~ Commission on Fiscal Imbalance

Texts Submitted for the

International Symposium on
Fiscal Imbalance

Report
Supporting Document 3

Québec




C ission on Fiscal Imbal

TABLE OF CONTENTS

General Introduction

Decentralization in the United States: Where has the Country Headed?
By William F. Fox

Forces Behind Centralization and Decentralization in the United States.

By Bruce A. Wallin

Maintaining Fiscal Equilibrium in a Federation: Germany.
By Paul Bernd Spahn

Reforming Intergovernmental Fiscal Relations in Germany: The Bavarian Point of VIeW............ccccoooo...cosoveevmnenen.

By Otto Beierl

Fiscal Federalism in Switzerland: A Survey of Constitutional Issues, Budget Responsibility and Equalization ......

By Bernard Dafflon

Balance and Imbalance in the Swiss Federal System

By Sonja Walti
The 2000 Reform of Intergover 1 Fiscal Ar in Australia

By David J. Collins
Concept of Fiscal Decentralisation and Worldwide Overview

By Robert D. Ebel and Serdar Yilmaz

Fiscal Federalism in Belgi

By Marcel Gérard
The Lambermont Agreement: Why and How?

By Géraldine Van der Stichele and Magali Verdonck

The Funding of Autonomous Cc ities in Spain

By Pere Gali

The Finances of Decentralized Authorities and Financial Relations between Authorities at Different Levels in
France Trends and Outlook

By Guy Gilbert

The Process of Decentralisation in Italy: A Focus on Regional Governments

By Laura Raimondo

Decentralization in Some Non-Federal Countries: The Case of the United Kingdom

By David Heald
Biographical Notes

25

37

101

113

145

175

195

223

227

249

265

287




C ission on Fiscal Imbal

DECENTRALIZATION IN SOME NON-FEDERAL COUNTRIES:
THE CASE OF THE UNITED KINGDOM

By David Heald
1. INTRODUCTION

The United Kingdom differs from many of the countries discussed at this symposium because it is a unitary state
characterized by Executive-dominated Parliamentary government and a highly centralized system of public finances.
Nevertheless, it is embarking on a process of asymmetric internal devolution at exactly the same time as European
Union (EU) developments are raising far-reaching questions about future economic, monetary and fiscal arrangements.

Inevitably, this paper cannot be fully comprehensive in its coverage.1 However, it seeks to explain and analyze
contemporary UK developments. The paper is structured in the following way. After this brief Introduction, Section Il sets
the context. Section Il describes the devolved funding system in 2001. Section IV considers real and imagined
problems. It sets out possible developments, paying particular attention to current policy debates about the present
funding system and about fiscal autonomy (regarding which there was much coverage in Scotland during the 2001 UK
General Election). Section V discusses similarities and differences between the United Kingdom and Canada, with
regard to territorial public finance. Section VI provides brief conclusions.

The focus of this paper is upon the fiscal implications of devolution for the United Kingdom as a whole, as much as upon
the devolved territories of Scotland, Wales and Northern Ireland. Given that such devolution has been in place for only
two years, predictions about the wider implications for the United Kingdom must necessarily be tentative. In these
circumstances, it is appropriate to note that the present author has been a longstanding proponent of devolved
government, particularly — but not exclusively — for Scotland. As such, he has been a participant observer for more than
a quarter of a century.”

2. CONTEXT

A brief setting of context inevitably involves over-simplification and matters of interpretation which are themselves
controversial. Nevertheless, this Section is vital to establishing the political and constitutional context of the technical
financial arrangements.

Firstly, there are matters of geography. In the initial symposium programme, this paper was titied "Grande-Bretagne" or
“Great Britain”; the paper itself now carries the correct title of “United Kingdom” (“Royaume-Uni"). A publication by the
Foreign & Commonwealth Office (2000, inside cover) contains the following clarification: ‘The term "Britain" is used
informally to mean the United Kingdom of Great Britain and Northem Ireland. "Great Britain” comprises England, Wales
and Scotland'. It is hardly surprising that there is confusion when Great Britain is smaller than Britain! More seriously,
there is resentment and touchiness in Scotland, Wales and Northern Ireland at the way ‘England' is often used to
describe the whole.

Secondly, history is important and influences attitudes and governmental arrangements. Wales was conquered in 1277
and its incorporation into England was fully completed by the Laws in Wales Act 1535. Scotland's history was different:
the Union of the Crowns occurred in 1603, when James VI of Scotland assumed the English throne as James |. This
was followed, more than a century later (and after a brief union under Oliver Cromwell), by the Acts of Union 1707, when
the two Kingdoms came to be governed by a single Parfiament in one Kingdom, with the same monarchy and
succession, and equal trade and economic rights. Ireland was conquered in 1649 but not fully incorporated until,
following a major rebellion in 1798, the Act of Union (Ireland) 1800 created the United Kingdom of Great Britain and
Ireland. The Government of Ireland Act 1920, which provided for separate devolved Parliaments in Belfast and Dublin,
was implemented only in the north. The south of Ireland seceded in 1922 as the Irish Free State (and changed its name
to the Republic of Ireland in 1937), being formally recognized as an independent Republic by the United Kingdom in the
Ireland Act 1949. Northern Ireland remained part of what had therefore become, in 1922, the United Kingdom of Great
Britain and Northern Ireland. There was devolved government in Northern Ireland from 1921 to 1972, when civil disorder
brought about direct rule from Westminster.

'

The pre-devolution and pe 1 arr are explained, in Heald (1994) and Heald et al. (1998)
See, for example: Heald (1976, 1980, 1990) and Heald and Geaughan (1396)
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Thirdly, since the election of the Labour Go in May 1997, ituti reform has received much attention.
Devolution is just one aspect; others are the incorporation of the European Convention of Human Rights into Scottish
and then English law, and the removal of much of the hereditary element in the House of Lords (the upper chamber of
the UK Parliament). In 2001, Scotland has a devolved Parliament with legislative and some tax-varying powers; Wales
has an A bly with ive powers and ibility for y legislation, -but not for primary legislation or
taxation; and Northemn Ireland has a devolved Assembly with legislative but not taxation powers. There have been many
fewer developments in England, though London (itself a region for statistical purposes) now has an elected Mayor with

executive responsibility for, inter alia, strategic planning and transport, supp by an elected 2

in a UK context, all these bodies have been elected by a form of proportional representation. Overall, there has been a
ignif injection of a ic element to territorial these reforms have largely built upon

and modified existing territorial of 5 Ani point — to which attention will return — is that,

long before recent devolution, Scotland and Northern Ireland exhibited distinctive features of govemance and civil
society which indicated that they had not been fully assimilated to the English model.

Two aspects of the UK political system also merit comment. First, UK citizens seem to expect that they can have EU
levels of public service provision at US levels of taxation. Among the consequences of this illusion is that genuine policy
failures go unaddressed and evidence of success is dismissed as data manipulation (eg improved school exam ‘
performance is attributed to exams being easier). Second, the United Kingdom combines a highly centralized fiscal
apparatus dominated by the Treasury with a ial degree of i ization to local ities.*
However, central government has long dominated local government, which is heavily dependent on transfers from
central government and operates under its direction in many areas. This was exacerbated by the taxation and
expenditure limitation of the 1979-97 C i 4

Though still big spenders, UK local authorities suffered a loss of confidence and own revenues® during this period, a
trend unlikely to be reversed under the centralizing tendencies manifest in ‘New Labour' at the UK level.®

Asymmetric devolution is, in part, a response to the inherent asymmetry of the United Kingdom. First, 84% of the UK
population live in England, and this preponderance is likely to increase. Second, there has long been asymmetrical

linery of . with the y for Scotiand to Secretary of State in 1926) and the Scottish
Office dating from 1885. These increasingly undertook, especially after the Second World War, functions separately from
the ‘UK’ Ministers and Departments. Northem Ireland has been distinctive at least since 1921 (when it secured devolved
government under the Government of Ireland Act 1920); and Wales has tended to follow Scottish developments with a
long lag. These governmental arrangements have played as much a part in sustaining separate senses of identity, as
have the separate religious, legal and educational systems which Scotland maintained after 1707. Leruez (1983)
perceptively titted his book on Scotland: Une Nation Sans Etat” In practice, distinctive arrangements perceived to be
important in Scotiand were hardly noticed in London. Those now deploring asymmetry in devolution should recognize
that symmetry never existed; full integration into the English administrative system was never attempted with Scotland,
though it was much further advanced for Wales.

Third, there is deep ambiguity about Scottish attitudes towards the Union. This was recognized by John Mackintosh,
Professor of Politics, Labour MP and a major figure in the failed 1970s' devolution campaign; not least, the decline of the
British Empire, which had offered many opportunities, made the Union seem less relevant (Mackintosh, 1969). Since
that period, the semi-detached status of the United Kingdom within the EU has the periphery, i

Scotland, to become pro-European, in part as a weapon against the then UK Conservative Government, though
probably also against UK ism more g ly. ively, one would expect a higher pro-Euro vote in the
territories® than in England should there be a i the icting pulls on individual Scots are
clear: whether to concentrate on running Scotland or to play in the bigger field that the United Kingdom constitutes.

 Ful information on powers and responsibiities is available from the respective  websites:  http://www.ni-assembly.gov.uk:
i bl

http:/ cottish uk hit wal uk

In 2000-01, local authorities accounted for 24.7% of Total Managed Expenditure (TME), the Treasury's principal control aggregate (Treasury, 2001c).
King (1999) analyzed the structure, functions and financing of local authorities in Great Britain.

Local governments in England, Wales and Scotiand may only raise a domestic property tax (council tax), and then only within parameters set by
central government. Non-domestic property taxes (Non-Domestic Rates), although stil collected by local governments, are set centrally: and the
revenue fs remitted o the central authorities, who redistribute them as part of the transfers but not on the basis of derivation.

For an interim assessment of the 1997-2001 Labour Government, see Seldon (2001)

There is a substantial political science literature on ‘stateless nations', with Catalonia, Québec and Scotiand being cited in this category (Keating,
1997). Further discussion on Scotland can be found in McCrone (1992) and McCrone et al. (1998)

There is much political sensitivity conceming how Scotland, Wales and Northem lreland are described: nation; country; region; and many loaded
terms specifically used in respect of Northen lrefand. For that reason, this paper usually adopts the Treasury's bland terminology of territories’,
understood to refer to Scotland, Wales and Northern Irefand (which have had territorial Secretaries of State and now have devolution), but not usually
1o England (which is managed by London-based departments which have a mixture of UK, GB and English responsibilities).
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London’s dominance over all aspects of British economic, political and cultural life reflects its role as business,
ial, financial, g political and scientific capitals; this combination of roles in a single city is one of the
differentiating aspects of the UK case.’

Nevertheless, it would be a fanciful view that y p a ‘long march of historical
inevitability' towards Scottish ion or restored i In reality, recent history might have turned
out quite differently (Taylor, 1999). For example, until the death in a car accident of HRH Princess Diana on 31 August
1997 took over the news agenda, the Yes campaign in the Scotland referendum was looking vulnerable on the second
question of whether voters supported the proposal that the Scottish Parliament should have tax-varying powers (the
‘tartan tax').‘° Moreover, the carrying of the Labour Government's proposals for Wales was still in doubt right up until the
declaration of the last local authority, in the referendum deliberately held one week after Scotland's. Several of the
technical problems identified in this paper are much more easily understood if this context is taken into account.

3. DESCRIPTION OF THE DEVOLVED FUNDING SYSTEM

There are many complexities to the UK devolved funding system, but the basic outline can be readily explained. First,
the devolved bodies are financed through an unconditional block grant (‘assigned budget') from the Treasury paid via
the territorial offices (the Scotland Office, Wales Office and Northem Ireland Office) which, as UK departments, account
to the Westminster Parliament for the total. Accountability for the spending of the assigned budget rests with the
devolved Executives, accountable to the devolved Parliament and Assemblies, with the audit being undertaken by the
public official (Auditor General for Scotland, Auditor General for Wales and Comptroller & Auditor General for Northern
Ireland) who heads the respective territorial audit offices. Subject to the qualifications below, the devolved Executives do
not control budget size, but have total discretion over expenditure composition.

Second, changes to the levels of the assigned budgets are determined primarily through the mechanism known as the
‘Barnett formula’, established in 1978."' This formula operates only on increments, not on the base, allocating to each
territory a population-based percentage of the increase in comparable expenditure in England. Heald (1990) set out the
advantages of using a broad-brush formula such as Bamett, in the traditions of the Goschen formula (announced in
1888 and of which some use was still made in the late 1950s). There are powerful arguments against drawing the
territories into a UK-wide annual needs assessment exercise, such as that used for the distribution of Revenue Support
Grant in England. In the territorial context, needs assessments should be periodic, and then used to inform the
calibration of the territorial formula for the next period. This pre-devolution mechanism has so far survived the transition
from being an internal mechanism within one government to being the basis of transfers between governments. There
has not been any formal equalization scheme across the United Kingdom, though highly complex systems exist, for
example, for National Health Service funding allocations and Revenue Support Grant distribution to local authorities
within each territory.

Applied systematically, the Bamett formula would bring convergence to the UK average per capita level of public
expenditure (ie expenditure relatives converge asymptotically on 100).‘2 Figure 1 provides a representation of this
process, with the initial relatives for each territory being estimates of the position circa 1981. In Figure 1's simulation, it is
assumed that the original 10:5:85 proportions reflected exact population shares, and relative populations remain
unchanged. Crucially, the speed of convergence depends upon the nominal increase of public expenditure.

This observation is not new. Davies (1999, p. 689) refers to the complaints of Sir Andrew Fletcher of Saltoun, who vigorously opposed the passage of
the Act of Union through the Scottish Parliament: ‘Fletcher was clearly In favour of an equitable batance between England, Scotiand, and lreland. He
did not believe that an equitable solution could be found in a centralized state inevitably dominated by the strongest of the three partners. "That
London should draw the riches and government of the three kingdoms to the soLth-east comer of this island’, he wrote, ‘is in some degree as
unnatural as for one city to possess the riches and government of the world” . Fletcher thought of Wales as part of England just as did Lord Goschen,
Chancellor of the Exchequer, when announcing the Goschen formula for territorial expenditure allocation in 1888.

The Labour Government's plans for Scottish devolution were tested in a pre-legisiative referendum held on 11 September 1997; the second question,
(about the tartan tax), was carried by 63.5% to 36.5% on a 60.4% tumout (Heald and Geaughan, 1997)

Briefly, the non-statutory formula provides that increases in public expenditure In Scotiand and in Wales for specific services within the territorial
blocks would be determined according to the formula consequences of changes in equivalent expenditure in England. Initially, Scotland received
10/85ths and Wales 5/85ths of the change in England. A parallel formula allocated 2.75% of the change in equivalent expenditure in Great Britain to
Northern Ireland. The essential distinction Is between base expenditure, whose current levels are carried forward, and incremental expenditure, which
{s determined by the formula (Heald, 1994). Under this arrangement, block expenditure relatives would in the long run converge on the UK per capita
average. However, the intention was to seek a better alignment of expenditure and needs relatives, not full convergence (Mackay, 1996). It was
understoad that a territorial Secretary of State would have the right to call for a Needs Assessment should convergence go '10o far', In practice,
convergence has been substantially frusirated by formula bypass, and in Scotland by relative population decline. In 1992, the formula was
recalibrated (10.66:6,02:100.00 and Norther reland 2.87%) In recognition of the results of the 1991 population census. In 1997. it was announced
that the population figures would be updated annually. The effects of annual upratings of population are likely to be minimal, as these will affect only
the increment. The significance of Scotiand's relative population decline is that It offsets the convergent properties of the Bamet! formula. Throughout
this paper, an expenditure relative denotes the index for a particular territory or region of per capita expenditure refative 1o the UK per capita average.
This Is an oversimplification, as is noted In the discussion on relative population change. A mathematical analysis appears in Heald (1996)
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Figure 2 breaks the assumption that the original 10:5:85 proportions reflected exact population shares, but keeps the

ion that relative i are In this case, the relatives converge to different values for each
territory, though not far from 100. This result is less important, of itself, since the annual updating of population
proportions was implemented in 1998. Nevertheless, it serves as a convenient reminder that, when population relatives
do change through time, there are separate limits for each territory. On plausible assumptions about Scotland, Cuthbert
(2001) proves this result mathematically for Scotland (which converges on a value above UK = 100).

Figure 3 shows graphically the automatic result that such a formula, which delivers equal per capita increments to each
territory, delivers smaller p. ge to those itories with highest starting values of the relative. In
consequence, Scottish expenditure rises faster than Northern Ireland's expenditure, whilst it rises slower than Englishi
expenditure. Whilst Figure 3 makes the same assumptions as Figure 1, a comparable diagram can be produced on the
assumptions of Figure 2. The Bamett formula is therefore a ion-based i to allocate i of
public expenditure, not a needs-based formula as it is sometimes described. Contrary to some claims, it was never
intended to drive the territorial public expenditure relatives to 100: the territorial Secretaries of State understood that they
could call for a needs ent to that I in 1979 (Treasury, 1979), should they feel it necessary,
Revealed preference suggests that they made a calculation that such a needs assessment would not be in thelr
interests. Furthermore, the longevity of the Bamett formula, initially seen as a temporary measure, is to be noted.

Although there is now much more detail about the operation of the Bamett formula in the public domain (Treasury, 1999,
2000a), it is still not possible to replicate the calculations. The crucial point is that there are no published data for
comparable English expenditure relative to the Scottish, Welsh and Northern Ireland assigned budgets. Because of
different functional responsibilities, three separate series of data are needed. The Treasury takes a proprietary view of
its public expenditure database and denies access to this even to the pre-devolution territorial and the post-
devolution Executives. There has been so much recent change to the definition and measurement of public expenditure
aggregates that do-it-yourself calculations are likely to be misleading.

Third, the formula-driven assigned budget is the major, but not sole, part of the funding available to the devolved
Executives. Figures 4, 5 and 6 refer to Scotland, Wales and Northern Ireland, respectively. These Figures show that
there is a common structure to the funding system in the three teritories. Moreover, they are also useful as lists of the
kinds of functional expenditure which are devolved. These are broadly the same, though with some important
differences: for example, Scotland alone has ‘Law and order’ (though this could be devolved to the Northern Ireland
Assembly should the security situation make this possible); and the Northern Ireland Assembly alone has responsibility
for the social security system (though this is best seen as an agency arrangement, as there is no policy discretion).

What is also highlighted is how the devolved bodies are integrated into the UK public expenditure system.™® When the
devolution funding scheme was determined in 1997, it was not known that the Treasury would, in 1998, revamp public
expenditure control aggregates or move to a biennial survey. Changes to the assigned budget are controlled by the.
Bamnett formula, with the costs of running the territorial offices top-sliced in the case of Scotland and Wales. The
assigned budget is classified as Departmental Expenditure Limit (DEL), as are certain other items of expenditure which,
for various reasons, are not formula-controlled, Examples are Hill Livestock C i and Welfare-t
work (a programme financed out of the windfall tax on privatized public utilities). At the time of a Comprehensive
Spending Review (CSR), namely in 1998, 2000 and 2002, DELs are set three years ahead. In contrast, Annually
Managed Expenditure (AME) is set one year ahead, largely on the ground that these items are more difficult to control
and forecast. Examples of AME are Common Agricultural Policy expenditure and Local Authority Self-Financed
Expenditure (LASFE). If the Scottish Parliament were to levy the tartan tax, the expenditure funded in this way would be
scored as AME.

Although there is greater transparency post-devolution about the system, largely thanks to the block rules guidance
having been published (Treasury, 1999a, 2000a), there is not transparency about the numbers. In consequence, it is not
possible to place values in each cell of Figures 4, 5 and 6. An indication of the predominance of Barnett formula-
determin&d DEL is that, for 1999-2000 plans, this accounted for 79% (Scotland), 87% (Wales) and 84% (Northem
Ireland).

In the absence of better and more relevant data, interterritorial comparisons fall back on the figures for ‘Iden(iﬂabl_s
General Government Expenditure’ (GGE) published annually by the Treasury in a document now known as ‘Public

—_—
" The 1998 CSR saw the Introduction of a riew public expenditure control syster, focusing upon Total Managed Expenditure (TME), liself composed of
Departmental Expenditure Limits (DELS) and Annually Managed Expenditure. From 2001-02, govemment accounting has switched! from a cach basis
1o an accruals basis, under the project known as Resource Accounting and Budgeting (RAB) (Treasury, 2001).

The calculation for Northern Ireland excludes social security benefits.




Commission on Fiscal Imbalance

Expenditure Statistical Analyses' (PESA). 1= Taking data primarily from the 2000 issue (Treasury, 2000b), Figure 7 shows
public expenditure relatives for Scotland, Wales and Northern Ireland, relative to England 100 (rather than the
published indexes with UK = 100) For each of these three itories, there is a line GGE (solid
line) and another GGE ing Social Security (dashed line). Although these are very
imperfect proxies for devolved expenditure (data for which are unavailable), the striking point is that the relative
(England = 100), when social security expenditure is excluded, is much higher for Scotland and Northern Ireland, but not
Wales.

There have been longstanding complaints about the poor quality of expenditure data for the English regions, notably a
large amount of expenditure identified to England but not to individual regions. There are better data in the 2001 issue of
PESA for 1998-99 and 1999-2000, the latter of which are tabulated in Figure 8. When interpreting the relatives on
individual programmes, attention should be paid to the UK weight, indicating the percentage of total expenditure
accounted for by this programme. The entries for Totals in each column are weighted averages. These figures show
marked variations in levels and compositions among territories and regions. Certain figures should be interpreted with
great caution, as, for example, the figures for ‘Housing' in some prosperous regions are clearly affected by the proceeds
from council house sales being netted off. Much greater ion is a work
on these differences.

Fourth, the UK Treasury controls, directly or indirectly, all ing on by the devolved
Executives: they themselves can only borrow temporarily for timing reasons; and the ‘consent’ counterpart of (borrowing
for) capital expenditure by local authorities is scored against the assigned budget. Total UK control of all borrowing
would now be justified primarily in terms of UK commitments under the EU Stability & Growth Pact, though experience of

past practices suggests that this would have happened in any case. One of the reasons why the Private Finance
Initiative (PF1) - a Treasury programme to bring private finance and management into asset provision in transport,
education and health - has been embraced in Scotland is that it is an approved route to evade borrowing restrictions.
This is despite the fact that there remain ideological and Value-For-Money (VFM) doubts. The standard justification
offered politically for the adoption of the PFI route is one of capital starvation and the non-availability of public funds; this
sits uncomfortably with concerns that the Barnett formula will in future bring convergence.

Fifth, contrary to the purposes of various EU programmes of regional support to less prosperous regions, the award of
funds from the European Regional Development Fund (ERDF) generally does not bring additional resources to the
beneficiary UK territory or region. Despite EU pressure, the UK Government has consistently argued that there is
additionality in aggregate, namely that public expenditure as a whole is higher than could have been afforded in the
absence of ERDF receipts. The most palitically dramatic event connected with devolution was when Alun Michael,
having been parachuted into the Welsh Labour leadership by the Blair Government 1o stop Rhodri Morgan being elected
First Secretary, had to resign because he failed to deliver extra money following the acquisition by West Wales g
strange geographic construction covering 63% of the area and 65% of the population of Wales) of Ob ective 1 status.
Subsequently, Rhodri Morgan became First Secretary; the Treasury allowed funding ‘above Bamett;'’ and the minority
Labour administration in Wales followed the Scottish precedent and went into coalition with the Liberal Democrats.

Sixth, the generation of revenues plays only a small role in the devolution funding system. Alone, the Scottish Parliament
has the power to vary the basic rate of income tax, by 3p in either direction; this ‘tartan tax’ and the local authority
taxation system is discussed in Section IV.

The data on Identifiable expenditure should always be read with awareness about the impact of non-identified expenditure on services such as
defence. Debates about the terrtoral patter of defence expeniure are a teling reminder that politcal concerns are a5 often about inpuls (hence
employment effects) as about outputs. When the focus Is upon both and revenue, tax (eg pied housing)
cancel out because regional revenue is correspondingly depressed. However, they do affect the comparabiity of exporiture measures,

Objective 1 is the classification which erings el.gmuuy for the highest level of European Reglonal Development Fund financing. On the role of EU
funding in Wales, see Blewitt and Bristow (19

“This provoked outrage in the Scottish media, mways keen o spot offence, unil someane pointed out that an extension of this concession o Scotland
(which was losing ERDF funds) would have meant a reduction in the Scottish Parliament's Budget.
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4. REAL AND IMAGINED PROBLEMS

The new arrangements in the United Kingdom exhibit some real problems, whereas others are imagined.
Notwithstanding that some of the problems which appear in public debate are imagined, this does not mean that they
have no influence on the evolution of the system.

4.1. Lack of Transparency

There is a lack of about both and data."® The territorial fiscal mechanisms originated in the
context of the territorial deconcentration of UK central govemnment, with the territorial Secretaries of State being
members of the UK Cabinet. Typically, they were relatively junior members of that Cabinet, but acquired constrained
autonomy over the operation of public policy in their territory, in part as a reward for their loyalty to the Prime Minister of
the day. Neither the Treasury nor the territorial departments had any interest in transparency: the Treasury culture
naturally disposes itself to secrecy; and the territorial ministries thought that they could best protect territorial interests
behind a veil of secrecy (Midwinter et al., 1991 ). A continuing consequence is that UK territorial data are generally of
poor quality, arguably deteriorating during the 1980s and 1990s when the Conservative Government categorically ruled
out devolution. In the UK system, most official statistical work is geared to the needs of UK policy, and requests for data
which might have been taken to imply support for devolutionary policies were suspect. These effects reach far beyond
territorial public expenditure data; for example, Cameron and Muellbauer (2000, Abstract) noted that ‘The historical
unreliability of the Regional Accounts has implications for economic research on regional consumption and convergence
and may have caused the poorest regions to miss out on EU Structural Funds'.

Given the technical problems of producing regional data, and the political context within which they are produced, all
regional data are likely to be challenged politically. The best data about a constituent part of the United Kingdom appear
in the series ‘Government Expenditure and Revenue in Scotland’ (GERS)," originally published by the Scottish Office
and now continued by the Scottish Executive. However, this series is regularly abused by governments. Michael
Forsyth, Conservative Secretary of State for Scotland, 1995-97, released one issue on the eve of a Scottish
Conservative & Unionist Party Conference, at which he used its contents to denounce the devolution plans of the
Scottish Constitutional Convention. Since 1997, Labour ministers, first at the Scottish Office and more recently at the
Scottish Executive, use this document to pronounce unrealistic the SNP's plans for independence. In turn, the SNP
attack the integrity of GERS, and always make toa written Parli y answer from 1997 given
by the then Chief Secretary (William Waldegrave).’ The media constantly recycle figures for Scottish fiscal deficits or
surpluses relative to England, many of which reports are incompetent and/or malevolent. A classic error is to interpret
the Scottish fiscal deficit as a measure of the subsidy from England, even when the United Kingdom as a whole incurs a
fiscal deficit. Some of the inflammatory language is so outrageous as to be humorous.*'

Although Scottish Executive economists must feel battered by this exposure, they deserve credit for persisting with
GERS; no counterpart exists for Wales or Northem Ireland. In this political context, it will be quite difficult to achieve
transparency and agreement upon regional flows of income and expenditure.?

Although it s not fashionable to have public dowbts about the desiratilty of ransparency, i s clear that aftudes in practce are ambivalen, Thefe
seems to be a presumption in some Finance Minisires, most notably in the New Zealand Treasury, that greater transparency wil lead {0 lower
spending. Moreaver, It (s diffiult o take the UK Treasury's new-found enthusiasm for transparency a face value when there s 5o much pressire 1o
use the PFI as a vehicle for off-balance sheet finance. Furthermore, the effect, so far, of the Comprehensive Spending Review has been (o b
even more obscurity o public expenditure numbers. Some of the calls for greater transparency, whether with regard o interpersonal of inefreg
transfers, may implicitly or explicitly be calls for less or fiscal equal: However, these shouldnot be taken 28 &

defence of fiscal opaqueness.
" The most recent issue of GERS refates to 1398-99 (Scottish Executive, 2000) and s available on the Scotish Execulie’s website at
hitp://www.scotiand.goy pof
* Historically, North Sea ol revenues (which are attributed to the UK Continental Shelf which is part of the United Kingdom but not part of any region),
have been large. The Scottish National Party's argument that Scotland subsidized the United Kingdom by £28 bilion during the years 187678 1o
1994-95 is discussed in Heald et al. (1998). Whatever view is taken about the past, oil revenues have less significance for the future.
' One example Is Heffer (1999): For the Engiish. .., the road to Scotish independence is paved with gold (p. 67)." ... every English taxpayer and avery,
English business will be better off if England no longer has to subsidise Scotiand (p. 71); 'ff the English can make a four pence In the pound tax clt
out of Scolland's declding to become independent. that is a cause for rejolcing rather than shame (p. 73). His calculations (p. 71) take the GERS'
measure of Scoliand's fiscal deficit in 1994-95 as a subsidy from England 1o Scotiand. Another example s the way in which the conion of
Londan Underground is routinely blamed on Scotland (McLean, 1998), a tactic which found much favour during the 2000 Mayoral election
in London. Before the referendum, there were suggestions that, unless it accepted the status quo, Scotland should be evicted fram the Union
(McLean, 1997a,b). in the manner in which i is claimed that Slovakia was evicted from the Czechoslovak federation.
Recent discussion of the Scottish fiscal position goes back to McCrone (1958).
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4.2. Weak Fiscal Accountability

There is weak fiscal accountability, in part because of the extent of Vertical Fiscal Imbalance (VFI). However, public
finance i ic to UK ion have stressed that, in the UK context, attention should focus on fiscal
accountability at the margin (Blow et al., 1996, Smith, 1996, Bell et al., 1996). This would allow devolved bodies to vary
total budget size, as well as to vary expenditure composition. For the reasons explored elsewhere in this paper, there is
not much likelihood either of full revenue decentralization or of a recourse to the principle of derivation (public
expenditure in a region depends solely on taxes raised in that region). The twin dangers of blaming the devolved bodies,
both for UK fiscal centralism and for the genuine constraints imposed by context, should be avoided.

Quite apart from the Labour Party’s explicit electoral commitment not to use the tartan tax in the first term of the Scottish
Parliament,® there have been other considerations pointing in the direction of caution. There was always a case for
caution, in that the first step for the newly elected Parliament and Assemblies was to assess the expenditure situation,
notably composition and the possibilities for greater VFM. M , contrary to all i prior to devolution, the
devolved Executives have been awash with money in financial years 2000-01 and 2001-02.%* Rather than a shortage of
cash, the problem has been mobilizing real resources, as manifest in high levels of underspend across both the
devolved Executives and UK central government more generally (Treasury, 2001b).

A movement to greater fiscal accountability at the margin, if it occurs, is likely to be gradual. The combination of
unexpected fiscal plenty”® and expected political hesitation runs the risk that the tartan tax machinery, carefully
developed between 1997 and 1999, will atrophy (Heald and Geaughan, 1997). There will be a long-term issue of how
the tartan tax ism, whether i to Scotland or to Wales and Northem Ireland, interrelates with
changes to central government taxes. After a period dating from the 1980s when considerable importance was attached
by the Treasury to the stability of the personal income tax structure, the Treasury under Gordon Brown has engaged in a
great deal of micro-management of tax bands, credits and rates. One such change considerably increased the potential
yield of the tartan tax, but did this by taking its threshold lower down the income distribution, thereby making it more
difficult to levy.”® At the 1999 Scottish Parliament elections, there was a mistaken but widely accepted view that the
tartan tax is regressive because it only applies to the basic rate, not extending to the higher rate.” The difficulty in using
the tartan tax is essentially political, and there would be much manoeuvring regarding whether the Scottish Executive or
the UK Government took the blame. One practical concem is that, given the Treasury’s control over data and scoring,
recourse to the tartan tax might be neutralized by a reduction in the assigned budget. However, transparency about the
assigned budget calculations would be the best safeguard.

Perhaps one of the most significant aspects of the tartan tax is that this proposal explicitly linked the legislative and
executive power of the Scottish Parliament to revenue raising. Although the referendum on the basis of two questions
(one about the Parliament, one about the tartan tax) was widely interpreted as an attempt by the Labour Government to
backslide on the revenue-raising power, the practical impact was to highlight the link in a way which had not previously
been done, despite the commitment of the (Scottish Constitutional Convention, 1990, 1995) to this proposal.
Subsequent to the referendum, some of those who had forecast dire economic consequences arising from a modest
proposal then switched to a position advocating that the Parliament should raise all its own money.

This commitment, widely believed to have been imposed upon the Scottish Labour Party by the London leadership, was accompanied by a campaign
against the SNP's ‘Penny for Scotland' (ie the use of 1p of the 3p power), which forecast economic doom and mobilized business persons and
celebrities (eg football managers), in a way highly reminiscent of the No campaign during the 1997 Referendum.

In order to establish fts economic credentials before the 1997 General Election, the Labour Party promised t6 hold 1o the pre-existing public
expenditure plans for 1987-98 and 1998-99, which It would inherit from the C i The public rocess was moved
from an annual Survey (looking three years ahead on a rolling basis) to a biennial Comprehensive Spending Review (jooking three years ahead, but
with some reconsideration of the third year at the next CSR). The public expenditure settlements announced in July 1998 and July 2000 (Treasury,
1998, 2000c) were unprecedentedly generous, especially to public services such as health and education. These fed through the Bamett formula into
the assigned budgets of the devolved bodes.

Timmins and Beattie (2001a.b) reported that the Institute for Fiscal Studies has calculated that the Treasury has funds within its plans which would
allow public spending n 2001-02 to increase by more than 10% in cash terms (the forecast GDP deflator is 2.5%).

The March 1999 Budget restructured tax bands, replacing the existing 20% band (E0-£4,300 of taxable income) with a starting band of 10% (£0-
£1500). with the net effect that the basic. rate (23% in 1988-00, 22% in 2000-01) started at £1.500. Treasury (1999b, p. 89) stated: ‘Effects on the
Scottish Parliament’s tax varying powers - statement regarding Section 7b of the Scotland Act 1998: After the changes..., a one penny change in the
Scottish variable rate In 2000-01 could then be worth approximately plus or minus £230 million, compared with plus o minus £180 millon prior to
these changes, In the Treasury's view, an amendment of the Scottish Parliament's tax-varying powers is not required as a result of these changes’.
The Institute for Fiscal Studies (1999) showed that, until the 1op declle, the tartan tax would be progressive. On the considerations which led 1o the
tartan tax not being applied at the higher rate, see Heald and Geaughan (1997).
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It is important not to underestimate the significance of the Scottish Parliament having full legislative control over local
government structure, finance and taxation.” As shown in Section Ill, local government revenues implicitly finance a
part of devolved expenditure. The positions are less developed in Wales (where the National Assembly for Wales
controls the operation of the Welsh system but relies upon Westminster for primary legislation) and in Northemn Ireland
(where most local government functions were taken into central government under direct rule, and where the
comparable taxes are lower); however, these positions might change. The constraint on change is political, not
technical, echoing the earlier observation that UK citizens have more enthusiasm for public services than for paying
taxes. The quickly reversed implementation of the community charge (ie poll tax) has accentuated political nervousness
about local authority taxes, business as well as personal, and more specifically about differences between tax rates® in
Scotland, Wales and England.™ Two examples illustrate this point. Council (ie domestic property) tax valuations are still
based on April 1991 values. In September 2001, there was of business ition to the intention
of the Minister for Finance and Local Government in the National Assembly for Wales to go ahead with a proposal for a
supplementary (ie local authority) business rate in Wales, even though such a proposal, discussed in a September 2000
Green Paper (Department of the Environment, 2000), has been abandoned in England.

Control of the entire local government financing system is a major asset for the Scottish Parliament, especially when itis
noted that the Autonomous Communities in Spain are bypassed by the central government in Madrid which deals
directly with local authorities. In contrast, central government taxation (here referring to the direct activities of the
Scottish ive) is not devol! but central go charging policy is devolved.

The line between taxes and charges is an elusive one. Congestion-type taxes, such as motorway tolls, are those least
likely to provoke a reaction from the UK Treasury, which may even like the idea of the devolved bodies taking the lead in
such a policy area. Nevertheless, the withdrawal by the Scottish Executive of its own motorway toll proposals re-
emphasizes the political sensitivity of these matters.

The 2001 UK General Election, the first to take place with d in place, was r dull until enli bya
fractious and y about ‘fiscal '. The trigger was a letter urging fiscal autonomy (Cross et al.,
2001), i in th . The problem is that several meanings could be attached to this term.

e
First, the meaning is clear if Scotland were an independent state, though that was not generally the context of this
i ion. Second, fiscal autonomy could mean that the devolved Scotland would receive all the tax revenue collected
by the UK revenue departments and identified as having emanated from Scotland, with there being no power to vary UK
rates. In such a case, a crucial question is whether there would be fiscal capacity equalization and/or needs
equalization; the letter itself condemned equalization as inefficient and unfair, and stated that the direction of transfer
runs from Scotland to England. Third, fiscal autonomy could mean that Scotland would have power to vary all or some
tax rates, in which case questions of whether there would be equalization of fiscal capacity and/or for needs, whether
there would be separate tax administrations, and whether such rate variation would be admissible within a EU member
state, all arise. It became apparent that those in the media and politics advocating fiscal autonomy in the second or third
meanings included some, hitherto opposed to devolution and the tartan tax, who believed that such an arrangement
would bring large and welcome reductions to devolved expenditure because of a revenue shortfall, as well as those who
supported fiscal autonomy as a means of securing higher devolved expenditure,“‘

The focus in the United Kingdom should be upon fiscal accountability at the margin, not upon the proportion of
expenditure which is financed from own resources. To concentrate upon the latter is to misjudge the UK fiscal system.
Even without the it fiscal h of the Treasury and the desire of the present Chancellor of
thy i

e to micro-manag departments, the growing extent of international (IMF) and
supranational (Ecofin) surveillance of general government-based indicators means that a high level of own resources
would not be any guarantee of autonomy at the margin.

The limitations on this power were spelled out in the 1997 White Paper: ‘Should seif-financed expenditure start o rise steeply, the Scotiish Pariiament
would clearly come under pressure from council tax payers in Scotland to exercise s [capping] powers. If growih relative to England were excessive
and were such as to threaten targets set for public expenditure as part of the management of the UK economy, and the Scottish Pariiament
nevertheless chose not to exercise its powers, it would be open to the UK Government to take the excess into account in considering the level of their
support for expenditure in Scatland (Scottish Office, 1997, para 7.24). There is no guidance on what would constitute ‘excessive' growth.

Much less attention is paid to differences in valuation practices and levels.

Itis part of the received political mythology that the poll tax was Prime Minister Margaret Thatcher's revenge upon Scotiand for its lack of enthusiasm
for the policies of her Government, a view often now repeated by those sympathetlc to her programme. In fact, the poll tax emerged as a Scottish
proposal in response to a bitterly contested rating revaluation in 1985, and this was the reason why Implementation took place in Scotland In 1989-
90, one year ahead of England. This episade In GB fiscal histary (the poll tax was never implemented in Northen Ireland) has been described as
‘fiscal anarchy (Besley et al., 1997).

Another aspect of this debate is the proposal that the Scottish Parliament would take all revenues generated in Scotland and then pay the UK
Government for the services i provided. Such a system in principle operated in Northern Ireland from 1921 to 1872, but In praclice it quickly
degraded and the payment became negative (Gibson, 1996). A practical issue is that such an arrangement would generate much confroversy aboul
non-devolved matters, with the Scottish Parliament being likely to object to ceriain of such UK definitely about
the geographical distribution of defence bases and perhaps threatening to charge rent for the location of the UK's nuclear capability In the Clyde
estuary.
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4.3. Policy Variation and Policy Leadership

Leaving aside the issue of the relationship between expenditure and needs, the evidence indicates that per capita
expenditure on devolved services is higher in Scotland, Wales and Northemn Ireland than it is in England. Especially
since the implementation of Barnett in 1981-82, the territorial offices had considerable scope to vary the composition of
their expenditure from that in England, though the fact that the respective Secretaries of State were members of the UK
Cabinet of a Conservative Government, with a well-defined policy agenda, limited how much deviation might be
expected. During this period, the Secretary of State's expenditure-switching power within the block seems to have been
used more for tactical public expenditure management than for policy variation. Nevertheless, even through the periods
when the 1979-97 Conservative Government regarded reducing public expenditure as a priority, successive territorial
Secretaries of State and their civil servants defended territorial programmes.

Under the devolved system, policy divergence seems more likely, as the factors which generated alignment are now
much weaker. Midwinter (1997) has stressed that one of the reasons why the Treasury has not challenged the Barnett
system is that any reductions of expenditure secured in the territories would spread very thinly over the much larger
England. Moreover, the system allowed the Treasury to exercise control over the main Whitehall spending departments,
and then quickly calculate the formula which bore a i relationship to totals. Treasury staffing
levels could not have coped with involvement in the particularities of territorial public policy (Thain and Wright, 1995),
especially in cases where there was political leverage. Policy leadership, especially that which might be expensive,
remained in London in Whitehall departments. Devolution changes this picture. From the Treasury's viewpoint, policy
initiatives in the territories might now generate expensive policy spillovers to England™ if there is pressure for matching
policy.

Examples of this are now widely discussed. First, the Labour Government's UK reform of student finance began to
unravel when the coalition Scottish Executive adopted a package involving the abolition of up-front student fees. This
was substantially less expensive than the proposals of the Cubie Report (1999), which had been commissioned by the
Scottish Executive as part of the coalition agreement between Labour and the Liberal Democrats. Subsequently,
pressure has built up for policy changes in England which, because of relative populations, would be expensive for the
Treasury.

Second, the Labour i a Royal C ission on the financing of long-term care for the elderly
(Sutherland, 1999). To the Govemment's discomfort, the majority report favoured the government paying for personal
care as well as nursing care for dependent elderly persons, irespective of means. Although the proposals were initially
rejected by the UK Departments and by the Scottish Executive, one of the first actions of the new First Minister was to
announce that the majority report proposals would be implemented in Scotland. This was partly under pressure from the
Liberal Democrats, but also to assert his independence from the London Labour leadership, which had become involved
in the Scottish leadership election, occasioned by the death in October 2000 of First Minister Donald Dewar.
Subsequently, pressure is building up for policy modifications in England. Moreover, the implementation of this policy
raises financial issues con g the way the devolved social security system interfaces with devolved expenditure;
in this case, the devolved policy will bring savings to the UK programme.

A third example relates to teachers' pay, on which topic the Scottish Executive commissioned the McCrone Report
(2000) which recommended considerable restructuring and substantial pay increases. Again, these Scottish
developments have affected debates about teachers’ pay in England (though there is some evidence that teachers' pay
in Scotland has lagged behind that in England).

These Scottish initiatives have provoked much comment in England, largely to the effect that Scotland must be
overfunded if these can be afforded from within the assigned budget. Several questions arise. First, there is the question
of the respective merits of the Scottish and English policies, a topic well beyond the scope of this paper. Second, there is
the question of how much these initiatives will cost, both in Scotland and then if extended to England. There are many
figures in circulation about potential costs, though the basis of calculation, the original source and even the time period
are often not made explicit. For example, with regard to Scotland, £800 million has been cited for the McCrone
proposals; £110m a year for Sutherland; and £50m a year for Cubie. Moreover, a huge amount of media attention has
been attracted by the mismanagement and cost overruns of the buildings for the Scottish Parliament at Holyrood and for
the National Assembly for Wales at Cardiff Bay. These overspends have to be met from within the assigned budget.
Third, even where a Scottish policy initiative does not involve future expenditure commitments, the method of funding
via the assigned budget means that the way in which the Treasury scores particular transactions can be highly technical

* This discussion refers to the financial effects of harizontal policy spillovers, not to vertical financial spillovers. The published rules (Treasury, 2000a)
for operating the devolved financial system specify that there would be adjustments to the assigned budgets in cases where devolved policy, for
example higher council taxes or higher council house rents, leads to higher benefit payments from UK funds.
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and immensely important. There has been newspaper coverage, probably leaked to damage the new First Minister,
regarding negotiations between the Scottish Executive and the Treasury as to how the transfer of Glasgow City
Council's housing stock to a housing association will be scored.®

Nevertheless, policy spillovers do not all run the same way. First, pressure has been put upon the devolved
administrations because of the headlining, particularly at the times of the 1998 and 2000 CSRs, of the percentage
increases awarded to health and education in England. Because of the operation of the Bamett formula, the devolved
administrations could not match these percentages, without massively distorting internal priorities within their assigned
budgets. The so-called ‘Barnett squeeze' has been measured as the amounts Scotland, Wales and Northem Ireland
have not received because the same percentage increase as in England was not applied to their own expenditure base
(Cuthbert and Cuthbert, 2001). Although there is something bizarre in such calculations,* the media and political
attention they attract are causing for policy-makers in the devolved administrations.*

Second, there are considerable differences in the structure of government in the four territories of the United Kingdom,
and in the conduct of central-local relations. Scotland now has a single-tier local authority system and, even before
1997, there has been considerably less conflict over education policy and schools management. Local government is
highly marginal in Northern Ireland, with many functions, including schools, managed directly by the Executive or by
quangos. In England, the highly i inclinati of the Di it for Ee ion and Empl (now
Education and Skills) have combined with the desire of Westminster politicians to gain credit for ‘new money’, leading to
the announcement of direct payments to schools which bypass the block grant local authority financing system. The
knock-on effect, probably felt more intensely in Northem Ireland, where there seems to be more awareness of English
developments, is that schools in Northern Ireland believe they have been missing out.

Thirdly, there is the curious situation when the Barnett formula is widely criticized, albeit for diametrically opposite
reasons. Itis primarily exceptionally high rates of nominal public expenditure growth which has brought the convergence
issue on to the policy agenda in the territories. There has also been extensive media attention to changing pattems of
relative GDP, usually focusing on Scotland moving much closer to the UK average and Wales dropping much further
below. However, this focus on relative GDP is largely misguided, as the drivers relevant to differential needs for
devolved diture are geography and icipation rates in publicly provided services such as health
and education.

The so-called 'devolution backlash' has been relatively subdued. In part, this is because the territories receive little
attention from the UK media. However, there is undoubted resentment, particularly in the North East of England
(adjacent to Scotland), about the higher expenditure levels and greater policy autonomy of the territories, now much
more widely known. So far, resentments have been fuelled, without there being real transparency in how the territorial
expenditure system operates.®®

Thus far, the expectation of many strongly supportive of devolution that the budget constraints would be highly restrictive
has not come about, because of broader UK developments. A key issue is whether the system, which theoretically
) s ki o

embodies a hard budget can the political p when money gen
tight.

Traditionally, Scottish local authorities have owned a large stock of ‘council housing’. Over the past 20 years, a substantial proportion has been sold
o sitting tenants. Some local authorities, like the City of Glasgow Council, with a large proportion of its remaining stock in poor condition, see the
transfer 1o a housing association as a means of renovating the stock. Housing associations, though heavily dependent on public funds, are treated by
the Treasury as private seclor bodies which can borrow in the capital market without that scoring against public expenditure aggregates. The
technical issue is presumably that, at the time of the transfer. the local authority would seek a writing-off of that part of its debl refating to the now-
transferred housing stock, with the Scottish Executive accepting responsibility for servicing that debl. However, newspaper coverage suggests that a
write-off of housing debt across the United Kingdom at the time of transfer might avoid the Scottish Executive taking over this debt.

These calculations imply that each terrtory should have the same percentage increase, irespective of the present expenditure relatives and of
relative needs.

We have a formula that, every time a big headline increase is announced by the Chancellor in England, it can't actually be repeated here because
our Barnett consequences don't give us enough. There are serious difficulties there. For every pound extra that has been announced for education,
per school child in England, it's only 76p per pupil here' (Mark Durkan MLA, Minister for Finance In the Northem Irefand Executive, quoted In the
Belfast Telegraph on 14 January 2001),

Newspaper comment suggests that there is considerable resentment at the prominence in the UK Labour Cabinet of MPs representing Scottish
constituencies: out of 23, five are Scottish MPs, and three others (one a member of the House of Lords, two representing English constituencies)
were barn in Scotland. An important factor behind this prominence was that Labour was much more successful in Scotland in 1983 and 1987 at
retaining its seats. One of the provisions of the Scotland Act 1998 is that, with effect from the General Election to be held not later than 2006, the
number of Scottish MPs will be cut from the present level of 72 to a number based on the same population quota as applies in England. Gay (1997)
calculated that a sirict pro rata basis would give, out of 659 MPs. England 549 (presently 528), Scolland 59 (72), Wales 33 (40) (where there are no
proposals for reduction), and Northern Ireland 18 (18)







