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In January, that stalwart of the Scottish Press, the Scotsman, reported that “Scotland has gained a £76 billion “devolution dividend” since the creation of the Scottish Parliament” The pretext for this was the publication of a report by Jim Murphy’s department, the Scotland Office: and in fact the Scotsman’s wording was lifted directly from the Scotland Office press release. In this article we will point out just a few of the things which are wrong with Murphy’s report – and suggest how the debate about Scotland’s finances needs to move on from here.
The Scotland Office report drew on estimates from the Government Expenditure and Revenue Scotland (GERS) publication, to look at Scotland's fiscal balance over time. In particular, the report concentrated on the period since 1999 when devolution took place. Its headline finding was that “Fiscal transfers from the rest of the UK to Scotland in the period from when devolution began in 1999-2000 to 2007-08 are estimated to total £75.8 billion. This represents a benefit of the pooling of risks and resources across the United Kingdom.”
There is so much wrong with this statement, and with the report, that it is difficult to know where to begin. But here goes. 

It is, of course, nonsense to claim that Murphy’s figures, misleading as they are, are the result of devolution. Murphy’s figures are an inaccurate description of a funding system which was established many years before devolution was set up, and which did not change as a result of devolution. 

But let’s look at the figures themselves. The first point to make is that the £75 billion figure which Murphy highlighted excludes revenues from North Sea oil. True, he did bring in these revenues later in his report: but excluding North Sea revenues from the figure he gave most prominence to was misleading, and certainly misled the media. 

Secondly, the figure which Murphy headlines is Scotland’s gross deficit, that is, the difference between total government revenues and government expenditure in, or for, Scotland. It is worth contrasting Murphy’s approach with what the UK Treasury does when it is presenting the annual Budget. In the UK Financial Statement and Budget Report, the gross balance for the UK is split into two components, namely, 
· The current budget or balance, representing the difference between revenues and current expenditure, (including depreciation).

· Net investment, representing the difference between gross capital expenditure and depreciation: this represents the creation of net new capital assets.

It is the current balance which is relevant to fiscal sustainability: for example, it is the basis for Gordon Brown’s prudential rule, (when he still had one). Following comments made by us on the misleading gross balance presentation in earlier GERS reports, the latest GERS shows the current balance – and shows that Scotland is in surplus on its current balance, by £219 million in 2007/08. By contrast the Treasury figures show that the current balance of the UK is in deficit: by £5.3 billion in 2007/08.
For Jim Murphy, however, it is as if the advance in GERS to the same presentation as used by the Treasury had never happened. Instead he concentrates on the misleading gross balance, and suggests from it that Scotland has been in structural deficit for many years. In fact, if you used the same measure for the UK, it would show that the UK has been in gross deficit for the last seven years. The key point is that the gross deficit in itself is a relatively meaningless measure. Any country which is investing prudently for the future will normally finance this by borrowing, and hence be running a gross deficit.
There is, however, an even more fundamental weakness of the Murphy approach, in that concentrating on government expenditure and revenue presents only a partial picture of Scotland’s economy: and hence distorts the whole debate. The dangers of taking a partial view like this were graphically illustrated at a meeting of the Scottish Parliament Finance Committee in January 2007, when a panel of experts were invited to discuss GERS. At that meeting, some of the experts attempted to corroborate the headline Scottish Executive gross GERS deficit by relating it to the size of the Scottish Executive estimate of Scotland’s trade balance. They argued that the inflow of funds from the UK exchequer implied by Scotland’s crude GERS deficit should, and did, broadly balance the outflow of funds represented by Scotland’s estimated trade deficit. This argument, as posed, was nonsense, because it neglected Scotland’s oil tax revenues, and also because the trade figure estimates they were quoting excluded the substantial trade surplus arising from North Sea oil. 

The mistaken argument put forward in the Finance Committee does, however, suggest a way forward: namely, that it would be highly informative to develop an integrated set of accounts for Scotland, looking at flows of government expenditures and revenues, the non-oil trade balance, the oil and gas related trade balance, and the financial flows of net income and private capital. Given the probable size of Scotland’s oil related trade surplus, the likelihood is that there is a substantial outflow from Scotland of net income and private capital. 

The information in this broader picture of the Scottish economy, and in particular, information on the private sector financial flows, would transform the discussion. A large part of the outflow of private capital will be oil profits after tax: under the present regime, these will largely go through Scotland “without touching the sides”: that is, without building up a base of assets which will benefit Scotland in the future. A key question which should be at the forefront of the political and economic debate in Scotland is: what steps could Scotland take to benefit more from the activities and huge profits of the offshore sector. There is very little that a non-independent Scotland can do. An independent Scotland, however, would have a variety of options, ranging from a different taxation regime for oil, to positive inducements to encourage more of the income from offshore to be put to work in Scotland for Scotland’s benefit. 

This brings us to another fundamental weakness in the Murphy report. This is a point which has been stressed before, but is worth repeating: namely, that analysis of historic figures like GERS tells us about the past, and about how Scotland has been governed, (or misgoverned): but tells us relatively little about the future, and what things might look like if we were able to manage our own economic destiny.

Finally, what can be done to prevent partial and misleading analyses continuing to be presented, and distorting the debate about Scotland’s future? The debate will not move on until a proper set of integrated economic accounts is produced for Scotland, along the lines we have suggested above. The plus point is that this is a step which is entirely in our own hands, in the sense that, with an SNP administration in office at Holyrood, the economic and statistical resources of the Scottish Government could be directed to this task. It is a major disappointment that, despite this having been one of the first suggestions which was put to the incoming SNP government, this has not yet been done.

Note
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