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Introduction.
Before responding to some of the specific questions identified in the call for evidence, it is appropriate to make two general comments on the nature of the requirement for forecasts and risk assessments.

The first is to repeat a point made in my written evidence to the Committee before their hearing in November 2013: namely, that there are inherent limitations as regards the forecasting role of any independent financial scrutiny body. The implication is that the role of assessing risk should, in many ways, be more important than the actual production of forecasts. This point will prove extremely relevant when it comes to considering what the role of SFC should be in producing forecasts, what the timing of their input should be, and how independent the SFC should be of the forecasting activities of the Scottish government.
My second general comment relates to a clarification of the nature of the forecasting problem which faces the Scottish government and the SFC: (and here, when I refer to forecasting, I mean it in the broad sense of forecasting plus risk assessment.) It is useful to distinguish three different aspects to the forecasting problem:

a) There is the problem of forecasting the Scottish government’s devolved tax revenues, over the short term, (i.e., forthcoming budget year), and medium term, (public expenditure planning horizon.)  This aspect, of forecasting devolved tax revenues, is what the Bill appears to concentrate on.

b) But wider than this, there is also the problem of forecasting the Scottish government’s overall revenues over the same time horizons. After all, only about half of the Scottish government’s revenues will come from devolved taxes. The other half will come from the operation of the modified Barnett formula, modified, that is, by the abatements for devolved taxes, and the operation of the “Holtham” indexation of these abatements. Forecasting the overall revenues will be a difficult task, quite unlike  that undertaken by the OBR when it forecasts the UK government’s tax revenues: (the modelling in Ref.1 gives some indication of the complexity of what is involved.) It will be extremely important that this task is done well, not just for public expenditure planning purposes, but also for understanding how the post-Smith financial settlement is operating.
c) And finally, it will also be very important to produce periodic assessments over the longer term of where the Scottish government’s budget is being taken by the post-Smith arrangements. Such projections will be essential to inform the Scottish government’s long term policy on public expenditure, and on the tax rates it will set: but also so that a properly informed dialogue can take place in good time with Westminster about whether problems are emerging with the fiscal settlement, and whether changes will be required.

Answers to specific questions.
Page 1 questions.
Is there a need for independent forecasts in addition to the Scottish government official forecasts?
Both of the general comments made in the above introduction are relevant here. 

As regards forecasts of devolved tax revenues, there is certainly a need for an independent risk assessment of whatever forecasts are produced by the Scottish government: but this does not mean that the SFC would necessarily have to produce its own independent tax revenue forecast. There might be occasions when the SFC felt that the Scottish government forecast was so flawed that it needed to produce its own forecasts: but these occasions could be relatively rare.

As regards the problem of forecasting the Scottish government’s overall revenues, there will be a need for both forecasts and risk assessments. It is not clear that the current remit of the SFC is broad enough to ensure it is able, and has the resources, to carry out this work. The remit should certainly be made broad enough to enable it to do so. 
Should the Commission have the ability and resources to make its own forecasts?
Yes, as well as the capacity and resources to assess the official forecast, and produce risk assessments. But in light of the comments above, the SFC may choose on occasion not to produce forecasts of its own.

Should the Scottish government forecasts be subject to sensitivity analysis carried out by the SFC?

Yes. But sensitivity analysis is only part of the broader risk assessment the SFC should be carrying out. 
Should the SFC be able to develop its own forecasting methods and analytical capacity in order to provide a benchmark set of projections?
Yes, it should certainly have analytical capacity. But whether it should produce its own projections would depend on whether there were gaps in the coverage of the projections produced by the Scottish government: (i.e, the Scottish government might not be covering the three types of requirement identified in the introduction). And also on whether the SFC regarded the Scottish government projections as being of satisfactory quality.
Page 2 questions.
Should the SFC exert significant influence over the Scottish government’s forecasts, at the same time as providing an assessment of their reasonableness?
If the SFC is really going to get to grips with the Scottish government’s forecasts, and do so on a timescale which will enable its assessment to have influence, it will need to be asking about, and querying, the relevant assumptions as they are made. This will inevitably set in train a process whereby the Commission’s thinking is influenced by Scottish government analysts, and vice versa. So it is not realistic to expect the Commission to be providing forecasts which are fully independent of the Scottish government. This is where the question of risk assessment becomes vitally important. The SFC might well endorse a projection produced by the Scottish government, but still fulfil a vital, and independent, function by producing an informed assessment of the risks surrounding that projection.
Should the SFC have a role through the year in scrutinising the Scottish government’s work?
In line with previous answer: yes.

Should the SFC carry out its assessment before or after publication of the Scottish government’s forecasts?
In line with the above, much work should be completed before, (though the process need not necessarily be completed before the Scottish government publishes.)

Should the Commission be required to send a copy of its report to Ministers before it is published?
No. Ministers will presumably have a good idea of how Commission thinking is developing, because of the ongoing contacts between Scottish government and Commission staff. But to give Ministers advance warning, (other than a courtesy 24 hours or so), would open the door to Ministers trying to influence the Commission’s report.

Page 3 questions.
Should the Commission have a wider role in assessing the sustainability of Scotland’s public finances, such as adherence to fiscal rules?
Yes, in one sense: but the question of fiscal rules is problematic. Setting a rule is liable to distort behaviour: in particular, it is liable to lead to the misapprehension that the rule is the end in itself, and that breaking the rule is the cause of any wider failure. (For example, a balanced budget rule may be being breached because the economy is failing: but insisting on the rule may lead to financial tightening in an already depressed economy – precisely the wrong approach, and diverting attention away from the underlying economic problems.)
However, leaving aside the question of fiscal rules, the SFC should have a central role in assessing the sustainability of Scotland’s public finances – and, in particular, how the post-Smith financial settlement is operating. The Bill should certainly reflect this responsibility.

Should the Bill be amended to include assessment of mechanisms for adjusting the block grant?
In line with the above: yes. How these mechanisms are operating will be a key issue post-Smith: and there is need for an independent and authoritative assessment. In relation to the much simpler problem of understanding how the old Barnett formula was operating, and what the implications were, Scottish governments and the Treasury failed in this role. This highlights the importance of the SFC being involved.
Should there be a legislative requirement for a charter for budget responsibility?
In line with the above comments on the problems with rule based systems: no.

Page 4 questions.
What should the process and timing be of the Commission’s engagement with HMRC and OBR?
The Treasury should be added to the list of bodies with whom the SFC will need to have a good, and well understood, working relationship.

In particular, if, (as this evidence strongly recommends), the SFC takes on a role in forecasting the Scottish government’s total future revenues, then it will need to have access to the Treasury’s assumptions about the long term growth in public expenditure on “devolved” services in England, (since this is what drives the Barnett formula): and on the growth in the UK income tax base, and whatever proxy is being used for growth in the UK VAT tax base, (since these assumptions will drive Holtham indexation.)

Note that the use of Holtham indexation greatly complicates the forecasting process. This is another argument, (though not the central one), for adopting a simpler approach towards indexing the abatement to the block grant for devolved taxes. (The central argument against the current proposals relates to the instability of the Holtham system: see Ref.1.) One possible alternative approach, instead of Holtham indexation, was suggested in a follow up note to the House of Lords Economic Affairs Committee, (Ref. 2), a copy of which has been passed to the Clerk of the Committee.
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