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Introduction

This chapter is about fiscal policy in Scotland, under the contrasting scenarios of devolution and independence. It will be argued that the unfortunate fiscal policy makers in today’s devolved Scotland are in an impossible position. They are being forced to operate a fiscal settlement which is subject to rigid constraints on what can be done with the levers of tax, and there are inherent design flaws which mean that the system will operate inefficiently. But even worse: implicit in the design of the system is a particular set of neo-liberal beliefs which is inconsistent with those held by a majority of those living in Scotland. In contrast, the challenges under independence, while huge, are do-able. The main problem as regards fiscal policy would be to set about the fundamental redesigning of the tax system which would be inherit from the UK: a tax system which has been designed primarily to benefit a rentier class, and which, in effect, presently treats Scotland as a colony. This chapter begins by setting the context for this discussion. It then looks at the devolution settlement. Following this the scenario of independence is laid out.
Context

The commonly quoted headline measure, the net fiscal balance, measures the difference between public sector expenditure, and public sector revenues. According to the Government Expenditure and Revenue in Scotland (GERS) report (Scottish Government 2020), over the period since 2010 Scotland’s net fiscal balance, including its geographic share of North Sea oil revenues, has been in large deficit – typically at 8% or more of GDP. Partly this reflects the decline in oil revenues. Over this period, Scotland’s net balance has worsened considerably relative to that of the UK as a whole: since 2015/16, Scotland’s net fiscal deficit has commonly been about 6% larger relative to GDP than the deficit for the whole of the UK. Over the medium-term past, Scotland’s net balance, including oil revenues, has tended to move in parallel with that of the UK as a whole, but has commonly been about 2% worse as a share of GDP. Further back still, in the 1980s, Scotland’s balance was large and positive, when North Sea revenues were high. It is worth making three points about these figures.

First, in the past, when Scotland’s funding was largely determined by the Barnett formula, the level of public spending in Scotland did not depend directly on the amount of tax revenue raised in Scotland. This position has now changed, and is likely to change further in the future, because of the implications of the post-referendum fiscal settlement introduced in 2016. Second, Scotland’s present net fiscal balance tells us about how the present constitutional settlement is operating: it does not say what Scotland’s fiscal position would be under independence. Nevertheless, the current level of deficit represents a starting constraint which a newly independent Scotland would have to reckon with. Third, the presentation in GERS arguably distorts because it focusses attention on Scotland in isolation relative to the UK as a whole. The Office for National Statistics (2019) now produces GERS type analyses for all of the countries and regions of the UK. These figures for 2018/19 show that only three of the 12 countries/regions of the UK had a positive net fiscal balance in that year. What dominates the figures is the large positive fiscal balance in London, and the South East. In fact, five areas (North East, North West, West Midlands, Wales and Northern Ireland) had larger net fiscal deficits per head than Scotland. What the figures demonstrate is the extent of regional imbalance in the UK, and the extent to which the UK economy is unhealthily dominated by the heavily financialised economy of the South East of England. 
Fiscal policy under the post-referendum fiscal settlement
The Scottish Government raises just over 30% of its revenues through devolved taxes, principal among which, since 2016, is tax on non-savings, non-dividend income. Apart from very limited borrowing powers, the remainder of the Scottish Government’s budget is funded via a block grant from Westminster, delivered by the well-established Barnett Formula. Under the old Barnett formula, changes to the block grant received by Scotland were equal to the per capita change in expenditure on the aggregate of comparable services in England. One of the key points of the ‘vow’ made to Scotland before the 2014 referendum was that the Barnett Formula would be maintained. Under the post-referendum fiscal settlement, therefore, each year there would be a deduction, or ‘abatement’, from the block grant as calculated by Barnett, to allow for revenues which the Scottish Government would be raising by its own taxes. The tricky question was: how should this abatement be increased each year. The solution finally agreed to was that the abatement for income tax, the dominant element, should be indexed by the percentage growth in corresponding income tax receipts in England, adjusted for the relative growth rates of population in Scotland and England. 
This means that if Scotland grows its per capita income tax receipts at the same rate as England, then Scotland will receive the same funding as it would have done under the old Barnett formula. Scotland will do better if it achieves a higher growth rate. But if the rate of growth of per capita tax receipts lags behind England, Scotland will be penalised. Effectively, the fiscal settlement thrusts Scotland into a fiscal race with England, where, if it wants to do as well as it would have done under Barnett, it has to grow its per capita tax receipts as fast as England. As will now be argued, this is a retrograde deal for Scotland, and puts the fiscal policy maker in Scotland in a very difficult position.

First of all, the range of powers available in Scotland is actually very limited. For one thing, the only really major tax which is largely under Scottish control is that on non-savings, non-dividend income. But it is also true that the non-tax levers available to the Scottish policy maker are also very limited: in particular, the areas of employment, and trade and industry, crucial to growing the economy, are largely reserved. Second, if Scotland lags in the growth of devolved tax receipts, it will be progressively penalised under the abatement mechanism. Moreover, Scotland is likely to be intrinsically weak in this income tax race. For example, even before devolution of income tax to Scotland in 2016/17, per capita receipts in Scotland of that element of income tax which was going to be devolved were just over 80% of the level of corresponding receipts per head in the rest of the UK (Scottish Government 2020, T 4.4). Third, the fiscal policy maker in Scotland has to operate within a system which is basically unstable. As noted by Bell et al. (2016), in an analysis of the fiscal settlement, the system is unusual in international terms in lacking stabilisers; to quote from that report, the system provides ‘virtually no insurance for future economic shocks or trends that affect Scotland’s devolved revenues and welfare more than they do equivalent spending in the UK.’
Finally, there are detailed design flaws and weaknesses in the current system. To give two examples. One is that Westminster is still responsible for setting the lower threshold at which earners enter the tax system. Because of differences in income distribution between Scotland and England, a decision by Westminster to raise the lower rate threshold is likely to have a disproportionately adverse effect on the Scottish Government’s revenues. Another is that the income tax system, largely devolved to Scotland, cannot articulate properly with the system for national insurance, which is reserved to Westminster. As a result, in 2021/2022, the marginal rate of income tax plus national insurance in Scotland, for employees earning between £43,662 and £50,270, was 53%. This is more than 20% higher than the marginal rate for employees with similar earnings elsewhere in the UK.  
All this is bad enough. But in addition, it is a clearly stated belief of the Scottish Government that somewhat higher taxes than in the rest of the UK, over most of the range of taxable income, is a price worth paying, in order to undertake socially beneficial expenditure. By contrast, when I put it to a very senior Treasury official, just before the fiscal settlement was finalised, that the Scottish Government would not have sufficient powers to make the new system work – he disagreed. He said the Scottish Government would need to reduce taxes on income, and out-compete the rest of the UK as an attractive destination, particularly for high earners: that was the way for Scotland to win the fiscal race with the rest of the UK.
In other words: the Scottish Government finds itself trying to make a system work, where that system was specifically designed to operate under a set of hard line, neo-liberal, low tax beliefs which are the direct opposite of the Scottish Government’s own belief set. This fatal inconsistency, together with the limited powers the Scottish Government has, and the poor design of the system itself, mean that it will be well-nigh impossible for a Scottish government to develop a successful fiscal policy under devolution.
Fiscal policy under independence
Before considering more broadly the opportunities and challenges of fiscal policy under independence, it is worth stepping back, and looking at the wider characteristics of those aspects of the tax system in Scotland which are not devolved to Scotland but which an independent Scotland would, in the first instance, inherit.
Tax on land
The UK tax system on land is notable for having no way of taxing the unearned increment in land values as it accrues. The situation is worsened by the existence of several loopholes which mean that large estates are not effectively taxed on the death of owners. All this has had a particularly bad effect in Scotland, and has led to Scotland having one of the most unequal distributions of land ownership among advanced economies: and, arguably, one of the least efficiently used stocks of land.

Tax on natural resources
As regards hydrocarbon reserves, the UK system of taxation is one of the most generous in the world. According to a report by international oil expert Jean Carlos Bou[image: image2.png]


 (2020), the loss to the UK Exchequer due to the UK’s outstandingly generous oil taxation regime over the period 2002 to 2015 was about £250bn, compared to what might have been collected if the UK had had similar taxation regimes to Norway, Denmark, Holland or Germany. As regards the development of renewable sources, like onshore wind, this interacts with the system of land taxation, in a way which has meant a huge, and unearned transfer of wealth to certain landowners. 
Corporate taxation
The UK has been particularly lax in seeking to apply corporation tax effectively to the operation of large corporations. This is true as regards achieving an equitable tax take from large multinationals which exploit the UK market but then, by means of transfer pricing, they pay little tax. For example, Google paid UK corporate tax of only £65m in 2018, despite total UK revenues for that year being estimated at £9.4bn (Christophers 2020:223). And it is also true in the converse direction, of industries where production is based here, but earn substantial profit by selling their product abroad, and still manage to pay relatively little UK tax. The classic example is Scotch whisky, which generates global sales worth an estimated £30bn from production in Scotland. However, Kay (2018) estimates that only about 2% of this total actually comes back to the Scottish economy, after allowing for tax by foreign governments and profits of the producers of whisky, who are predominantly non-Scottish owned.
Concealed levies
The concealed levy on utility customers implicit in utility pricing models is akin to a tax, other than that it goes straight into the pockets of the privatised utility owners. This is a very strange, peculiarly British, pathology. The pricing models operated by the utility regulators to compensate the owners for the capital cost of utility networks have long been flawed, and have resulted in grotesque overcharging (see, for example, Cuthbert 2012). If the utilities had been owned, as they used to be, by the state, this would have been a straightforward, if concealed, tax: and at least the public sector would have benefited. But the British state, in its wisdom, sees fit to operate this system for the benefit, not of the state, but of the owners of entities like Thames Water.

There is, in fact, a common theme which runs through all of the above examples. In each case, the decisions on tax can be regarded as specific actions which have been taken in the interests of a rentier class – namely, the owners of land, and other assets, particularly financial assets. There is a name for this, namely, rentier capitalism, as elegantly dissected in Christophers (2020) which takes the UK economy as its exemplar.
Christopher’s book is in many ways a direct intellectual descendant of Lenin’s (1917) Imperialism, the Highest Stage of Capitalism. What Lenin saw was that finance capitalism was a key driving force behind the expansion of colonialism, particularly in the latter part of the nineteenth century, and that Britain was playing a leading role in this, turning itself in the process into what he called a ‘rentier state’. The following quotation from Lenin refers to Britain, and Britain’s rentier income from abroad: ‘The income of the rentiers is five times greater than the income obtained from the foreign trade of the biggest ‘trading’ country in the world’ (Lenin 1917:121, emphasis in original)
In many ways, the UK rentier state as it is now and as analysed by Christophers (2020) can be regarded as the inevitable outgrowth of the process described by Lenin. The engine of finance capital demands fuel, in the shape of new classes of asset to justify the never-ending expansion of credit. One choice of the British ruling class, faced with the end of Empire, was to turn this process inwards, like an ingrowing toenail, and start assetising and exploiting the resources and people of one’s own state. Hence, the features of the UK state we have already observed.
If one regards the Conservatives as the political wing of the rentier class rather than the wider capitalist class, (including most obviously industrial capitalists), then this makes sense. This is not a new insight. Marx (1852) noted: ‘Up to 1846 the Tories passed as the guardians of the traditions of Old England … The fatal year, 1846, with its repeal of the Corn Laws … proved that they were enthusiasts for nothing but the rent of land’. What Marx did not foresee was the way that the Tories would survive and dominate by broadening their position on rent from land to all types of asset, particularly financial: and that they would become, in effect, the political arm of the rentier class as a whole. Given that, the current UK system of taxation makes beautiful sense as the manifestation of the ideology of Britain’s main party of government when confronted with the realities of coping with the end of traditional colonialism.

But this analysis indicates some of the key steps an independent Scotland would have to take, in redesigning the tax system. Policy would have to be reformed so that an equitable share of the current rewards to rentiers sticks to the Scottish people, and to Scottish public finances. This is not just a question of tax: changes to industrial policy would have to be undertaken in lockstep, particularly as regards the creative use of licensing. But here is a personal shopping list.
i) Land: introduce a land value tax, to give an incentive to bring land into productive use. This could be tailored to size of holding, to encourage the break-up of vast estates. And to avoid problems with trusts, and multiple holdings, taxation of land could be on penal terms for other than land owned by real person residents.
ii) Hydrocarbon reserves: a tax system more in line with international norms: conjoined with an approach to licensing that made it a condition that ancillary work should be sourced in Scotland.

iii) Renewables: a realistic approach to harvesting a share of windfall profits stemming from renewables, together with similar licensing conditions as for hydrocarbons to ensure that ancillary work is sourced in Scotland.

iv) Corporate tax: for industries like whisky, where production necessarily takes place in Scotland, but the product is sold internationally, there should be a licensing scheme, where licences would only be issued if a fair share of profits were taxed in Scotland. For companies like Google, which are international, but sell into Scotland, another form of licence would give the right to participate in the Scottish market, on condition that a fair share of the resulting turnover results in profits which are taxed here.

v) Utilities: There is a strong case for widespread re-nationalisation. But in any event, a new regulatory regime would be required for all areas other than water (which is the only utility not currently regulated at a UK level.) Regulators should be given a much tougher remit, to avoid regulatory capture. And, the nonsenses which were perpetrated around previous pricing models for capital investment should be swept away.
The task for an independent Scotland in implementing these, or other similar reforms to the taxation system, would not be easy. In each area, it would involve upsetting powerful vested interests. It is, however, worth recording two important points.

First, it would be essential that an independent Scotland does undertake this task. It’s not just the importance for a new state of securing tax revenues. There is also the question of market confidence. An independent Scotland, like other states, will have to borrow in the international capital markets. The ultimate security for such borrowing is a country’s revenue base. Unless a country can show that it is willing to secure and maintain that tax base, the borrowing terms will be penal.

Secondly, and critically, the chances of meaningful fiscal reform are larger under independence than under any feasible continuation of the union. As long as Scotland continues in the union, then reform will be dependent upon consent by the popular political will in England, which appears increasingly aligned to the powerful vested interests opposing reform. Even federalism, which might appear to offer a way out, is ruled out by the lack of appetite in England for such an approach: and by the fact that, because of numerical superiority, England would dominate at the federal government level. The conclusion is stark: independence is a pre-requisite for any chance of meaningful reform.
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