, Scotland is being forced to compete on ground which would not be of its own choosing, and without adequate weapons in the shape of economic powers. In these circumstances, (and further handicapped by the adverse effects of Holtham indexation), the weakening of mechanisms for compensating fiscal transfers is likely to adversely penalise Scotland.

4.17
Overall, for the reasons set out in this section, the effect of the implementation of the Smith proposals on Scotland’s public finances, and on the ability of Scottish governments to adopt innovative taxation or social policies, is likely to be the opposite of what has been commonly expected. Giving Scotland a single control variable, (income tax), to tackle a complex multidimensional problem is in itself profoundly unsatisfactory. Technical issues associated with Smith, like the inadequate solution to the gearing problem, and flawed Holtham indexation, are likely to put chronic pressure on Scotland’s public finances. Scotland is likely to be harmed by the weakening of mechanisms for fiscal transfers, without adequate economic powers to compensate. Far from entering an era of greater choice and flexibility, Scotland post-Smith is likely to face problems of resource cuts, (over and above those implied by overall UK public expenditure cuts), and limited freedom of action. 


Section 5: Likely adverse impact of public expenditure cuts on equality.
5.1
The Equality Act, (2010), lays upon public authorities the duty to have regard to a number of equality considerations when pursuing their functions. (This Act was implemented in Scotland via the provisions of the Specific Duties (Scotland) Regulations 2012.) The Act is intended to prevent discrimination against specified minorities or disadvantaged groups: and is of particular significance because it moves away from a passive model of waiting for discrimination to occur, towards putting the onus firmly on public institutions to consider how to prevent and protect against discrimination in the first place.

5.2
The 2010 Act refers to specific protected characteristics: principally age, disability, race, religion and sex. It is important to note that those who are disadvantaged through poverty or deprivation are not included in the protected characteristics defined in the act. Nevertheless, it is quite clear that groups can be disadvantaged and discriminated against just as much because of poverty or deprivation, as they could be because of the specified characteristics defined in the Act. So we would argue that it is at least a useful exercise to consider the equality impact of current policies on these groups. Indeed, we would go further, and argue that, in the spirit of the 2010 Act, public authorities should be extending their duty under the Act to pro-actively consider the impact of policy on those suffering from poverty and deprivation.

5.3
 Viewed in this light, it seems clear that the impact of the public expenditure cuts which are in prospect is likely to be felt particularly severely by the poor and deprived. There are a number of reasons for this:

a) because the poor are in any event more dependent on the state, both for income, (see the chart in para 3.4 above), and for services.

b) because they do not have the resources to seek alternative forms of provision, as will become more and more necessary in the face of the current de facto privatisation agenda.

c) because of the impact of the cuts in specific welfare benefits.

6.
Conclusions
6.1
We draw the following conclusions from the above: 

a)
we are facing the prospect of stringent public expenditure cuts: and these are likely to bear particularly heavily on the poor and disadvantaged.

b)
however, the scope for implementing policies to combat inequality is severely limited. This is not just because public expenditure cuts in themselves limit the ability to introduce new policies, since these almost always have cost implications. In addition, there are specific difficulties relating to the implementation of the Smith proposals in Scotland which are likely to increase the pressures on the Scottish government’s finances, and limit the ability of the Scottish government to use its new income tax powers innovatively.

c)
the context we will be operating in is one of de facto privatisation, which is likely to affect all public services. It is unlikely that education will escape. 

d)
against this background, there is a real need to articulate a vision of what the essential role of the state is, and why state services are absolutely necessary. It will also be necessary to be hard-headed about priorities.
Note

The home of this document is the Cuthbert website www.jamcuthbert.co.uk  
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