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(This note was submitted prior to the oral evidence session on 9 September 2015)

 To Simon Blackburn
Clerk to the Economic Affairs Committee
Millbank House
House of Lords
Thank you for the invitation to submit written evidence to the House of Lords Economic Affairs Committee inquiry into the devolution of public finances in the United Kingdom. 

Before replying to some of the specific questions in the Inquiry, I would like to make the following point.

There have been a number of pieces of published research which highlight problems with the Smith proposals, including a number of serious technical problems. However, there has been a very limited response from government departments. (And on a personal note, to date there has been no response from the UK Government, the Scottish Government, the Treasury, or from the Scotland Office regarding the analysis of the Smith proposals given in our Jimmy Reid Foundation paper or in Jim Cuthbert’s Fraser of Allander paper.) This is worrying. It is very likely that in the short period of time given to coming up with the Smith proposals, serious technical issues were not properly considered by the Commission’s advisers. However, now that these problems have been raised, the least government advisers should be doing is addressing the issues raised, and government advisers making their detailed modelling public for further investigation.

1.
Response to Question  “What principles should govern the way devolved nations are funded? For example, is a new needs assessment required and if so, what should it take into account?”

A. There is unlikely to be a satisfactory means of fiscal devolution, without there being a system in place of either transfers and/or debt relief. The current situation of Germany in the Eurozone shows what can happen when one part of a monetary union has a very different and successful economy from others, and, because of its economic muscle, the common currency and exchange rates suit its economy rather than that of the weaker members. Without transfers and/or debt relief, weak countries can be almost destroyed. Austerity measures appear only to exacerbate the situation and produce heightened political tensions. While there are clearly problems within the UK, such differences, at present, are not as great among the countries of the UK: this will be in part because of the UK wide transfers and spread of government expenditure across the UK. A fiscal only solution to the demand for more devolution will not work in a monetary union.

B. Transfers, however, are not enough of a solution. Decisions on the siting and type of ports, airports, communication links like the Channel Tunnel, and a host of other decisions affect economic activity. There is already some concern that Scottish devolution has resulted in some UK departments, with a remaining responsibility for the whole of the UK, not taking Scotland into account in their deliberations. A much more holistic system, rather than a needs assessment, has to be considered.

2.
 Response to Question  “How should block grant funding reflect devolved tax and welfare powers? How should future changes to the block grant be decided? How should the Smith Commission proposal of “no detriment” apply over time?”

If any form of block grant funding is part of a fiscal model, then it is essential that the system is fully transparent, timely, that the underlying data bases are available for scrutiny, and that the terms of the block funding are agreed among the various parties.

Present problems include:

· A pivotal data base for the Barnett formula is the Treasury Funding Statement: this was last published in 2010, so that for the last five years it has been impossible to check what is included and what is not in the Barnett formula. 

· Whether an item of expenditure is or is not included is up to the Treasury: so, for example, the Olympics were considered a UK item and were therefore reserved and outwith Barnett: there were no Barnett consequentials for Scotland. The Commonwealth Games on the other hand, were considered a matter entirely of Scottish expenditure to come out of Scotland’s block grant. This arbitrary system, determined by one participant body in the system, has to change and become fully participative and transparent.

· It is currently impossible to check outcomes of spend as detailed in the annual Public Expenditure Statistical Analysis (PESA, country regional analysis) with the funds allocated through the Block Grant.

· As Scotland is given more fiscal powers, it becomes more likely that greater attention will be paid to the amounts spent by UK departments on Scotland’s behalf. However, currently, scrutiny of the country regional analysis of PESA would suggest that a number of these estimates are pretty crude, with the same percentage of spend going to Scotland being used in item after item, and with no apparent basis for the percentage figure used.

3.
Response to Question  “What is the rationale behind the choice of taxes proposed to be devolved in the Scotland Bill?”
VAT: The available documentation from HMRC on the estimation of VAT receipts and on the subsequent disaggregation of those receipts gives rise to concern. 

There would appear to be considerable variability in VAT tax receipts through time with both home VAT receipts and import VAT receipts showing considerable movement. Yet, in their disaggregation methodology notes, HMRC records “It is assumed that the standard rated share and the reduced rated share are the same across the four subnational areas. It is also assumed that the tax gap is the same for each area and that historic litigation repayments are shared equally between areas. The split between import VAT, payments and repayments as well as input and output tax is the same across all areas.” No grounds whatsoever are given for this set of assumptions. 

It would appear, therefore, that Scotland could end up with a VAT tax payment mechanism based on assumptions that have not been tested. Scotland would have no control over any aspect of the VAT system which might help grow the economy: with neither the ability to change the standard rate nor to reduce VAT on important items to assist the economy such as tourism or home repairs. And for this dubious benefit, Scotland would have an abatement made in the Barnett formula which in the future could be adjusted by an indexation mechanism which is itself faulty.
Income Tax: Concern with the adjustment mechanism to the Barnett formula is raised in our paper Cuthbert, J. R., Cuthbert, M.: “Smith Commission – Why the economic and fiscal arrangements need to be changed”: published by the Jimmy Reid Foundation, 26 May 2015. 

Note

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