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FOREWORD

For many years, the Council has expressed its concern over the ongoing need to increase the
resources alocated to public service provison within Northern Irdland.  Under Direct Rule
adminigration these resources were determined within the confines of the Block grant
dlocation to the Secretary of State for Northern Irdand by HM Treasury. The re
edablishment of devolution crested an expectation that locad politicians would be able to
prioritise public expenditure in accordance with the genuine needs of the locd population.
The redlity of devolution has resulted in this expectation being tempered by an appreciation of
HM Treasury’s mechanistical process of alocating funds to the devolved countries.

The application of the Barnett Formula by HM Treasury is an incredibly complex process.
The process gppears to be intdligible to only a few individuds in the public expenditure arena
— achieving a datus smilar to a ‘black at’. The Council believes this to be unacceptable in
the new devolved context. In line with its remit, the Council commissioned Professor David
Hedd (Universty of Aberdeen), an acknowledged expert in this area, to undertake an
overview of how the devolved adminidrations are funded by Westmingter and to highlight he
opportunities and threats that the Barnett Formula poses.

Professor Hedd, in this comprehensve dudy, darifies how the funding sysem actudly
operates and sets out the drawbacks associated with the Barnett Formula, eg convergence. He
then goes m to give careful congderation to a possble dternative to the Barnett Formula and
the resulting implications for Northern Ireland.

The Council beieves it is imperative that locd paliticians are fully goprased of these funding
issues. The fundamental issues discussed within this paper form the cornerstones upon which
successful devolution will be built.  An appreciaion of how resources are alocated to
Northern Irdand will shape deliberations about the standard of public services that can be
provided locdly — with consequent debate on the appropriateness of other funding options,
such asincreasing local property rates or water charges.

The Council would like to thank Professor Hedd for producing this comprehensve and
rigorous study.

JANET M TREWSDALE OBE
Charman
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The Economic Council has, for many years, maintained a cose interest in the public funding
arrangements tha apply to and within Northern Irdand. Many years of Direct Rule from
Wesminger resulted in HM Treasury dlocating public expenditure to the Secretary of State
for Northern Irdand to alow him/her to meet a wide range of priorities — the highest of these,
unfortunately, being Law, Order and Protective Services for obvious reasons.

The annud publication of the Financid Statement* highlighted the poor date of public
finances within Northern Irdand — with a subdantid shortfdl between public revenue
generated and expenditure dlocated. This funding deficit, termed the ‘subvention’, regulaly
equated to a double-digit share of regiona Gross Domestic Product (GDP). During the period
of Direct Rule there was little public discusson about how Northern Irdand should be funded
and how the funds might be raised. There was notiondly a commitment by HM Treasury to
dlocate public expenditure to Scotland, Wdes and Northern Irdand on the bass of the
Banett Formula during the 1980s and 1990s. However, this formula, which sought to
dlocate expenditure to the regions on the basis of population share and comparability in
expenditure programmes, did not subgtantidly bring about the equdisation of expenditure that
the formula was designed to do. There was, too frequently, an dlocation of expenditure to the
regions that was not determined by the mechanics of the Barnett Formula This ‘Barnett
Bypass heped to ensure that public expenditure per capita in Northern Irdland remained
subgtantidly higher than that experienced in England.

It could be agued that the Comprehensve Spending Review (CSR), initiated by the
Chancdlor of the Exchequer in 1998, triggered the first, robust agpplication of the Barnett
Formula. In subsequent biennid Spending Reviews (2000 and 2002) the HM Treasury has
dlocated public funding to the devolved countries in accordance with its Statement of
Funding Policy for the Devolved Adminigrations (July 2000 and 2002). This Statement,
published for the firg time in July 2000, set out in a very transparent manner the mechanics of
the Banett Formula It left very little room for negotigtion with HM Treasury in seeking
additional Barnett Bypass.

The publication of the Statement of Funding Policy and the dricter adherence to Barnett will,
undoubtedly, result in greater convergence in expenditure per capita levels between the four
countries.  This will generate greeter atention within the regions on how they are funded and
how they might be expected to ddiver public services within therr jurisdictions over the
coming years.

In the context of the devolved adminigtration the Council consdered it was an appropriate
time to undertake a review of how the Northern Irdand Assembly might be funded over the
coming years and how it might obtain sufficient resources to achieve the policy targets as st
out in its Programme for Government.  There has been growing concern expressed in the loca
media by devolved Minigers and Assembly Members that the gpplication of the Barnett
Formula is, in some way, ingppropriate and iniquitous. There gppears to be a growing desre
for amore equitable and fair funding mechaniam.

* Published annually by the Department of Finance and Personnel (DFP) up to 1998/99.
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Accordingly, the Council, in September 2001, invited Professor David Hedld of the Centre for
Regiond Public Finance a the Universty of Aberdeen, to undertake a systematic study of
public expenditure (and revenue generation) in Northern Irdand. This study, jointly funded
by the DFP, provides a rigorous assessment of how Northern Irdand’s public spending was
financed in the past; looks at recent United Kingdom public expenditure policy and trends;
the impact of devolution on funding arangements, consders the locd revenue
generation effort; and, findly, consders dternative funding arangements tha might replace
the Barnett Formula

The first observation that needs to be made about this study is that it exposes how complex
the underlying issues are for any debate about public financing in the devolved context. The
mechanics of the Barnett Formula will, undoubtedly, bring about per capita convergence with
English levels if recent expenditure growth rates continue.  While HM Treasury may declare
this acceptable and far on the basis of population share within each of the expenditure
progranmes, the Council has grave resarvations about the Barnett Formulds falure to
capture the differences in prevalling expenditure need within the programme areas.  This issue
is centrd to concerns over Barnett — there has to be some acknowledgement of differing
socio-economic characteristics within the devolved regions.  For example, seeking to equalise
per cepita hedth expenditure between Northern Irdand and England is wholly unacceptable
when hedth standards (both prevention and care) in Northern Irdland are dready subgtantidly
below those prevailing in England.

Locd politicians may be able to advance an argument tha relative need within Northern
Irdland is greater than England across a wide range of expenditure programmes, but care must
be exercised before formaly requesting that HM Treasury commission a Needs Assessment.
As Professor Heald highlights, requesting a Needs Assessment is a complex task and loca
politicians should be fully appraised of the consequences of such a request. In addition to the
possible objections of other devolved adminigrations, there are a host of technical questions
about who conducts the assessment and what methodology should be employed. In the past,
HM Treasury retained control of such exercises and there might be a reluctance to engage in a
more objective and transparent way. Locd politicians should also be dert to the fact that HM
Treasury would, undoubtedly, commisson a wide-ranging assessment of need across al aress
of public expenditure within Northern Irdand — not jugt the notable areas that exhibit greater
need. The find outcome might be the aggregation of shortfdls in expenditure in some aress
(eg, hedth) and surpluses dsewhere (eg, industry, trade and employment) resulting in little
overdl difference from actud public expenditure at the total Block level to that determined by
aneeds modedl.

Approaches to HM Treasury for recognition of greater levels of need will dso be undermined
by comparisons on regiond fiscd efforts.  This refers to the ability of regions to generate
public receipts that may be retained by the devolved adminigtration for re-alocation as public
expenditure.  In the case of Northern Irdand, the main source of public recepts is the
Regiona Rate revenue. The revenue generated from collection of rates is re-alocated by the
Assembly on maindream public services HM Treasury can legitimately point out that the
ratles revenue generated within Northern Irdand is dgnificantly less than households in
England are required to pay. In this context the questions will arise about the implementation
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of water charges within Northern Irdand — a fact to which HM Treasury will, undoubtedly,
refer when devolved adminigtration politicians question expenditure alocations.

Consequently, the case for additional funding above and beyond that provided through
Banett inevitably must incdlude consderation of the regiond fiscd effect. The Renvesment
and Reform Initictive (RRI) agreed in May 2002 by the Prime Minigter, Chancdlor of the
Exchequer and the Firs and Deputy Frg Minigers explicitly linked additiond funding with a
requirement to improve the locd revenue effort.  Additiond revenues generated through
phasing out rate reief on vacant and indudtria property and the introduction of water charges
will increase the resources avalable to the devolved administration. There may, however, be
knock-on effects in terms of increasng the overdl levels of need within Northern Irdand.
These charges will reduce the disposable incomes across al sectors within Northern Irdand.
They may lead to increased hardship for some — probably those who live just above the
benefits ass stance thresholds who cannot avail of various reliefs.

Therefore, there appears to be a route defined for the devolved adminigration in terms of how
it should increese the level of public expenditure avalable to it.  Unfortunately, it could
effectivedly mean increesing the taxation burden that its populaion faces. Only by so doing,
can a cae be made for gpproaching HM Treasury for additiond ad. It is reasonable to
highlight that the higher relaive need reflects a hisory of under-invesment and neglect when
resources were skewed towards law and order requirements. The backlog in under-
invesment in physicd infragtructure alone was recently estimated to be £6bn. Approaches to
HM Treasury should focus on this aspect.

Any gpproach to HM Treasury should be taken with the utmost care. The mechanics of the
Barnett Formula need to be fully understood before engaging in criticiams of its gpplication.
With the publication of the Statement of Funding Policy, the resource dlocation process
between Westminger and the devolved regions is now fully transparent.  All parties
understand the rules. Triggering a forma Needs Assessment is fraught with danger and
everyone should be aware that it may be a double-edged sword. As Professor Heald suggests,
it is more important to appreciate absolute changes in expenditure dlocations to Northern
Irdland rather than be concerned about relative changes vis-avis England.
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PREFACE

None of the technical discusson in this Report is particulaly complex, but much materid is
only accesshle to those who know their way around a wide range of officid and other
published sources. The problem has been accentuated in Northern Irdland by the absence of a
loca democratic dement in the 1972-99 period, which clearly contributed to a lack of debate
on public expenditure issues.

This Report therefore has a double purpose: fird, to make a contribution to future public
expenditure policy-making in Northern Irdand, teking podtions on cetan controversa
issues; and, second, to render the subject matter more accessble to al those who wish to
contribute to the debate. The remit of the Report is redtricted to the funding of the Northern
Irdand Assembly, thereby excluding Northern Irdand Office expenditure. Although the fact
of devolution is common to Scotland, Wdes and Northern Irdand, there is a differentid
coverage of devolution in terms of functions and inditutions. Neverthdess, some of the
discussion necessarily relates to Northern Ireland public expenditure as a whole, rather than
just to that which is currently devolved.

This Report draws upon work funded by a project (L219 25 2017) on the financing of UK
devolution, which is pat of the Devolution and Conditutiona Change Programme of the
Economic and Socid Research Council. The author is Professor of Accountancy, and Director
of the Centre for Regiond Public Finance, & the Univerdty of Aberdeen. The views
expressed are his own and should not be attributed elsawhere.



1 INTRODUCTION

This Report takes as ts starting point that the devolved Assemblies in Northern Irdland and
Wdes and the Scottish Parliament will be durable inditutions of devolved government, and
that there will be no return to adminigtrative devolution under three territorial Secretaries of
Sate. In terms of financid mechanisms, there has been a grest ded of continuity bridging the
pre-devolution and post-devolution periods. However, devolution in the political sense
changes the context in which such financia mechanisms operate.

Fisca decentrdisation is on the world-wide policy agenda, as evidenced by the reviva of the
academic literature (Oates, 1972; 1999) and by the huge amount of atention now paid to it by
the International Monetary Fund (2000) and the World Bank (Burki and Perry, 2000). When a
country faces difficult policy choices, it is important to remember that other countries may
confront gmilar issues, the agpparent insolubility of certan problems should not lead to
disheartenment or disllusonment. There is no magic box of ready-packaged solutions, but a
thorough understanding of technica issues is a prerequisite for good policy development. The
remarkably varied experience of other countries shows how much is higoricaly and
culturdly rooted; we need a map from where we are, not from where we would like to have
started (Gray et a, 1993).

It is essentid to st developments in Northern Irdland within the context of conditutiona
evolution across the United Kingdom. There is enormous practicd sgnificance in there now
being eected devolved bodies in dl three territories® for example, a Scottish Parliament on
its own would have been much more vulnerable to interventions from Wesminger and
Whitehdl. Indeed, there is plenty of evidence that isolation was a fundamentad problem for
the 1921-72 Stormont system. Despite different forms of devolution in Scotland, Wales and
Northern Irdand, the common festure of edected teritorid bodies dters the caculus of
electord competition; a UK palitical party which dienated dl three territories could only win
a UK Generd Election on the back of a landdide mgority in England. Consequently, a broad
swathe of political opinion will seek to make the new inditutions work. Furthermore, politica
parties and voters in Great Britain will adgpt to the direct and indirect consequences of
proportional representation in nontEuropean Union (EU) dections. This gives an opportunity
for the new conditutiona arangements to mature organicaly; they will not necessarily be
frozen as they stand after the 1998 bout of conditutiona legidation. Indeed, they should be
expected to develop and change.

One issue for Northern Irdand will be whether the exising assgnment of functions between
centrd and devolved government, gill much influenced by the legacy of the Government of
Ireland Act 1920, remans appropriate. For example, there might in time be more symmetry
with Scotland, some now-reserved functions being devolved and perhgps other functions
passed back to the UK level.

Thereismuch political sensitivity inlabelling the component parts of the United Kingdom: for example, ‘ nation’ and
‘region’ may be seen to carry implications for the nature of governance. When discussing England, Scotland, Wales
and Northern Ireland, the Treasury’ s current practice of describing these as ‘ countries’ (Treesury, 2001€)isfollowed.
Formerly, it used the term ‘territories’. In this Chapter, the term ‘territories' isapplied collectively to Scotland, Wales
and Northern Ireland. The internal components of England are described as ‘regions’. The analysis of public
expenditure by country and region isreferred to as ‘territorial analysis'.
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Accordingly, what is happening in Northern Irdland is partly a product of highly specific
arcumstances (ie the Peace Process) (Gay and Morgan, 1997) and partly a product of the
Blar Government's UK-wide conditutiond agenda (Hazell, 1999). If the Peace Process
holds, the pogtion of Northern Irdland will probably more closdly mirror that of Scotland than
was traditiondly the case. Carmichad (1996) explaned how the governmenta arrangements
in Northern Irddland had evolved before the 1997 Blar reforms on the manland. He
emphassed that the 1990-97 Mgor Government viewed devolution in Northern Irdand as
pat of the solution to problems of legitimacy and consent, whereas it viewed devolution in
Scotland and Waes as a threst to the Union. This illudrates that smilar inditutiond
proposas can be interpreted differently, contingent upon context and time.

Devolution to Scotland, Waes and Northern Irdland impacts not just in those territories, but
draws atention to exiging and new asymmetries within the United Kingdom, notably
concerning electoral representation and public money (House of Lords Sedect Committee on
the Condtitution, 2003). Much that has hitherto been unknown, or deemed irrdevant, has
come under the glare of greater transparency and aso of sensationalised media reporting. The
language of ‘anomay’ and ‘crigs has been extravagantly overworked, with such descriptors
atached to any policy divergence or disagreement between tiers of government, including
those of akind regarded as everyday in federal countries.

The politics surrounding territorid  public expenditure have intendfied. Even though per
capita expenditure by the Devolved Adminigrations is congderably higher than comparable
expenditure in non-devolved England, the political pressure in the devolved territories is to
find ways of spending more. Devolution has taken place in those parts of the United Kingdom
with higher public spending and lower relative Gross Domestic Product (GDP). This is in
marked contrast to the gStuation in severd other EU countries. It is often the higher reative
GDP aess that are demanding greater political and fiscal autonomy, for example Flanders in
Bdgium, Lombardy in Italy, and the Basgue Country and Catalonia in Spain. Kegting (1996,
p.36) has described this process as ‘the revolt of the rich’. A rich region in a relatively poor
EU member date can be a large net contributor to nationa redigtribution, when the same
region would be a recipient if it were located in a richer member state. The language of debate
has changed sSgnificantly over the last 20 years rich regions confidently want to keep what
they have ‘earned on merit just as individud citizens may do. As with interpersond
redigribution, territorid  redidribution is now more contested. There is Spectacular
incondstency in public attitudes, magnified in the way these are reflected in the media for
example, increased inequality is deplored whilst even modest policy responses are lambasted,
thereby encouraging governments to resort to measures of subterfuge or sedth.

In contrast to the UK assumption (a least in the devolved territories) that devolution would
fadlitate more public spending, one of the internationdly proclamed benefits of devolution is
that the shedding of functions downwards from the centre to financialy weeker governments
reintroduces hard budget congraints, which are in turn likely to limit public expenditure.

The United Kingdom as a whole has to adjust to a more explicit form of asymmetrica
government (Keating, 1998). The irony is that asymmetry has long existed, but few outsde
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the territories ever noticed. The extent of economic and socid imbaances within the United
Kingdom is admirably captured by MacKay and Audas (1997, p. 23):

Where government is has economic as wdl as politicd effects. In a centrdised State,
career dructures develop which require location in or close to the national capital. That
capita draws grength from the atmosphere of centralised culture and power. In the UK,
there are few fidds of endeavour where it is possble to scde the commanding heights
without being close to the nationd capitdl.

Looking a exising public expenditure, taxation and GDP data is therefore only part of a
much broader picture.



2 UK PUBLIC EXPENDITURE POLICY

21 UK Public Expenditure Context

The Devolved Adminidrations are principdly financed by trandfers from the UK government.
It is therefore essentid to locate them within the wider UK public expenditure context in
which they are embedded. In the last quarter of the twentieth century, public expenditure was
controlled in the United Kingdom more drictly than in mogt other (what are now) EU
countries. Heald (1997) concluded that, in terms of its public expenditure/GDP ratio, the
United Kingdom had become detached from other EU countries, resembling non-EU
members of the Organisation for Economic Cooperation and Development (OECD) rather
than continental Europe.

For reasons of dectora drategy, the Labour Oppostion in 1997 committed itsdf to keeping
to the 1997/98 and 1998/99 public expenditure plans which it would inherit from the outgoing
Consarvative Government. This led to redrictions on public spending, probably tighter than
those which would actualy have occurred under a re-elected Conservative Government. The
immediate context of devolution was thus one of very drict aggregate control of public
expenditure, leading to an expectation of resource shortege in the early years of the Devolved
Adminigrations (Heald and Geaughan, 1998).

Given this background, the scale of the ncreases in public expenditure announced in the 1998
Comprehensve Spending Review (CSR) (Treasury, 1998c), even dlowing for gross
exaggeraion of the numbers through aggressve spinning a the time, and in Spending
Reviews (SR) 2000 (Treasury, 2000c) and 2002 (Treasury, 2002a) was not expected.
Moreover, the Chancdlor of the Exchequer (Gordon Brown) established fiscad rules and a
ubgantidly different control framework for public expenditure management (Heald and
McLeod, 2002c, Treasury, 1998f). This new sysem of Depatmentd Expenditure Limits
(DEL) and Annudly Managed Expenditure (AME) would require time for budget participants
to learn the new rules, especidly relaing to extremdy generous End-Year Hexibility (EYF).
Further changes woud take place in 2001/02 (firsd dage implementation of Resource
Accounting and Budgeting (RABY)) and in 2003/04 (full implementation of RAB).2

The sharp increase in planned expenditure brought with it the unexpected problem of the
underspending of public expenditure dlocations® Like Whitehdl itsdlf, the Devolved
Adminigrations recorded sSgnificant underspending. In  2001/02, the Northern Ireland
Departments underspent by 4.67% againgt the find DEL, and the Northern Irdand Office

2 It should be noted that the new expenditure planning system does not entail three-year ralling programmes; therewas

initially (CSR 98) a three-year horizon for DELs (1999/2000, 2000/01 and 2001/02). Naturally, the time horizon
successively shortened as these years arrived. In July 2000 (SR 2000) and 2002 (SR 2002), new sets of three-year plans
were promulgated for 2001/02 to 2003/04 and 2003/04 to 2005/06 respectively. These plans are now expressed in
‘resource’ terms, rather than in cash, as aresult of the implementation of RAB. Whereas non-cashitemssuch ascapital
charges and depreciation were, in SR 2000 plans, left in AME, they were transferred to Department DELsin SR 2002
(Treasury, 2002a). The relevance of these changes to territorial funding is discussed in Section 4.5.

The precise reasons for this are not yet clear. Possible explanationsinclude: alack of capacity to launch capital
schemes, after historically low levels of spending; the difficulty of managing exceptional bursts of expenditure growth,
without taking on insupportabl e future commitments; and labour shortages, particularly in London and the South East,
though now manifesting themselves more generally. The constraint on public services may not now beinadequate
budgets, but an inability to command real resources (eg skilled personnel).
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(NIO) underspent by 10.89%. Underspending was greater than in both Waes (0.55%) and
Scotland (2.89%) (Treasury, 2002e). The extent to which such underspending is a new
problem is demondrated by the following pattern for Northern Irdland: 1997/98, 0.75%
underspend; 1998/99, 0.77% overspend; 1999/2000, 2.28% underspend (Northern Ireland
Departments) and 4.03% underspend (NIO); and 2000/01, the first full financia year of
devolution, 3.87% underspend (Northern Ireland Departments) and 3.85% underspend (NIO)
(Treasury, 1998e; 1999b; 2000b; 2001d).*

The immediae financia problem of the Devolved Adminidrations has been in spending their
Assgned Budgets. This contrasts markedly with public perceptions, and with loud
complaints, sometimes encouraged by dl the Devolved Adminidretions, that they are
underfunded.

2.2 UK Public Expenditure Trends

There are important prdiminaries before discussng the numbers. A greet ded of obfuscation
is caused in discussons of public expenditure by a falure to diginguish changes in leves
from changes expressed relative to some other figure. Public expenditure can be expressed in
relation to some macroeconomic aggregate, for example public expenditure/GDP (Hedd and
McLeod, 2002c, para 487). Quite often, it is convenient to express per capita identifiable
public expenditure in Northern Irdland relative to per capita identifiable public expenditure in
the United Kingdom, with the result expressed as an index, UK = 100° When such
digtinctions are not respected, there can be clams that a territory or a public service is being
impoverished because its expenditure is fdling reldive to some other territory or public
sarvice, when, in fact, the leve of expenditure is growing rapidly.

Ancther source of confusion is the fallure to specify the price basis of any comparison.
Expenditure levels can be expressed in: nomind terms (ie amounts spent a the time); red
terms (ie amounts spent adjusted by a measure of generd inflation, usudly the GDP deflator);
or volume terms (ie amounts spent adjusted by a service-specific deflator). The third bass has
fdlen into disuse, on the grounds that it is too permissve of cod inflaion in the public sector,
particularly in relaion to pay settlements. However, sysematic data are ill prepared for the
Nationd Hedth Sevice (NHS) in England. Even when inflation is a low levels quite
different pictures will emerge according to whether attention is paid to nomina or redl terms.

Taking data from Public Expenditure: Satistical Analyses 2002-03 (PESA) (Treasury,
2002f), Fgure 1 plots the evolution in red terms of cetan components of UK public
expenditure over the period 1984/85 to 2001/02.° The functiond andysis is only published on

4 These figures are not strictly comparable through time due to the implementation of RAB.

° Itisessential to check in any particular comparison whether the index is expressed relative to UK = 100 or England =

100.

The aggregate whichisplotted is‘ Total Managed Expenditure’ (TME), converted to real terms using the GDP deflator
in use at the time of publication of PESA 2002.
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this basis for past years because it includes spending by local authorities; it is support to loca
authorities, not its functiond didribution, which is planned, and outturn figures depend
cuddly on the decisons of individud authoriies’ Because such a diagran becomes
unintdligible if there are too many lines, only four plots are made Education (Educ); Hedth
and Persona Socid Services (HPSS); Totd Expenditure on Services (TES); and Totd
Expenditure on Services less Socid Security (TES-SS). The path of Socid Security (not
plotted) was certainly affected by the cydicad behaviour of the economy; it is therefore useful
to have the two aggregates (TES and TES-SS).

Figurel

Functional Analysisof Total Expenditureon Servicesin Real Terms, 1984/85 to 2001/02
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Source: Treasury (2002f, Table 3.4)

Figure 1 shows some interesting patterns. Aggregate control of public expenditure was tough
in the period 1984/85 to 1988/89 (a period of strong economic growth), during which there
was virtudly no growth in red terms in ether aggregate. The same effect occurs between
1993/94 and 1998/99 (another period of strong economic growth), at the end of which red-
terms expenditure was just below the level in 1993/94.

! Although local authoritiesin Northern Ireland are relatively unimportant in public exp enditureterms, thisisnot the

caseintherest of the United Kingdom. In 2002/03 plans, UK local authorities account for 25% of TME (Treasury,
2002f, Table 1.14).
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In between these two periods, Figure 1 shows that there was an upward shift in public
expenditure in the early 1990s. from 1988/89 to 1993/94, TES increased in red terms by
20.1% (TES-SS by 14.0%). It is not until 2000/01 that a new shift can be detected: TES
registered a 4.5% real-terms increase (TES-SS, 6.6%).2 When attention focuses on TES-SS (a
rough form of adjustment to reduce cyclicd effects), two conclusons emerge. Firs, there was
a sudden loss of control of public expenditure in the run-up to the 1992 General Election, an
event which was observed at the time (Heald, 1991). Following the reassertion of control,
TES-SS was beow its 1992/93 level in 1998/99. Second, different functionad areas have
contrasting experiences. Education has a higher growth rate than HPSS in only four years out
of 17; it was relatively gatic in rea terms from 1994/95 to 1998/99, though HPSS increased
by 10.0%.

When examining the underlying data behind Figure 1, two points should be noted. First, UK
government does not explicitly plan red-terms expenditure, and differences between forecast
and outturn GDP deflators will have an effect. Second, care has to be exercised at this leve of
aggregation, not least because there will have been efficiency gains over the period, and aso
the GDP deflator adjustment does not reflect experience a service level (in some years, the
Relative Price Effect might have been positive, in others negative).

23 TheTerritorial Margins

Traditionally, what happened in Scotland, Waes and Northern Irdand was of peripherd
interest to the maingream of UK political debate. Controverses about devolution and about
territorid  funding have begun to change this One manifedtation is the intense controversy
about the Barnett formula, used since 1979/80° to determine the dlocation of changes in
certain caegories of public expenditure. The formula was named &fter Jod Barnett, Chief
Secretary to the Treasury in the 1974-79 Labour Government (Twigger, 1998).

The crucid point is that the Barnett formula takes exiding levels of expenditure by the
Devolved Adminigrations as given, and determines increases in their expenditure ceilings by
applying population-based percentages to changes in comparable progranmes in England.t°
Although the detalled andyss of the predicted effects of the Barnett formula is postponed to
Section 4.1, abrief overview is now provided.

The Barnett formula provides that changes in public expenditure in Scotland, Wdes and
Northern Ireland for specific services within the territoria blocks are determined according to
the formula consequences of changes in comparable expenditure in England. Under the
originad population proportions of 10:5:85, Scotland received 10/85ths and Wales 5/85ths of

8 This continued in 2001/02, with TES registering a 6.5% real-terms increase and TES-SSan 8.0%increase. However,

thereported percentage increasesin 2001/02 may be overstated if outturn expenditure isless than the estimated outturn
expenditure reported in PESA 2002. Revised data on a comparable basis will not be available until PESA 2003.

In 1979/80, the formula was only used for Scotland, being extended to Wales (1980/81) and Northern Ireland
(1981/82).

10 More detailed explanations are provided in Heald (1994, 1998).
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the change in England. A pardld formula then alocated 2.75% of the change in comparable
expenditure in Great Britan to Northern Irdland. The essentid digdtinction is between base
expenditure (whose current levels are carried forward) and incrementa expenditure (which is
determined by the formuld). Under this arrangement, block expenditure indexes would in the
long run converge on the England per capita leve, though it was never the intention to drive
expenditure indexes below (unmeasured) needs indexes. In practice, convergence has been
substantialy frustrated by formula bypasst' and, n the case of Scotland, by continued relaive
population decline®® In 1992, the formula was recdibrated (10.66:6.02:100.00, and Northern
Irdland 2.87%); this took place a a time of mgor changes in the UK public expenditure
planning sysem and shortly after the results of the 1991 population census. With effect from
1999/2000 (the first year to be affected by the results of the Labour Government's CSR
1998), the formula proportions were to be updated annualy, in line with revised estimates of
relative populaions. On the firg implementation, in July 1998, the revised proportions (based
on mid-1996 population estimates) were 10.45:5.95:100.00, and Northern Irdland 2.91%.
With effect from SR 2000, Northern Irdland’'s formula consequences were determined in
relation to changes in comparable expenditure in England. The formula proportions used in
SR 2002 were: 10.23% (Scotland); 5.89% (Wales); and 3.40% (Northern Ireland)*® (Treasury,
2002b).

Given the centrdised organisation of UK depatments around Whitehdl, the territorid
departments which preceded the Devolved Adminigrations were an exception to the
functiondly oriented dructure. Even taken together, the three territories account for only 16%
of the UK population, and what happened there was something of a mysery, and of little
interest, in London. The territorid departments were able to exploit the dtuation to their own
advantage, profiting from being unimportant. Midwinter (1997) has argued that one reason
why the territoria programmes were not more vigoroudy chalenged was that spreading any
dleged ‘excess expenditure across England would have a smdl impact rdative to the
politica controversy this provoked. Although ther financing could be viewed in London as a
rlativdy minor add-on to English deveopments, decisons were viewed in Edinburgh,
Cadiff and Bdfast as vitd to the economies of the territories. There was much more
incentive in the territorid departments to devote resources to managing the relationship with
London than there was for London to invest in its relationship with the territories.

Each year, in PESA, the Treasury publishes a teritorid andyss of public expenditure, by
country and aso by English region. The figures published in Treasury (2001e) Sgnificantly
improved on those in previous years, the hitherto separate ‘territorid’ and ‘regiond’ (ie
English regions) exercises have been unified.

1 Formula bypass refers to increasesin expenditure, on services within the block (Assigned Budget), which are allocated

to the territories on a basis other than the formula proportions.

12 The implications of relative population change are discussed in Section 4.1.

13 Expressing Northern Ireland as 3.40% in relation to England is equivalent to expressing it as 2.92% in relation to Great

Britain.
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Figure 2 presents summary data for Northern Irdland, covering the years 1996/97 to
2000/01.%* For each programme in esch year, the Northern Irddand index of per capita
expenditure (England = 100) is indicated by its own column in the hisgogram. The sequencing
of programmes in Figure 2 has been ddiberatdy chosen: Socid Security (SS), 32% of the
totd in 2000/01, is outsde devolved financid arangements, except for expenditure on
adminigration. Smilarly, Law, Order and Protective Services (LOPS), accounting for 11%, is
mosly not devolved™ Next follow the large devolved programmes, namely Hedth and
Persona Socia Services (HPSS) (20%) and Education (16%). The percentage contribution of
these two programmes would increase to 35% and 29%, respectively, if both SS and LOPS
are excluded from the cdculation. Together, HPSS and Education account for approximately
two-thirds of that public expenditure in Northern Irdand which is both identifiable and
devolved.

The indexes ae generdly well above 100, the exceptions being the smal Roads and
Transport (R&T) and Culture, Media and Sport (CMS) programmes. There is a band of
progranmes where the Northern Irdand index is massvely higher: Trade, Industry, Energy
and Employment (TIEE) (ranging from 282 to 363); Housng (209 to 339, though housing
indexes need to be trested with caution); and Agriculture, Fisheries, Food and Forestry
(AFFF) (377 to 444, where the EU dimension is dominant). The index for totd identifigble
expenditure in 2000/01 is 42 points above that for England, increasing to 53 points above if
SS is excluded. There is some year-on-year fluctuation on individud programmes, though the
overdl pattern is clear.

Figure 3 is derived from the same source, plotting, for each programme in 2000/01, the
indexes for Northern Irdand, Scotland and Wades. The index for England, by definition
dways 100, is dso plotted for each programme. With regard to both tota identifidble
expenditure and totd identifiable expenditure less SS, there is a condgtent ordering: Northern
Irdand, Scotland, Wades, England. On the large devolved programmes, the Education index
for Northern Irdland is above that for Scotland, with the converse gpplicable for HPSS; this is
exactly what might be expected given the rdative demographics. Northern Irdand is much
higher on TIEE and Housng, and — like Scotland — higher than Waes on AFFF.
Unsurprisingly, Northern Ireland is an outlier on LOPS. With regard to SS, Northern Ireland
isthe highest, but Waesis adso consderably higher than Scotland.

14 At the time of completing this Report, the 2000/01 data in PESA 2002 (Treasury, 2002f) are the latest available.

5 This adjustment is an approximation, as the Fire Service (devolved and part of the Department of Health, Social

Services and Public Safety) is classified by the Treasury within LOPS.
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Figure 4 is drawn with UK = 100 because the origina data were published on this basis® Too
much attention should not be given to smdl year-onyear changes because of data issues
affecting the plotting of Figure 4. The only teritorid data of ressonable qudity on a
reasonably congstent bass through time are those for identifiable public expenditure. This
includes Socid Security benefit expenditure (outsde the Barnett formula arrangements) and
public expenditure, like Defence, which the Treasury views as being for the benefit of dl UK
resdents, irrespective of where that expenditure is physicdly incurred.

Figure4

Indexes of | dentifiable Expenditure, 1973/74 to 2000/01 (UK = 100)
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Source: See Table 1.

This is not the levd of data at which statements can be made about whether or not the Barnett
formula is bringing convergence. The component of territorid public expenditure controlled
by means of the Barnett formula is only one component of the identifiable figure, and there
have been shifts largely into formula-controlled expenditure, through time!” Despite these

18 Torebaseon England = 100 would require going back to the numerous source documents; doing this from rounded

indexes would lead to unacceptable rounding errors.

Y Thereisno published account of changesin the coverage of the Northern Ireland ‘ managed block’ (see Section 3.3).

Significant transfersinto the block in Scotland seem to have been in areas, such as agricultura, education and indudtrid
expenditure, where the territorial indexes have been particularly high. There were further, fairly minor, additions at the
time of devolution, for example some ports and waterways. Railways were brought in later, when responsibility was
executively devolved. Agricultureinits entirety remained outside the block until devolution, when the purely Scottish
elements, such asthe agricultural and biological research institutes and the Scottish Agricultural College, were brought
in. Such changesthrough time in the coverage of the block add to the difficulty in looking for evidence of convergence.
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qudifications, one would expect to detect some convergence a the identifiable leve.
However, one needs to be careful about the effect of the economic cycle; the territorid share
of Socia Security expenditure can be expected to increase during the boom, and fal during
the recesson: London and the South East fluctuate more in both directions than do the
territories.

Some limited condusons can be drawn from Fgure 4. The Northern Ireland index rose
markedly in the 1970s (from 121 in 1973/74 to 149.5 in 1978/79).8 In the early 1990s, it fell
sharply (from 159 in 1988/89 to 137 in 1991/92). Despite some fluctuation, the Scotland
index remains dmogs unchanged. The index for Wales is closer to that of Scotland in the
1990s than previoudy, though gill consderably below it. Since the economic recovery from
the early 1990s recesson, the indexes for Scotland, Waes and Northern Irdand look fairly
sable.

The graphica presentation in Fgure 4, though helpful in conveying the overdl picture, is not
a suitable way of reporting the data for individud years. Table 1 reports, for each year, the
Northern Irdand indexes of identifidble expenditure per capita (UK = 100) for the period
1973/74 to 2000/01. As wdl as the numbers reported in successve Treasu?/ publications,
Table 1 aso shows the median used for plotting the Northern Irdand line in Figure 4.

Table 2 shows indexes of identifiable expenditure per capita, andlysed by country, region and
function, for the year 2000/01. The adjusment of excluding Socid Security from the
identifiable figures has the marked effect of increasing the 2000/01 index for Scotland (from
118 to 122) and Northern Irdland (from 136 to 146), whilst decreasing the index for Wales
(113 fdls to 111). This differentid effect of excluding Socia Security aso occurs when the
andyss is extended to English regions. Table 2 shows that the London index is markedly
affected by the excluson of Socid Security: risng from 108 to 115. In contrast, the same
adjusiment reduces the North East index from 109 to 102, and aso has a marked impact on
the North West (down five points). However, the index for Eastern is unchanged.

18 Theidentifiable public expenditure series began in 1973/74, though some authors have linked thisto earlier data series.

Rhodes (1988, p. 66) provided alinked series from 1960/61 to 1980/81 for the four countries. Northern Ireland is
reported as 99 (UK = 100) in 1960/61; 106 in 1967/68; and 127 in 1972/73. The earlier data are derived from King's
(1973) research for the Kilbrandon Royal Commission on the Constitution.

19 Theterritorial anal ysis of public expenditureis undertaken annually by the Treasury as a stand-doneexercise, drawing

upon its public expenditure database. There can be significant definitional and measurement changesthrough timein
Treasury practice (Heald, 1995). Consequently, the data published in oneyear are not necessarily consistent with those
published in the following year. The Treasury practiceisto publish, each year, five years of territorial dataon the
expenditure conventions of that year. The plotting points for Figure 4 are the median for each year of the index. For
further discussion, see Heald and Short (2002).

13
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Tablel

Indexes of Identifiable Public Expenditure per capita, 1973/74 to 2000/01 (Northern Ireland)
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There is a further point to make about the differential context of the territories, a factor that
has bridged the pre-devolution and devolved arrangements. Quite gpart from formula feeding
of the teritorid blocks by means of Barnett, the territorid Secretaries of State enjoyed far-
reeching expenditure-switching powers within those blocks. Limited use gppears to have been
made of these powers for drategic, rather than expenditure management, purposes. Midwinter
et a. (1991) attributed this partly to the membership of these Secretaries of State for Scotland
of UK Cabinets with a clear sense of ideologica direction. In the case of Northern Ireland,
Direct-Rule Secretaries of State were preoccupied with security matters and did not consider
themsdalves to have the legitimacy to embark on policy innoveation.
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Indexes of | dentifiable Expenditure per capita, by Country, Region and Function, 2000/01 (UK = 100)
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NOTES:
An index of miscellaneous expenditure is not calculated since the administration costs of departments other than in the teritories are not separated from functional expenditure. Suchan
index would be misleading. Indexes for the English regions are not published in PESA 2002-03 but are cd culated from data contained therein. In the case of the countries, in instances where
the results of such calculations differ from the published figures due to rounding, the PESA number is shown.

Source: Treasury (2002f), Tables 8.6B and 8.12.
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Devolution brings much greater opportunity for policy vaiation. Moreover, the Assgned
Budget arrangement has protected the Devolved Adminisrations from the outbresk of
centrdism which is aflicing Whitehal.?® In contrast, Whitehall departments, responsible
predominantly for England, are condraned by funding through separate programmes and
chamnds They ae incressngly controlled by the Tressury, through mechanisms such as
Public Service Agreements (PSAS). In turn, they increasingly control the bodies that
financidly depend upon them, usng funding mechanisms targeted a pecific issues. The
contrast between block (spending envelope) and blowpipes (many fragmented channds) is
pronounced, and is enormoudly to the advantage of the Devolved Adminigtrations.

UK public expenditure control systems change reatively frequently, sometimes because they
are judged no longer to achieve desired policy objectives and sometimes as a means of
ressserting Treasury control over the government machine (Headld, 1995, Thain and Wright,
1995). The 1998 changes, introducing DEL and AME, were dgnificant in themsdves but dso
important because they coincided with devolution. The most important component of the
budgets of the Devolved Adminigrationsistheir DELs (Heald and McLeod, 2002c).

Table 3 is derived from PESA 2002, which covers three outturn years, one estimated outturn
year and two plan years. The DELs for Scotland, Waes, Northern Irdand Executive and NIO
are shown for each of these years, together with a subtotal for the territoria component. The
ret of the Table shows ‘Other DELS (ie dl DELs other than the territorid ones), and then
severd budgets centrdly held by the Treasury. There is an dlowance for shortfal for the
estimated outturn year (2001/02), and a DEL Reserve for the plan years.

It is eeser to understand what has been happening by examining Table 4, which has
converted the nomind figures in Table 3 to a red-terms index.?* This is dearly a period of
very strong public expenditure gowth: total DELSs show an index of 112.2 (2001/2002 = 100)
in 2003/04. There is adso strong growth in the teritorid DELs Waes (111.7 in 2003/04);
Scotland (109.5); and the Northern Ireland Executive (107.6). In contrast, the NIO DEL is
planned a 87.4 in 2003/04. This dealy reflects the profiling of the LOPS expenditure for
which it is responsble. At this level of aggregetion, there is dways a danger of comparing
like with unlike, because there are mgor differences in functional compostion, even among
the Devolved Adminidrations. The operation of the Barnett formula would be expected to
deliver higher percentage increases in Waes than in Scotland, and higher in Scotland than in
Northern Irdland. This expected ordering of percentage increases in planning years is shown
in Table 4. For these years, Wales is higher than Scotland which is higher than Northern

20 Centralism can also derive from the Westminster Parliament. Duri ng the passage of the Scotland Act 1998, the UK

Government resisted a sustained effort by the Chairman of the Public Accounts Committee (David Davis MP) to
incorporate powers for the Comptroller and Auditor General to audit the Assigned Budget, aswell asthe payment of
the Assigned Budget from the Scotland Office Vote into the Scottish Consolidated Fund. The expenditure of the
Scottish Executive is audited by the Auditor General for Scotland, who heads Audit Scotland (Healdand McLeod,
2002c¢).

2L Indexes cannot be cal culated when there is no expenditure in the base year. A ccordingly, carehasto be exercised when

using these indexes.
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Irdand (as predicted given the Barnett formula and the expenditure indexes). However, the
expected relationship is not consistently supported by datain Table 4 for outturn years.??

Table3
TheTerritorial Component of DEL, 1998/99 to 2003/04 (current prices, £ million)
2001/02
1998/99 |1999/2000 | 2000/01 | estimated | 2002/03 || 2003/04
outturn outturn outturn || outturn plans plans
Scotland 13,030 13812 14564 16497 17774 18939
Wales 6,820 6914 7583 8543 9281 10005
[Northern Ireland Executive 4,426 4648 4979 5,737 6,131 6,472
[Northern Ireland Office 986 0982 952 1,125 1,152 1,031
Subtotal 25,262, 26354 2808l 31902 34349 36447
|
|other DELS 145034 151,119 162942 181929 194,347 209,591
Welfare to Work 533 775 1,371
{Invest to Save Budget 3 44|
||Capita| M odernisation Fund 338 778||
||Po|icy Innovation Fund 40 40||
|DEL Reserve 400 2,100|
Allowance for Shortfall (2,013)|
Departmental Expenditure Limits 170,829 | 178,248 | 192,304 | 211,818 | 229,500 | 249,000

Source: Treasury (2002f), Table 1.2.

Table 5 provides a amilar andysis to Table 3, but of AME rather than DEL. Changes to AME
are outsde the scope of the Barnett formula (see Section 3.4.2). Following Treasury practice
snce SR 2000, AME is divided into the Resource Budget Departmentd AME and NonCash

Departmenta AME.?3

Agan, the transformation to a red-terms index, as shown in Table 6, is much esser to
interpret than the unadjusted figures. The index Resource Budget Depatmentad AME is
planned to be 102.7 in 2003/04, whilst the Non-Cash Departmentd AME has a vadue of

22

This confirms the need, vigorously argued throughout this Report, for more transparent data about the numerical

operation of the Barnett formula. Outturn can be affected by many factors, including different degrees of
underspending and transfers in and out of DEL.

23
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The accounting issues are not important here and will be discussed in Section 4.5.
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114.3. The corresponding Northern Ireland Executive indexes are 107.4 and 118.0. Given the
heterogenaity of AME, such comparisons are much lessinformative than in the case of DEL.

One of the conclusons emerging from Tables 3 to 6 is that the evolution of Northern Ireland
programmes is a more complex phenomenon than smply agpplying the Barnett formula
percentage, which is applicable only to the Assgned Budget component of the DEL. Much of
the commentary which has forecast extremey rapid convergence has missed this important
congderation.

Table4

TheTerritorial Component of DEL , 1998/99 to 2003/04 (index of real terms)

2001/oz|

1998/99|/1999/2000)| 2000/0 estimated| 2002/03| 2003/0
outturn outturn outturn outturn plan plan
Scotland 84.7) 877 904 100.0 1051 1005
|wales 856 84.7| 904 1000 106 1117
||N0rthern Ireland Executive 82.7|| 84.8|| 88d| 100.0 104.3]| 107.6||
|Northern Ireland Office 4| 914 86.6| 100.0 %04 874
| subtotal | 865 90.1| 1000 1050 1094
l | | | | |
|other DELs 855 87.0 917 1000 1042 1099
||We|fare to Work n/c n/c n/c

||I nvest to Save Budget n/c n/c
||Capita| M odernisation Fund n/c n/c
||POIicy Innovation Fund n/c n/c
||DEL Reserve n/c n/c
|Allowance for Shortfall 100.0

l

| Departmental Expenditure Limits 86.5 88.1 93.0| 1000 1057 1122
l

NOTE:

The underlying real terms seriesis expressed at 2001/02 prices. Where thereis no expenditurein 2001/02, n/c
indicates that an index is not calculable.

|| Source: Treasury (2002f)
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Table5
TheTerritorial Component of AME, 1998/99 to 2003/04 (current prices, £ million)
2001/02 2003/0
1998/99 1999/2000| 2000/01 | estimated || 2002/03 || 4
outturn outturn || outturn outturn plans || plans
Resour ce Budget Departmental AME

Scotland 1,559 1,546 1,764 1,864 1,961 2,080
|wales 677 68 649 1008 113 115
|Northern Ireland Executive 348 3,500 5,069 5,507 57171 6,19
|Northern Ireland Office 34 81 G7) 100 gd 117
| subtotal 5,691 5,912 7,425 8,564 890d 9545

| | |
| ) A e
Other Departmental AME 118737 125947 132940, 135, 139,437 9

| |
Total Resour ce Budget Departmental AME 155,06
124,428| 131,854 140,365 144,012 148,340 4

Non-Cash Departmental AME

Scotland 826 1,004 1,127 1,214 1,37 1,402
|wales 319| 341 303 78| g 192
|Northern Ireland Executive 74 g 1,466 1,584 1666 1,964
||Northern Ireland Office 54|| 17SI| (60)|| 52|| 51 66||
| subtotal 1,279 1,607 2,834 357 3874 4224

| | | |
|other Departmental AME 18612 20804 26574 19804  2220d| 23773

| | |
Total Non-Cash Departmental AME 19,885 22,40d  29,410| 23,376  26,165127,997

Source: Treasury (2002f), Tables 1.7 and 1.8.
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Table6

TheTerritorial Component of AME, 1998/99 to 2003/04 (index of real terms)

2001/02
1998/99 [1999/2000| 2000/01 | estimated | 2002/03 |2003/0
outturn outturn outturn outturn plans |4 plan
Resour ce Budget Departmental AME

Scotland 897 86.8| 9%6.9 1000 102.6] 1065
Wales 66.1) 65.7 605 100.0 1012/ 1001
[Northern Ireland Executive 674 68.3| 9.2 100.0 1003 1074
[Northern Ireland Office 36.5) 911 (58.3) 100.0 839 1116
Subtotal 71.2 722 88.7 100.0 1014/ 1063
|other Departmental AME 940 97.4 1005 100.0 1004/ 1025

Total Resour ce Budget Departmental AME
92.7 95.9 99.8 100.0{  1005| 102.7

Non-Cash Departmental AME

Scotland 730 86.4 95,0 100.0 1107| 1102
Wales 476 49.7 432 100.0 1057 1052
[Northern Ireland Executive 50 56| M5 100.0 1024) 1180
[Northern Ireland Office 1114 3604  (118.1) 100.0 957 1211
Subtotal 382 47.1 8.3 100.0 1058 1128
|other Departmental AME 1008 1100| 1374 100.0 1008|1145
Total Non-Cash Departmental AME 91.2|  100.4 128.8 1000  109.2| 114.3

Source: Treasury (2002f).
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3 NORTHERN IRELAND PUBLIC EXPENDITURE

An andyss of public expenditure policy in Northern Irdand is inescgpably entwined in
geography and history. Northern Irdland is a geographicaly detached pat of the United
Kingdom, representing 2.87% of the population on Census 2001 figures (Office for Nationd
Statistics, 2003) and 5.85% of the bnd area (WorldAtlas.com, 2002). It is the only part of the
United Kingdom with a land border with Euroland; this permegble internationd frontier
extends for 499 kilometres. Issues of fiscd disparities and volatile exchange raes are
inevitably more important than on the mainland.

Higoricdly, Northern Irdand was the only devolved territory of the United Kingdom from
1921-72. The period of Direct Rule (1972-99) exhibited both amilarities and differences from
the adminigrative devolution under a Secretary of State in the UK Cabinet dready established
for Scotland and Waes. During that period, Northern Irdand nevertheless retained much of
the adminigtrative gpparatus of devolution.

With devolved government restored to Northern Irdland in 1999, it now enjoys the company
of Devolved Adminigrations in Scotland and Wades — an immense advantage compared to the
previous exceptiondism. Nevertheless, there reman important differences Mogt particularly,
Northern Irdland remains exceptiond in a politicd sense, dnce its paty sysem bears no
relaionship to that on the manland, isolating it & the informd leves which are o influentid.
Its proximity to Euroland brings both opportunities (riding on the back of the Cdtic Tiger)
and problems (certain fisca disparities® with the Republic of Irdand are likdy to survive
because of the UK-wide repercussons of changes). The theoretica opportunities to customise
policy to Northern Irdand circumstances and needs were not taken, either under devolved
government or under Direct Rule, for ressons which were then held to be persuasve by
relevant decison-makers.

Care has to be taken with Northern Iredland economic data. Northern Irdand is comparatively
sndl to be treated as an economic region. There have clearly been economic incentives to
exploit fiscd, subsdy and exchange rate differences, leading to subgtantid economic
distortions near the border and hence problems with economic gatistics. Adjustments for the
estimated importance of the black economy are made in the UK nationd accounts to the
individua components of GDP a the UK levd, but not a the regiond levd. Casud
empiricism suggests tha the black economy might be more extensve in, say, London and
Northern Irdland than elsewhere. Regiond economic data must dways be trested with a
degree of caution.®

24 Thosein relation to petrol duties and corporation tax are much discussed.

25 The Office for National Statistics (ONS) Regional Accountswere withdrawn in November 2002 because ONS found
errorsin the Annual Business Inquiry after publication of revised datato 1999. The re-revisad figuresare expected to
be published by ONS in spring 2003.
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3.1

Northern Ireland Context

Figure 5 plots indexes of regiond GDP per capita for Scotland, Wales, Northern Ireland and
certain English regions?® the England index is consistently just over 100 and is not shown.
On this measure, Northern Irdland is one of the poorest UK regions, but it has not experienced
a fdl in its index comparable to that of Waes (from 84.0 in 1989 to 80.5 in 1999) and the
North East (from 83.1 to 77.3). By far the strongest UK regions are London, East and South
Ead. There has to be care in interpreting changes in an index over reldively short periods
because the spread of the index widens during periods of strong economic growth and
narrows in periods of recesson.
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Figure5

Relative GDP per capita. 1989 to 1999 (territories and selected reaions)
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Source: Office for National Satistics (2002), Table 12.1.

Figure 6 concentrates exclusvely on the reaive podtion of Northern Irdand. The mogt
griking point is that the indicators closer to household welfare (gross disposable income per

26

The United Kingdom consists of four countries, one of which (England) consists of eight regions, plus the notional

‘Extra-Regio’. * The contribution to GDP of UK embassies abroad and UK forces stationed overseasisincluded in
Extra-Regio, along with the element of GDP relating to activities taking place on the continental shelf. Asthese cannot
be assigned to specific regions they are assigned as “ Extra-Regio GDP"’' (CliftorHFearnside, 2001, Background Note
13). Consequently, the United Kingdom is not the sum of the countries and regions.
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cgpita and individua consumption expenditure per capita) are markedly higher than the GDP
index. The gap between gross disposable income per capita and GDP per capita was 10.4
percentage points in 1989, and 8.4 percentage pointsin 1999.

Figure6

Indicators of the Northern Ireland Economy, 1989 to 1999
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Source: Office for National Satistics.

There is no necessary connection between relative GDP per capita and the relaive need for
public expenditure per capita, whether measured as ‘identifiable or ‘devolved’. For example,
Scotland’s relative improvement on GDP per capita (its ranking among regions rather than its
index) is often used as an argument that Scotland is over-funded for public services under the
Banett formula sysem. This argument is fundamentaly misguided, paticulaly a the leve
of devolved expenditure. Three kinds of item dominate devolved expenditure hedth;
education; and (what is in Great Britan) support for locad government expenditure (which
includes primary and secondary education).  Relative needs for such services are weskly
related to relative GDP, and strongly related to demography (eg Northern Irdland has more
schoolchildren per thousand population) and participation rates in publicly provided services
(eg there is much less middle-class exit from publicly provided hedth and education ousde
London and the South Eadt). Accordingly, a region with expensve demographics and high
paticipation rates will exhibit a high leved of reative need, irregpective of its relaive GDP
ranking.

There has been a death of recent work on public expenditure in Northern Ireland,
symptomatic of a more generd lack of agpplied economics research on its economy. This is
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somewhat surprisng given the excellence of some earlier work (Birrdl and Murie, 1980,
Lawrence, 1965) and the obvious importance of public expenditure to the economy and
society of Northern Irdand. For example, there was no public expenditure chapter in the
proceedings of the important 1996 British Academy conference, assessing ‘Ireland North and
South’ (Heath et a, 1999).

The recent literature that does exist on Northern kdland public expenditure is fragmentary and
occasond. One of the difficulties confronting authors, especidly when invited to contribute
on Northern Irdand public expenditure to conferences or books, is that they have to dart
largely from scratch, as there is no ongoing systematic work. Examples of such writings are
those by: McAliger (1994); Roper (1995); Smith (1996); Barnett and Hutchinson (1998); and
Hedd (1998). Northern Irdand public expenditure data were published in an obscure form;
for example, the operation of the block system was less clear in the NIO Departmenta Report
than in the counterpart Scottish and Welsh documents.

Northern Irdland data have been traditiondly more difficult to interpret than the Scottish data.
Probably this reflects more vigorous probing by the Scottish Affars Committee at
Westmingter (Heald and McLeod, 2002c, para 530). Moreover, the residua framework of the
Government of Ireland Act 1920 meant that some of the published materid was liable to
midead rather than help. Another problem was terminology. Unlike in Scotland and Wales,
what was described as the NI block was much broader than the formula-controlled block over
which expenditure discretion could be exercised. Confusng presentation therefore hampered
research and debate, though there were obvioudy inhibitors other than poor data.

3.2 Thelegacy of History

In comparison with the process of establishing devolved government in Scotland and Wales,
Northern Irdland has possessed some advantages and some disadvantages. Both, ironicaly,
were rooted in inditutiona and financid higory. On the postive dde, Northern Irdand
dready had much of the necessary financid framework and inditutiona infrastructure, for
example a separate Edtimates system and the Northern Irdand Audit Office (NIAO), headed
by the Comptroller and Auditor Genera for Northern Irdland. In retrospect, not having to
build a new Parliament building was dso a much greater advantage than it seemed before the
Scottish and Wedsh projects went hopdessly over codt, fully chargesble agangt thar
Assgned Budgets. On the negative sde, the frozen inheritance of provisons contained in, or
originating from, the Government of Ireland Act 1920 had created something of a time warp.
In paticular, a gulf had developed between the formd financid sysem and the redity of
expenditure planning, which had increasingly become more like that in Scotland and Wales,
This effect had been reinforced by the suspenson of ‘norma politics (for 27 years decisons
were taken by Direct-Rule minigers with no ‘locd’ accountability), rendering the financid
sysem opague and little discussed. Indeed, an inquiry by the House of Commons Northern
Irdand Affars Committee (1998a, 1998b) into Northern Irdand expenditure programmes
explored ground that Scotland began traversng in 1980 (Committee on Scottish Affairs,
1980).
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The financid history of Northern Irdand is therefore important to an understanding of the
present. The financid sysem of the Government of Ireland Act 1920, involving extensve
revenue devolution and an Imperid contribution to Westminger, rgpidly disntegrated under
financid pressure (Gibson, 1996). The redity of a highly secretive sysem was tha the
‘parity’ principle removed most of the financid autonomy dautorily guaranteed to the
Stormont  Parliament. Effectively, Northern Irdand was undewritten by the UK Treasury,
provided that it matched UK changes to taxes and expenditure. From 1943 until 1972, the
concept of ‘leeway’ (ie the need to catch up) was added to that of parity. Nevertheless, these
principles were implemented in an ungenerous manner, with the inevitable result that public
services in Northern Ireland continued to lag behind those in Greet Britain.

Under the Government of Ireland Act 1920, the Stormont Parliament was to pay an Imperid
contribution to the Westmingter Parliament for reserved services. However, rather than the
flow beng from Northern Irdand to Westminger, the true direction was in time reversed
(Gibson, 1996, Lawrence, 1965). The 1921-72 Stormont period clearly demonstrated the
problems inherent in operating a revenue-based system, on an asymmetric basis and without
systemdtic provison for equaisation.

Smpson (1984) remarked that what ‘might be seen initidly as an over-ambitious mode’
became ‘a very fettered mode of devolution’. This observation led on to two conclusons with
continuing vaidity: fire, that extensve devolution on a revenue-based system is doomed to
falure in the absence of a secure scheme of fiscd egudisation, unless large digparities in
public service provision would be tolerated; and second, that a strong case can be made in the
UK setting for ablock grant system:

... Where the main taxes are levied on a standard bass throughout the country, a Block
Grant finance sysdem might be more gppropriate and might make it more likey that
there would emerge gregter variation in policy (p. 189).

Smpson’'s concluson was based on three condderations. Firgt, within a unitary date, tax,
transfer and public expenditure policies lead implicitly to trandfers among regions. These are
the automatic counterpat of the differentid impact of such policies upon individuds,
themsdves grouped territoridly. Generdly spesking, these territorid transfers are poorly
mapped and attract little attention. In contrast, funding mechanisms for devolved government
tend to make them more explicit, even without any policy variation.

Second, there are the questions as to how much tax variation there should be, with respect to
both bases and rates, and whether there will be equdisation of the tax base. The Stormont
period was characterised by tax discretion, which was consderable in principle, but highly
redricted in practice. Parity in tax raes and expenditure policies became the implicit
condition of subventions, not envisaged in 1920, from the UK Exchequer. The precarious
finances of Stormont were further undermined by the growth of person-related welfare dtate
sarvices, such as education, heath and socia security, which the Northern Irdland economy
could not afford from its own resources. In consequence, the ambitious breadth of devolution
compromised the substance.
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Third, as noted by the Minority Report of the Kilbrandon Roya Commisson on the
Condiitution (1973), devolved government can be financed on ether of two bases. One is a
revenue basis, with expenditure condrained by avallable revenue, perhgps enhanced by
resources equdisation. The other is an expenditure basis, where a certain level of expenditure,
perhaps vaidated by a needs assessment process, is funded from central government grants or
assigned revenues?’ These may be supplemented by margind tax-varying powers, which
permit upward or downward adjusments of expenditure. In practice, what happened in
Northern Irdand was what was nomindly a revenue-based sysem became in redity an
expenditure-based one.

Smpson's concluson, based on his interpretation of the 1921-72 period, has been given
added weight by recent developments such as globdisation and European integration. The
revenue basis, without equalisation, is more likey to be embraced by devolved governments
expecting themsdves to be rich, in rdation to other governments within the same devolved
sysem. This does not apply to Northern Irdand, which is likey to reman a low-resources,
high-needs part of the United Kingdom.

Certan information on the public finances of Northern Irdand has been avaladle in a
reasonably consistent form because te financd shdl of the Government of Ireland Act 1920
remained in place, even when the fabric had been dismantled. The annud ‘Public Income and
Expenditure of Northern Irdland” White Paper Account was of no relevance to the operationd

control system, but was nevertheless interesting in terms of providing long runs of reasonably
comparable data.?®

On the expenditure sde of the annual White Paper Account, most expenditure was included in
Supply Services. The income sSde is more interesting, as is shown by Figure 7. In this Figure,
revenue sources are treated like seams, with the annua figures converted to percentages of
total public income. The bottom seam is ‘Other revenues, condsting of interest received,
receipts from certain fees and asset sdes, and cetan other financid transactions. Regiond
and didrict rates, the levels of which are st in Northern Irdand, is the next ssam. Then
follows Northern Irdand’'s attributed share of UK taxes. Findly, taking the percentage to
100%, comes the Grant in Aid from the UK government, an arrangement made explicit under
Direct Rule, as this was payable under the Northern Ireland Constitution Act 1973.%°

Over the Direct-Rule period, there was a drifting down of the percentage of public income
atributable to sources other than the Grant in Aid. The 1999/2000 percentage of public
income from sources other than the UK Exchequer was only 51%, though this might have
been something of an outlier. The driking festure of Fgure 7 is the unexpectedly jagged

27 Heald and McLeod (2002b) discuss alternative models, particularly involving assigned revenues.

2 publication ceased, with effect from 2000/01, as a result of the Northern Ireland Act 1998 (s. 100 and Sch. 15), which
repeal ed the Government of Ireland Act 1920. Notwithstanding the long run of data, there are doubts about the quality
of the data. Moreover, Slattery (1993) emphasised that the existence of multiple funds and channels means that such
figures should not be interpreted as ameasure of the subvention received by Northern Ireland from the UK Exchequer.
2 In the 1999/2000 Account, there are separate lines for Grant in Aid and Block Grant (Department of Finance and
Personnel, 2000, p. 6).
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appearance. Apat from cydlicd fluctuations in the public finances, one would have expected
either greater stability or aclear trend; thisis not the picture portrayed by Figure 7.

Figure7

Public Income of Northern Ireland, 1974/75 to 1999/2000
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Source: Public Income and Expenditure of Northern Ireland, successive issues.

One reason for the lack of transparency of the financid reaionships may have been the
sengtivity attached to Northern Irdand's relationship with the Republic of Irdand. Repeding
outdated provisons in the Government of Ireland Act 1920 could have raised unwelcome
diplomatic and domestic complications (Gibson, 1996). The co-exigence of datutorily
required documents (reflecting continuing provisons from the peiod of devolved
government) and Treasury-mandated documents (reflecting Northern Irdland’s podtion within
the UK public expenditure system) rendered the financial system inaccessible.

The ‘legacy of higory’ has long been recognised. Likierman (1985) quoted Mansergh (1936)
on the ‘financid rdaionship edtablished between Northen Irdand and Great Britan':
‘Neither its intentions nor its operation is understood by hdf the members of the Legidature,
not to speek of the generd public. Writing during the Direct-Rule period, Likierman
described the arrangements as ‘ obscure and cumbersome’ (p. 103), concluding:

. the danger is that the impresson of an ams length finencid rdaionship will
continue to foster economic and politica illusons. The danger in [the Westminger]
Parliament is that the obscurity of the arrangements will mean that Northern Irdland will
continue to occupy a dimly understood haf-in-hdf-out postion in Westmingter and that
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there will be little understanding of the financid facts, ether in Northern Irdand or in
the rest of the UK (p. 104).

With devolution being pat of a broader conditutional settlement, there is now an opportunity
for building greater public understanding.

3.3  TheNorthern Ireland Funding System Before Devolution

The extent to which London dominates UK poalitics should never be underestimated. Whilst
sometimes feding dighted, the territorid departments appreciated the advantages of ther
totd expenditure congituting a relatively smal proportion of UK public expenditure, not least
in the way that the Treasury’s focus on the ‘big numbers keeps the territorid programmes out
of view for mogt of the time. This is ore reason why having a teritorid formula has long
been viewed as mutualy beneficid.

The teritorid fiscd sysem is of asymmetricd importance it is crucidly important for the
territorid  departments and their minigters, but is often farly invisble to their counterparts at
the centre. Jod Barnett's (1982) memoirs of his experiences as Chief Secretary to the
Treasury (1974-79) never once mentioned the Barnett formula, an omisson to which his
attention was drawn during a Treasury Committee hearing on 13 November 1997 (Radice,
1997). Smilaly, Roy Jenkins (1998) chapter on George Goschen, one of his predecessors as
Chancdlor of the Exchequer (1887-92), never mentioned the Goschen formula, an omisson
noted in Donad Dewar’ s (1998) review of the book.

The operation of the earlier Goschen formula is even more badly documented than the Barnett
formula. It was put forward by George Goschen in 1888 as a means of channdling money to
education expenditure, and continued to be used in some form until the late 1950s. Head
(1992, pp. 54-57) explained the derivaion of the Goschen proportions as ‘the assgnment of
probate duties in the (rounded) percentages of ... overal contributions to the Exchequer’. The
use for Scotland of one or the other of these two formulae for gpproximately 90 of the last 110
yearsisindicative of the enduring gpped of such amechaniam.

Formula links to manland public expenditure acquired importance in the financing of the
Northern Irdand Parliament once the financia scheme of the Government of Ireland Act 1920
had effectively collgpsed. The ‘specid formula, devised by the Northern Irdland Specid
Arbitration Committee (Colwyn, 1925), has been described by Gibson (1996, p. 33) as ‘a kind
of forerunner of the Barnett formula of some fifty years later'. It can dso be seen as a
successor to the Goschen formula which had continued to operate on the manland
(McPherson and Raab, 1988). Sgnificantly, Gibson obsarved: ‘none of this materid was
avalable for public scrutiny’.

What was described in published documents in the 1990s as the ‘NI Block’ was not

comparable to the Scottish and Welsh blocks. The best way to explain the structure of the then
Northern Ireland programme isto think in terms of three ‘levels’.
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The firs level was the Northern Irdand programme which corresponded to expenditure
within the responghility of the Secretary of State for Northern Irdland; this was the focus of
the Departmental Report (Department of Finance and Personndl and Treasury, 1999).

The second level excluded expenditure on nationd agricultura and fisheries support, which
was excluded because these are greatly influenced by UK and EU policies. This is what was
described in the Departmenta Report asthe ‘NI block’.

The third level was described within Northern Irdland Departments as the ‘managed block’,
though there was no explicit reference to this in the pre-devolution Departmental Reports
(Department of Finance and Personne and Treasury, 1997, 1998; 1999). This was the
aggregate which corresponded to the Scottish and Welsh blocks, it was fed by the Barnett
formula, and the Secretary of State for Northern Irdland held expenditure-switching discretion
over it. Consequently, the managed block contained expenditure by the NIO, predominantly
LOPS, as wel as by Northern Irdand Departments. The favourable security Stuation at the
time of the 1994 Survey dlowed the then Secretary of State to switch expenditure from LOPS
into other programmes; the reverse then occurred in the 1996 Survey.

Two further points should be noted. Firgt, the Northern Irdland programme was narrower than
identifiable expenditure in Northern Irdand, as annudly published by the Treasury, but less
50 than in the cases of Scotland and Wales, largdy because it included Socid Security benefit
expenditure. Second, there was public expenditure which took place in Northern Ireland, but
which fdl within the category which the Treasury trested as non-identified (most obvioudy,
the cogts of the British Army presence).

Gibson (1996) emphasised that the financid system had encouraged irrespongbility because
of the soft budget condraint. UK taxpayers paid for the cost of the Troubles, and dso fully
funded Socid Security benefits (which, a& common UK rates and probably less drict
enforcement, were more generous relative to private sector earning opportunities than in Great
Britain).

A contentious issue in UK public expenditure has been the additiondity, or otherwise, of EU
programmes, most notably those concerning the European Regiond Development Fund
(ERDF) (Blewitt and Bristow, 1999). After disputes between the European Commisson and
the UK Treasury, a compromise was reached in 1992 (Europesn Commisson, 1992).
Additiondity would be ‘tested a the UK (ie member dae) levd. The Treasury then
introduced a separae line in public expenditure tables, identifying ERDF programmes, and
stated that public expenditure at the UK levd is higher than would have been affordable
without such ERDF receipts. Obvioudy, there is no way of demondrating that this has not
happened. Also, there is no way of demondrating that public expenditure in the beneficiary
region is higher than it would otherwise have been.

From the viewpoint of the teritories, this denied them tangible benefit from, for example,
Objective 1 status®>® However, the illuson seems to have been perpetuated by the belief that

% The European Union website provides the following explanation: ‘ Objective 1 of the Structural Fundsisthe main

priority of the European Union’s cohesion policy. In accordance with the treaty, the Union works to “promote
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EU programmes made scepticd publics more favourable to the European Union itsaf and,
specificdly in the case of Northern Irdand, promoted vauable cross-community
collaboration. The territoria departments vaued the advantages of the block grant system fed
by automated Barnett formula consequences. This issue of EU funding was not viewed as
aufficiently large in expenditure terms to be worth the risk of dedtabilisng the broader
framework. From a Northern Irdland perspective, the incremental effect of Objective 1 status
was much lower than for the Republic of Irdand, for which tesing a the member-date leve
encouraged genuine additiondlity. In contrast to main ERDF programmes, the EU Peace and
Reconciligion Programme is additiond, in the conventiond meaning of thet term. However,
Gudgin (1996, 2000) has de-emphasised the impact of EU funding on the Northern Irdand
€conomy.

A recurrent theme in the academic literature on public expenditure in Northern Irdand has
been that he large Sze of the locad public sector has crowded out the private sector. These
concerns operate on two digtinct levels. First, a larger proportion of the workforce than in
Great Britain is employed in the public sector,®! where wages and sdaries are pitched at the
GB levd. In contrast, locd private sector pay rates markedly lag Great Britain, by about 20
percentage points, a differentid usudly explaned in terms of industria dructure and low
productivity. The argument has been tha higher skilled employees were absorbed into the
public sector, denying their avalability to embryonic, higher vaue-added private sector
activities (Barnett and Hutchinson, 1998). Second, the combination of lower private sector
wages, UK benefit rates and laxer enforcement of benefit regulations (Gibson, 1996, Gudgin,
1999) provides a structurd basis for higher unemployment rates.

Co-existing dongdde these concerns has dways been a countervaling factor: the high leves
of public expenditure on employment, implicitly financed from Great Britain, have supported
Northern Irdand GDP and incomes. This leads to a concern that reductions in public
employment will remove one of the drongly postive factors a the macro level. Moreover, in
recent years, the growth of public expenditure and public sector employment in the Republic
of Irdand has crested a new market for public sector manpower and skills. For certain
categories of employee, Northern Irdland public services may be now competing more with
the Republic of Iredland than with Gresat Britain.

34  TheNorthern Irdand Funding System Under Devolution

To a greater extent than in Scotland and Wades, the funding system for devolution in Northern
Irdland has been a black box which attracted little attention. For example, the question of

peace naturaly dominated the Northern Ireland referendum (22/05/98), in contrast to Scotland

harmonious development” and aims particularly to “narrow the gap between the development levels of the various
regions”. Thisiswhy more than 2/3 of the appropriations of the Structural Funds (more than EUR 135hillion) are
allocated to hel ping areaslagging behind in their development (“ Objective 1") where the gross domestic product (GDP)
isbelow 75% of the Community average... Some fifty regions, home to 22% of the European population, are covered
in the period 2000-06' (Regional Policy - Inforegio, 2002).
31 Comparisons of the proportion of public employeesin Northern Ireland, in relation to that in Great Britain, need to take
account of the coverage of the public sector: certain activities, privatised in Great Britain, have not been privatised in
Northern Ireland. Obvious examples are the rail and bus networks.
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(11/09/97), where the tax-varying powers were controversa, and Waes (18/09/97). The
synchronised wording of the July 1997 White Papers (Scottish Office, 1997, Welsh Office,
1997b) on the role of the Barnett formula did a certain amount of embedding.

Given that there was much less attention to the financid mechanics in Northern Irdland, the
necessary consequence of the Barnett formula that headline percentage increases would be
lower than in England was not widdly appreciated. Ironicdly, ‘reviewing Barnett’ became in
Northern Irdland a plea for more funding whereas, in London, this had become shorthand for
cutting the Assgned Budgets. There was dmost no public attention in Northern Irdland to the
overdl pogtion, necessarily involving congderation of the basdine It became accepted
across dl Northern Irdland parties that Northern Irdand was being treated badly by the
Banett formula sysem and would benefit from a review, in terms of higher resources.
Without a full needs assessment, it is impossble to know how the Northern Irdand
expenditure index would compare with its needs index. However, a present, it seems more
likely that the expenditure index would exceed the needs index, than vice versa

Devolution has markedly dtered the context in which the Barnett formula is operated. Firg,
the Banett formula has become a mechanism for trandferring resources between tiers of
government, and not a mechanism internal to one government (Heald and Geaughan, 1998).
The intendty of politicd and media interest gives some indication of what the future holds.
The lack of trangparency, characterisng the past use of the formula, will no longer be
sudanable. The falure to collect or to publish rdevant information will be chalenged. For
example, the Treasury did not publish figures for expenditure comparable to the territorid
blocks until March 1999 (Treasury, 19998), and even then the form of publication was
gngulaly uninformative. There were improvements in the subsequent issues of the block
funding rules (Treasury, 2000a; 2002b), though much improvement is till required.

The following expogtion focuses upon how the system of devolved financing now operates
for Northern Iredland, whilst providing some discusson of certain features (eg the trestment of
EU funding) which have continued, unchanged by devolution.

3.4.1 The Structure of Expenditure

Devolution brought sgnificant changes to the dructure of government in Northern Irdand.
Hadden (2001) explaned the digtinction between transferred (ie devolved), reserved (ie
presently held by the Secretary of State for Northern Irdland), and excepted (ie outsde the
scope of devolution) functions. This terminology is different from that in Scotland and Waes,
where ‘reserved’ is used in the sense of ‘excepted'.

NIO functions, mostly in reation to LOPS, were removed from the managed block, and
thereby taken outsde the scope of the Barnett formula The budgets for these reserved
sarvices would therefore be settled bilaterally between the NIO and the Treasury. Before
devolution, the Department of Finance and Personned (DFP) had acted as a mini-Treasury for
the Secretary of State for Northern Irdland, effectively bridging the gap between Northern
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Irdland Departments (Northern Irdland Civil Service) and the NIO (the UK Civil Service).
Under devolution, the finances of the N1O are more separate than before.

These changes had two financid effects. Firet, trandferred services could not benefit from
such a ‘pesce dividend within the managed block, something which had been widdy
anticipated (Gorecki, 1995, Roper, 1995). Second, devolved functions were protected from
the redundancy costs associated with the contraction of policing and prisons, expenditure
which would be both large and irregular in timing. Therefore, Northern Irdland sacrificed the
notiond gains from the peace dividend for such protection, without which programmes could
have been serioudy disrupted.

3.4.2 The Operation of the Barnett Formula

For 20 years, there was little forma documentation in the public doman as to how the
territorid  block actualy operated. The eection of the devolved Parliament and Assemblies
was necessaily going to change this. The Treasury (1999a) made public the block rules on 31
March 1999, shortly before the eections in Scotland and Waes. Revised versons were
published in July 2000 (Treasury, 2000a) and July 2002 (Treasury, 2002b), just after the
publication of the results of SR 2000 and SR 2002.

The July 2002 document, like its 1999 and 2000 predecessors, included a schematic
representation of the devolved funding system for Northern Ireland. Reproduced as Figure 8,
this demondtrates clearly that the component of expenditure controlled by the Barnett formula
is a large pat of the totd, but not the whole picture. Figure 8 shows that the DEL for the
Northern Irdand Assembly has two principa components. The fird, and by far the largest,
part is the Assgned Budget (formerly the managed block), changes to which are governed by
the Banett formula The second component is outsde the formula mechanism, consging of
spedific items® that are negotiated bilaterdly. Similarly, AME has two components certain
items categorised within main programme spending (eg Socid Security benefits); and certain
items categorised within ‘other AME (eg Didrict Councils sdf-financed expenditure). The
Banett formula is not used in relation to AME. In practice, expenditure in AME fdls into two
caegories, which are very didtinct in character: tha which is mogt directly controlled by the
Treesury on a bilaerd bass and that expenditure which represents the sdf-finendng
discretion of the Devolved Adminigiration.

32 Inthe July 2002 document, the one item remaining in the Non-Assigned Budget isthe EU Peace and Reconciliation

Programme |1. Previously, there were other items: Welfareto Work (in Assigned Budget DEL from 2001/02); Hill
Livestock Compensation Allowances (first renamed L ess Favoured Areas Support Scheme and in Assigned Budget
DEL from 2003/04); and the ERDF gas link and electricity interconnector. The possibility of items being in Non-
Assigned Budget DEL remains important, even if this channel now appearsto be falling into disuse.
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Figure8
The Public Expenditure Regime for the Northern Ireland Assembly

Public Expenditure Regime

Assigned Budget NonAssigned Budget
Annually Managed

Departmental Expenditure Limit (DEL) Expenditure (AME)

Non-Barnett Main programme
Barnett Formula determined determined spending
Agriculture EU Peace Common Agricultural
Trade and industry Programme Policy
Employment
Energy . . .
Roads and transport Socia Security benefits
Housing
Environment and water
Fire NHS and Teachers
Education Pensions
Health

Socia security administration

Public corporations & other public services

Student Loans: implied subsidies and
provision for bad debts

Capital Receipts Initiative

Other AME:

Certain accrual items
such as capital charges
for raads and the Water

Trust Debt Remuneration Service

Fossil Fuel Obligation District Councils seif

Bus Fuel Duty Rebate financed expenditure
Regiona Rates

Source: Treasury (2002b), p.36

The purpose of Table 7 is to convert the diagrammatic representation of Figure 8 into
numbers. The am is to treat items on the basis on which they were treated in a particular
financid year. Consequently, this involves discontinuities when trestment changes. In the
present context, this is a more interesting agpproach than adopting a consstent retrospective
treetment across years. In this way, the full operation of the Northern Irdand Assembly
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expenditure regime can be documented. The Budget documents presented to the Northern
Irdand Assembly by the Miniser of Finance concentrate dmost exclusvely on DEL (ie the
controllable part).

Table 7 is complicated by the trangtion from cash (1999/2000 and 2000/01) to RAB Stage 1
(2001/02 and 2002/03) and then to RAB Stage 2 (2003/04 onwards). Consequently, years
expressed on different bases are not comparable. DEL is subdivided into the Assgned Budget
(ie Barnett formula controlled) and NontAssgned Budget components. Notwithstanding the
complexities introduced by there being items within the Non-Assigned Budget, it is clear that
the Assgned Budget dominates DEL. Wedfare to Work was absorbed into the Assigned
Budget in SR 2000 (teking effect from 2001/02) and the Less Favoured Areas Support
Scheme (formerly Hill Livestock Compensation Allowances) in SR 2002 (taking effect from
2003/04).

The only remaning item within the Non-Assgned Budget is the fully additiond EU-funded
Peace and Reconciliation Programme Il. There is a great ded of misunderstanding about the
impact of EU funding and how this rdaes to the overdl finandd system. Devolution did not
change these EU funding arangements, but gave them more vighility. The &bsence of
additionality at the Waes levd for the newly acquired Objective 1 datus for West Wales,
covering 63% of the land area and 64% of the population, contributed sgnificantly to the
downfal of the firg First Secretary (Alun Michagl). The subsequent concesson to Waes,
announced in July 2000 as pat of SR 2000 (Treasury, 2000c, para 21.3), dlowed
additiondity ‘above Barnett’ for ERDF recepts, but not for the matching funding which
required to be found from within the Welsh Assigned Budget.®® Like the Scottish Highlands
& lIdands, Northern Ireland lost Objective 1 satus for the 2000-2006 programming period,
but was awarded a compensatory programme (Department of Finance and Personnel, 2001b,
European Commisson Directorate-General  Regionad  Policy, 2001). The forthcoming
enlargement of the European Union will fundamentaly dter regiona support arangements in
the next programming period: this may involve countries which would account for 28% of the
enlarged EU population but only for 11% of the enlarged EU GDP (Eurostat, 2001).3*

Regarding the EU Peace Programme (Department of Finance and Personnel, 2001a), the Sze
of the fully additiond expenditure within the NontAssgned Budget is smdl reative to the
totad budget of the Northern Irdand Assembly. The adminidrative costs of this type of
programme are exceptiondly high. It has been judified in terms of the intangible benefits
asociated  with the Programme, such as intermationd  goodwill and extensve public
engagement and support. Notwithstanding these benefits, there are two dangers to be avoided.

3 A medi acampaign to secure Scotland equal treatment instantly stopped when someone pointed out that what was

beneficial to Wales at atime of increasing EU receipts would be detrimental to Scotland duringaperiod of decline.
Exactly the same consideration applies to Northern Ireland.

3 Thesefi gures are based on 2000, and take into account 12 of the 13 countries designated as ‘ candidate countries’ by the

European Union. Turkey is excluded as it is not expected to accede to the European Union in the near future. GDP
figures are adjusted for purchasing power paritiesin order to improve comparability.
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Table7

The Northern Ireland Assembly Expenditur e Regime (pro forma)

2001/02(| 2002/03}{2003/0
1999/2000j| 2000/01)| Stage 1| Stage Stage%
cash cash RA RAB RAB
|IDepartmental Expenditure Limit
Assigned Budget
||Barnett formula-determined DEL XXX XXX XXX XXX XXX
\Welfare to Work (now in Assigned Budget) X o
Housing loan charges® (now in Assigned Budget) X000 |
L ess Favoured Areas Support Scheme (now in Assigned Budget X006 0| X000 oo
[EU Peace and Reconciliation Programme X | 000 | 000
|ERDF gas link and electricity interconnector’ XXX x| 0! |
| |
|DEL Total XXXl xxx|  xxx|  xXxx| XXX
Annually Managed Expenditure
| Main Programme Spending | |
Common Agricultural Policy X006 0| 00 0| 00
Social Security benefits X0 | 000 | 000
|NHS and teachers pensions XXX %0 0 %o 0
{New Dedl 50+ 000 | 000
[Notional, non-cash items X0 0 X0
AME Total XXX XXX XXX XXX XXX
|Overall Total XXX XXX XXX XXX XXX

NOTES.

! This represented a minor adjustment for changes in NIHE borrowing costs outside a certain threshold, either up or
down; this adjustment was discontinued in SR 2000.

* Asfrom 2002/03, there is no further spending on the ERDF gas link and el ectricity interconnector.

® The original intention was to populate this Table with numbers relevant to each financial year, on the basis of the
treatment of itemsin that year. However, it has not been possible to produce a version of the Table which can be
reconciled with the published Budget documents. Accordingly, apro formatreatment has reluctantly been adopted. As
at the December 2001 Budget, and on a RAB Stage 1 basis, in 2001/02 the Assigned Budget constituted 46.5% of the
Overall Total; the Non-Assigned Budget 1.0%; and AME 52.5%.

Source: Various Budget documents, with additional information supplied by the Department of Finance and Per sonnel
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Fird, the time-consuming nature of programme implementation should not divert atention
from the tasks of securing Vdue For Money (VFM) and avoiding underspending on man
programmes. Second, additiondity tests involve risks. If expenditure wodd not have been
otherwise undertaken, that might indicate a low priority relative to other programmes. There
is dso the posshility that there might be an overhang of locked-in expenditure, aisng from
expectations of continued funding after the expiration of this additiond funding, whatever the
forma conditions of the grant. Accordingly, the importance atached in Northern Irdland to
‘sustainable’ programmesis to be welcomed.

The Assgned Budget is ovewhdmingly important within the funding sysem. Over the past
20 years, there have been several outsder accounts of the operation of the Barnett formula
(Bl et a, 1996, Hedd, 1994), and a report by the Treasury Committee (1997). However,
these accounts of the process lacked access to the relevant data held within government.
Accordingly, the publication of the block rules in the funding policy documents (Treasury,
1999a; 2000a; 2002b) was an important landmark. Neverthdess, crucid information is ill
missing, for example a series for that expenditure in England which is comparable to
expenditure in the Northen Irdand Assgned Budget. Until this information reaches the
public domain, conclusions about the operation of the formula have to remain tentative.>®

Table 8, which is based upon Annex C of Treasury (2002b), explains the caculation of
formula consequences, whereby changes in comparable expenditure in England automatically
generate changes to the Assgned Budgets. One reason for the complex structure of Table 8 is
that, owing to differences in functiond responghilities, there must be separate cdculations for
Scotland, Waes and Northern Ireland.

The firg column of Table 8 shows the provison in England for 2002/03 (as in July 2002) for
each programme. Subsequently there are two columns each for Scotland, Waes and Northern
Irdand. The first of the pair of Northern Irdland columns shows the percentage of expenditure
which, a the sub-programme levd explicitly shown in Annex C (but not in Table 8), is
comparable to the Northern Irdand Assgned Budget. This percentage is then applied to the
provison in England (column 1) in order to cdculate the second of the par of columns for

35 Thefollowi ng exchange in 2002 between the House of Commons Scottish Affairs Committee and the Scotland Office

illustrates just how far thereisto go in terms of the transparency of formula operation:
‘Paragraph 6 of the Supplementary Financial Memorandum states that “the levels of comparable England spending
are not readily available”. It is difficult to understand how it is possible to calcul ate the changes to comparable
England spending without the Treasury having data on the levels of such spending for a multi-year period. The
Committee would like to have this information, for the years 1999-2000 to 2003-04, with the same level of
programme detail as provided in the table in paragraph 3 of the Supplementary Financial Memorandum’ (Scottish
Affairs Committee, 2002, requesting information on 31 July 2002).
‘It isdifficult to determine exactly how much is spent in England on services which are devolved in Scotland. The
Barnett formula determines increasesin provision, not levels of provision. The nature of services devolved in
Scotland, Wales and Northern Ireland varies between each country. The detailed arrangementsfor, for example,
local government spending varies between countries. Also, some types of spending exist in one country but not
another, for example water is privatised in England but not Scotland... As previously explainedtothe Committee,
therefore, figures on the level of devolved spending in England are not routinely available. However, dataon
identifiable total managed spending by country are published in chapter 8 of Public Expenditure: Statistical
Analyses 2002-03 (Cm 5401)’ (Scotland Office, 2002, replying on 6 December 2002).

37



Northern Ireland Public Expenditure

Northern Irdland. For example, Hedth in Northern Irdand is 99.66% comparable, whilst
Loca Government is 40.68% comparable.

These percentages are a weighted average of the comparabilities of the sub-programmes
within the main programmes. This averaging process is necessary because, a the time of a
Spending Review or Budget, the totd change for the Whitehal department is likey to be
stled before the detaled compostion is determined. Thus, for reasons of Speed, the
weighted comparability is applied to the change in the English progranme®® The overdl
comparability percentage for Northern Irdland, shown as 72.91%, is not actudly used for any
cdculation.

The find step in the cdculation is to multiply the Northern Irdand population percentage
(340% in SR 2002) by the product of the actud change in, say, Hedth expenditure in
England and the Northern Ireland comparability percentage (99.66%) for Hedth.*” The aum
of these changes on dl programmes represents the Barnett formula consequences, which are
then added to the Assgned Budget DEL, over which the Northern Irdand Executive has full
expenditure-switching discretion.

% Prior to the top-down reforms of the public expenditure management system in 1992 (Heald, 1995), formula

consequences were calculated at sub-programme level.
3 Accordingly, an increase in Health expenditure in England of £100 million would increase the Northern Ireland

Assigned Budget DEL by £3.39 million. Thisis calculated as £100 million multiplied by 99.66%, then multiplied by
3.40%. Whether thisincrement isin fact allocated to the Northern Ireland health programme is a matter for the

Executive and the Assembly.



Table8

Compar able English Expenditure and Compar ability Per centages (Scotland, Walesand Northern Ireland)

Comparabl % Comparable||% expenditur Comparable

2002/03||% expenditur English|| expenditur English|| comparablet English
o Provision comparabletce)l expenditure(S),|comparablet expenditur Norther expendituri

|Programme description £,000s Scotland £,000 Wales (W), £,000 Irelan (NI), £,000
|Education and Employment 23,304,437 99.72% 23,259,022 93.08%| 21,709,886 99.83%| 23,284,197
[Health 58,232,985 99.62% 58,011,774 99.62%| 58,011,774 99.66%| 58,032,718
Transport 8,222,401 86.77% 7,134,812 60.20%) 4,949,757 89.88%], 7,390,379
office of the Deputy Prime Minister 5,793,550] 99.57% 5,768,864 98.41%)| 5,701,470 99.54%| 5,766,816
Local Government 37,648,469 55.82% 21,015,969 99.98%| 37,641,969 4068% 15,314,341
[Home Office 9,878,234 99.76% 9,854,136 0.76%|| 75,236 2.60% 257,309
[Legal Departments 3,280,766| 95.87% 3,145,280 0.00%|| q 1.56%) 51,048
Trade and I ndustry 4,456,541 22 47% 1,001,528 21.86%) 974,297 28.07%| 1,251,059
Agriculture 2,668,577 83.11% 2,217,875 81.44%)| 2,173,375 85.49% 2,281,488
Forestry 105,668] 100.00% 105668  100.00%) 105,668 100.00%| 105,668
[culture, Media and Sport 1,441,929 92.10% 1,328,000 86.25%) 1,243,699 97.13% 1,400,561
Work and Pensions 6,465,236 8.65% 559,299 8.65%|| 559,299 100.00%]| 6,465,236
[chancellor’ s Departments 4,541,235 (0.03%)| (1,161)| (0.03%) (@,161)| 3.55%4 161,063
[ cabinet Office 1,277,534 4.41% 56,335, 4.41%) 56,335), 18.57%]| 237,186
Total 167,337,562 79.75% | 133,457,401  79.60% | 133,201,604 72.91% | 121,999,069|

NOTES:

1. Regarding ‘ Domestic Agriculture’, the following explanation appears in Treasury (2002b): ‘ The comparability forthe Agriculture programmewas determined on

Great Britain basisfor the 1998 Comprehensive Spending Review. United Kingdom domestic agriculture for Scotland and Wales was therefore cal culated by allocating &
population share of changes in domestic spending for England. Agriculture sub-programmes have now been re-aligned to reflect spending within England.’
2. ‘Social Security’ refersonly to the administration of benefits, not to benefit expenditure.

Source: Treasury (2002b), p.45-66.
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Table 9 provides the full st of comparabilities a sub-programme leve for Locd
Government. Although not a typicd case, this shows how there can be interconnections
between the devolved funding sysem for Northen Irdand and the highly complex locd
government finance sysem in England. For example, a large increase on one of the 100%
comparable sub-programmes on Locad Government would only augment the Assgned Budget
by the weighted average for the programme. For example, an increase of £100 million would
bring formula consequences of £1.38 million (usng the weighted average) rather than £3.40
million (usng 100%). How the Tressury defines the levd a which comparability is exercised
is clearly of fundamenta importance.

A great deal of concern has been expressed in Northern Irdland about the so-caled ‘Barnett
squeeze . The main discusson will be postponed until Chapter 5. However, two points should
be emphassed here. Firdt, the reason why there is sO much discusson a present is,
paradoxicdly, tha public expenditure is currently growing so quickly. The Barnett formula
delivers to Northern Irdand the same per cepita increase as in England. Arithmeticaly, this is
bound to be a samdler percentage increase on the much larger base. As was shown in Tables 3
and 5, the red rate of growth of public expenditure is unprecedented in recent times. The high
rates of nomind growth in the 1970s were at times of high inflation and were not ddiberately
planned. If there were to be marked convergence, this would be through England catching up
towards a much higher red leve of expenditure in the teritories than could ever have been
envisaged in 1997.

Second, if public expenditure growth a the present rate were to be continued in the medium
term, there would be consderable convergence in per capita indexes. This has not been seen
in the past 20 years, though some convergence might have been expected given the properties
of the Barnett formula®® The issue of how far convergence should go has not been addressed,
but resolution probably means recourse to some kind of needs assessment. In the pre-
devolution period, paticularly after the 1992 top-down reforms to public expenditure
management (Heald, 1995), there was an understanding that a territorid Secretary of State
who thought that convergence was going too far could cal for a needs assessment; this option
was never exercised. The only published needs assessment was conducted in the 1970s
(Treasury, 1979). However, there has been regular updating of that exercise by the Treasury,
with mgor exercises in 1988 (undertaken by a Cabinet Office interdepartmental committee)
and in 1994 (by the Treasury itsdf). The unpublicised nature of this updating, without any of
the necessary trangparency or inditutional independence, might be seen as an implicit thresat
to the Devolved Adminidrations. For example, a UK government might suddenly announce
that it has completed a new needs assessment, or the results might be spun to newspapers
hodtile to the Devolved Adminigrations.

% Therearenot enough datain the public domain to be confident about why more convergence has not occurred. Formula

bypass and low rates of nominal expenditure growth, together with relative population decline in the case of Scotland,
might be expected to be important (Heald, 1994).



Table9

Comparability for L ocal Government (Scotland, Walesand Northern Ireland)

%](Comparabl %|{/Compar able|(% expenditurg] Comparabl

2002/03||expenditur English|fexpenditur English|lcomparablet English

Provision| comparablellexpenditur e compar ablejlexpenditure Northern| expenditur

Sub-programme description £,000g| to Scotland|| (S), £,0004 to Wales| (W), £,000 Ireland| (NI), £,000:

I Aral R Avarnmaoant

[Nafinnnl nnn-dnmectir rate navmente - enllactinn rncte

2 Gnﬂ 10N0/ 22 AN 1NN0A 2 GnRI

N7aliiatinn affira ratinA convires ranavment

1 nnoﬂ R2 ANA)

110 mﬁ| 1 nn0/?| 110 NAR 7‘ 1NN0A 110 nR7I 1 nnoZl 110 nR7I

/alnatinn trihiinale

11 RAQ" 1 nn0/f|| 11 RA’-E" 1NN0A

11 RAQ"

1 nno4| 11 RAQ"

/alnatinn Office Calineil Tay Qerviree Renavment

1R R7 1000/ 1R R7 1NN0A 1R R7N

EDnlml 18 Qinnnrt (Grante (R avrliidinn Canital QRA and | awr & Order

14 297 21 7| 1nn0/a 14 297 21 7‘ 1nno/a 14 297 217

1N0No, 1R R7

1 nnoZ] 14 297 21 7|

LT:Q{: (Canital Q[A and | an & Order 5 701 RR|| 1nn0/r]|_r-:7n1 ROA| 1nno/,]| 5 701 AJR n0/.]| 0|

[I\Infinnnl nan-dnmadtir rata navmente 1A A2A 0NN n0/,]| 0| 1 nn0/,]| 1R R2A NNN n0/r]| 0|

rqufinnal nan-damedtic rate navmente - Citv nf | andan nffcat A l-'.ﬂn" n0/,]| (‘| (\0/.]| n ﬂO/r]| n||
B an|| 1 nnO/.] 2 NN 10N0/4 2 nnn 1000, 2 NN

|L{‘rcdit annravale commiitatinn

I Aaral avarnment Diihlicity

7'2;3 1 nnO/a 1N0N0A4 728

(3l A Dronaratinn Cnate A 0097| 10004 R 009 10N04 A 002 10N04 A 0097|
|[PEI Qnarial Grant 210 nnn" 1 nn0/f|| 210 nnn|| 1NN0A 210 NNN 1nn04|| 210 nnn"
Conoral (I A Grant 27 or;n|| 1nn0/f|| 27 o:.n|| 1NN0A 27 QRN 1nno4| 27 or;n||
|l nral Gnvarnment Qtandarde Rnard 7 Qﬂﬁll 1 nnO/.j 7 anl 10004 7 ann 10N0, 7 an|
||T:<mr \/alla Inenectarata 21 700]| 1 nnO/r] 1000/ 21 700 1nnod
E?.rnnfe tn hearnn arhnnle 1 70{'\" 1 nnO/.] 1 700 10N0A 1 700 10{102] 1 70
Fzmr valiie interventinn rnate 1 n20|| 1 nnO/.]| 1 000 1 nnO/,]| 1020 1nn04| 1 n20||
E (~C mannina rnctc Aann|| 1 nnO/.] Aﬂﬂ 1 nno/a| A0N 1nn0/,]| 4nn||
En\/nd‘ tn Qave cnecial Arant 11 518 1 nnO/,]| 11 B1R 1 nnoA]l 11 518]|
I nral (aovernment an lina 138 nnn" 1 nnO/,]l 128 NNN| 1nn0/,]| 128 nnn"
F\Ininhhnu rhnnd Renanal Erind 20N nnn|| 1 nnO/F' 20NN nni] 10N0/A 20N NNN 10{10[:" 20N nnn||
"DQA Parfarmanca Eiind 120 nnn|| 1 nn0/f|| 120 nnn|| 1NN0A 120 NNN 1 nno4| 120 nnn||
|I nral nnvernment recoarch 2 29 10N0/ | 2 ’2’){" 10004 2 22N 10N0, 2 29

I aral Gavernment Tatal

7 RAR ARQI RR R’)O/;Il 21 N1R QROI' [e[¢] QRO/;i 7 RA1 QRO

AN RRO% 18 214 QA1|

Source: Treasury (2002b), p.52-53.
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3.4.3 ThePresentation of Budgetary Plans

The Budget documents presented to the Northern Irdland Assembly focus upon DEL. The
following discusson is anchored on the numbers presented in the Budget Statement of 11
December 2002 (Northern Ireland Office, 2002).3°

Deived from this latest Northern Irdand expenditure document, Table 10 provides a
summay of tota devolved spending from 2002/03 to 2005/06. The top section analyses
spending by depatment. For two departments, upper and lower figures are provided,
necessarily meaning that there are dso upper and lower figures for Tota Departmenta Spend.

The middle section then shows the necessary steps to reach Total DEL. There are two
expenditure items  Undlocated Executive Progranme Funds® and the EU Peace and
Reconciliation Programme 11.** There are two revenue items here netted off: target for asset
sdes and regiond rates*? The fifth item is a composite, as is explained in the note to Table
10. The sixth item is the anticipated underspend, with the difference between the upper and
lower figures offsetting the difference between the upper and lower figures dready discussed
in the top section. The final step to reach Total DEL is to deduct borrowing under the new
powers, £125 million in 2003/04 plan and £200 million in the fdlowing two years. Such
borrowing therefore enables more expenditure of a DEL character to be undertaken.

The find section of Table 10 then shows the AME components. Benefits and Common
Agricultura Policy expenditure are areas where the Executive has least policy discretion.
New Ded 50+ is a very smdl item. Pensgons is within AME because what scores is the
resdud of current pensons and transfers in and out of relevant superannuation schemes, and
current contributions. Notiond non-cash items are the result of the implementation of stage 2
RAB. Finaly, borrowing under the Strategic Investment Programme is scored as AME.

Two further points about expenditure management in Northern Irdland are worth making.
Fird, there is no DEL Resarve as there is, for example, in the UK plans. In practice, the
problem of underspending is so pronounced that the December 2002 plans explicitly provide
for shortfal. Second, DFP have not cascaded down to departments the new 1998 freedoms
dlowed by the Treasury to UK depatments and the Devolved Adminigrations. The
dissdvantage is to postpone the managerid benefits of EYF which have been much
proclamed a the UK level. The advantages are that DFP control is reinforced, a a time of
new departmenta structures and of weak collective responsgibility in the Executive. Moreover,

3 Because of suspension, this document was tabled by the NI O, but relates to devolved expenditure within the

responsibility of the Northern Ireland Assembly and Executive.
40 Executive Programme Fund (EPF) was intended as a pot out of which Executive prioritiescould be funded, but in
practice has been the subject of a second-round bidding process by departments. Although the numbersin the
December 2002 Budget are no longer large, the existence of top slicesto be allocated at alater stage means that
percentage changes on other programmes have to be interpreted with caution.

1 This part of EU expenditure is genuinely additional; see Sections 3.3 and 3.4.3.

42 see Section 3.5 and Annex 3.1. ° Regional rates’ is scored as negative public expenditure, meaning that higher revenue

from this source allows more gross expenditure to be incurred whilst remaining within the Total DEL.

4?2



Northern Ireland Public Expenditure

DFPs &bility to recover unspent money in-yer is a means of limiting the scde of
underspend. The unusuad nature of the Executive will be an enduring feaiure of devolved
government in Northern Irdland, meaning that the baance of advantages regarding the extent
of budget delegation may be different from e sewhere.

Table 11 presents the 11 December 2002 Budget in indexed red terms, having converted the
data shown in Table 10. The budget weights in 2002/03, cadculated on Totd DEL, ae
reveding. Two depatments dominate: Depatment of Hedth, Socid Services and Public
Safety (DHSSPS) and Department of Education (DE) together account for 63.2% of Tota
DEL (or 60.4% of Tota Depatmenta Spend). Three other departments account for a further
26.8% of Totd DEL: Depatment of Employment and Learning (DEL), 9.7%; Department for
Regiona Development (DRD), 8.7%; and Department for Socid Development (DSD), 8.4%.

The converson to red terms underlying Table 11 uses the latest GDP deflators available®®
This dlows for generd inflation, not price changes in individud services. Totd DEL (100 by
definition in 2002/03 plan) is planned to be 110 in 2005/06. The 2005/06 index for Tota
Depatmentad DEL is 113 (lower end of range) to 114 (upper end of range). In terms of
individua programmes, the dtrongest growth among the sx larger depatments is for
DHSSPS (121). Only the Depatment of Enterprise, Trade and Investment (DETI) has a
2005/06 index (lower end of range 83; upper end of range 99) beow 100. Findly, the
Minister of Finance's intention to increase the proceeds of regiond rates is demondrated by
itsindex being 112 in 2005/06.

The clarity of the Northern Irdand Executive Budget documents on successive changes to the
Totd DEL alows Table 12 to be assambled, largely from published sources. This garts with
DEL immediately after the SR 2000 announcement in July 2000 (Treasury, 2000c), and
finishes with the 11 December 2002 statement (Northern Ireland Office, 2002). There is a
step- by-step reconciliation at each intermediate stage:

12 December 2000 Budget (Northern Ireland Executive, 2000);

25 September 2001 Draft Budget (Northern Ireland Executive, 2001b);
3 December 2001 Budget (Northern Ireland Executive, 2001a); and

5 June 2002 Position Report (Northern Ireland Executive, 2002).

Concentrating upon 2002/03, the evolution of Totad DEL can be traced. Rather than go
through each dage item by item, the approach adopted here is to highlight issues of
importance and items that are numericaly sgnificant.

Table 12 demondrates that the evolution of the Assigned Budget DEL depends upon more
than just the application of the Barnett formula to changes in comparable expenditure. At each
dage in Table 12, those changes dtributable to the generation of Barnett formula
consequences have been clearly [abelled.

B gl ghtly different results would be obtained if alternative GDP deflators, which are issued by the Treasury three-

monthly, were used. This would not affect the argument.
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Table10

Northern Ireland Assembly Expenditure 2002/03 to 2005/06 (cur rent prices, £ million)

2002/03” 2003/04” 2004/05” 2005/06
plan plan plan plan|
|Department of Agriculture and Rural Development 229.3|| 260.9|| 254.3" 265.]]
||Department of Culture, Artsand Leisure 89.d| 100.(1| 104.2|| 101.2*
[Department of Education 14276 15359 16246 16710
[Department of Employment and L earning || ||
Upper end of range 6319 7103 738.0| 755.7
Lower end of range 631$i| 705.3) 728.(1| 745.7
|Department of Enterprise, Trade and | nvestment || ||
Upper end of range 275.6 291.8) 289.0) 294.3
Lower end of range 275.6 251.8| 239.0) 2443
|Department of Finance and Personnel 157.3|| 172.2|| 179.8|| 190.2||
||Department of Health, Social Services and Public Safety 2,693.7|| 3,094.5|| 3,248.3" 3,496.6"
||Department of the Environment 116.5|| 136.9|| 136.4|| 146.8||
||Department for Regional Development 567.]l| 607.5|| 691.2" 707.7||
||Department for Social Development 5485|| 559.4|| 587.3" 622.3"
||Office of First Minister and Deputy First Minister 35.]I| 47.0 46.d| 482"
||N orthern Ireland Assembly 50.4|| 52.2 52.2|| 52.2"
[other Departments 64|| 7.6| 8(1| 83||
| | |
Total Departmental Spend: Upper end of range 6,828.4|| 7,576.3 7,959.2" 8,360.3"
|Lower end of range 68284 7,531.3 7,899.2| 83003
| | |
|Unallocated Executive Programme Funds 13.$i| 3.6| 36.:ll| 42.4||
[European Union Peace and Reconciliation Programme || 80.(1| 50d| 62.d| 80.d|
Target for asset sales || (9.0)|| (15.0)|| (15.0)||
|Regional Rates @506)|  (375.1)  (3%5.3)  (420.7)
|other items? (46.0)| (16.6)| 286 87.2)
Anticipated underspend || ||
Upper end of range (181.2) (204.7)|| (211.6)||
Lower end of range (136.2)| (144.7)|| (151.6)"
| |
Total Spend 6,525.6|  7,047.9 7,470.9" 7,922.6"
[less borrowing | @250)] (2000) (2000
Total DEL (Assigned Budget + Non-Assigned Budget), net of Ji QH GH
Assembly Self-Financed Expenditur e 6,525. 6,922.9| 7,270. 7,722.
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| |
Annually Managed Expenditure (AME) || ||
[Benefits 37212 38638 39381 40048
[common Agricultural Policy 179.3 186.9| 186.7 187.5|
[New Deal 50+ 16| 1.0 10 10|
[Pensions 1911 1735 2040 2334
[Notional non-cash items 14506 16579 16609 16819
Strategic Investment Programme expenditure financed by borrowing || 125.0 200.0 200.(1|

| |
Total AME 55528 60080 61997 63989

| |
Total DEL plusAME 12,078.5| 12,931.0| 13,470.6] 14,121.5

| |
NOTES:

! Other items include: RAB technical issues; itemsawaiting final decisions on allocations; expenditure to cover foreseen costs
and End-Y ear Flexibility in those cases where the resources are distributed in-year.

2 Thistable is based on RAB Stage 2 figurework. Outturn figures would necessarily be on acash basisfor 1999/2000 and on
RAB Stage 1 basisfor 2000/01 and 2001/02. Comparisons with previous years would therefore be meaningless. At the UK
level, the lack of overlapping data currently makesit very difficult to identify trendsin public exp enditure(Healdand McLeod
2002, para 496).

3 The 2002/03 figures represent the position at the beginning of that financial year.

Source: Northern Ireland Office (2002), pp 14 and 61, with supplementary information supplied by the Department of Finance
and Personnel.
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Table1l

Northern Ireland Assembly Expenditur e 2002/03 to 2005/06 (index of real terms)

Budget
weight in
2002/031[2002/03 plan|[2003/04 plan||2004/05 plan|[2005/06 plan|
|| Department of Agricuiture and Rural Development 3.5104 100.0| 111.3 105.8| 107.6)
||Department of Culture, Artsand Leisure 1.36% 100.0|| 109.9| 111.7 106.6"
| Department of Education 21.88% 1000 1052 108 109.0}
||Department of Employment and L earning || ||
|| Upper end of range 9.68% 100.0|| 109.9' 111.4) 111.3
|| Lower end of range 9.68% 1000  109.2 109.9| 109.9)
||Department of Enterprise, Trade and Investment ||
|| Upper end of range 4.22% 100.0|| 103.5 100.1 99.4
| Lower end of range 4.200 100.0| 89.4 82.7 82.5
||Department of Finance and Personnel 2.41% 100.0|| 107.1 109.1 112.6)
||Department of Health, Social Services and Public Safety 41.28% 100.0|| 112.4 115.1 120.8"
I|Department of the Environment 1.79% 100.0|| 114.9 111.7 117.3|
||Department for Regional Development 8.69% 100.0|| 104.8| 116.3) 116.2
||Department for Social Development 8.41% 100.0|| 99.7|| 102.2 105.6|
||Office of First Minister and Deputy First Minister 0.54% 100.0|| 131.0' 125.0) 127.8"
||Northern Ireland Assembly 0.77% 100.0|| 101.3 98.8" 96.4|
|lother Departments 0.10% 100.0| 116.1 119.3 120.7
l |
I|Tota| Departmental Spend: Upper end of range 104.64% 100.0|| 108.5 111.2 114.0)
IL 104.64%| 100.0|| 107.9| 110.4| 113.2
l | |
I|Una| located Executive Programme Funds 0.21% 100.0|| 25.3' 247.8| 283.9|
||Eur0pean Union Peace and Reconciliation Programme || 1.23% 100.0|| 61.1 73.9| 93.1
||Target for asset sales || n/c n/c n/c
| Regional Rates -5.37% 1000] 1046 107.6| 1117
IOther items' -0.70% 100.0| 35.3 (59.3) (176.5)
Anticipated underspend
Upper end of range
Lower end of range
Total Spend 100%) 100.0| 105.6 109.2 113.0|
|[less borrowing (AME) || || n/c n/c n/c
| | |
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Total DEL (Assigned Budget + Non-Assigned Budget), net of J O|| | |

Assembly Self-Financed Expenditure 100% 100. 103.8 106.3 110.2
Annually Managed Expenditure (AME) ||

|IBenefits 1000 1015 101.0} 102.4}
||Common Agricultural Policy 100.0|| 101.9 99.4" 97.3|
|New Deal 50+ 100.0| 61.1 50.6) 58.2
|lPensions 100.0 88.8 101.9) 113.9
|Notiona| non-cash items 100.0|| 111.1 109.2 107.3|
Strategic Investment Programme expenditure financed by borrowing || n/c n/c n/c
Total AME 100.0|| 105.8 106.5 107.3)
Total DEL plusAME 100.0|| 104.7 106.4 108.8]
NOTES:

! Other items include: RAB technical issues; items awaiti ng final decisions on allocations; expenditure to cover foreseen costs; and End-Y
Flexibilty where the resources are distributed in-year.
2 Thistable is based on RAB Stage 2 figurework. Outturn figures would necessarily be on a cash basis for 1999/2000 and on aRAB Stage 1 basi
or 2000/01 and 2001/02. Comparisons with previous years would therefore be meaningless. At the UK level, the lack of overlapping dat
currently makes it very difficult to identify trends in public expenditure (Heald and McLeod, 2002, para 496).
® The 2002/03 figures represent the position at the beginning of that financial year.
‘n/c’ indicates that an index could not be calculated since the 2002/03 baseline is zero.

|| Source: Northern Ireland Office (2002), with supplementary information supplied by the Department of Finance and Personnel.

However, four other sources of change to the Assgned Budget DEL can be identified. First,
there are adjustments that are not done through the formula (eg £72.7 million in 200304 as
pat of SR 2002). Second, there are transfers into Assigned DEL (eg Wedfare to Work from
2001/02) and out of Assigned DEL (eg non-cash water costs from 2002/03). Third, there is a
sequence of technicd adjusments, usudly smdl but massve in the case of the converson of
the measurement basis from Stage 1 RAB to Stage 2 RAB (£866.9 million in 2002/03)**
Fourth, there are other changes, such as the SR 2002 basdline adjustment in 2003/04 and the
reprofiling of EU Peace and Reconciliaion Programme 1l in 2003/04. Taken together, the
number and scale of these changes, and the combination of postive and negative items,
demondrate that the changes to the Assigned Budget come from a wider range of factors than
the Barnett formula An assessment of whether the predicted convergence due to the
mathematical properties of the Barnett formula is taking place cannot be made smply on the
bass of the numbers published in successve Budget plans. For this to be done, full
information on technicd adjugments and on comparable programmes in England must be
avalable.

4 geethe discussion of RAB in Section 4.5.
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Table12

M odificationsto the Northern Ireland Assembly Total DEL (£ million)

2000/01 2001/02" 2002/03" 2003/04|| 2004/05|  2005/06|
|[DEL as announced in July 2000 (SR2000) 5,306.1] 5,667.J 5,973.2" 6,294.]l|
IChanges: || ||

CAP modulation 3.0 40|| 45||

Technical adjustments: || ||

Welfare to Work 52.4 524 524
New Deal for Schools S.J 82|| 82||
Other 2.9 0.7 1.0|

Barnett formula consequences on allocations after SR 2000 0.9 13.9| 18.0|
|IDEL at time of 12 December 2000 Budget 5,306.1 5,734.8 6,052.5| 6,378.2
|Changes:

Technical adjustments:

Reclassification of Community Care from AME to DEL 19.0 21.5
Other technical transfers 4.9 (1.6)|| (1.9)f

Barnett formula consequences from March 2001 Budget 19.5 21.3| 21.4|
IIDEL at time of 25 September 2001 Draft Budget 5,759.2|  6,091.2 6,419.2
|changes |
|| Barnett formula consequences from November 2001 Pre-Bucke] O.J 28.2
||DEL at time of 3 December 2001 Budget 5,759.6 6,119.4{| 6,419.2
IChanges:

Technical adjustments 1.2 1.5|

SR2000 baseline adjustment 22.0)|

RAB Stage 2 conversion ge6.9|  889.5

Transfer of certain non-cash costs from DEL to AME® (91.6)" (92.3)||

Barnett formula consequences from April 2002 Budget —

Health 10.3" 73-6||
|IDEL at time of 5 June 2002 Position Report (RAB Stage 24 6,906.3" 7,269.5||
ILEL at time of 5 June 2002 Position Report (RAB Stage 2)2” 6,906.3" 7,269.5||
||Barnett formula consequences from April 2002 Budget—Hedth1| || (72.4)||
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I|Technica| adjustments’ || (18.7)||
I|Reprofi|ing of EU Peace & Reconciliation® || (80.0)||
||Reclassification of water costs from DEL to AME® (373.0)" (393.0)||
I|Base|inef0r SR2002 6,533.3| 6,705.4|| 6,705.4| 6,705.4{
|Changes: ||
Barnett formula consegquences from SR2002 148.9|| 507.C 930.6|
Non-Barnett changes from SR2002” 727 670 95.1
Technical adjustments (7.6) 79| 85 ©5
Barnett formula consequences from November 2002 Pre- || 6||
Budget 3.
| |
|[DEL at timeof 11 December 2002 Budget 6,525.6" 6,922.9|| 7,270.9 7,722.6|
||Memorandum line: DEL Outturn 5,192.8/| 5,637.2 || ||
__ | | | |

NOTES:
! The non-cash costs involved relate to: local roads; personal social services; flood protection; and urben regeneration. In England, these fundtion{
ould be discharged by local government.
2 Prior to the 5 June 2002 Position Report, all figurework is on a RAB Stage 1 basis, whereas all subsequent figurework is on a Stage 2 basis.
® This was removed to align with the baseline for SR2002, which was set before this addition. The sum was added back as part of the formulal
consequences from SR2002.
£18.7m was taken out of the provision for 2003/04 as these items were not to be carried forward to future years Theitanswearesbsquently
added back, along with the Non-Barnett changes.
® This was removed to align with the baseline for SR2002. The sum was added back as part of the Non-Barnett changes from SR2002.
° It isonly the non-cash costs associated with water (ie depreciation and cost of capital) that have moved to AME. Thisis contingent upon the)
Northern Ireland water system being self-financing by April 2006.
" This includes some pre-SR2002 Non-Barnett additions.

H Source: Successive Northern Ireland Budget statements, with supplementary information from the Department of Finance and
Personnel.

35 Fiscal Effort

‘Fscd effort’ has a specific technical meaning in the public finance literature. With regard to
ub-nationd governments, it refers to the extent to which they make use of the taxable
capacity that they have acquired through the assgnment of tax bases. In federations with
sysemdic schemes of fiscd egudisation, such as Audrdia and Canada, the cdculation of
verticd tranders to be recaived from the federa government will involve assumptions about
some standard level of sub-nationd fiscd effort.

In the United Kingdom, most taxes are raised by the centrd government and applied on a
uniform bass. With regard to those limited cases of sub-nationd discretion, fiscd effort in
Northern Irdand is much lower than that in Great Britain. In relation to property taxes, the
Northern Irdland fiscd effort is only 55.3% of the England level.*® However, this kind of
comparison involves certain difficulties, especialy when taxation systems diverge.

% Thebasis of this calculation is explained in Section 3.5.1 below.
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The community charge was never introduced in Northern Irdland and therefore there was not
the same trangtion, as in Great Britain, from a rentd-vaue based domestic property tax,
through community charge, to council tax, which is based on cepitd vdues. There ae
problems of comparison, even if the systems were identicd. For example, the average tax
might mean the average amount paid on a house of a certain vaue (council tax band D on the
manland), or the average amount paid by households (which will be heavily influenced by
the distribution of domestic property vaues across council tax bands).*® Moreover, a
sgnificant part of domestic rates and council tax is pad by the Socid Security sysem. The
fact that about 20% of increases in council tax are not met by council tax payers' is used by
the Treasury in order to judify its powers to make offsetting reductions in the Assgned
Budgets (Treasury, 2002b, para 5.3), should property tax increases in the Devolved
Administrations be out of line with increasesin England.*®

If fiscd effort is interpreted to include charges for public services as wdl as taxes, variations
in fiscd effort can make expenditure comparisons even more difficult to interpret. The
different dlocation of functions in Northern Irdand from that in Great Britain between centra
and loca government dso hinders comparisons. It was shown in Table 2 that Northern
Irdand's identifiable public expenditure per cgpita is much higher than England's, this is
measured on a net expenditure basis. Higher net expenditure per capita can be the result of
higher gross expenditure per capita, or of lower charges per capita, or of some combination.
An important example is the absence in Northern Irdland of water and sewerage charges for
the publicly provided service. Indudtrid derating is another example of lower fiscd effort.
Under the present funding system, this means that expenditure of an equivdent amount is
foregone, that other charges or taxes must be higher, or some combination of these.

3.5.1 Property Taxes

The lower yidd of property taxes in Northern Irdland is connected in part with the much
reduced scope of loca government, following the Macrory Report (1970). This led to a
angle-tier locd authority structure with limited functions magor areas of spending were
pulled back into centrd government depatments and other centrally-controlled bodies
(Carmichadl, 1996).

The academic literature scores property taxes highly as suitable revenue sources for sub-
national governments, and they are used throughout the world for this purpose. However, two
issues have to be addressed. The firgt is ensuring that the tax base is kept up to date by means

46 |n Great Britain, there are two different bandi ng systems for council tax: one system appliesto England and Waes, and

another system (which applies the same band labelsto lower property price brackets) appliesto Scotland. It isalso
relevant to note that resources equalisation to offset differencesin tax bases is conducted separately in England,
Scotland and Wales, and not at the GB level.
47 Gieve (2997) illustrated some of the complex interactions between local government revenue-raising and central
government expenditure. For example, part of incremental council tax revenue will be met from the Social Security
budget. Moreover, local authorities have recognised that increasing council rents provides them with accessto the
Social Security budget.

“® Thereisan equivalent provision with regard to the impact of higher rents on rent rebates (Tressury, 2002b, parab.3).
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of regular revaudions. This is often troublesome, primarily because politicians in office
detest revauations. Those taxpayers who would pay a larger share of the (congtant) tax
revenue complain vociferoudy, whereas those who would pay a smdler share ether do not
notice or remain slent. The second is how to moderate the burden of domestic property taxes
(taxing housng consumption) on lower income groups, without sacrificing a large proportion
of revenue or introducing serious economic and political distortions*®

Northern Ireland exhibits the first problem, in terms of a serioudy outdated vauation basis for
domegtic property. The vauation bass retains rentd vaues from the late 1960s as established
by a 1976 revduation (Department of Finance and Personnel, 2002b, para 39), snce when the
disperson of propety values must have widened consderably and there must have been
ggnificant geographicad shifts within Northern Irdand in the digribution of market vaues. In
consequence, some households will face pre-rebate bills that are ‘too high’, whereas others
will face pre-rebate bills that are ‘too low’. Once such a Stuation deveops, it is very difficult
to correct this without intense political controversy. Following an internd review within DFP
of the rating system, a consultation paper was published on 27 May 2002 (Department of
Finance and Personnel, 2002b) and a summary of the consultation process was published on 5
December 2002 (Department of Finance and Personnel, 2002a). The Committee for Finance
and Personnd  (2002b) has aso reported. An extended discusson of regiond and didrict rates
can be found in Annex 3.1 to this Chapter. The likely course of development is that there will
be amoveto acapita vaue-based system in the domestic sector.

There has been condderable media discusson about the digtributiona effects of peace in
Northern Irdland. In the long run, there would be downwards pressure on the rea incomes of
middle-class households (especidly those benefiting from GB-pegged wages and low house
prices), though in the short run this may be masked by the avalability of windfal capitd
gans as house prices rise in response to economic confidence and GDP growth. Mudlbauer
and Murphy (1998) attached exceptional macroeconomic importance to UK house-price
inflation, and Mudlbauer (1997) has drongly argued that resdentid property is too lightly
taxed under the council tax sysem, even & GB tax leves wdl above those in Northern
Irdland.

The Northern Irdand Executive should condder carefully the desirable future path of regiond
raes. The 1998 change of public expenditure treatment of the regiond rate in Northern
Irdand is of mgor long-term dgnificance. Wheress the regiond rate was previoudy only a
financing isue, in the sense that its leve did not affect expenditure totas, variations upwards
or downwards now directly affect how much can be spent.

The average gross domestic rate bill in Northern Irdand in 2002/03 is £445. However, the
average gross council tax hill in England, excluding water charges, is £804. The gross
Northern Irdland figure, therefore, represents only 55.3% of the gross England figure

9 Aclaim by those who advocated the community charge was that the domestic rate rebate system meant that high-

spending Labour councils could increase the rate poundage, knowing that alarge proportion of their voters were
exempt from paying (increases in) domestic rates.
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(Department of Finance and Personndl, 2002b).>° In part, this is because Northern Ireland
taxpayers benefit from the Domesic Rate Aid Grant (DRAG), which had the effect of
reducing the average domestic rate hill in Northern Ireland by £116 in 2002/03>*

Another fiscd effort issue concerns indusrid derating, whose continuation has been
advocated by CBI Northern Irdand (2001). This is now an expendve form of indudrid
support for Northern Irdand because it reduces the yidd of a given levd of regiond and
digtrict rates. The DFP (2002b, para 13) estimates the cost of indudtria derating in 2002/03 at
£66 million, now met by public expenditure in Northern Irdland being lower (or other localy
controlled taxes and charges higher) than otherwise. A decison has now been taken that
industrial derating will be abolished, though the timing and phasing are not yet settled >

3.5.2 Water and Sewerage

A dgnificant difference between Northern Irdand and Greast Britain is that domestic
consumers in Northern Irdand do not pay waer and sewerage charges. The industry was
privatised in England and Waes in 1989, whereas in Scotland it has remained in public
ownership but is financed through charges®® In Northern Ireland, the Water Service is an
Executive Agency within the Department for Regiond Development. In 2001/02, it incurred a
net deficit on operations before interest and cost of capital charges of £165.846 million (Water
Service, 2002). After cost of capitd and interest charges, the net deficit was dstated as
£442.751 million. From its 2001/02 accounts, the actua amount received from the DRD was
dated as £198.8 million. In the December 2001 Executive Budget, this sngle item was
planned at £217.5 million and represented 3.7% of total departmental DEL (46.4% of DRD
departmental DEL) in that year. The charges pad separately in England represent sgnificant

%0 Itisestimated that raisi ng the domestic rate bill to constitute the same proportion of average household income as

England would raise an extra £116 million in revenue in Northern Ireland(Department of Finance and Personnel,
2002b, para12). Even with such an increase in revenue, rate billswould be at alevel ‘no greater than the least
prosperous areas of England and Wales'; household income and GDP are significantly lower in Northern Ireland than
in Great Britain.

1 It should be noted that DRAG appliesonly to theregiona element of domestic rate bills, not to the District Council part

of the bill. In 2002/03, DRAG was set at 66.82p and so, with an average domestic Net Annual Value (NAV) of about

£173, represents areduction in the domestic rate bill ofabout £116. The cited figures for council tax in England and

domestic rates in Northern Ireland take no account of council tax benefit or rate rebates.
%2 The Parli amentary Under-Secretary at the NI1O, currently with responsibility for Finance and Personnd (lan Pearson
MP), announced at the CIPFA annual conferencein the Slieve Donard Hotel, Newcastle, County Down on 24 October
2002 that industrial derating would be phased out (Pearson, 2002). Neither the start date (possibly April 2004 or April
2005) nor the period of phasing has yet been determined. Primary legislation will be required and the presumptionis
that this will be taken forward by Direct-Rule ministers. If arestored Assembly wished to overturn this decision, the
loss of revenue would have implications for spending plans.
% Thethree geographically -based Scottish water authorities, established in 1996 when these serviceswere removed from
local authority control, were merged on 1 April 2002 to form Scottish Water, now treated as a self-financing public
corporation. Theterm ‘charging’ has to be used circumspectly in the context of unmeasured domestic water and
sewerage, as charges are based on council tax bands. The Water Industry Commissioner for Scotland (2001, p.304)
statesthat ‘in 2002-03, customer revenue funds 86% of the total expenditure of Scottish Water’.
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amounts. according to OFWAT (2002), the average household water and sewerage hill in
England and Walesin 2002/03 is £227.52°*

These differences in inditutiona arangements between Northern Irdand and England result
in there being no Barnett formula consequences on account of the water and sewerage service.
While this may be reasonable, given that consumers in Great Britain are paying for the service
over and above what they pay in taxes, the Northern Irdand Assembly is currently faced with
a need for additiond expenditure of £50 million per yer to meet EU requirements
(Department of Finance and Personnel, 2002b, para 122).

Severd measures have recently been announced. Firdt, the Treasury has agreed to non-cash
water expenditure (ie depreciation and capitd charges) being transferred from DEL to AME,
though resource expenditure on water remains within the Assgned Budget. An advantage of
this step is that it protects the Assgned Budget from the volatility and unpredictability likdy
to be a feasture of this sector. However, the condition of that transfer was that the Water
Service would become sdf-financing by 1 April 2006. Second, the Treasury have agreed to
additiond borrowing by the Executive, provided it is then serviced from additiond locd
revenues™ Third, the section of the Review of Raing Policy’'s Consultation Paper
(Department of Finance and Personnel, 2002b) dedling with water lists four possble methods
of digributing the cost burden among domestic comrsumers. a uniform household contribution
a a fla rae a linkage to propety vauation such as NAV, as in England; a linkage to
property valuaion such as cepitd vaue, as in Scotland; and some combination of these
methods.

3.5.3 Additional Revenue from Fees and Charges

The present author is not in a postion to judge whether other fees and charges in Northern
Irdland are currently at the same level as those in Greeat Britain, or to assess the scope for
generating additiond revenue from charges. Significant charges are likdy to be intensdy
controversa within Northern Irdland. Another congderdtion is that ingppropriate or badly
desgned charges may serioudy hinder the achievement of programme objectives. Charges
will affect the behaviour of the users of public services, in ways which may be beneficid (eg
trangport congestion charges ration capacity) or dysfunctional (eg priority groups reduce ther
use of sarvices) (Baley, 2002). There will often be some conflict between efficiency and
digributiond condderations, though these may sometimes point in the same direction, ether
for or against user charges.

*  Thisisawei ghted average of measured (£197.94) and unmeasured (£236.16) consumers. Comparable figures for

Walesin its entirety are not available, but the averagetota water and sewerage bill for Dwr Cymru, which servesmore
than one million properties in Wales, is £275.56. Figures for Scotland are provided by the Water Industry
Commissioner: the average planned water and sewerage bill for 2002/03 across the whole Scottish Water areawas
£248.44 (North of Scotland Water Authority area£279.57; West of Scotland Water Authority area £230.88; East of
Scotland Water Authority area £254.84).
5 Further discussion of borrowi ng powers appears in Section 5.3’ s coverageof theReinvestment and Reform I nitictive,
announced in May 2002.
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The point to be stressed is that the Assgned Budget system operates in terms of expenditure
net of fees and charges. Consequently, a higher level of fees and charges permits a given leve
of Assgned Budget to support ahigher level of gross expenditure.

354 A Northern Ireland Variable Rate of | ncome Tax

Only the Scottish Parliament has a tax-varying power over income tax (Hedd and Geaughan,
1997); the Northern Irdand Assembly has legidative powers without this income tax power,>®
whilst the Welsh Assembly has neither. In Scotland, where the Labour Party had ruled out use
of the Scottish Varidble Rate of Income Tax (tartan tax) during the first Parliament, the issue
of raising additiond revenue temporarily subsided.

There is a broad academic consensus that eected bodies should be fiscadly responsble at the
margin, especidly when they have legidaive powers (Bdl et a, 1996, Blow et &, 1996,
Condtitution Unit, 1996, King, 1984, Smith, 1996). The key qudifier is the phrase ‘a the
margin’, meaning that, after the fiscd equdisation sysem has compensated for differences in
needs and resources (ie taxable capacity), the cost of additional expenditure (and the benefit
of lower expenditure) should fal on ‘locd’ taxpayers. There are powerful economic factors,
including globdisation and membership of the European Union, which mean tha sub-nationd
governments cannot be fully ‘sdf-finendng’ (Heald et a, 1998).

There was an intense politica debate before Scottish devolution on the topic of the tartan tax.
This dlows the Scottish Parliament, by pasing a resolution initiated by the Executive, to vary
the basc rae of income tax in Scotland by up to 3p in ather direction (Heald and McLeod,
2002c, para 538). The Inland Revenue would collect the additiond amount from taxpayers
with Scottish residence and, smilarly, would deal with rebated amounts. In the case of an
upward variaion, the allowed spending of the Scottish Parliament would be increased by the
Treasury by the rdlevant amount. In the case of a downward variation, an offsetting reduction
would be made®’

The Labour Government’s plans for Scottish devolution were tested in a pre-legidaive
referendum held on 11 September 1997; the second question, effectively about the tartan tax,
though worded more broadly, was carried by 63.5% to 36.5% on a 60.4% turnout (Heald and
Geaughan, 1997). The legiddtive intention was that this would provide a capability for the
Scottish Parliament to determine its overdl budget sze, though to a modest extent. The actud
operation of the tartan tax would require more trangparency in the operation of the Barnett

% Therestrictions on the taxation powers of the Northern Ireland Assembly (Northernlrdand Act 1998, Schedule2 para

9) are asfollows. It cannot levy: (a) taxes or duties under any law applying to the United Kingdom as awhole; (b)
stamp duty in Northern Ireland before the appointed day (ie date of devolution); and (c) taxes or duties substantially of
the same character as those mentioned in sub-paragraph (a) or (b). Thus, the Assembly has powersto levy taxeswhere
the UK government is not already occupying the base. In practice, this probably amounts to not much more than
property taxes.

> The counterpart diagram for Scotland to Figure 8 shows the classification of the proceeds of the tartan tax, whether

positive or negative, as Other AME (Treasury, 2002b, p. 32).
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formula than currently exists, as otherwise it would not be possble to establish whether the
total budget had indeed been varied by the relevant amount.

The tartan tax power is embedded in the UK tax system and thus affected by changes in it.
The March 1999 Budget restructured tax bands, replacing the existing 20% band (EG£4,300
of taxable income) with a sarting band of 10% (EG£1,500), with the net effect that the basic
rate (23% in 1999/2000, 22% from 2000/01) started at a taxable income of £1,500. Treasury
(19990, p. 99) 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 or minus £180 million 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.

Paradoxicdly, these changes increased the potentid yield of the tartan tax, yet arguably made
it more difficult to levy because its starting point would now be lower down the income scae.
At the 1999 Scottish Parliament dections, there was a mistaken, but widely accepted, view
that the tartan tax is regressve because it applies to the basic rate and does not extend to the
higher rate. The Inditute for Fiscal Studies (1999) showed that, until the top decile, the tartan
tax would be progressve®® The difficulty in using the tartan tax is essentidly politicd, and
there would be much manoeuvring regarding whether the Scottish Executive or the UK
government took the blame. One practicd concern is that, given the Treasury’s control over
data and scoring, recourse to the tartan tax might be neutralised by a reduction in the Assgned
Budget. However, the best safeguard would be full trangparency about the Assigned Budget
caculations.

The politics of the tartan tax have become rather tortured. The Labour Party gave an explicit
electord commitment not to use the tartan tax in the firs term of the Scottish Parliament. This
commitment, widely believed to have been imposed upon the Scottish Labour Paty by the
London leadership, was accompanied by a campaign againgt the SNP's ‘Penny for Scotland’
(ie the upward use of 1p of the 3p power), forecasting economic doom and mobilisng
busness persons and celebrities, in a way highly reminiscent of the ‘N0’ campaign during the
1997 Referendum.

Quite gpart from these political developments, there was dways a case for caution, in that the
firsda step for the newly dected Parliament and Assemblies was to assess the expenditure
dtuation, notably compostion and the possbilities for greater VFM. Contrary to dl
expectations prior to devolution, the Devolved Adminigrations have thus far experienced
financid plenty. Rather than a shortage of spending power, the problem has been mobilisng
red resources, as manifes in high levels of underspend across both the Devolved

8 On the considerations which led to the tartan tax not being applied above the higher rate threshold, see

Heald and Geaughan (1997).
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Adminigrations and UK centrd government more generaly (Treasury, 2000b; 2001d;
2002¢).

Perhaps one of the most dgnificant aspects of the tartan tax is thet this proposd explicitly
linked the legidative and executive powers of the Scottish Parliament to revenue rasng.
Although the referendum on the basis of two questions (one about the Parliament, the other
effectively about the tatan tax) was widdy interpreted as an attempt by the Labour
Government to backdide on the revenue-rasing power, the practicd impact was to highlight
the link in a way not previoudy done, despite the commitment of the Scottish Conditutiona
Convention (1990, 1995) to this proposd. After the referendum, some of those who had
forecast dire economic consequences arisng from a modest pro then switched to a
position advocating that the Parliament should raise al its own resources.>®

For reasons which were entirdy predictable and understandable, the pre-referendum debate in
Scotland about financia aspects of devolution concentrated heavily upon the tartan tax and
the possble repercussons upon the Barnett formula The firg priority of the Devolved
Adminigrations should have been to review sysematicdly the VFM secured from exiding
programmes. Nevertheless, the Scottish Parliament needs to use the tax-varying power in the
medium term, as it will otherwise arophy (Heald and Geaughan, 1997), both politicaly and
adminigratively.

In the short term, such a tax-varying power is of margind relevance to the tasks facing the
Northern Irdland Executive and Assembly. Neverthdess, Northern Irdland needs to equip
itsdlf to contribute fully to UK debates.

3.5.,5 Conclusion on Fiscal Effort

This emphass on improving fisca effort should not be taken as encouragement to the
Northern Irdand Assembly and Executive to think solely in terms of spending more. Per
capita expenditure in Northern Irdand currently exceeds the UK average by a large margin
(Barnett and Hutchinson, 1998, Gorecki, 1998, Treasury, 2002f). Revenue-raisng should be
regarded as a means of securing fiscd accountability at the margin (Barnett and Knox, 1992),
and of securing proper atention to the full range of dlocaive and digributiond effects of
public expenditure programmes. Given the likeihood of downward pressure on the
expenditure index in the medium term, there has to be a grester awareness in Northern Ireland
of the opportunity costs of public sector activity.

Dexpite attracting little attention at the UK leve, the pre-devolution sysem of teritorid
government embodied extensive devolution of expenditure respongbilities (Heald, 1980). The
essence of contemporary condiitutional reforms is to transfer these respongbilities from
members of the UK Cabinet to those who owe their postion and legitimacy to the support of
directly eected teritorid assemblies. The issue of ‘locd’ fiscd accountability has naturdly
acquired more sdience (Head, 1990). The Devolved Adminigrations should eventudly have

¥ Theargumentsin Scotland about ‘fiscal autonomy’ are examined in Section 4.3.
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more responghility for raisng revenue a the margin, though the obstacles to this should not
be underestimated.

Fiscd accountability a the margin can only be secured for the Devolved Administrations
following a thorough review of sub-naiond taxation in the United Kingdom. Indeed, the
financing of devolved assemblies is intricaidy interwoven with questions about the financing
of locd authorities. This is more obvious in Great Britan than in Northern Irdland, where
loca authorities are less important in expenditure terms because of their much narrower
functiond respongbilities. Northern Irdand is neverthdess affected by these interconnections
through the operation of the Barnett formula.

There is a warning in the block funding rules (Treasury, 2002b, para 5.2) that disproportionate
growth 6|£1 sdf-financed expenditure relaive to England might be scored againgt the Assigned
Budget:

It is, however, open to the Government to take into account levels of this sdf-financed
expenditure in each country when determining the assigned budget where:

I. levds of sdf-financed spending have grown sgnificantly more rapidly than
equivaent spending in England over a period; and

ii. this growth is such as to threaten targets set for the public finances as part of
the management of the United Kingdom economy.

This seems likely to be an area of ddicate negotiations between the UK government and the
Devolved Adminigrations. There would only be scope for a sustained switch of the burden of
financing a given levd of sub-nationd expenditure if there were a UK-wide consensus about
the degrability of such achange.

Fiscd effort is primarily about the extent to which the resources required to finance public
savices are extracted from the taxpayers and service users of that politica jurisdiction.
However, a number of related technicd issues are aso examined here, even though they do
not al fit into a narrow understanding of fiscad effort.

Firg, there is an urgent requirement for UK-wide rules on a series of technica issues which
have condderable potentid for generating political conflict. Obvious examples relate to the
treetment of EU funds, Nationd Lottery funds, assets financed through the Private Finance
Initigtive (PHl), and tax expenditures granted by UK government which touch upon devolved
programme aress. Each of these issues opens up scope for budgetary gamesmanship and poor
VFM, suggesting thet scorekeeping on these should be pat of the remit of a Teritorid
Exchequer Board, the establishment of which is proposed in Section 5.6.

Second, one of the ways in which the Northern Irdand Executive might generate additiond
proceeds relates to the sde of public assets, particularly those now redundant, or business
undertakings to the private sector. There is explicit coverage of this issue in the Treasury

80 Thetartan tax is specifically excluded.
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(2002b) funding rules® Therefore the trestment of such asset sdle proceeds would have to be
discussed hilaterdly with the Treasury, the obvious point being that desrable disposals might
not go ahead in the presence of a high leve of dawback.

Such disposas would not be easy or uncontroversid; a classc case is the Chancdlor of the
Exchequer’'s initigtive of 11 May 1998 (Treasury, 1998d), whereby the managed block was
enhanced by £70 million in anticipation of sdes proceeds from the privatisation of the Befast
Port Authority. On that occasion, the managed block gained the money but the privatisation
never took place. One aspect of the Reinvetment and Reform Initiative (RRI), launched on 2
May 2002 (Treasury, 2002c), is the trandfer, a zero codt, of certain UK government assets in
Northern Irdland. Some of these conditute economic development opportunities, and the
digposd of others, which will count as negative expenditure, will bring financid benefits to
the Assgned Budget.

Third, the present level of recourse to the PH in Northern Irdand seems to be subgantidly
below that in Greeat Britain for comparable services, mogt particularly in Scotland where there
is, for example, a large progranme of schools PFl new build and renovation (Accounts
Commisson, 2002). Although VFM judifications are offered in Scotland, the politica
context is one in which locad authorities know that they would definitdly not recelve consents
to undertake capita expenditure themsdves (such consents score againgt the Assigned
Budget), without which there would be no new schools. The PFI has definitely been the ‘only
show in town’.

The PHl may, in certan contexts, be useful if it brings management benefits, but care is
required to ensure that bills for budget-funded services are not smply posted to the future,
Although there are shortfdls in Northern Irdand’s physica infrastructure, there is dso much
evidence of extendve shopping lists of projects, rather than of prioritisation (CBI Northern
Ireland, 2000).°> Care will have to be taken to avoid getting the worst of both worlds adong
the public/private finance spectrum: not usng the private sector when there are genuine
efficiency gains to be regped, but usng the private sector to postpone scoring againg the
Assgned Budget even when the present-valued cogt is higher.

Fourth, a good rule of thumb is that the funding system needs to reward fisca effort by sub-
nationd governments (rather than punish it), provided that the (at least firgt-round) incidence
of sub-nationa taxes is broad and not unreasonably targeted a particular groups. A political
rather than technicd difficulty is that the Devolved Adminigrations will naturdly fear thet
higher fiscad effort will afford the Treasury opportunities to reduce the Assgned Budget in

61 Ppara 7.4 of the July 2002 document states that the Treasury has the right to reduce the ‘grant’ if Devolved

Administrations make capital receiptsfrom the sale of assets, originally financed by UK taxpayers, which represent a
‘major changein therole of the public sector’. Para 7.5 additionally statesthat, like all UK departments, the Devolved
Administrations may retain 100% of receiptsonly if theindividual saleislessthan £100 million and total asset sales
are less than 3% of total departmental provision. Para 7.6 requires the Devolved Administrationsto tell the Treasury
before selling assets which may cause the Assigned Budget to be adjusted, and requiresthe Treasury to tell the
Devolved Administrations before making such adjustments.

62 An assessment of the potential role of the PFI in Northern Ireland is provided by the Committeefor Financeand

Personnel (2001).
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discretionary ways. The sysem could then become gridlocked: low fiscd effort by the
Devolved Adminigtrations would encourage the Treasury not to take serioudy requests for
additional resources, and high fiscd effort could be seen by the Treasury as a subdtitute for
centra grant.

The find point is politica rather than technica: the public finance culture of Northern Irdand
has to change. There has been a financidly irrespongible culture, in the sense that the UK
Exchequer would insulate the resdents of Northern Irdland from the cost of internal conflict
and the reaulting inefficiency in both microeconomic and macroeconomic terms (Gibson,
1996). Even when — perhaps especidly when — there are generous fiscd equdisation
arangements, there has to be a credible budget condraint. These Northern Ireland
circumgtances give added force to the genera requirement that perceptions of a soft and
manipulable budget condraint have to be erased. There will have to be an incresse in
Northern Irdand's fiscd effort if the Assembly and Executive want to mantain anything like
the exiding expenditure differentidds on England. There dso has to be tougher enforcement of
catan taxes and regulations, regarding which a culture of nonpaymet may have
developed.®®

B A frequently discussed exampleisthelower proportion of Northern Ireland househol ds holding television licences, not

thought to reflect lower use of televisions. This particular licencefeeisaUK imposition, though it seemsunlikely that
non-payers are making this distinction.
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Annex 3.1  Regional and Digtrict Ratesin Northern Ireland

In 1995, the Vauation and Lands Agency undertook a revauation of the non-domestic sector,
with the revised NAVS based on 1995 rentd vaues, coming into effect in April 1997.
Indudtrial property was revalued, but the present system of indudtrial derating, now estimated
to cost £66 million per year in foregone revenues, was ureffected. The overall NAV adjusted
to a 1995 vauation base is £1,637.80 million in 2002/03. This conssts of £882.82 million of
non-domestic NAV, and £754.98 million of domestic NAV, dfter adjusting to a 1995
vauaion.®* This caculation holds congtant the relative shares of the tax base attributable to
the domestic and non-domestic sectors (Department of Finance and Personnel, 2002¢). There
has recently been another non-domestic revauation, which will take effect from 2003/04,
with businesses vaued on the basis of 2001 rentals.

There are two components to the property tax paid by both domestic and non-domestic
ratepayers. Regiona rates are set by the DFP in respect of such services as education,
housing, persona socid services, roads, and water and ®werage. The leve of regiond rates is
decided annudly by the Executive, brought forward into legidation by the DFP and approved
by the Assembly. Both the domestic and non-domestic regiond rates are uniform across
Northern Ireland.

Didrict rates are fixed by each Didrict Council to meet its own net expenditure on such
functions as lesure fadilities, economic devedopment and environmenta meatters. The
vaiation in didrict rates reflects the ratesble resources and spending policy of individua
councils. Individud rate bills are cdculated by multiplying the property’'s NAV by the
regiond and didrict rate poundages. The domestic regiond rate poundage is cdculated by
factoring up the non-domestic regiona rate poundage by the converson factor (6.342) and
then subtracting the Domestic Rate Aid Grant poundage.

The collection and rebate system in Northern Irdand has didtinctive characteristics. Centra
roles are played by the Rate Collection Agency (RCA) (an executive agency of DFP) and the
Northern Irdand Housing Executive (NIHE) (an Executive NonDepartmental Public Body of
the Department for Socia Development); Digtrict Councils have no role.

The channd of payment depends on the category to which the taxpayer belongs. owner-
occupiers, NIHE tenants, and private tenants. First, owner-occupiers pay a combined hill,
though separately itemised, for regiond and didrict rates to the RCA. Where rdevant, owner-
occupiers apply to the RCA for a rate rebate. Such gpplications must be accompanied by
documentary confirmation, provided by the Socid Security Agency (SSA), to date that the
gpplicants are entitled to Income Support. On the basis of this evidence, the RCA estimates
how much housng benefit in the form of rate rebate is to be dlowed and how much rate
income to write off as a consequence. Second, NIHE tenants apply to NIHE to determine the
amount of rate rebate. The NIHE pays the gross amount of rates to the RCA, obtaining
rembursement of the rate rebates from the SSA. Third, private tenants apply to the NIHE,
which ether pays the tenant directly or, a the tenant’s request, pays the rate rebate directly to

64 Thedomestic NAV at 1995 valuation is calcul ated by multiplying the 1976 valuation of £119.04 million by afactor of

6.342, which istheratio of the non-domestic NAVs at 1995 rental valuesto 1976 rental values.
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the RCA. Alternatively, private landlords can apply to the NIHE for rent and rate rebate on
behdf of private tenants, the NIHE ether pays the landlord directly or, a the landlord's
request, pays the rate element to the RCA.

The total rate receipts collected by the RCA are paid into the Northern Ireland Consolidated
Fund, out of which each Digrict Council is paid the rate receipts owing b them. The amount
payable to each Digrict Council is reduced by an amount equd to 3% of the total amount of
rebates in the year within the digtrict.
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4 FUTURE OF THE DEVOLVED FUNDING SYSTEM

The previous chepters have andysed the UK public expenditure context and the specid
circumgtances of Northern Irdand. The purpose of this Chapter is to provide a bridge from
these analyses to the proposals set out in Chapter 5. Sections 4.1 and 4.2 evauate the Barnett
foomulac the former andyses the technicd properties of the formula, whereas the latter
reviews the politicad controverses that are now enveloping it. Section 4.3 condders the
Scottish debate on fiscd autonomy, as this may influence UK-wide discussion of the future of
the funding system. Interestingly, there are strong echoes of the issues dready discussed in
Section 3.2 (Legacy of Hidory). Section 4.4 examines the inditutiond deficit that currently
characterises intergovernmentd  fiscal relations in the United Kingdom. Findly, Section 4.5
discuses the impact of the implementation of RAB, the switch of UK centrd government
acocounting and planning from cash to accruds.

41 The Predicted Effects of the Bar nett For mula

The Barnett formula has often been misrepresented and even more frequently misunderstood,
in pat because its operation has not been transparent. There is now a reasonable account
available, though not securely rooted in hard data, of how the UK territorid finance system
operated in the 1980-1999 period. Following the implementation of devolution in 1999, more
gysemdic data ae coming into the public domain, though they remain serioudy incomplete,
The purpose here is to explain how the present system has evolved and why it now takes the
form it does. Although a few insiders know how the sysem works, most people are
understandably confused by much error in politica comment and media reporting.

An explanation is fird provided of what would be involved in a sysemdtic application of the
formula Having edtablished key results on its convergence properties, it is then stressed that
the Barnett formula has not in fact been operated on this ‘clean’ basis. Ingtead, there have
been a number of important factors which combine to qualify the convergence results.

Figure 9 demondrates that the internd dynamic of the Barnett formula, when implemented
over a long period in which al increments of expenditure pass through the formula, will bring
about the convergence of per capita expenditure in al four countries. As expected, base
expenditure (on which the three territories have per capita indexes above UK = 100) over time
becomes a smaler proportion of total block expenditure, with incrementa expenditure (which
has passed through the popul ation-based formula) becoming alarger proportion.

In Fgure 9, the verticd intercepts indicate the per capita index a the beginning of the
amulation. In this paticular smulation, the starting points are Hedd's (1994) estimates of the
positions in 1981/82.°° The horizontal axis measures successive increments of expenditure, all
of which go through the Barnett formula Moving from left to right, the cumulaive amounts

8 1981/82 wasthe first year for which the Barnett formulawas used for Scotland, Wales and Northern Ireland. This

particular simulation, taken from Heald (1996), uses the original formula proportions 10:5:85 and 2.75:100. Precisely
which constant formula proportions are used makes little difference to the appearance of the diagram. Thiskind of
simulation cannot be run in the case of changing population and formulaproportions, without a prior specification of
that relative population change. As aresult of the data published for Wal es (Treasury, 19983), there are doubts about
the 1981/82 starting point for Wales which Heald (1996) used to determine that intercept.
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of incrementa expenditure become very large and the initid basdines become a smadl
proportion of total expenditure.

Figure9

Convergence of Block Expenditure Indexes
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However, this concluson criticaly depends upon three assumptions that the initid formula
proportions exactly match relative populations, that relaive populations do not change
through time and that al expenditure increments pass through the formula (Heald, 1996).
There are important implications if these three assumptions do not hold.

Fird, the origind formula proportions were advantageous to Scotland (10/85 rather than
9.57/85.31 as a mid-year 1976) and disadvantageous to Wales (5/85 rather than 5.12/85.31).
On this bads, the convergence would not be on 100: Scotland would converge on an index
above 100 and Wdes on one bedow 100. Even though the Northern Irdand formula
percentage was expressed to two decima places (2.75%) in relation to its base of Greet
Britain, there was an adverse ‘rounding’ as the population percentage a mid-year 1976 was
2.79%. Consequently, Northern Ireland, like Wales, would converge on an index below 100.
This point was important because the formula proportions were not updated until 1992. With
effect from CSR 1998, there would be annua updating of the formula proportions, based on
the mid-year estimates of the Regisrars Generad (Darling, 1997). Taken together, the 1992
recdibration (by moving the GB component of the formula to two decima places) and the
1997 modification (annua populaion updating) have diminated rounding as an inhibitor of
long-run convergence.
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Second, significant changes are taking place in the relative populaions of the countries of the
United Kingdom: in particular, the population of Scotland reative to England is in long-term
decline. Cuthbert (2001) proved mahematicaly that territories with future relative population
decline would converge, even with current populations being used in the Barnett formula, on
an index above 100, and those with a future relaive population increase on an index below
100.

The contrast between Scotland and Northern Irdland is particulaly marked; the population
ratio between Scotland and England has changed from 11.24% (ie 9.57/85.13) in 1976 to
10.23% in 2002. In contrast, Northern Irdland’s population expressed as a percentage of GB
population has risen from 2.79% to 2.92%. This equates to an increase from 3.28% (ie
2.79/85.13) in 1976 to 3.40% in 2002, expressed relative to England.

Therefore, the convergence effect of the Barnett formula on per capita expenditure indexes
has been attenuated in Scotland (falling relative population) but accentuated in Northern
Irdand (increasing relaive population). Even with the current practice of regular population
updeating, the figures used in determining Barnett formula consequences will be somewhat out
of date, meaning that a territory experiencing relative population decline (eg Scotland) will
receéve a higher percentage of English expenditure than it would on the beds of actud
population at the time of the settlement. Additiondly, when rdative populdion is fdling, the
territory’s per capita index will be higher due to the relative reduction in the denominator. The
numericd effects of population updating cdealy depend upon how much incrementd
expenditure is going through the formula If nomind expenditure growth is low, margind
changesin the formula proportions will have alimited effect.

Third, Hedd (1994) summarised the limited evidence in the public doman about the
mechaniams of formula bypass, whereby not dl incremental expenditure has gone through the
formula Hedd's (1994) examples were confirmed by Treasury (1997a, 1997b) evidence to
the Treasury Committee (1997), but there has been no quantification of the numerica
importance of bypass®® An example from the 1980s darifies the issue. When the territoridl
expenditure index on hedth is subgantidly above UK = 100, this is likdy to reflect in pat a
higher per capita employment of nurses. If the Treasury were to underwrite the full cost to
each hedth depatment of a UK nurses pay settlement, the territories would receive more
than if the tota UK cost of the award were to be distributed through the Barnett formula.

If a condderable amount of expenditure change does not go through the formula the
convergence results may not hold. It is generdly believed that there were more opportunities
for formula bypass, favourable to the territories, in the 1980s than there were after the 1992
revamping of the public expenditure control sysem (Heald, 1995). There is no guarantee that
bypass will be more favourable to the territories than the Barnett formula On a least one

% The concept of bypassis problematic at the operational level. It is sometimes difficult to decide what are structural

features of the public expenditure system with consequencesfor territorial funding, and what are cases of the Barnett
formulanot being applied. An example concerns the effects of volume planning (and its partial continuation in the
form of the annual uplift). One reason why this has become labelled asbypassisthat the arrangementsfor uplift, and
indeed its abolition, were not in the public domain, and thus rendered incompl ete pre-1997 accountsof the operation of
the Barnett formula system.
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occason during the 1992-97 Mgor Government, the Treasury implemented an across-the-
board percentage reduction in departmenta basdines, before applying the formula Whether
by accident or design, this device dlowed minigers to gate that the Barnett formula had been
implemented, even though it eroded the protection afforded by the formula to inherited
expenditure®’ This device was permitted by the then secret rules governing the operation of
the formula; it now gppears within the published rules (Treasury, 2002b), though a recourse to
it isnow more likely to atract attention.

Figure 10 presents the effect of convergence in a different way. It shows the inevitable
downside for Northern Irdand of a formula which does not chdlenge the basdine, but which
dlocates incrementd expenditure on a population bass. Arithmeticdly, it must be the case
that expenditure in Northern Irdland, regulated on this basis, will rise more dowly than
expenditure elsewhere in the United Kingdom. This is an inevitable consequence of Northern
Irdland having the highest per capita expenditure.

In Figure 10, the plotted lines show the percentage formed by dividing the growth rate in the
Northern Irdland block by that, for example, in Scotland. In contrast with Figure 9, in which
the horizontal axis measured cumulative expenditure increments, the horizontd axis in Fgure
10 is the percentage of tota expenditure accounted for by cumulative increments. At the
origin, there is only basdine expenditure and no cumulative increments. Moving from left to
right, the cumulative increments become successvely more important.

At the beginning of the convergence process sarted by the adoption of the Barnett formula in
the context of then expenditure indexes, the percentage increase in expenditure in Northern
Irdand would be approximately 70% of that in Great Britain. The growth indexes with
England and Wades ae little different from that with Great Britan. In contrast, the
comparable figure for Northern Irdand with Scotland would be between 85% and 90%; this is
a direct result of Scotland itsef converging. Naturdly, the more expenditure which has gone
through the formula (ie the further to the right dong the horizontal axis), the closer these
percentages tend to 100.

Hedd (1994) demondrated thet the effects of the formula can be sgnificantly modified by
unconnected changes in the technical detail of public expenditure management systems®® For
exanple, the switch from volume to cash planning in 1982 incressed the amount of
expenditure which would, in principle, pass through the formula Previoudy, the teritorid

M oney ‘saved’ by applying a constant percentage cut to theterritorial blocksand to comparable expenditure can then

be passed through the Barnett formula, generating formula consequences supplementary to those generated by year-on-
year increases in comparable expenditure. Naturally, the arithmetical effect isdisadvantageousto theterritoriesbecause
the constant percentage cut generates more ‘savings' from their blocks than they subsequently receive back in these
‘artificial’ formula consequences.

% Thiscan happen even when changes in the public expenditure planning system (Heald, 1995) havenoimmediate

connection with policy onterritorial programmes. Some changes are not even announced by the Treasury. Heald (1994)
identified that the Treasury’s practice of creating a baseline for the third year of each Survey by incorporating an
automatic inflation adjustment meant that a significant proportion of theincrement for that year did not go through the
formula. Not until December 1997 did it reach the public domain that this practice had changed: ‘ In Surveys since 1993
it has been the practice to create the year three baseline by rolling forward Y ear 2 cash plans at the samelevel in cash
terms’ (Treasury, 1997b).
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blocks had been evaued by specific price factors each year before the formula was applied to
the growth component. Subsequently, both the growth and inflation components would pass
through the formula, in practice, however, an dement of revduing the ‘horizon’ year in
successve surveys continued until the early 1990s. Other things being equd, putting the
inflation component through the formula would speed up convergence. This should be taken
as a caution that dl discusson about the impact of the Barnett formula must be located within
a secure knowledge of the operation of the UK public expenditure system as awhole.

Figure 10
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4.2  Controverses Surrounding the Barnett Formula

Both 1997 devolution White Papers (Scottish Office, 1997, Welsh Office, 1997b) stated that
there would not be fundamentd change to the Barnett formula without a new needs
assessment.  Perceptions of how each teritory has fared under the Barnett formula are
markedly different, and perceptions can diverge from redity. It seems likdy tha both
Scotland and Northern Irdand have fared wedl out of the Barnett formula arrangements,
resulting in ther expenditure indexes probably being kept & a higher leve than ther needs
indexes. In comparison, it is often clamed that Wales has done less well (MacKay et a, 1997,
Richards, 1997). Firm conclusons cannot be reached without a full needs assessment. The
only previous published assessment of needs (Treasury, 1979) was conducted in the context
of the then Labour Government's devolution plans for Scotland and Waes (Head, 1980).
Those figures are dated, were condructed under a different system of public expenditure
aggregates and government policies, and relate to a different range of services from those that
are now devolved.



Future of the Devolved Funding System

It seems to be taken for granted in Waes that the needs index for Waes would definitely be
higher than its expenditure index. However, the indexes for comparable expenditure in
1995/96, which can be caculated from data supplied by the Treasury (1998a) to the Treasury
Committee, suggest that expenditure, on definitions rdlevant to a needs assessment, may be
higher in Wales than had been appreciated.®® On the basis of data presently in the public
domain, second-guessing the outcome of a needs assessment is a dangerous activity. "

Political debate about funding concentrates upon the supposed inequities of the Barnett
formula The Barnett formula is frequently said to be unfar, unjudtifidble, or a least to have
run its course. Among those taking this view are Lord Banett himsdf, for example in the
House of Lords debate which he persondly initiated on 7 November 2001 (Lords Hansard,
2001), having been successful in a bdlot. This gpparent unanimity is deceptive, snce the
Banett formula — even when correctly understood — is criticised from diametricaly opposing
viewpoints. This view that ‘something better must be found conceds dramaticdly different
understandings of how the present system works and divergent predictions of what would be
the results of a ‘review’ of the Barnett formula, as advocated by Lord Barnett in both 1997
and 2001."

On the one hand, the so-cdled Banett squeeze is sad to be wrecking public services in
Scotland, Wales and Northern Irdand; therefore, the Devolved Administrations should be
funded ‘above Barneit'. In Northern Ireland, for example, there has been much extravagant
language about the ‘injudiceé of the Banett formula Many comments have focused on
headline increases being lower than those in England.

On the other hand, the Barnett formula is regularly portrayed, especidly in the London and
English regiond media, as a gravy train of subsidy for the territories. It is said to sudan the
unfar advantage in terms of public expenditure per capita hedd by the Devolved
Adminigtrations; therefore, they should be funded ‘below Barnett'.

69 Expressed in terms of England = 100 for that expenditure which is comparable with each territorial block, the

coverages of which differ significantly, the block indexes for 1995/96 implied by the Treasury dataare: Scotland 132;
Wales 125; and Northern Ireland 132. The Northern Ireland figureis significantly affected by theinclusion of social
security expenditure in the comparison, thereby reducing the index. Whilst the Scotland index isin line with the data
for earlier yearsin Heald (1994), the Wales index is considerably higher. Nothing more can be said definitely, unless
the disaggregated, rather than just summary, numbers are published. Speculatively, the uncertainty may in part be
rooted in past failures to fully separate out Welsh expenditure from that in England, and the differentid way inwhich
successive public expenditure aggregates have scored local authorities within identifiable expenditure (Hedd, 1995).
A topical issueindicates the kind of complex questions which will arise during a needs assessment. The ethnic minority
populations of Scotland (1.52% of total population, 1998) and Wal es (1.48%) are shown by the Office for National
Statistics (2000) to be much lower than that of England (7.26%). Although there have been no official datacompiled on
ethnic populations in Northern Ireland, Irwin and Dunn (1997) approximatethisat 1.5%. It isobviousthat one of the
issues confronting a needs assessment would be whether, say, alarge proportion of schoolchildren whose home
language is not English increases the cost of school education.
. ‘Review’ has become code for abolition. On 27 January 2003, Lord Barnett asked the following oral Parliamentary
question: ‘Whether [Her Majesty’ s Government] have any plansto scrap the Barnett formulawith respect to the
allocation of public expenditure’. In response to a negative answer, hereplied: ‘... if [the Minister] has no plansto
scrap the formul a, the simple question must be, “Why not?”’ (Barnett, 2003).

67



Future of the Devolved Funding System

Both before and after devolution, McLean (1997, 2001) has expressed enthusasm for evicting
Scotland  from the Union; his andogy is with Sovekia effectivdly thrown out of the
Czechodovak federation by the Czech Republic in 1993. The terms on which Scotland would
be dlowed to stay in the Union would include per capita expenditure a the England levdl and
Westmingter parliamentary representation at the below-parity level established for Northern
Irdand by the Government of Ireland Act 1920. His argument could, if so dedred, be
extended to Waes and Northern Ireland, though this was not done.

Heffer's (1999) book is noteworthy for its offensveness and technicd inaccuracy. As
exanples of the latter, a Scottish generd government financid deficit is trested as the
mesasure of subsidy received from England, in years in which the United Kingdom & a whole
had a large financid deficit; and there is a falure to distinguish between expenditure indexes
and deficit levels. It has become fashionable in the media to blame Scotland for the dire
condition of the London underground system; this happened frequently during the May 2000
mayora eection campaign. A predictable consequence of the new governmenta
arrangements for London is that both the Mayor and the Greater London Authority (2001)
will lobby hard for extra public expenditure in London. More specificdly, arguments will be
mounted againg the trandfer of tax revenues from London to other regions, as, for example,
through the Revenue Support Grant sysem for English locd authorities. In turn, this will
make the Banett formula sysem more vidble to the English regions, the North Eadt, in
particular, campaigns vociferoudy againg what are perceived to be unfar advantages held by
Scotland. This is the background to the ‘blood on the carpet’ threat by John Prescott MP, the
Deputy Prime Minigter, on the eve of the 2001 Genera Election (Hetherington, 2001).

Ovedl, however, events in the teritories Hill atract relatively little atention, though more
than before devolution. Several participants in the House of Lords debate on the Barnett
formula noted the predominance of Scottish and Welsh spegkers, with limited attendance and
paticipation by peers from England. Midwinter (1997) observed that spreading, across
England, feesble reductions in the teritorid programmes would make only a margind
difference to the level of per capita expenditure in England. Despite this arithmetic,
differencesin per capita expenditure will have a much higher prominence in future.

There is dso a st of reasoned arguments that need to be addressed. First, Lord Barnett's
(1997, 2001) criticism of the eponymous formula oversaes the sgnificance of relaive GDP,
on which measure Scotland has improved its podtion. Given the compostion of expenditure
financed by the Assgned Budgets, geography, demographic sructure and participation rates
in publicly provided hedth and education will be far more important determinants of reldive
need than will be relaive GDP.

Second, it has frequently been argued that the funding arrangements for devolution are
inherently ungtable, and that a system based on the Barnett formula is untenable beyond the
short term (Bel and Christie, 2001; 2002). Midwinter and McVicar (1996a, 1996b) provided
satements of this pogtion, written before the 1997 Generd Election. Indeed, ther
contributions read as an exhortation not to sal into the ‘uncharted waters (Midwinter and
McVicar, 1996b), as they characterised the proposed funding scheme (later enacted by the
Scotland Act 1998).
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Arguments about the inherent indability of the funding arangements dso gppear in Hazdl
and Cornes (1999). Much of the criticism, however, oscillates between two arguments,
sometimes run in tandem: that the Devolved Adminigrations will be starved of resources,
which will lead to politicd conflict; or that they will be fiscdly irrepongble and will have to
be baled out by the UK government. Smultaneoudy, there is argued to be an excessvely
hard budget condraint, but dso an indulgently soft budget congtraint. There may be a problem
in terms of the coding of long-term commitments, particularly those taken on by the Scottish
Executive in reation to teachers pay (McCrone, 2000), student financid support (Cubie,
1999), and care of the ederly (Sutherland, 1999). In part, this represents a chalenge to the
policy leadership of Whitehdl depatments. The eventuad net cost to the Devolved
Adminigrations of new expenditre commitments critically depends upon whether England
subsequently emulates and thereby generates formula consequences. Potential problems of
over-commitment are presently obscured by the problem of underspending.

With Devolved Adminigrations in place, the obvious question relates to what would replace
the Barnett formula, if it were abolished. This is likdy to be a matter of continuing politica
controversy. Ye, if the Barnett formula did not exist, something like it would now have to be
invented. This does not mean that the formula might not be modified, or renamed to detach
the use of a formula-adjustment mechanism from the controversy which now surrounds the
Barnett formula.”?

Given the vertica fisca imbaance™ which characterises the United Kingdom, and the limited
likdihood of that changing, the devolved funding sysem will, in the teminology of the
Kilbrandon Report (1973), reman expenditure-based, not revenue-based. Providing the power
to vay some taxes would fadlitate limited flexibility on total budget sze though what is
achievablein the UK context isfisca accountability at the margin (Smith, 1996).

4.3  The Scottish Debate on Fiscal Autonomy

A very quiet 2001 UK Generd Election campaign in Scotland was enlivened by a controversy
about ‘fiscd autonomy’, taken to mean tha the Scottish Parliament would finance dl its own
expenditure. This was prompted by a letter to the Scotsman, signed by 12 economigts (Cross
et d, 2001), whose case was taken up by that newspaper. The discusson here can only be
brief,” but this is a debate of which Northern Irdand should be aware, even if not an active

participant.

2 McLean (2002) has proposed the following reforms. There should be aterritorial grants board making alocationsby a

unanimity rule. In the case of unanimity not being achieved, incremental grant in the next time period would be
awarded by an inverse GDP rule. If this mechanism were applied only to increments, the path of expenditure indexes
for Scotland would not be substantially different from the paths under the present population-based rule.
3 Vertical fiscal imbalance refersto amismatch between the expenditure responsibilities and the revenue-raising powers
of different tiers of government.

" See, also, the discussion in Ashcroft (1999), and the Symposium in the journal Scattish Affairs particularly the papers

by Darby et al. (2002) and Cuthbert and Cuthbert (2002).
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The concept of fiscd autonomy is ambiguous. If Scotland were independent, its public
finances would be entirdly separate from those of the remaining part of the United Kingdom.
There would be no more link than there presently is between the public finances of the United
Kingdom and those of the Republic of Irdland. Scotland would have the same powers, and be
subject to the same EU congtraints on taxation policy, as any other member State.

The difficulty arises when the discusson is of fiscd autonomy in the context of devolution.
From the content of the letter to the Scotsman, Scotland would retain dl the tax revenue
generated in Scotland and meet al its own public expenditure requirements, including a
payment to Wesminger for reserved sarvices effectivdy modeled on the Imperid
contribution of the Government of Ireland Act 1920.”° By implication, there would be no
equaisation with other parts of the United Kingdom. It was explicitly stated that the present
direction of subsdy runs from Scotland to the rest of the United Kingdom. The legdity or
precticdity of a devolved Scotland setting particular tax rates was not consdered, leaving
doubt as to whether the Scottish Parliament would determine its own tota revenue or receive
an amount effectively set by the UK governmert.

There are three sts of issues to condder: the implications of being a component of an EU
member date; the implications for control over public borrowing; and the rdationship
between interpersond  and territorid  fiscd  redidribution.  Firdt, there ae dgnificant
differences in the way that EU condraints affect variations in taxes within a member date, as
opposed to among member dates. For example, much of the tax policy discretion which
would be enjoyed by an independent Scotland would not be enjoyed by a devolved Scotland.
In other words, revenue attributed would have to be caculated mainly as UK tax rates applied
to an estimated Scottish base.

Second, such an arangement would require that the Scottish Parliament had extensve
borrowing powers, as otherwise it could not baance expenditure and revenue at the time of a
cydicd downturn, especidly if Scotland were differentidly affected. Under such a scheme,
there would have to be some mechanism for joint decision-making on UK fiscd policy. "

Third, fiscd adtonomy, in the sense that fiscd derivation gpplies without any fisca
equaisation between jurisdictions, raises fundamental questions about the nature of the Sate.
If the date operates a scheme of interpersond redigtribution, that necessarily implies that
there will be teritoria trandfers of resources, except in the unlikely case that households with
different resources and needs are soread evenly across dl jurisdictions. If this unlikely
condition does not hold, fiscd autonomy for the sub-nationd government cannot be combined
with interpersona redidribution a the nationd leve, unless there is a clear separation
between central (redistributive) and devolved (nonredidributive) functions. Although this

S Thisisthe arrangement in Spain for the Basgque Country and Navarra, though the level of the ‘ cupo’ isapolitical,

rather than economic, calculation. Unlike Catalonia, which iswithin the uniform scheme applying to the rest of Spain,
these do not contribute to equalisation transfers to the poorer Autonomous Communities (Lémbarri and van Mourik,
1997).
8 The House of Lords Select Committee on the Constitution (2003, para 109) proposed ‘ consultation'’. Inthe context of a
genuine revenue-based system, consultation alone would not be sufficient.
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might have been possble in the context of the Gladstonian minimal date, it is not condstent
with the existing European mode of wefare states’” Commentators on the public finances of
the 1921-72 Stormont period regularly made the point that Northern Irdland could not afford
the British wedfare gate from its own resources (Green, 1979), thus undermining the vidaility
of the 1920 scheme.

It is important to disentangle two strands of opinion behind the arguments advanced in
Scotland for fiscal autonomy. One strand operates on the assumption that Scotland would be
finencidly better off outdde the Union, because the direction of fiscd transfer is from
Scotland to England.”® Accordingly, fiscd autonomy would facilitate a higher level of public
expenditure and/or lower taxes where tax rates are under the control of the Scottish
Paliament. There is little enthusasm for fiscd equdisation to England, Waes and Northern
Irdand. Indeed, some of the advocates within this srand are explicitly thinking in terms of
independence rather than devolution.

The second srand considers that the direction of fisca transfer has been to Scotland, but
believes that huge economies can be made in public expenditure. This is the current editorid
dance of the Scotsman: antagonisic towards the Scottish Parliament and the Scottish
Executive, hodile to the euro and dismissve of EU condraints on fiscd decentralisation;
contemptuous of the aleged inefficiency of the Scottish public sector and canvassing private
sector subdtitution in hedth and education; and optimistic that the resulting budgetary
shortfall would lead to fundamenta economic changes.

4.4 The Ingtitutional Deficit

Asymmetric government has long exiged in the United Kingdom, even though this atracted
little attention in England. Devolution takes this further in one sense, namdy that there are
two diginct sources of democratic legitimacy. In most federations, the exisgence of a
condderable number of sub-nationd governments provides protection againgt the power of
centrd government. Sometimes, this protection originates from the desgn of the federd
conditution. For this reason, the danding of the German Lander is massvely increased by
their representation in the Bundesrat (Upper House of the Federd Parliament) (Keating,
1999). In Audrdia there is a wel-devdoped formd meachinery for conducting policy
didogue between the Commonwedth government and the States. Arrangements differ, but a
common effect is to afford the sub-nationd tier far more protection from centra power than is
embodied in the forma conditutional podtion. For example, assgned tax revenues do not
have the same gpped in the United Kingdom as in the German context, because the Lander's
Bundegat role gives them genuine influence over policy and budgetary metters.

T A different vision, reflecti ng the distinctive US tradition of fiscal federalism, is presented by Weingast (1995) and

McKinnon (1997). This treats territorial equalisation with suspicion and emphasises the role of market forcesin
equilibrating regional incomes and public service standards. Riker (1996) consdersthat thegreet benefit of federdism
isthat it imposes limits on government size.

8 Conflicti ng views on Scottish public finances are assessed by Heald et al. (1998) and Heald and Geaughan (1999).
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There is the pressng issue for the United Kingdom of how to desgn inditutiond mechinery
to regulate the devolved funding sysem. Northern Irdand’'s unfortunate precedent (Joint
Exchequer Board from 1921-72) should prove less reevant than the experience of Audrdias
Commonwedth Grants Commisson (Searle, 1996). Nevertheless, there is bound to be
scepticism, as there wasin 1979:

There is little in the higory of Northern Irdand’s Joint Exchequer Board to reinforce the
extended role proposed by Kilbrandon for a comparable body for a devolved Scotland
or Waes (Green, 1979, p. 8).

The counter-argument is that the context of ‘devolution aound the periphery’ is quite
different from the context of ‘reluctant devolution’ in Northern Irdland under the Government
of Ireland Act 1920. The potentid role of a Teritorid Exchequer Board will be briefly
congdered in Section 5.6.

45  Resource Accounting and Budgeting

The financid arangements for devolution have been implemented a a time when there has
been subgantid change in the UK public expenditure planning system. Resource Budgeting
(RB) was only patidly implemented in 2001/02, following the completion of SR 2000 in
July 2000; this is described as RAB Stage 1. The Treasury fully implemented RB, with effect
from SR 2002 and financia year 2003/04; this is described as RAB Stage 2.

The introduction of RAB in centrd government has involved both Resource Accounting (RA)
and RB. As a reault of RA, capitd assets are valued and depreciated, with financid reporting
much more cosdy digned to that of the private sector. The Treasury has adopted the term
‘resource to dgnify the use of accruas accounting, as modified for application in centrd
government. The effects of RB ae that the planning and control systems are operated in
resource erms, and Supply is voted by Parliament a a disaggregated level in resources and at
amore aggregated leve in cash (Treasury, 2001a; 2001b).

These modifications to the planning sysem have implications for the cdculation of formula
consequences. These could have been worked out in resource, in cash, or in both. Under RAB
Stage 1 for the SR 2000 settlement, the Treasury’s decison to place the non-cash items in
AME raher than DEL greetly limited the impact. With effect from SR 2002, these items were
trandferred into DEL, with a condderable impact on teritorid funding via Banett formula
consequences.”®

Northern Irdand is differentidly affected by this change, owing to the higher leve of public
asts. Data on this differentid are provided in the 2001 edition of the National Asset Register
(Treasury, 2001c), on which Table 13 is based. Pat A shows asset levels by territory; the
Northern Irdand totd is much the highest, despite its lower population. Pat B analyses, by

® " In Table 12, it was noted that non-cash water costs, transferred from AME to DEL as part of SR 2002, were

subsequently transferred back to AME. Moreover, the Treasury agreed that certain other non-cash costswould also be
transferred to AME on the basis that the counterpart servicesin Great Britain were provided by local government.
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asset category, those assets on the balance sheet of the NIO, then repeats the andyss for the
Northern Irdland Departments. A large proportion (71%) of the asset base of the Northern
Irddand Depatments is held by the Depatment for Regionad Development. Of this, 28% is
represented by the Water Service, and 71% by the Roads Service.

The Treasury prepared carefully for the implementation of RAB and corsulted with the UK
Paliament & each stage of implementation. Neverthedless, it has been important to ensure that
the full implementation of RAB did not have unintended consequences (eg intengfy
convergence) for the operation of the Barnett formula This is another illudration of the
generd point that such a formula mechanism can be sendtive to unconnected changes in the
public expenditure system as awhole.

Table13

TheNorthern Ireland Entriesin the National Asset Register

|PART A: TERRITORY

£ 000s (all tables)

Scotland Office 1,113,318
Scottish Executive 15,609,977
Scotland Total 16,723.295)
|

Wales Office 14,117
|INational Assembly for Wales 8,185,24]l|
Wales Total 8,199,35d|
|

|INorthern Ireland Office 581,676||
||Northern Ireland Departments 21,420,373"
[Northern Ireland Total 22002048"

|IPART B: DISAGGREGATION FOR NORTHERN IRELAND

J ({ Probatior;|

NIO Core Police| NI Prison| Compensation|| Forensic| Board fo

|Northern Ireland Office Department]| Authority Servic Agency|| Science NI NI Total|
|Land and Buildings 11884 336970 109,149 285 2,363 460,650
[Prant and Machinery 2008 43843 10934 275 1,589 20 58917
/Assets under construction| 300 3,24(:i| 3,543
Assets awaiting disposal 1,018|| 1,018||
Intangible Assets 364 | 60 428
Heritage Assets® | 57,120
Total 14260 381113 1243099 275 1,930 2583 581,676
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Northern Ireland Land & Plant & ‘ Othe;l‘ e” ‘
Departments Buildings| Machinery|| Tangibl Intangibl Total
[DARD 146,841 10949 168,390 80d 326,984
[Dept of Education 1,200,361 5401 16481 [ 1312333
[DETI 88,530 6,041 810 31,076 126,457
Department of 2” 6%‘ 435”
Environment 17,908 395 1,920 24,
[DFP 181729 25311 135 207,179
[DHFETE 9,626 1,331 71| 193 13863
|DHSSPS 1084041 75129 111,965 823461 2,095,496
[DRD 14982418 284,276 I 5210 15271,904|
[DsD 2,008,551 2820 30111 [ 2041487
|OFMDFM 230 6 | 247
[NI Departments Total 19810905 415536 330654 863278 21,420,373
NOTE:

! Heritage Assets refer to Hillshorough Castle, which belongs to the Northern Ireland Officebut not to any separate departmen
therein.

Source: Treasury (2001c). Some literals have been corrected.
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5 PROPOSALS

The purpose of this Chapter is to bring the various arguments together and to draw policy
conclusons about the devolved funding system, specificdly, though not excdlusvey, as it
affects Northern Irdand. This context of ‘devolution in the periphery’ is extremdy important;
the isolation of the Northern Irdand funding sysem during the 1921-72 period was a
fundamenta problem.

5.1  Building Policy Capacity

In the UK system of government, it is not possble to embed anything: Westminger could
repea its own primary legidation, drawing back dl devolved powers. This possbility
received a great ded of attention in Scotland during the 1990s, when plans were being drawn
up for Scottish devolution. It seems unlikely that the United Kingdom will convert itsdf into a
forma federation, though quas-federal characteristics are becoming increasingly apparent.

In practice, the only protection that can be afforded to a devolved system is palitica, namely
that the costs of chdlenging that sysem ae too great for a UK government. In forma
conditutiond terms, the future gpplication of the Banett formula, indeed its possble
abolition, is entirdly a matter for the UK government of the day. The practicd politics are
quite different. There is an irony in that what was widely interpreted as an atempt to sabotage
devolution, namdy the two-question referendum in Scotland, conferred an unexpected
legitimacy upon the devolved funding sysem. The Labour Government urged affirmative
votes for devolved Assemblies financed via the Assgned Budget system, with the tax-vaying
power only in Scotland. Given that the referendum was conducted on te bass of the wording
of the 1997 White Papers, this gave the Barnett formula more datus than even a datutory
formula. It therefore puts pressure on UK governments not to dter the system, unless this is to
propose financid arrangements preferred by the Devolved Administrations®® White Paper
undertakings would normaly be regarded as of questionable vaue, but this may be different.
In the absence of a total and unlikely revamp of the UK tax system in a more decentraised
form, there is clearly a benefit to the Devolved Adminidrations in preserving this line of
legitimacy back to those referendums. Both 1997 devolution White Papers (Scottish Office,
1997, Welsh Office, 1997b) dated that there would not be fundamental change to the Barnett
formula without a new needs assessment. The financing issue was predictably of secondary
importance in the Northern Irdand referendum, but the unified funding sysem for devolution
effectively extends the commitment.

Devolution has arived in Northern Irdland in circumstances when Northern Irdland is short of
policy capacity, egpecidly outsde government. This is a faling obvioudy atributable to the
higorica inheritance. The problems of smal sze have been exacerbated by experience during
the devolved period (when parity offered the route to matched funding) and the period of
Direct Rule (when the lack of locd democratic legitimacy encouraged lagged imitation of
mainland policy). This gap will be hard to fill, but there are seps that can be taken.

8 sSome of the issues involvedin modifying the existing funding arrangements are discussed by the House of L ords Select

Committee on the Constitution (2003, particularly paras 103-109).
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Wha makes it even more important to build policy capacity in Northern Irdand is that the
devolution settlement incorporates dl magor parties in government. In contrast, the Lab-Lib
Dem cadition in Edinburgh may be replaced in May 203 by, for example, an SNP-Lib Dem
codition. In paliamentary democracies, oppodtions have a double role they criticise
government programmes (in generd, a vauable function); and they develop dterndive
programmes for government. Higher-order condderations in Northern Irdand  effectively
remove this government-oppogtion digtinction. Therefore, compensatory mechanisms have to
be developed to ded with the absence of prospects for dternation. It will be difficult to build
collective responghility within the Executive, as clearly illustrated by the oppostion in the
Assembly, by paties that had agreed them in the Executive, to regiond rate increases for
2001/02.3! Assembly Committees will have to form a vitd pat of the accountability
mechanism, though this should not be taken as implying a duty on the part of the Executive to
follow Assembly Committee recommendations.

In time, devolution should gradudly erode the oppostiondist politics stimulated by Direct
Rule (Knox, 2001), under which there was no reason for Northern Ireland parties to accept
any respongbility for unpopular decisons taken by Direct-Rule minigers. One higoricd
factor is that the domination of eectora politics by the conditutiond issue has limited the
devdopment of conventiond Ieft-right politics. Whaever its other faults such a spectrum
focuses attention on what the dtate should do, and how it should do it. Not least, this is
important in terms of developing policy options and in discouraging populist posturing, such
as advocating ‘ spend but not tax’.

Additiondly, there ae difficult accommodations to drike between civil servants, eected
politicians, and various organisations in civil society. Each of these groups has to make
adjusments to the devolved context. Civil servants were not encouraged to develop
diginctive policies under Direct Rule, looking towards the mainland, particulaly England, for
policies to imitate. In terms of escgping oppostiondism, the task facing politicians is
rendered more difficult by the dectord politics of multi-member Single Trandferable Vote
condituencies, there is likdy to be even less enthusasm than usud for dosng locd facilities.
Civil society organisations partly filled the vacuum of policy devedopment under Direct Rule,
but therr credentias will increesingly be chdlenged by those with dectord mandates. One of
the forums where these groups can meet is in the evidence-gathering process of Assembly
Committees, which can both monitor performance and encourage a more relaxed debate about

policy.

A gmdl polity such as Northern Irdand has to look to its loca univerdties for some of its
policy capacity. The absence of recent academic research on Northern Irdland public
expenditure was discussed in Section 3.1; the gap in goplied economic research is wider. The
research priorities of a smdl academic community are likey to be driven by a mixture of
factors. the chance events of individua careers, the demands of the Research Assessment

8 For 2001/02, at the Draft Budget stage, there was a proposed regional rate increase of 8% (domestic) and 6.6% (non-

domestic). However, following intense opposition, it was announced at the Budget stage that savings had been found,
thereby limiting regional rate increases to 7% (domestic) and 3.3% (non-domestic). Thiswas passed with cross-
community support.
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Exercise which determines indtitutional funding; and the diverson of much effort towards the
‘bigger’ conditutiond and conflict-resolving issues. Moreover, the absence of ‘norma
politics may have smultaneoudy dravn some academics closer to these bigger issues, but
also detached others from policy engagement.

The kind of public expenditure work done a an earlier period by Wilson (1955), Lawrence
(1965) and Simpson (1980, 1984) no longer exids. This earlier work was probably, in part,
the product of a better funded and more leisurely age in universities, where curiosty-driven
rescarch had greater scope. Universities have been compelled to become more business-like
systematic research on gpplied Northern Irdand topics is unlikely to be forthcoming unless it
is supported by an identifisble funding stream. Paradoxicdly, some of those most
indinctively sympathetic to universties being busness-like expect work relevant to the loca
economy autoneticdly to be done irrespective of the incentive ructure. In  redity,
rearchers in a amdl polity may find ther work difficult to publish in internationdly-rated
outlets, unless it is genuindy comparative. Comparative work is not only difficult, but aso

very expensive.

Independent work on public expenditure is double-edged: on occasons it may prove
unhelpful to the current generation of policy-makers. There needs to be confidence that a
better informed polity leads, in the long term, to better public policy. The bottom line is that,
unless core funding on the Northern Irdand economy, incduding public expenditure, is
provided directly or indirectly by the Executive, this kind of research and policy contribution
will not be forthcoming. Occasond pieces commissoned on a contractud basis will not
reolve this deficdency; continuity in public expenditure research is urgently required.
Northern Irdand needs to find a mechanism for promoting long-term research with the
potentid of inputting into policy development, without becomin% too concerned if this
sometimes turns out to be ‘off-agenda or produces inconvenient results®

Although the interests of the three Devolved Adminidrations may diverge, there is much to
give them common ground, in contrast with the isolation of Northern Irdand from 1921-72.
In turn, Northern Irdand can facilitate relationships with Scotland and Wales under the aegis
of the BritigrIrish Council (Meehan, 2001), whose sgnificance is enhanced by the ‘Cdtic
Tige' peformance of the Republic of Irdand economy snce 1988. Devolution may
fundamentdly chalenge the centrdig status quo of UK public policy deveopment. A trivid
— but indicative — incident is the absence of Northern Irdland participation in the House of
Lords debate of 7 November 2001, occasioned by Lord Barnett's winning of a balot and his
cdl for a ‘review’ of the eponymous formula This debate was dominated by Scottish and
Welsh peers, with no contribution from Northern Irdland. ‘Review’ was understood by peers
other than the Wedsh pears to mean cuts in expenditure basdines in the Devolved
Adminigrations. For the time being, the continuation of the Barnett formula, or something
resembling it, is probably assured by its legitimation through the referendum campagns,
though such underpinning will depreciate.

8 Therearesimilar problemsin Scotland, though it is much larger than Northern Ireland, having 13 rather than two

universities. Academic work on devolution, though * off-agenda’ from 1979-97, undoubtedly provided some of the
ballast for the devolution scheme enacted in 1998.
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As Chapter 2 demongtrated, the practical effects of the Barnett formula, and other aspects of
the funding system, can be unexpectedly affected by changes made by the Treasury to the
public expenditure system, for reasons unconnected with territorid management. The
avoidance of damaging effects through this route is one of the condderations that should bind
together the finance officids of the three Devolved Adminigrations.

The required inditutiond mix in Northern Irdand will be a srong DFP, functioning as a mini-
Treasury, monitored by a vigorous Assembly Committee for Finance and Personnd and by an
externd policy community which will have to be publidy funded on an am’'slength bass.
Policy capecity therefore should have two dimensons. The governmenta part, incorporating
both Executive and Assembly, must generate objective dHatitics, facilitate scrutiny and
compensate in pat for the role that would customarily be played by the oppostion. The
externd policy community must dso partly compensate for the missing oppodtion, as well as
undertaking the filtering and interpretation roles that are performed in other jurisdictions®®

5.2 The Future of the Bar nett Formula

The operation of the Banett formula causes politica difficulties in Northern Irdand, rather
than public expenditure management problems. There is a high levd of media and politicd
awareness of the headline numbers on the mainland, such as the announced percentage
increase in NHS or education spending in England. For the reasons explained in Section 3.4.2,
Northern Irdland cannot match these percentage increases without digtorting dlocations
among programmes. This is a matter of taking the rough (lower percentage increases) with the
smooth (no challenge to, or close Treasury control over, the base). Although the Barnett
foomula is now heavily citicdised, these citicisms come from diamericdly opposng
viewpoints the formula is varioudy sad to ovefund and to undefund the Devolved
Administrations.

There are no data in the public domain which would enable confident judgements to be made
about whether there has been convergence, or, if not, why. Although it is generadly thought
that the formula was applied with less bypass in the 1990s than in the 1980s, no data are
avalable (Head and McLeod, 2002a8). The 1990s were a period of low nomina expenditure
growth, reflecting both low inflaion and low red expenditure growth. Under such
crcumgances, the mahematics of the formula suggest that there would not be much
convergence.

Figure 11 explores the reaionship between convergence and the annud rate of nomina
expenditure growth. In terms of the mechanics of the Barnett formula, the relaive proportions
of inflation and red expenditure growth are of no ggnificance. The horizontd axis represents
years over which the Barnett formula is gdrictly applied, without any bypass. No dlowance is
made in Fgure 11 for reative population change though it could be modified if the
mathematica form of the relative population change were specified.

8 The Executive has agreed to merge the Northern Ireland Economic Research Centre and the Northern Ireland

Economic Council to establish a new independent economic advice body. Thiswill create asignificantly larger
organisation with the potential to provide more outputs than the existing bodies working separately. Work on the
establishment of the new body is ongoing (Neill, 2003).
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Figure1l

The Convergence Effect of the Barnett Formula
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Figure 11 provides indgghts into why there gppears to have been less convergence than
expected, and into the prospects for the future. Indexes converge asymptoticaly on 100,
meaning they will never precisdy reach 100. Practicd measures of the rate of convergence
are therefore required.

Two lines are plotted in Figure 11: the hdf-life and the number of years for the drict
operation of the formula to reduce an index of 130 to 120. The concept of the haf-life comes
from nucdear phydcs, where the hdf-life indicates the time it takes for the activity of a
radioective paticle to decay to hdf its origind vdue. With an annua rae of nomind
expenditure growth of 2%, it would teke 35 years for haf the differentid (upwards or
downwards) from 100 to be diminated, for example to move from 120 to 110, or from 110 to
105. é’)l’“h a nomind annuad expenditure growth rate of 8%, this hdf-life becomes nine
years.

It is ds0 possble to consder how many years it takes for the index to fadl from one vdue to
another; the example plotted is from 130 to 120. The effect of the annua rate of nomind
expenditure growth is clear: 20.5 years at 2%; and 5.3 years a 8%.

84 For the calculations underlying Figure 11, all growth ratesrelate to English expenditure only. Automatically, nominal

annual expenditure growth in the territoriesis|ower.
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Comparable lines can be plotted for any pair of index values. The line for 130 to 120 isto the
left of the hdf-life line because this reduction is less than 50% of the initid difference. This
means tha, for any given annua rate of nomind expenditure growth, this reduction takes less
yeas than the hdf-life. In the case of a gpecified reduction greater than 50%, the
corresponding line would be to the right of the hdf-life line. In Fgure 11, both the hdf-life
and ‘130120 functions are ‘deep’ when there are annud rates of nomina expenditure
growth above 6%.

If the annud rate of nomina expenditure growth envisaged by SR 2000 and SR 2002 were to
be continued throughout the firs decade of the 21t century, and the Barnett formula was
drictly agpplied, evidence of convergence with regard to the formula-controlled DEL would
soon appear.®> Nevertheless, were this to happen, devolved expenditure would be a a much
higher level in absolute terms than would have been envisaged when devolution was
implemented in 1999.

Such a development would make a needs assessment much more likely, and Section 5.6 will
condder some of the reevant issues. If a needs assessment had been completed for al four
countries, the issue would then arise of how the upward or downward adjusments from the
actua expenditure indexes to the needs indexes would be effected. It would certainly not be
feasble for a sudden dradtic reduction to be imposed on any of the Devolved Adminigtrations,
as that would destabilise them. It would be possible, though the Treasury might well resst, for
a Devolved Adminidration whose expenditure index was below its needs index to receive a
sudden increese. The availability of EYF within the three-year SR system would offset some
of the traditional concerns about a sudden budget increase not being well used. Something
looking rather like the Barnett formula, operating on increments, would be quite likdy to
follow the conduct of a needs assessment, particularly in the case of a country whose
expenditure index exceeded its needs index.

Over the past 20 years, the limited data available have not suggested strong convergence,
indeed, there has been little apparent shift, a least a the level of identifidble expenditure
indexes. However, this may now change, as a result of high rates of growth of nomind (and
red) expenditure, and dricter application of the Barnett formula (ie less opportunity for
formula bypass).®® This necessitates thought as to how the convergence process should be
managed as the expenditure index comes closer to the needs index.

Figure 12 plots expenditure and needs indexes on the verticd axis (England = 100). The
horizontd axis measures cumulative incremental expenditure, which begins a& zero and
increases dong that axis. The horizontal axis can dso be thought of in terms of years,
provided that the annua rate of growth of nomina expenditure is known.®” Line B represents

8 However, the data required to monitor convergence are not in the public domain (Scotland Office, 2002, Scottish

Affairs Committee, 2002).

8 Goudie (2002, Figure 6) provides datafor Scotland supporting the view that, if the correct expenditure aggregate were

to be used for comparative purposes, more convergence would be observed.

8 si ctly, the annual rate of nominal expenditure growth must be constant, or the average rate up to a specific date must

be known.
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the Barnett formula convergence on 100, in the case where there is no relative population
change®® Line B™ plots what might be described as the needs-weighted Barnett formula
Insead of incrementd expenditure being dlocated on the basis of population, it is alocated
on the bads of welghted population (ie population multiplied by the needs index for that
Devolved Adminidration). Obvioudy, B™ can only be implemented after a decision has been
taken on relaive needs, possibly through the mechanism of a needs assessment.

There has been concern that rapid nomina expenditure growth would produce excessve
convergence, with a Devolved Adminidration ‘crashing through’ its needs index as the
Barnett formula drives convergence on England = 100. The moativation for usng B™ would
be that convergence is now upon N (the needs index of that Devolved Adminigration). It
would be possible to adopt B™ dther immediately (when expenditure is a Ep) or when the
expenditure index reaches some threshold value above N. In Figure 12, the threshold is
represented by T and the horizonta dotted line. The convergence path from Z (the intersection
of B with the threshold) is labelled B™,.

Figure12
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8 With hi gher levels of nominal public expenditure growth and thus convergence over shorter time periods, relative

population change becomes less important.
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The adoption of ether B™ or B™, would be more favourable to the Devolved
Adminigrations than usng B, and therefore more expensve to the Treasury. Regardiess of
the politicd importance of devolution, territorid funding remains a minor pat of the
Treasury’s portfolio of activities. An advantage from the viewpoint of the Treasury would be
that, by avoiding the risk of overshooting the needs index, there would be less risk that the
devolved funding system would be subjected to excessve drain. A possible consequence of
excessve dran would be large amounts of ad hoc formula bypass. Consequently, the
cushioning of convergence, as shown in Figure 12, might incresse the reslience of the
formula system.

53  Expenditure Which Has No Effective Compar ator

The Asdgned Budget system, modulated by a formula, can work smoothly when public
savices in Northern Irdand are dso provided in England. However, an obvious difficulty
arises when there is no comparable English service that generates formula consequences. In
such cases, additiond expenditure in Northern Irdand on such a service necesstates the use
of formula consequences generated by those services that do have comparators, unless there is
specia treatment.

Fird, there may be a view in the UK government that the public sector should not provide this
partticular service, in which case specid trestment may be denied. Even when there is public
expenditure, in support of a service which has been privatised (such as ral in Greet Britain),
the time profiling of formula consequences from subsdy payments may not mach what is
required in terms of, for example, invesment in Trandink (Northern Irdand rail). There are
severd such examples in Northern Irdand, particularly in services that were not privatised in
the 1980s and 1990s, ether because the Northern Ireland component was smadl or the security
Stuation would complicate the sde.

Second, in order for the Northern Irdland public sector to continue to maintain an expenditure
differentid over England, more of the financing for services without effective comparators
may have to come by means of raising revenue from fees and charges levied upon users. Fees
and charges are dways controversid, but their role should be assessed when making decisons
on expenditure levels. As the Assgned Budget operates in terms of net expenditure, higher
fees and charges permit higher gross expenditure,

Necessarily, there has to be politicd agreement between the Northern Ireland Executive and
the UK government on the extent to which funds will be separately channdled in support of
activities for which there is no comparator. Some of these services are sufficiently important
to the performance of the Northern Irdland economy that it is clearly desrable that they avoid
capital starvation and do not put undue pressure on mainstream devolved services.

A dgnificant change in SR 2002 was the reclassfication of non-cash water costs from DEL to
AME. This reduced the Assgned Budget DEL by £373 million in 2002/03 and by £393
million in 2003/04 (see Table 12). This transfer was made on the bass that the water sector
would become sdf-financing by 1 April 2006, a postion judifying trestment as AME. This
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decison means that the problem identified above, namdy the absence of a comparaor to
generate formula consequences, is resolved. However, there are dso disadvantages within the
devolved financing system in expenditure being dasdfied to AME rather than DEL. Fird, the
Executive loses the flexibility of being able to trander funds between water and services
within the Assgned Budget. Second, savings generated by increased efficiency automaticaly
accrue to the Treasury and do not stay with the Devolved Adminidration. In contrast, Scottish
Water is treated as a public corporation. Its net borrowing and subsdy (the latter being zero)
is scored as DEL. Consequently, the Scottish Assigned Budget benefits directly from
increases in efficiency which reduce Scottish Water's net borrowing. Third, a substantia
amount of policy autonomy may be sacrificed when tota expenditure on non-cash water costs
has to be agreed on a yearly bass with the Treasury. Notwithstanding the dedrability of
greater fiscd effort in Northern Irdand, towards which ‘payments (ie taxes or charges) for
water shoud play a pat, the leverage now enjoyed by the Treasury over the staging of
increases may wdl cause future difficulties on a politicaly senstive issue.

In terms of the changes made a the time of SR 2002, the changed treatment of non-cash water
costs may be seen as part of a larger package, including the granting of borrowing powers®®
The specific issue arose that Northern Irdland, where local government functions are limited,
would be unable to benefit from an equivaent to the prudentiad regime for loca government
borrowing, in the course of being introduced in Greset Britain.

There are severa components to the RRI,*® announced by the Chancellor of the Exchequer in
May 2002 (Office of the Fird Minister and Deputy First Minigter, 2003). Fird, the Executive
has gained a temporary borrowing power of £125 million in the financia year 2003/(4. This
takes the form of a loan from the Treasury, repayable from regiond rate income. Second, a
permanent borrowing power, which requires legidation currently being progressed a
Wesminger, will become avalable from 2004/05. This will be repayable from regiond rates
and additional revenue sources, as yet unspecified. There is a commitment that there will be
no mgor increases in locd revenue until after full public consultation and until there is a
farer sysem for rasing revenue from the domedtic property tax. Third, the UK government
has trandferred, without charge, some exceptional security assets, the proceeds of whose
digposa will be available to the Executive.

8 n May 2002 the Government announced new borrowing powers for the Northern Ireland Executive and the

establishment of a new strategic investment body, with funding of £200 million in the first three years’ (Treasury,
2002d).

% The Office of the First Minister and Deputy First Minister (OFMDFM) have been taking forward legislation over

recent monthsto cover two key aspects of the RRI, namely the establishment of the Strategic Investment Board (SIB)
and the empowerment of OFMDFM to hold and develop the former military and security Steswhich weretransferred
under the RRI. The draft Strategic Investment and Regeneration of Sites (Northern Ireland) Order 2003 waslaid in
Parliament on 14 January 2003 and is expected to come into effect shortly. After the legislation comesinto effect, the
SIB will be created as a company limited by guarantee; adesignation Order will also berequired. The processislikely
to be completed by the end of March 2003.
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54  TheTrade-Off between Expenditure and Fiscal Effort

It is not a popular thought, but the benefits of public expenditure in Northern Irdland will have
to be traded off, a the margin, againg their costs in terms of locdly-borne taxes and charges.
This trade-off will become more explicit for a number of reasons the return to normdity in
which public services and financing issues rank more prominently on the politicadl agenda; the
resoration of the devolved legidature; and the mechanics of the Barnett formula These
factors will generate demands for better economic datistics about Northern Ireland in generd,
and specificaly about its public finances.

There is no counterpart in Northern Irdland to Government Expenditure and Revenues in
Scotland (GERS), an annud series which began in 1992 (Scottish Office, 1992). Although
there has been much controversy about GERS, its existence anchors politica debate about
Scottish public finances® The Welsh Office abandoned its counterpart after only two issues
(Welsh Office, 1997a). The reason why such a document does not exist for Northern Irdland
might wel be that provisonad esimates suggest that the picture would be blegk, in terms of
its dependence on externd subvention. In the new context of devolved government, that is not
a persuasive argument againgt developing and publishing better datistical data. Not lesst, a
counterpart (Government Expenditure and Revenues in Northern Irdland: GERNI) would
provide a benchmark for monitoring future improvement in the Northern Irdland economy
and its public finances.

Better data from a future GERNI are likely to reinforce Smpson’s (1984) conclusion, drawn
from his study of the 1921-72 Stormont period, that a block grant system is appropriate in
Northern Iredland. Unlike Scotland, whose macroeconomic performance does not depart much
from the UK mean, Northern Irdand is wel bedow. Severd arguments used in Scottish
debates do not affect Northern Irdand: for example, the territorid clam to oil revenues which
dlows different bottom lines to be struck; and the speculation that Scotland, freed from
policies congructed for London and the South East, would emulaie the recent economic
performance of the Republic of Irdand. Fisca autonomy, in whichever of the meanings
covered in Section 4.3, is not relevant to Northern Ireland in the foreseegble future.

Againg the background of a block grant system, Smith (1996) and Blow et d. (1996)
emphasised the importance of fiscd accountability a the margin. In the short run, this is a
question of increasing fiscd effort from the mechanisms (regiond rates, water and sewerage
charges etc.) within the competence of the Northern Irdand Assembly. In the medium term,
there is bound to be a UK-wide review of how the devolution arrangements have bedded
down in the three teritories. That would provide an opportunity, inter alia, for Northern
Irdand to request the tax-varying power over income tax now only alowed to the Scottish
Paliament. Neverthdess, there should be no illusons about how difficult politicaly it would
be to use such a power, egpecidly given the land border with the Republic and the widdy
held view that there is a disproportionately large black economy. Leaving asde such issues of
fiscal architecture, the point needs again to be stressed that current concerns about a shortage
of budgetary resources are exaggerated. Obvioudy, such a dtuation is unlikdy to ladt.

T Foran analysis that brings together the data in successive issues of GERS, see Goudie (2002).
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Crucidly, fiscd accountability a the margin should involve the ability both to increese and to
reduce taxes and charges, without offsetting adjustments to the Assigned Budget.

55  Improving VFM

In this discusson, VFM should be understood to include ‘policy effectiveness as well as
‘manegerid  effidency’. Deciding exactly what is policy and what is management is
notorioudy elusive, not leest because decisons characterised as policy are taken outside the
scope of the public auditor. A reat example is the contrast between the privatisation of public
utilities and the PFl. The Conservative Government embraced privatisation as a policy,
thereby redricting the Nationd Audit Office (NAO) to reviewing the implementation of that
policy, though some reports stretched that remit. Both Conservative and Labour Governments
have consstently dated that the PFl is about VFM, thereby dlowing much grester scope to
the NAO and the NIAO.

One of the advantages of the Assgned Budget system is tha the Devolved Adminigrations
automaticdly retain 100% of al savings from improved VFM. The particular circumstances
of Northern Irdand have meant that improved VFM will be a gradud process, likey to
involve subgtantid rationdisation of public adminidration and perhaps more outsourcing.
Nether of these processes is likely to be easy, but a falure to use them, where appropriate,
will negate an important eement of the flexibility enjoyed by the Executive.

The Northern Irdland Executive exercises direct control over a much larger proportion of the
Assigned Budget than do its Scottish and Welsh counterparts. This is a direct consegquence of
the much smdler importance, in terms of functions and expenditure, of locd authorities in
Northern Irdland. Consequently, the Executive can make policy over a broader canvas,
without there emerging difficult issues of competing mandates and conflicting legitimecy.

The naure of the multi-party bass of the Executive makes it difficult to establish and sugtain
a corporate view of public expenditure priorities. Neverthdess, it is essentid to think
serioudy about the scope for policy choice in Northern Irdland, within the framework of the
scope of UK devolution (Keating, 2001). One of the diginguishing festures of Northern
Irdand is that there ae fa fewer politicd feedbacks between centrd and devolved
government, via party, than in Great Britain, where the main parties compete a three (ie
central, devolved and locd) levels. The isolation from the UK paty system means that the
fear of ‘embarrassng paty colleagues at different levels does not arise. Northern Irdand il
enjoys the potential policy freedom arisng from a lack of manland interest. Pre-devolution,
nothing emptied the Chamber of the House of Commons more effectively than a debate on
Scottish legidation; being invisble can, on occason, be a big advantage. Podt-devolution,
there is certainly more metropolitan interest in Scottish and Welsh policy measures which can
be represented as ‘anomalous .

A crucid isue in Northen Irdand is how to insulate decison-meking on incrementd
budgetary dlocations from the pattern of incrementa dlocations in England. If Northern
Irdand attempts to replicate English percentage increases on sarvices involving large amounts
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of expenditure, this will suffocate other programmes. There will undoubtedly be pressure via
media headlines to ‘pass through’ to Northern Irdland functional programmes, such as
education and hedth, the percentage increases applicable in England to services currently
soending markedly different amounts per capita and characterised by different service
delivery problems. If formula consequences are passed through in this way, the Assgned
Budget itsdf will become effectively segmented, thereby sacrificing one of the inherited
advantages enjoyed by the Devolved Adminigtrations.

Severd priorities can be identified. Firs, a key issue in Northern Irdand will be to secure
better VFM from devolved expenditure. Despite the problems of comparing expenditure
levels, there can be no doubt thet per capita expenditure is well above the UK average. An
externa observer would speculate that sustained peace in Northern Irdland should help this
process, as the security Stuation must have complicated public service ddivery across the
board. There will be great interes in whether higher expenditure is represented by higher
quantities and qualities of output, or by higher unit costs (which may themsdlves be the result
of ether more difficult production conditions or lower technica efficiency).

Managerid efficiency has been invedtigated by the NIAO, edablished in its present form in
1987, somewhat later than the establishment of the NAO in 1983. The NIAO's remit will,
following the current trandfer to it of loca government audit and HPSS audit, cover ground
occupied in England by the NAO and the Audit Commisson. Northern Irdland public bodies
might be expected to have been subject to audit pressures broadly comparable to those of their
GB counterparts.

It seems likely that patterns of service configuraion in Northern Irdand may sSgnificantly
differ from those in Great Britain, or from wha they would otherwise have been without the
higory of the last 35 years. These are not the questions of managerid efficiency on which the
NIAO concentrates. For example, there is likdy to be subgantid duplication of certain
fadiliies resulting from conflict between the two communities, thereby limiting caichment
aress. Protests againgt facility closures acquire a significance in Northern Irdland not attached
to padld events in Grea Britain.®? Furthermore, communities outside Belfast are probably
more sdf-contained in public faciliies than would otherwise have been the case. Such
differences in service configuration are likely to become an issue in the context of a needs
assessment (see Section 5.6), during which there will be disputes as to which modd of service
configuration should be costed. For example, it will be questioned whether the more
fragmented provison in Northern Irdand conditutes evidence of greater need or of lower

effidency.

%2 For example, ariot and 141-day occupation against the closure of Go vanhill Bathsin Glasgow in 2001 wastrested as

an unpleasant specific incident, constituting a seriousthreat to law and order but not a challenge to the authority of the
state.
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Second, an urgent priority must be a rationdisation of the machinery of government in
Northern Ireland®® the complexity of which (eg Education and Library Boards, and Hedth
and Socid Services Boards) suggests a use of quangos to legitimise Direct Rule. Carmichad
(1996) discussed the politicd and historica  background to service ddivery by quangos,
leading to centrdisation in public service ddlivery. With devolved government restored, there
would seem to be potentid savings to be secured from smplification and delayering. This is
rendered more urgent by the additiond number of ministerid departments crested when the
Executive was established.

A sysematic effort to streamline and smplify will be required. However, with the UK-wide
emphass now on public sarvice ddivery, it is important not to alow reorganisations and
resructuring to divert managerid effort and to undermine service ddivery. Moreover, such a
process will not be panless; it will mean the disgppearance of rdatively wel-paid jobs and
may involve substantid up-front redundancy costs.

Third, and outside the scope of this Report, there will be important questions to ask about the
optimal dlocation of expenditure. For example, there is the question of how best to encourage
economic development in Northern Irdand, with the objective of catching up with Gresat
Britain and the Republic of Irdand in terms of GDP per cgpita. Two different views might be
aticulated: dlocating more expenditure to economic development programmes, including
subsdies to inward invesment and tax expenditures or giving expenditure priority to
improved socid and economic infrasiructure, including mainsream sarvices such as hedth
and education. On these issues, Northern Irdand’s pogtion differs from those of the other two
Devolved Adminigrations, notably because of its competitive podtion reatve to the
Republic of Irdand and because its demographic profile contains greater pressure for higher
expenditure on education.

5.6 The Role and Conduct of a Futur e Needs Assessment

A cavedt is required before discussing the arrangements for a needs assessment. Such an
exercise does not measure absolute needs, despite a general impression to the contrary. It is
best thought of as providing an index of reaive need, which can become the bads for
dividing up a given amount of public money, when that amount is, a least in the short term,
exogenoudy determined.

Needs, in an absolute sense, are extremey large, if not infinite, and it is certainly beyond the
capacity of the public purse to meet dl of them. One of the reasons why a needs assessment is
often thought appeding is that it provides particular functiona sectors and spending lobbies
with an opportunity to press their dams. Genedly spesking, even if people ae wdl
informed about the absolute level of their own needs they are poorly informed about the
needs of others, and hence about their relative need. This point is reinforced when the needs

S InMm ay 2002, the Executive established a Review of Public Administration, which has established its own website

(Review of Public Administration, 2002) (www.rpani.gov.uk). It has undertaken a mapping exercise of the Northern
Ireland public sector, which is nearing completion. The intention isto prepare aformal consultation document. In
practice, abolishing some existing non-trivial bodies will be difficult, as will resisting the creation of new ones.
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assessment covers a wide range of public functions, whose benefits cannot be reduced to a
common measurement.

A needs assessment is not a guarantee that needs will be met. Instead, the purpose is to
condruct a raiond and defensble bass for dloceting limited public resources in line with
measured relative need. For example, the resource alocation mechanism might be thought of
as alowing the same proportion of measured need to be met in each jurisdiction, a a sandard
levd of fiscd effort® It is possible, of course, that the conduct of a needs assessment may
indicate to the UK government that the present ratio of public expenditure/GDP is insufficient
to provide world-class public services across the board, leading to ether higher taxes or the
load-shedding of public functions However, it is an illuson to think that a needs assessment
automaticaly brings more resources.

Embarking on a needs assessment would bring to the fore some awkward questions. Firg,
how does one drike a baance between teritorid equity (ie full egudisation of taxable
capacity relative to needs) and incentives (eg to adopt policies which enhance taxable capacity
and minimise the generation of needs)? Second, how can the sysem avoid the perverse
incentives which are crested by rewarding falure for example, should more NHS funds
automaticaly go to areas with poor hedth outcomes, especidly if these are controllable either
by resdents or by other public sector bodies? Third, there are trade-offs within any fiscd
equdisation scheme. For example, it may be necessary to accept ‘rough justice in certain
funding mechanisms, as preferable to codly adminidrative sysems and incessant centrd
intervention in service ddivery paterns. In paticular, a periodic needs assessment would be
superior to an annud system. Serious thought must now be given to issues such as these.

In due course, there will be a comprehensve UK-wide needs assessment, whether the
dimulus is resentment in England a the percaved advantages of the Devolved
Administrations (‘blood on the carpet’ (Hetherington, 2001)) or concern in the Devolved
Adminigrations that convergence may be going too far. If the present high rates of nomind
expenditure growth continue for long, the timing of such a needs assessment will be sooner
than previoudy expected.

A needs assessment will be a highly complex exercise, teking a lot of time and resources.
Moreover, no-one should underestimate ether the technicd difficulty or the politica
sengtivity of such an exercise. The practicd and politicad difficulties were highlighted, in the
House of Lords debate on 7 November 2001, by Lord Forsyth (2001) and Lord Sewd
(2001).%® These issues have aso been examined by Midwinter (1999).

% Therearealternative formulations of the territorial equity objective: for example, to |eave the same per capitalevel of

measured need unmet in each jurisdiction. Where the sub-national jurisdiction has taxable capacity of itsown,
decisions on how to use this might lead to more, or less, relative need actually being met, dependent on the actual level
of fiscal effort.
% Lord Forsyth was Secretary of State for Scotland from 1995-97; Lord Sewel was Minister of Stateinthe House of
Lords at the Scottish Office from 1997-99 and responsible for the Lords’ passage of the Scotland Act 1998.
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Devolution on the bass of an unchanged Barnett formula probably exceeded the bargaining
expectaions of the teritorid departments in the period before the devolution legidation was
enacted. Furthermore, the Devolved Adminidrations gained some protection from the Labour
Government’s underteking not to substantidly revise the Barnett formula without a needs
asessment, ebout which the Devolved Adminisrations would be fully consulted.®
Subsequently, the Devolved Adminidrations have faced difficult politicad judgemerts about
whether to keep their heads down and hope that ‘dangerous issues would go away. The
politicdl problem for the Devolved Adminidrations is that they must adways look
smultaneoudy in two directions. Such contortions, which were essier to effect in the pre-
devolution period when territoriad business was regarded as boring in London, are now less
feesble. It is now more difficult to say one thing in Befast (or Edinburgh or Cardiff) and
something else in London. Not leadt, there is dectronic access to what appears in the Belfast
Telegraph, Scotsman and Western Mail.

There have been times when the lack of transparency about the Barnett formula and the
confuson about what conditute valid comparisons have been advantageous to the territories.
There reman questions about whether it is in the interests of the Devolved Adminigrations to
flush certan numbers into the public doman. These would be hdpful in explaning the
present sysem to domestic audiences, but might adso be used againg the Devolved
Adminigrations by hostile commentators. Nevertheless, continued reliance upon opagueness
is highly dangerous. For example, the present Stuation leaves the Devolved Adminigrations
vulnerable to spins and lesks a crucid moments. The UK government has access to much
better data on spending on comparable services than is in the public domain, and more work
has been done within the Treasury to update the 1979 needs assessment exercise (Treasury,
1979) on a periodic bass than has ever been made public. Treasury officids tend to subscribe
to the view that the teritories have done too wdl out of the exiging system, a view
conditioned by the extent to which both the territorid departments and now the Devolved
Adminigrations have been ‘out of reach’. Given these circumstances, transparency is now the
best protection for the Devolved Adminigtrations.

This is the time to argue for better data in the public domain, and to deny the Treasury and
other UK departments leverage over when to release data which are, or can be portrayed as,
damaging to the Devolved Adminigrations. There is a pre-devolution Scottish example of the
diseputable commissoning of research in this aea. The terms of reference of the study
(Coopers & Lybrand and Pieda, 1997) on compaative locd authority expenditure,
commissioned by the Scottish Office under Secretary of State lan Lang, explicitly prevented
the contractors from gpesking to specified groups of organisations who were knowledgesble
about policy differences and data issues. Predictably, this led to the report being portrayed as
apalitica atack by centra government on Scottish local authorities.

The Devolved Adminigrations need to be well prepared for the eventud needs assessment,
even if they make the tacticd judgement that they should not themsdves initiate

% The July 2002 Statement of Funding Policy (Treasury, 2002b, para 11.3) dates ‘ Substantia revisonsto this Statement

of Funding Policy would need to be preceded by a study of relative spending needs across the United Kingdom. The
detailed arrangements for such a study would need to be decided at the time, but the Treasury would fully consult the
Secretaries of State and devolved administrations on the arrangements.’
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developments. The vehicle which does the needs assessment, and its terms of reference, is of
paramount importance. Categoricaly, the needs assessment should not be done by the
Treasury or the Cabinet Office. The legacy of centralised government renders these bodies
unsuitable for making the judgements necessxy to sudain equdisation in a decentrdised
polity. The results of exercises under their control would lack legitimecy. This task has to be
entrusted to a new body, a arm's length from both the Treasury and the Devolved
Adminigrations. Hedd and Geaughan (1996) proposed the establishment of a Territorid
Exchequer Board on the Australian modd. A smilar proposa has recently been made by the
House of Lords Sdect Committee on the Conditution (2003). The ineffectiveness of the
Northern Irdand Joint Exchequer Board (Gibson, 1996), though providing a warning of the
dangersto be avoided, should not discourage such an inditutiond innovetion.

The mogt obvious example of such a body is the Commonwedth Grants Commisson (CGC)
in Audrdia, which is respongble for assessng the relative needs of the states and territories.
Its judgements, though sometimes controversa, command respect (Commonwedth Grants
Commisson, 2001; 2002, Searle, 1996). The CGC is a technica body, which makes
recommendations on grant digribution to the Commonwedth government; the find decison
is political. The advantage of such a sysem is tha it separates out, to the grestest extent
possible, the technica issues about data, comparability and relative needs from the find
political decison. Clearly, a Commonwedth government that wishes to depat from CGC
recommendations will have to account for its actions.

Given the UK darting point, the specification of the terms of reference of such a UK body
will be crucid, as these would determine the working methods and the scope for subsequent
disagreement. Variations in demography can be objectively verified. However, a key issue
will be variaions in participaion rates in public services, both totd participation rates (ie
proportion of an identified cohort consuming that service) and public sector participation rates
(ie proportion of an identified cohort consuming that service from a public body). One of the
factors behind the announcement of the Goschen formula in 1888 was higher participation
rates in secondary education in Scotland than in England. There is a pardld issue now, with
participation rates for higher education congderably higher in Scotland and Northern Ireland
than in England. Also, there are marked differences in the extent of middle-class exit from
publicly provided services such as hedth and education. This is much lower in the territories
than in England, though much of the difference is attributable to London and the South East.

The needs assessment might proceed on the bads that the costed participation rate in publicly
provided services would be the rate in England, or a UK average rate. Alternatively, it might
proceed on the bagss that there is a universal entitlement for members of a given cohort to use
specified publicly provided services, and that budgetary resources should follow actud usage.
It is unquestionably in the interests of the Devolved Adminidrations to pay careful atention
to how these terms of reference are drafted. A needs assessment has to be given strong
politicd deerage, otherwise it will become enmeshed in controversy and bad feding. In
politicadl terms, the quedion of differentition within England would force itsdf onto the
agenda. However, such a development would greetly accentuate the data problems.
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Admiration for the independence of the CGC does not necessarily meen that its detalled
methods should be emulated. There are important contextual differences between Audrdia
and the United Kingdom. Audrdia is a long-established federation, towards the centralised
end of the spectrum of federations. In particular, the Commonwedth government dominates
revenue-raisng. However, there are Sx dates and two teritories, none of which totaly
dominates the federation. In contrast, the United Kingdom currently has devolved government
only on its periphery: devolution covers only 16% of the 2001 census UK population, though
47% of the land area. It is therefore impossible to spesk of average practice in the United
Kingdom which does not effectivdy mean English practice. The Devolved Adminigrations
would rightly be wary of any kind of annua needs assessment exercise, which would in
practice bind them to English policy mixes and implementation <Structures. Indeed, the
suggestion has been made that the Devolved Adminidrations should become pat of the
Standard Spending Assessment for English locad authorities and of the Resource Allocation
Working Party assessment for hedth expenditure (Davies, 1997). It would be contrary to the
irit of devolution to bring the Devolved Adminidrations within annual  mechanisms
designed to dlocate expenditure within England. Neverthdess, the developments st in train
by the Labour Government’s White Paper (Cabinet Office/ DTLR, 2002) on devolution to the
English regions means that these issues will not disappesr.

Notwithstanding the broad smilarities of public service provison throughout the United
Kingdom, it is easy to find examples of difficult aress. Firs, the line between ‘need” and
‘policy choice is less clear cut than it firsd seems. Assessments of relative need are partly
technical exercises and partly matters of political judgement, notably about: what conditutes a
policy; what is a consequence of policy discretion; and what is a binding condraint. A
Scottish  example illustrates this point. Since 1918, there have been separate non
denominationd and Catholic school systems, both managed by locd authorities. This
duplication undoubtedly imposes extra cods, paticulaly in the Scottish context of faling
school rolls. Tressury officids, especidly if ther minisers were hodile to devolution, might
argue that these extra cogts should be met entirely from Scottish resources. Needless to say,
this would raise hugdy sendtive issues because of the hisory of this separate provison
(Devine, 1998). Whether this is trested as policy choice for the Scottish Parliament or as part
of the topography of Scotland (as are the Cairngorm mountains) would become the subject of
heated controversy.

Second, the system of four-year Honours degrees in Scottish universities is different from the
three-year degree in England and has been criticised as wasteful. However, this is closdy
linked to marked differences from England in te structure of secondary education: a move to
three-year Honours degrees would require grester capacity in the Scottish school system.
There are other differences connected with qudification sysems and the extent to which
higher education is ddivered within further education inditutions. If the modd costed for
needs assessment purposes were the English modd, there would be far-reaching
repercussions, including pressures for grester policy and inditutiona uniformity.

It is mideading to think of a needs assessment exercise replacing the Barnett formula. Rather,

a key quedion is how the Barnett formula and the needs assessment would interact. The
purpose of a needs assessment would be to validate the continuing use of a Barnett-type
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mechanism for adjusing the Assgned Budgets. Such an exercise should be periodic, partly
because of the resources involved and partly because greater frequency is likely in practice to
reinforce uniformity in policy and ddivery mechanisms. The cyde might be say, every seven
or ten years.

Once the results of a needs assessment have been produced, the key comparison is between
the needs index (assessed need to spend per capita on devolved services, expressed as
England = 100) and the expenditure index (actud expenditure per capita on devolved
sarvices, expressed as England = 100). The purpose of the formula is then to eiminate these
differences on timescades which ae adminidrativdy and politicdly feasble. With high
dependence on block grant, sudden reductions, and perhaps sudden increases, would be
destabilisng.

The finance minigtries of the Devolved Adminigrations should therefore commence advance
planning for a UK-wide needs assessment. Despite the temptation in Scotland and Northern
Irdand to postpone any discusson of expenditure indexes, it will be safer for the Devolved
Adminigrations to see such machinery put in place whilst the congitutiona reform agenda
dill enjoys areasonably fair wind at Westminger.

Unlike from 1921-72, Northern Irdand is now pat of a broader sysem of devolved
government. There is scope for the development of formd and informda links with Scotland
and Wades a Executive, Paliamentay and civil society levds The Devolved
Adminidrations are to some extent competitors, most obvioudy in the fidd of inwad
investment, but they share many common interests, including astable funding system.

There will be maerid differences in circumstances in Northern Irdand which are rdevant to
a needs assessment. Two examples illudrate the kind of issues on which prior planning is
required, so that relevant data can be assembled. Firdt, there are 31% more school pupils per
cgpita in mantaned schools in Northern Irdand than in England (Office for Nationd
Statistics, 2002, Table 4.1), reflecting the different age dructure of the population. This is
clearly relevant to levels of expenditure per capita There is no published relative for schools
expenditure; for Education as a whole, the index is 142 (England = 100). Second, there is a
desire to expand higher education provision n Northern Ireland, in part in order to reduce the
net emigration of those wedl-educated young people who, having dudied in Great Britan,
may not return.

There has recently been a lot of preparatory activity in Northern Irdand, with the DFP urging
departments to think about both their performance and relative need factors. However, the
reults of this activity have not yet reached the public domain. The Executive commissioned
gx Needs and Effectiveness Evaduations (NEES), covering the aress of: Financid Assigtance
to Industry; Educetion; Hedth and Socid Care; Vocationd Education and Training, Housng;
and Culture, Arts and Leisure. The needs section of the reports sought to assess the leve of
need in Northern Irdand reaive to England, using a variety of objective factors. The Public
Finance Research Unit of the Northern Irdand Assembly commissioned Professor Arthur
Midwinter of the Univerdty of Strathclyde to provide a preliminary assessment of the NEEs.
The draft reports were being consdered within the Executive, but the exercise has not
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continued under suspenson. Consequently, the reports have not been published, though the
Ass=mbly’s Committee for Finance and Personnd has expressed its desre to debate them
(Committee for Finance and Personnd, 20023, para 5.10).



6 CONCLUDING COMMENTS

The proposas of this Report have been expounded in Chapter 5, so that this find Chapter is
limited to some concluding remarks. These dress the importance of trangparency, optimism
and redlism, and of meeting the challenges ahead.

Firs, the Northern Irdand Assembly and Executive should embrace transparency, as indeed
should their counterparts in Scotland and Waes. This is a virtue much proclamed by the
Treasury, for example in its Code for Fiscal Sability (Treasury, 1998b). Such an approach
will form the best long-run protection of the autonomy of the Devolved Administrations, and
adso serve as a means of educating ther publics. Transparency naturaly entalls some risks,
though it is clear from the Report that those risks dready exist. Greater trangparency of the
territorid  fiscd  arangements is now inevitable the Devolved Adminidrations can either
willingly embrace it, or wait for it to be imposed upon them, probably a an inconvenient
time. The present author has an unshakesble bedief that the principles governing the UK
territorid fiscd sysem can be made accessble, despite the inevitable technica complexity of
its detailed operation. The present opagueness has owed much to obsessve secrecy and to
limited indtitutiona memory.

Second, there are grounds for optimism about financing devolved government. There is s
much politica capitd tied up in making a success of devolution in Northern Irdland that the
opportunities outweigh the difficulties As dressed a many points in this Report, ‘devolution
dl aound the periphery’ is very different from the isolated experience of devolution from
1921-72. Devolution in Northern Irdand is unlikdy to fal because of questions of funding,
though this conclusion should not be interpreted as implying that there will be a soft budget
condrant. Managing fixed budgets with limited revenue discretion, will prove demanding
when resources are |ess abundant.

Third, there needs to be realism about the pace a which inditutiond developments can be
embedded and at which desred improvements in the economy and in public services can be
effected. In part, exising expenditure patterns are the result and price of consensus-building
and the driking of a politicd accommodation. Accordingly, change needs to be managed
carefully.

If there is sustained peace and economic prosperity, Northern Irdland can expect over the
medium term to see its identifiable public expenditure index condderably reduce. The same
will happen to its Assgned Budget index. Under such circumgtances, this is a development
which should be planned for and even welcomed. However, the need to spend on devolved
sarvices will remain dependent on, for example, demographic factors, which would feed into
aneeds assessment. High-qudity information needs to be assembled well in advance.

The mogt likdy outcome is for there to be some compresson of teritorial expenditure
indexes, paticularly from a level which may be higher than would emerge as needs indexes
from a needs assessment exercise. This convergence needs to be accomplished in a gradud,
non-disuptive way. The possibility of this being achievable has been greatly enhanced by the
extent to which the results of CSR 1998, SR 2000 and SR 2002 favoured those functiona
aeas tha ae devolved. For example, the subgtantid boosts to education and hedth
expenditure in England have generated large formula consequences for Northern Ireland.



Concluding Comments

Even were strong evidence of convergence to appear, this would till represent absolute levels
of per cepita expenditure in Northern Irdand much higher than would ever have been
anticipated in 1997. Mixing up absolute levels and indexes in public debate is a guaranteed
route to confusion.

Fourth, there are dgnificant challenges ahead, about which much has been said in this Report.
It is important that Northern Irdland does not become preoccupied with other people's
agendas. In this ingance, its detachment from mainland politics postively helps. It should not
buy into the ‘crumbling public services agenda which now dominates the metropolitan media
and which has provoked panic in the Labour Government, producing spending commitments
in advance of the timetable origindly st by SR 2002. What is required is reflective
consderation of Northern Irdand circumstances, taking careful account of the extent to which
expenditure and performance are different from those in England. Moreover, Northern Ireland
should not become obsessed with headline comparisons of percentage increases, taking no
account of the expenditure base. There is no rationa basis on which Northern Irdland should
expect to match percentage increases, regardiess of the base. Matching must not be devated
into a principle, whatever the headlines, for example describing as ‘robbery’ the difference
between the English percentage gpplied to the Northern Irdand base and the formula-derived
increments. If there remains a fixation with the Barnett formula, that would be a recipe for
pardysing changes in expenditure mix and for defeating the purpose of devolved government.

Finaly, the contribution which this Report hopes to make is to render more accessble the
funding arrangements for devolution in Northern Irdland. Consequently, it has contained a
detalled technicd description of the financid sysem as it operaes today, showing how
Northern Irdland is embedded within a sysslem aso covering Scotland and Wales. By pulling
together the most up-to-date expenditure data, the Report has provided an explanaion of
recent trends and consdered likely future developments. The proposals in Chapter 5 provide a
bass for taking the agenda forward.
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