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Introduction.
1.
The origins of this note are two-fold:-

a) a paper published by Stephen Nickell in 2006 in the Bank of England Quarterly Bulletin: (Nickell, 2006). What Nickell sought to do was to examine whether the UK’s current account deficit was sustainable. While Nickell’s conclusions are debatable, his analysis is fascinating: what he did was to set the UK’s trade deficit in the context of the UK’s capital and financial accounts.

b) discussion at the meeting of the Finance Committee which Wendy Alexander convened on 16th January 2007 to discuss GERS. At that meeting, it was suggested by some of the invited experts that the then current estimate of Scotland’s crude GERS deficit was broadly validated, because it roughly equated to estimates of Scotland’s current account trade deficit.
2.
The argument advanced at the Finance Committee was incorrect, because

i) there were still important GERS errors uncorrected at the time of the Finance Committee meeting:

ii) because the trade figures referred to excluded Scotland’s North Sea sector.

Nevertheless, the Finance Committee discussion, and Nickell’s paper, do suggest the following line of thought. Namely that, instead of regarding the financial flows on Scotland’s government account in isolation, (essentially, the traditional GERS debate), these flows should be seen as one component in a more integrated set of accounts. This more integrated approach would bring in Scotland’s current account trade deficit/surplus, and the sort of capital and financial flows considered by Nickell. Indeed, one could go so far as to say that to consider the GERS account on its own is to inherently distort the debate: and that the debate about Scotland’s economy cannot really be advanced without attempting some appreciation of the overall picture which would be presented by a full integrated set of accounts.

3.
To do this properly would require providing for Scotland the kind of accounts currently presented for the UK in the “Pink Book”. There seems little hope of achieving this sort of detailed analysis for Scotland in the foreseeable future. What this note does, however, is:-

i) to suggest how existing published figures come close to enabling an estimate to be derived of some of the key aggregates in an integrated set of accounts.

ii) to identify some of the issues which would need to be addressed to allow this process to be firmed up.
Simplest Model
4.
Let’s start with a simple model, which considers the financial flows between three sectors; namely, the Whitehall exchequer: Scotland excluding the North sea: and the rest of the world, which includes the rest of the UK and the North sea.

In this simple model there are four financial flows.

· A flow out of Scotland of taxes paid to the exchequer

· A flow into Scotland of government payments and transfers: (Block grant, social security contributions etc.)

· A flow into Scotland of payments for Scottish exports

· A flow out of Scotland paying for Scotland’s imports.

If the basic assumption is made that flows in equal flows out, then

Financial flows out
 = 
financial flows in 

(1)

that is,

taxes + imports
 = 
government payments + exports

rearranging this, 

taxes - government payments = exports – imports

In the above, “taxes” are taxes paid by Scotland to the exchequer. If we bring in domestic taxes, that is, taxes which we raise and spend ourselves, then 

Taxes + domestic taxes - government payments – expenditure financed by domestic taxes = exports – imports

that is

government revenues in Scotland - government expenditure = exports – imports

that is 

GERS deficit = trade deficit in goods and services


(2)

This is the relationship postulated at the Finance Committee meeting on 16th January 2007. 
How does the simplest model go wrong?
5.
This simple model goes wrong because:-

a.
it neglects private financial flows which are neither related to the North sea nor to trade. In other words, still thinking of the Scottish economy excluding the North sea, we need to bring into the picture the private components of the financial flows which Nickell brings into his tables on the current account and the capital and financial accounts. That is, for the current account, private net income flows and private current transfers: and for the capital and financial account, private capital flows, direct investment, portfolio investment and other investment.  We will sweep all of these up into a single term which we will call “net outflow of private non-oil finance”.

b.
The second way that the simplest model goes wrong, of course, is that it excludes the North sea from the Scottish economy.
Correcting for (a)

6.
What needs to be done is to bring in net outflow of private non-oil finance onto the left hand side of equation (1) above. Working that through then implies that 

Net outflow of private non-oil finance = trade deficit  – GERS deficit
(3)
Here the GERS deficit is the crude GERS deficit excluding North sea revenues. Since GERS deficit and trade deficit are both estimated by the Scottish government, the net outflow of private non-oil finance could, in principle, be estimated from equation (3): (but see para 8 below for a point that would need to be clarified first about the way the currently published trade deficit figures are calculated.)
Correcting for (a) and (b)
7.
If we broaden Scotland to include the North sea (NS), then equation (3) becomes

Net outflow of private finance = (trade deficit for Scotland exc. NS + trade deficit for NS)  – (GERS deficit exc. NS tax revenues + NS tax revenues)
            (4)

In equation (4), net outflow of private finance is for the whole Scottish economy including the North sea.

The trade deficit for Scotland excluding the North sea should be calculated regarding the North sea as outside Scotland. Similarly, the trade deficit for the North sea should be calculated regarding Scotland as abroad relative to the North sea. That way, when the two trade deficits are added together, trade flows between Scotland and the North sea will net out, so the first bracketed term in equation (4) will indeed give the correct trade deficit between (Scotland including the North sea) and the rest of the world.
8.
This is where things get problematic:
(1)
The first problem is that the trade deficit for Scotland excluding the North sea, as published by the Scottish government, is possibly not calculated correctly for our present purposes: as we understand, it may well not include as Scottish exports sales of labour and goods to the North sea, and it may well not include as imports Scottish purchases of North sea products for domestic consumption.  This is an area where  input from Scottish Government statisticians is critical. Only they can comment on whether the published trade deficit figures exclude these terms: and, if so, only they could provide reasonable estimates of these terms. 

(2)
The second problem is how to estimate the trade deficit, (or more correctly, surplus) for the North sea. The obvious starting point is the GVA of the North sea – this figure is published, and indeed, the Scottish component of NS GVA is estimated by the Scottish government. Unusually, GVA as estimated for the North sea excludes labour costs: this takes it closer to what would be the trade surplus of the North sea. The issue which needs to be addressed is investment in the North sea: this would presumably not be classed as North sea intermediate consumption: i.e., it would presumably not be netted off in calculating North sea GVA, but should be netted off in calculating the North sea trade deficit or surplus. This is another point in which SG statisticians input is required: is our understanding correct on this point: are there other reasons why North sea GVA might deviate from North sea trade surplus: and how can the resulting correction factors be estimated?

9.
Subject to these points, equation (4) could be used to estimate net outflow of private finance from Scotland including the North sea: which, to say the least, would be a quantity of great interest. And equation (3) could be used to estimate net outflow of private non-oil finance: which in itself will turn out to be an increasingly critical figure if current renewables hopes come to fruition.
10.
Out of interest, the published figures required for formula (4), (for 2004, the latest year for which they are all available), are as follows:-

· trade deficit for Scotland exc. NS = -5,790   (source: I/O supply and use tables). 

· trade deficit for NS = 17,027 (estimated as Scotland’s share of North Sea GVA, and taken from Table 3 of “Towards a Low Carbon Economy”)

· GERS deficit exc. NS tax revenues = -9,635 (from GERS T 3.2)

· NS tax revenues = 4,532  (from GERS T5.4).

Plugging these figures into formula (4) gives an initial estimate of the net outflow of private finance from Scotland in 2004 as  £16,350 million . This is, of course, subject to all the caveats and uncertainties set out in the note above.

Three of the required figures are available for 2008: these are

· trade deficit for NS = 30,398 (estimated as Scotland’s share of North Sea GVA, and taken from Table 3 of “Towards a Low Carbon Economy”)

· GERS deficit exc. NS tax revenues = -15,548 (from GERS T 3.2)

· NS tax revenues = 11,771  (from GERS T5.4).

Which implies:-

Estimate of net outflow of private finance from Scotland in 2007 
=  £28,385 million - (change in Scotland’s non-oil trade deficit from 2004 to 2008). Again, this is subject to all the caveats and uncertainties set out in the note above.
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