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Introduction
The publication of “Government Expenditure and Revenue in Scotland” – universally known as GERS – is one of the high, or low, points each year in the ongoing debate about the economic and political future of Scotland. In this chapter, we will argue that the annual GERS debate is essentially a sterile exercise. We will then try to answer the question “where should GERS go now?” We suggest a constructive way ahead – namely extending GERS into the type of accounts which a developed economy might expect to have. This would transform the annual debate into something much more meaningful.

But first, we examine how GERS started, and how it has developed. 

GERS: origins 
The very first GERS report was published in 1992. Its purpose was to estimate the general government borrowing requirement for Scotland, or, as GERS put it, Scotland’s “fiscal deficit”. This is the difference between the amount of expenditure undertaken by government on behalf of the people of Scotland, and the tax and other public revenues attributable to Scotland. 

The motivation for producing the initial GERS was political. GERS had been commissioned by the Conservative Secretary of State for Scotland, Ian Lang: and this is what he said about it, in a leaked memorandum to John Major: 

“I judge that it is just what is needed at present in our campaign to maintain the initiative and undermine the other parties. This initiative could score against all of them.”
There was much that was unsatisfactory about the initial GERS. One crucial problem was with the very definition of what constituted Scotland. The primary definition that was used, and the basis of the headline “fiscal deficit” figure, was of a Scotland that excluded revenues coming from the North Sea Continental Shelf, or “extra-regio”. Early GERS reports did not neglect North Sea revenues entirely: but they were dealt with in a single table, illustrating a very wide range of possible variant percentages of North Sea oil allocated to Scotland. The effect of this was to encourage the view that there was uncertainty about what percentage of North Sea revenues Scotland might eventually receive on independence. In fact, this is not an issue for debate. The Geneva Convention, of which the UK is a founding signatory, is clear that the appropriate dividing line is based on the median line.

A justification for the GERS approach was given in GERS 1997-98: 

“With the introduction of the European System of Accounts in 1995 (ESA95), in the Regional Accounts the regional shares of UK GDP are expressed relative to the UK less the “extra regio” territory. This replaces GDP excluding the Continental Shelf, which applied previously.”

However, the mandatory provisions of ESA95 are in fact concerned with ensuring that there is a standard basis of compiling accounts for European Community purposes. But the relevant part of the European Regulation which set up ESA95 clearly states that “This Regulation does not oblige any Member State to use ESA95 in compiling accounts for its own purposes”: (Council regulation 2223/96).  So, contrary to a widespread impression, ESA95 does not in any sense stipulate what approach should be adopted for handling offshore oil and gas revenues in a report like GERS. 

To give some indication of just how significant the question of the treatment of oil revenues in GERS is, Figure 1 shows oil and gas tax revenues attributable to Scotland, as a percentage of Scotland’s non-oil Gross Value Added, over the period 1976/77 to 2009/10. (Scottish oil revenues estimated by Kemp, 2011, based on the median line definition of the Scottish sector.)
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Another problem was that, with the concentration on producing a single figure for Scotland’s “fiscal deficit”, GERS failed to give supporting detail which would have placed this deficit figure in a more informative context. In particular, it failed to separate the overall deficit into its two components:  net investment, and current deficit. This split is important for determining how sustainable an overall deficit is likely to be. It is significant that when Gordon Brown came to define his “golden rule”, he did so in terms of the UK’s current deficit. 
Yet another problem was that for many of the basic components in the calculation, early GERS reports were sparse on the detail of how these had actually been estimated: and in many cases UK figures were simply pro-rated to give crude estimates for Scotland. 

After the production of the initial report, GERS then settled down into a long period of basically annual production – without major methodological or presentational.  changes, other than those necessitated by occasional alterations in government accounting practices. Unfortunately, with essentially the same analyses being repeated year after year, and with limited critical scrutiny being undertaken before the results were published, an increasing number of errors crept in. The magnitude of the resulting problems only became clear as outside researchers, (including ourselves), probed into the basis of the GERS estimates from the late 1990s on. 

Two examples illustrate the kind of problems that were uncovered. First, it turned out that the Scottish Executive did not actually have access to the detailed figures in the Treasury’s Public Expenditure Statistical Analysis (PESA) database, which is the fundamental source for the expenditure side of GERS. Only aggregate Treasury figures were provided to them, and so gross errors in the data went undetected. One such error we discovered related to the treatment of expenditure on items like prisons and nature protection in England. While this expenditure could be directly attributed to England, it could not be attributed to specific regions within England: in PESA this expenditure, which amounted to no less than £4.4 billion in 2003-04, was then mistakenly classified in exactly the same way as expenditure like defence, which could not be allocated to individual countries or regions within the UK. This meant that, in GERS, Scotland’s expenditure was mistakenly increased by a population share of England’s expenditure on prisons, etc. 

Further, with the same analyses being repeated year after year, the original rationale for the approach being adopted was sometimes lost. For example, the Office for National Statistics, (ONS), were unable to tell us why, in the figures they produced each year to feed into GERS, Scotland was allocated an apparently quite unreasonable 15.7% of total UK government capital depreciation. For a fuller account of the above, and other, problems with the PESA database and GERS, see Cuthbert and Cuthbert, (2005 and 2007).
The upshot was that, by the mid 2000’s, it was clear that GERS needed a thorough review: and this was duly undertaken by Scottish government statisticians in 2007. The revised GERS was a significant improvement: most of the errors which had been pointed out were corrected: much more detail was published: and expenditure was now split into its current and capital components, with estimates given both of the current budget balance, and the overall net fiscal balance. And finally, the treatment of Scotland’s offshore oil and gas reserves was brought much more fully into the mainstream of the publication, with each of the three variants now considered being given more or less equal weight in the main tables of the report. The three variants considered were – that Scotland receives a geographical share, currently 91%, of North Sea revenues, (the share of revenues as estimated by Kemp and Stephen, 2008, based on a median line determination of the Continental Shelf): the assumption that Scotland receives a per capita share of revenue: and the assumption that Scotland receives none. (Note that this last variant is still problematic since excluding North Sea revenues entirely from Scotland while keeping them in for the UK as a whole is inconsistent.) 
Overall, therefore, GERS has been much improved through its recent extensive review. But this is not the end of the story. In particular, GERS still does not provide a sufficiently rounded picture to sustain a full and productive debate about Scotland’s economic and constitutional future. To see why, we must first of all look at how the typical GERS debate currently proceeds – and this is the topic of our next section. 

Before moving on to that discussion, however, the following figures, taken from GERS 2009-10, show Scotland’s current budget, and net fiscal balance, as a percentage of GDP, for the years 2005-6 to 2009-10. (The net fiscal balance is the difference between total public sector spending, and public sector revenue, and is essentially what was described in the early GERS reports as Scotland’s fiscal deficit.) The figures are shown under two assumptions about the allocation of oil and gas revenues: namely, that 

a)
Scotland receives its geographical share of North Sea revenues.

b)
Scotland receives a population share of North Sea revenues.

Also shown are corresponding figures for the UK.

Given the data quality problems with GERS before its recent review, we have not given any figures from pre-review volumes of GERS. 

Scotland and UK: Balance on Current Budget as Percent GDP.

(positive sign indicates surplus)

	Year
	2005-06
	2006-07
	2007-08
	2008-09
	2009-10

	Scotland: with geographical share of N. Sea
	0.6
	0.6
	0.0
	0.6
	-6.8

	Scotland: with per capita share of N.Sea
	-6.3
	-5.5
	-5.6
	-8.4
	-12.6

	U.K.
	-1.1
	-0.4
	-0.3
	-3.5
	-7.6


Scotland and UK: Net Fiscal Balance as Percent GDP.

	Year
	2005-06
	2006-07
	2007-08
	2008-09
	2009-10

	Scotland: with geographical share of 
N. Sea
	-1.7
	-2.3
	-2.6
	-2.9
	-10.6

	Scotland: with per capita share of
 N.Sea
	-9.1
	-8.9
	-8.7
	-12.5
	-17.0

	U.K.
	-2.9
	-2.3
	-2.4
	-6.7
	-11.1


Sources: GERS 2009-10, Table 3.3, and Box 3.3
The figures illustrate how Scotland, including its geographical share of offshore revenues, has been in balance or surplus on its current budget for four of the last five years – while the UK as a whole has been in deficit. On the overall net fiscal balance, Scotland has had a larger deficit than the UK in only one of the past five years. Without oil revenues, however, Scotland’s current and overall deficits are a good deal higher than the UK’s. 
The GERS debate
As we have already noted, the annual debate prompted by GERS has been one of the features of political life in Scotland ever since the production of the first GERS report. This debate tends not to be a very edifying spectacle: as Iain Macwhirter put it, “the annual argument about the Gers tends to sound a little like rival crowds of football supporters jeering each other”: (Macwhirter, 2008).
The typical GERS debate is not merely unedifying, it is also inherently sterile. This is because any conceivable piece of evidence can be used with equal conviction by both sides of the debate, as an argument in favour of their own position. If Scotland is doing badly, with a large, (on whatever basis is convenient), fiscal deficit, then to the unionist side, this can be presented as evidence that Scotland could not stand on its own, and also as a measure of the size of the “union dividend”: but to the nationalists, this demonstrates economic and fiscal mismanagement under the union. 
On the other hand, if Scotland is doing well, with a surplus, or relatively small deficit on the chosen measure, then the above arguments reverse. The nationalists can argue that this is evidence that Scotland could well go it alone – and the unionists can argue this shows how well Scotland is doing under the union.

It is not merely this duality that makes the GERS debate so sterile. There is also the fact that crucial factors which should condition the interpretation of the GERS figures tend to be forgotten. One such factor is that the aggregate total of GERS expenditure (that is, the sum of Total Managed Expenditure attributed to Scotland in GERS), is determined almost entirely by Westminster. This is because the Scottish budget, (that part of Total Managed Expenditure over which the Scottish Parliament has responsibility for spending), is essentially determined by the operation of the Barnett formula. Most of the remaining parts of Total Managed Expenditure are determined by decisions of the UK Parliament on programmes like social security, or, in the case of non-identifiable expenditure, by attributing to Scotland a share of UK programmes like defence. So the total of expenditure in GERS says nothing about the total public expenditure resource which a Scottish government might choose to deploy if it were making the decisions about expenditure aggregates itself. 

Similarly, on the revenue side, GERS is a description of the status quo, and of the results of tax decisions made at Westminster. In itself, the GERS revenue figures say relatively little about the tax revenues which could be available to a Scottish government under the changed circumstances which would follow independence.

For all these reasons, the current debate which surrounds GERS is indeed inherently sterile. What could, and should, be done to move things forward?

GERS: the way forward.
In GERS 2001-02, there is a telling sentence which gets to the heart of the sterility of the GERS debate: “The primary objective is to create accounts for the inflow of resources to Scotland and the outflow of resources from Scotland that are directed through the UK Government’s budgetary process.” GERS, in other words, is by design a partial account of the flows to and from the Scottish economy – dealing only with those flows which are related to government. 

Looking only at government related flows gives only an incomplete picture of the Scottish economy and its relations with the rest of the world. Consider the kind of information which is available for the UK economy. For the UK economy, the “Pink Book” produced annually by ONS, (annual), shows in great detail all of the inflows and outflows of resources. What is shown in the Pink Book is a balanced account, showing not just the trade in goods and services, and the income flows and current transfers which make up the UK’s current account, but also the capital and investment flows which make up the UK’s capital and financial accounts, and which, by the double entry conventions of the National Accounts, must balance what is happening on the current account.  

The value of having a proper set of balanced accounts can be seen from the analysis undertaken by Stephen Nickell, a former member of the Bank of England’s monetary policy committee, when he set out in 2006 to consider the question of whether the UK’s current account deficit was likely to be sustainable: (Nickell, 2006). In 2005, the UK’s current account deficit, (that is, the UK’s deficit on trade in goods and services, and on income flows and current transfers), was £31.9 billion, which is around 2.5% of GDP. Using the balanced accounts available in the Pink Book, Nickell demonstrated how this deficit was financed as the difference between two huge capital flows: essentially, in 2005, foreigners added £749.5 billion to their holdings of assets in the UK, whereas UK residents added £722 billion to their holdings of assets outside the UK. The difference between these figures, (which corresponds to an inflow of funds to the UK), is what financed the UK’s current account deficit.
As Nickell pointed out, these capital and financial flows into and out of the UK economy are huge – each being of a magnitude equivalent to about two thirds of UK GDP. This led Nickell to the crucial insight that the UK economy was, in effect, operating like a very large bank. It is not our primary purpose here to analyse the implications of this: though it is worth remarking that the banking crisis of 2008 might lead one to take a less optimistic view of the sustainability of the UK’s financial position than Nickell did, writing in 2006. The key point, for present purposes, is to note the kind of insight which a set of balanced accounts can give into the nature of an economy, and the key issues which it faces. 

In Scotland, by contrast, we have got the partial set of accounts provided by GERS. It is as if Ian Lang laid down the tracks in 1992: and although the tram travelling along these tracks after the 2008 GERS review is not as ramshackle and rickety as the original vehicle, it still has to travel along the direction laid down by the tracks. We would argue that the GERS debate will not go anywhere else until a balanced set of accounts is produced for Scotland along Pink Book lines.

Provision of such a balanced set of accounts for the external flows associated with the Scottish economy would require supplementing GERS with much better information on trade flows in goods and services, and also on private sector financial flows – both current and capital. It is quite clear that the production of a fully detailed set of accounts along these lines would be a major enterprise. But it is possible, from available information, to produce initial estimates of what some of the major aggregates in such a system of accounts would be. The results are instructive – and amply illustrate how the changes we are proposing would transform the debate. 

Consider, for example, the initial estimate produced in 2010 by Scottish government statisticians, which gave a net outflow of private finance from the Scottish economy of £16.7 billion in 2008-09: (minutes of Scottish Economic Consultants Group Meeting, 18th October 2010.). It should be stressed that this is a very provisional estimate. Nevertheless this figure, with all its caveats, immediately alters one’s perception of the Scottish economy. If, (on the basis of Nickell’s analysis), the UK economy is a large bank – the Scottish economy is a cash cow. 
More specifically, the magnitude of the outflow of private finance immediately raises the following questions – which should be at the heart of economic and political debate in Scotland.
First, what steps are open to a Scottish government to maximise the benefit of this outflow for the Scottish economy? Clearly the options open to a Scottish government are greatly increased as one moves along the spectrum of increasing political power towards full independence: and with greater political power would come, of course, the option to alter energy taxation. But it would be a mistake to regard crude alteration of tax levels as being by any means the only available lever: other options would include tax incentives related to expenditure undertaken within the Scottish economy, for example, on research and development. And yet another option would be use of negotiating power in future licensing rounds for the exploitation of natural resources.

Secondly, there is the issue, not just of how Scotland could exercise more control of this outflow of resources – but of what should be done with it. In this respect, a very telling observation was made by the Nobel Laureate Joseph Stiglitz, when he was interviewed on Newsnight Scotland in 2010. In effect, he pointed out that a major capital asset, in the shape of offshore oil and gas reserves, was being converted into current consumption – rather than the more rational policy of converting part of the original asset into other forms of capital asset which would yield long term returns. One obvious candidate in the Scottish context would be to use some of the resources of the North Sea to provide Scotland with a capital asset in the form of a fully funded transmission network for renewable energy – so liberating Scotland from the grasp of the current perverse National Grid charging model. Equally, another form of investment of an essentially capital nature would be to use some of the North Sea resources to fund investment in higher education.

This leads naturally to a final key issue. A large part of Scotland’s current outflow of private finance is, of course, due to offshore oil and gas reserves. But as Scotland’s renewable energy production grows, this position will change: and it will be vitally important to measure all of the flows associated with the renewable sector. One illustration of this can already be seen in relation to George Osborne’s recent proposal to replace the Queen’s Civil List subsidy with a percentage of the revenues generated by the Crown Estates. This proposal is likely, in fact, to have significant Scottish implications, given the prospective increase in the revenue coming to the Crown Estates from renewable energy generation leases issued for Scottish waters. (It should, of course, not be forgotten that the term “Crown Estates” is a misnomer: Crown Estates property in Scotland is legally the property of the Scottish people.) If there had been a fully integrated set of accounts along the lines that we are suggesting, then the implications of the Osborne proposal for Scotland would have been immediately apparent. 
Conclusion
What we have shown in this chapter is how GERS, from its inception, was an essentially political document: and how, despite recent technical improvements, it remains the focus of an inherently sterile annual debate. The position is not, however, hopeless. What we argue is that the key to moving on to an altogether more productive debate is to replace the partial treatment in GERS with a full set of balanced accounts, showing all of the external flows into and out of the Scottish economy. For the UK, such a set of balanced accounts is available in the shape of the Pink Book – and such accounts would normally be expected to be available for any significant developed economy. 

Production of such accounts would remove the political bias inherent in the current GERS format. Attention would then naturally focus on the very large outflow of private finance from Scotland: and on the question of how this outflow could best be utilised for the greater and lasting benefit of the Scottish economy. Availability of the kind of accounts we are suggesting would do nothing less than transform the current sterile debate about Scotland’s future.
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