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Finance and Constitution Committee 

11th Meeting, 2016 (Session 5), Wednesday 16 November 2016 

Public Finances and Economic Performance 

 
Introduction 
 
The evidence session on ‘public finances and economic performance’ is the 
Committee’s second evidence session on this topic and is intended to form part of 
the Committee’s pre-budget scrutiny.  The Committee will take evidence from: 
 

 Professor Anton Muscatelli, Principal, University of Glasgow; and 
 

 Russell Gunson, Director, IPPR Scotland. 
 
A written submission has been received from Russell Gunson and this is attached at 
Annex A to this paper.  Professor Muscatelli intends to provide a written submission 
early next week and this submission will be provided to Members when we receive it. 
 
As back ground information, a link is attached below to the Official Report of the first 
evidence session the Committee held on this subject with evidence from Professors 
David Bell and David Heald. 
http://www.parliament.scot/parliamentarybusiness/report.aspx?r=10604 
 
Lastly, links are attached below to the two Fraser of Allander reports, which have 
been provided previously to Members, on ‘Scotland’s Budget 2016’ and the ‘Long-
term economic implications of Brexit’. 
 
http://strathprints.strath.ac.uk/57763/8/Fraser_of_Allander_Institute_Scotlands_Budg
et_2016.pdf 
 
https://www.sbs.strath.ac.uk/economics/fraser/20161006/Long-term-Economic-
Implications-of-Brexit.pdf 
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                                                                       Annex A 
 
 
 

IPPR Scotland evidence to the Finance and Constitution Committee 

Public Finances and Economic Performance 

11 November 2016 

 

About IPPR Scotland 

 

IPPR Scotland is Scotland’s leading progressive think tank. We are cross-party, 
independent and dedicated to Scotland’s issues, one of the few think tanks to 
operate in Scotland. We are an autonomous part of IPPR across the UK, joining 
IPPR’s existing offices in Manchester, Newcastle and London. We have developed 
an Advisory Board for IPPR Scotland with key figures from across Scotland’s private, 
voluntary, public and government sectors. 

 

Summary 

 

Scotland was already facing significant spending cuts over the coming years stemming from March’s 
budget: 

 £1.2bn of cuts to Scottish Parliament’s budget (per year, by 2019/20 (2015/16 prices)) 

 £2bn of cuts to non-protected departments, outside of NHS and Police (per year, by 2019/20 
(2015/16 prices)) 

 £600m of cuts to social security payments in Scotland (per year, by 2019/20 (2015/16 prices)) 
 

Since March the economy has grown less quickly and the UK government has borrowed more than 
projected. The Brexit vote is likely to lead to an ‘inflation shock’ with projections seeing inflation reach 
up to 4% next year, and a ‘growth shock’ with economic growth now forecast to be lower than in 
March.  

The ‘inflation shock’ will likely mean: 

 Reductions in living standards, particularly for the poorest, and especially given freezes to in-work 
benefits 

 Longer term head winds against economic growth 
The ‘growth shock’ will likely mean: 

 Lower tax receipts and higher borrowing, estimated to leave a £25bn black hole in public finances 
 

Depending on how the UK Government respond next week, there could be effects on the Scottish 
Parliament’s budgets between now and 2019/20. If the UK Government undertake further spending 
cuts to plug this gap, we could see further cuts to Scotland worth between £1.34bn and £340m – on 
top of cuts already planned. However, if the UK Government plugs this black hole through tax rises or 
further borrowing, then Scotland’s budget will be unaffected directly. 
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In March, we calculated that Scottish Government income tax plans would raise an estimated £100m 
per year in 2019/20, or up to £300m per year if the UK Government raise the higher rate threshold to 
£50,000 (as outlined in UK Conservative manifesto). However, higher than expected inflation may 
mean the gap between Scotland and UK’s higher rate tax threshold is less in 2019/20 than projected 
earlier this year, meaning revenue raised from the lower Scotland higher rate threshold may be less 
than projected. 

 

Looking ahead to medium and long-term prospects it is clear the public spending challenges do not 
disappear. We are likely to see public spending cuts that last into the next UK Parliament and Scottish 
Parliamentary terms. Equally, in the longer-term still, demographic change will bring some extreme 
pressures to Scotland and the UK’s fiscal standing.  

 

It is clear that growing productivity in the medium to long-term will be crucial to generating economic 
growth and tax revenues per head in Scotland, and that public service reform will be necessary to 
generate the efficiencies that allow greater impact from fewer resources.  

Introduction 

 

Next week’s UK Government Autumn Statement is the first Budget event since 
March 2016. Since then, economic reality has not met with projections. Even prior to 
the Brexit vote of June, projections for economic growth, productivity growth and 
increases in tax revenue for across the UK looked optimistic. However, since June’s 
EU referendum vote, these forecasts are likely to be downgraded further for the UK 
as a whole, leading to key questions for the UK Government as to how they should 
respond, and implications for Scotland’s budget depending on how they do. The 
Scottish Parliament budget was already due to reduce in real-terms over this 
spending review period to 2019/20, with very significant cuts for non-protected 
departments. The slowdown in the UK economy is likely to see spending cuts 
continue beyond 2019/20 across the UK, and may see steeper spending cuts in this 
spending review period depending on the UK Government’s spending decisions in 
response. 

 

This briefing outlines what we knew in March, and some of the potential impacts of 
June’s EU referendum vote, as far as we can outline at this early stage. It then 
considers a number of scenarios for how Phillip Hammond may respond and 
therefore the shape of the Scottish Parliament’s budget for the next few years, and 
looks ahead to the medium and long-term outlook for Scotland’s economy and public 
finances. 

 

What did we know? - March Budget 

 

The last Budget event from the UK Government was in March 2016. To remind the 
Committee, this budget saw the then Chancellor, George Osborne, announce cuts to 
Personal Independence Payments (which were swiftly reversed), £3.5bn of 
unallocated spending cuts for 2019/20, and a number of innovative accounting 
measures to bring the projections for public finances at the UK level into surplus by 
2020, meeting one of the UK Government’s fiscal rules at the time. One of the main 
reasons for the fiscal gap between November’s 2015 Spending Review and March’s 
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Budget was a decline in productivity in the last quarter of 2015, wiping out gains 
throughout the rest of the year, and lowering forecasts for growth over the spending 
period.  

 

In response to March’s Budget, IPPR Scotland calculated the effects on Scotland’s 
budget, and found the effect to be pretty much unchanged from November’s 2015 
spending review. The calculations below are taken from IPPR Scotland’s New 
Powers, New Scotland? publication1. 

 

Between 2015/16 and 2019/20 we found the Scottish Parliament would face: 

 £1.2bn of cuts in real terms to Resource DEL budgets per year by 2019/20 

 

Given spending commitments in Scotland to protect NHS funding and police funding 
in real terms, together with college budgets in cash-terms we found: 

 £2bn of cuts in real terms to unprotected RDEL budgets in Scotland (those outside of 
NHS, Police and college budgets) per year by 2019/20 compared to 2015/16.  

 

As of March 2016, this would see spending per year on non-protected departments 
in Scotland, 13.2% lower in 2019/20 than in 2015/16. 

 

We also found cuts to social security spending in Scotland, through the freezing of 
working age benefits and cuts to the Universal Credit work allowance and family 
element. This amounted to: 

 £600m of cuts to social security claimants in Scotland per year by 2020/21 compared to 
2015/16 

 

What do we know now? - The UK economy since March 2016 

 

However, the economic forecasts for the UK economy were based on projections of 
economic growth of 2.0% in 2016, 2.1% in 2017 and 2.2% in each of the following 
years2. These were looking optimistic prior to June’s Brexit vote, with borrowing 
levels outstripping forecast, and look more so now since the EU referendum.  

 

Inflation shock 

 

We are likely to see two, interrelated, effects following the Brexit vote in the short to 
medium term. Firstly, we are likely to see an ‘inflation shock’ driven mainly by the 

                                            
1
 Thompson and Gunson, New Powers, New Scotland? IPPR Scotland 2016 - 

http://www.ippr.org/files/publications/pdf/new-powers-new-scotland-march2016.pdf?noredirect=1 

2
 OBR, Economic and Fiscal Outlook - March 2016, 2016 - 

http://cdn.budgetresponsibility.org.uk/March2016EFO.pdf  
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reduction in the strength of the pound. The pound has dropped in value by around 
16%, since June’s vote (at the time of writing). This will likely feed into the economy 
through increased inflation, as imports of raw materials and goods become more 
expensive. The IFS have outlined that the average inflation projections are now over 
1% higher in each of the next two years than prior to June’s vote, and higher 
throughout the rest of the spending period than projected in March3. NIESR have 
forecasted inflation of up to 4% for the second half of 2017. 

 

The inflation shock will have some direct effects on UK public spending, particularly 
inflation-linked payments, such as pensions. It may also have an effect on spending 
pledges such as real-term protection of spending on the NHS in England4. At the UK 
level it is also likely to see reduced debt-interest payments, which will not directly 
benefit the Scottish Parliament budget. Equally, in Scotland, this may have similar 
effects for the NHS and Police in Scotland, and other cash payments too. It will also 
likely have indirect effects on public finances through a reduction in living standards 
and a reduction in consumer spending. This is one of the factors in the new, and 
reduced, projections for UK economic growth.  

 

Most of all, however, the inflation shock is likely to have a negative effect on living 
standards, and in particular the poorest and those on fixed incomes. It should be 
noted that the UK Government currently has plans for a freeze, in cash terms, for 
most working age benefits, meaning the inflation shock is likely to be passed on in 
full, unlike in the immediate post-2008 crash period when social security payments 
were index-linked, and protected from a spike in inflation. 

 

Growth shock 

 

The second effect of Brexit vote, is likely to be a ‘growth shock’. The reduced 
strength of the pound, increased inflation, and increased uncertainty, has led 
forecasters to reduce projections for UK growth. The average of independent 
forecasters project UK economy to be 2.8% smaller in 2020 than projected in May. 
Incidentally, this is in line with forecasts made of the effect of a leave vote, prior to 
June’s referendum. The IFS has projected this will likely lead to a £25.3bn black hole 
in the UK finances, per year by 2019/205. Depending on whether the UK 
Government decide to fill this black hole with additional borrowing, tax rises, or 
further cuts to day to day spending will have implications for the Scottish 
Parliament’s budget.  

 

                                            
3
 Emerson and Pope, Winter is Coming, IFS 2016 

https://www.ifs.org.uk/uploads/publications/bns/BN188.pdf 

4
 However, real-terms in spending terms is usually determined by GDP deflators that look at 

increasing costs of goods and services produced in the UK, rather than inflation per se. This may 
mean GDP deflators are less than inflation rates. 

5
 Emerson and Pope, Winter is Coming, IFS 2016 

https://www.ifs.org.uk/uploads/publications/bns/BN188.pdf 
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The new Chancellor has been clear that he will not stick to the rule to generate a 
surplus by 2020, a rule self-imposed on the UK Government by the previous 
Chancellor. It is unclear though whether this will give the UK Chancellor more 
latitude to borrow in order to keep spending as planned, or indeed whether it would 
open up room for the Chancellor to borrow further still, to provide a fiscal stimulus.  

 

Equally, the UK Government has reiterated its pledge not to add further cuts to social 
security spending, beyond what is already planned. However, it should be noted that 
there are still significant spending cuts planned for social security budgets, most 
notably in relation to spending on Universal Credit and other working age benefits. 
As stated above, this amounts to £600m of benefits cuts per year in Scotland, by 
2020, compared to 2015/16.  

 

Scottish Government tax plans 

 

Since the UK Budget in March we have also had the Scottish Parliament elections, 
and seen more clearly the parties’ plans for how they would initially use the new 
income tax powers. The Scottish Government’s proposal is to not pass on the tax cut 
for higher rate income tax payers proposed for April 2017 in the rest of the UK (those 
in the 40pence tax bracket) to higher rate tax payers in Scotland. This will see 
Scotland’s higher rate tax payers pay more in tax than higher rate tax payers in the 
rest of the UK from April 2017, but would see them pay no higher rate of tax than 
before, in real terms.  

 

Given the Fiscal Framework that dictates the budget for the Scottish Parliament, it is 
the relative differences in per-head tax revenue between Scotland and the rest of the 
UK that determines revenue implications for Scotland’s budget from tax policy. 
Therefore, the amount raised by this income tax policy in Scotland, depends on 
income tax policy in the rest of the UK.  

 

From April 2017, the UK Government will increase the higher rate threshold (HRT) to 
£45,000, with Scotland’s HRT remaining static in real-terms, increasing by inflation to 
£43,387. In March, we calculated that if both are protected in real-terms this will see 
the Scottish Parliament’s budget increase by £100m per year by 2020/21. However, 
the UK Conservative’s manifesto commits the UK Government to increase the higher 
rate threshold to £50,000 by the end of the parliament. If this were to happen, this 
would see revenues raised in Scotland increase to £300m per year by 2020/21, due 
to the bigger differential between Scotland and the rest of the UK.  

 

Given higher than expected inflation, if the Scottish Government does decide to 
protect the higher rate threshold in real-terms, adjusted for inflation, and the UK 
Government continues to target a nominal higher rate tax threshold of £50,000, then 
the gap between the Scotland and UK higher rate threshold in 2020 may be less 
than projected earlier this year, and therefore less revenue would be raised in 
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Scotland6. In short, a higher rate of inflation may mean the gap between tax policy in 
Scotland the rest of the UK is narrower, and therefore revenue raised in Scotland 
from the different HRT is less than was projected in March. 

 

In addition, the Scottish Parliament has now agreed to increases in council tax in 
Scotland through changing the ratios between council tax bands and through 
allowing local authorities to increase council tax by up to 3% each year. This will 
allow councils to protect council tax rates from some inflation effects and the 
increased rates for the highest band payers will see additional funding for schools, 
aimed at closing the attainment gap, worth around £100m per year (in cash terms). 

 

In future years, we may see reductions in Air Passenger Duty, and increases in the 
personal allowance in Scotland to £12,750, as per the SNP’s manifesto 
commitments which may affect revenues in later years. The cost of increasing the 
personal allowance in Scotland will depend on the UK Government’s decisions in 
relation to the personal allowance. If the UK-wide personal allowance reaches 
£12,750, and higher inflation makes this less costly for the UK Government to do, 
then this policy will have no financial cost. If the UK Government decides not to 
increase the personal allowance as quickly as it outlined in its manifesto then this 
policy would cost more in Scotland. 

 

What does this mean for Scotland’s public finances? – Scenarios from next 
week’s UK Autumn Statement  

 

It should be stated that the levels of uncertainty in relation to the UK economy are 
very large indeed. Uncertainty has only been increased by the USA presidential 
election result too. The fluctuations in confidence and the pound have been great, 
and much depends on how negotiations with the EU following June’s vote proceed 
and conclude.  

 

However, we have taken the central estimates for growth, inflation and public 
finances from the IFS’ latest analysis for the UK and considered what this might 
mean for public finances in Scotland over the next few years.  

 

As stated the IFS project a £25.3bn black hole for the UK Government by 2019/20 
compared to projections in March.  

 

It remains to be seen whether the UK Government fill this black hole through 
additional borrowing, which would have no direct effect on the Scottish Parliament’s 

                                            
6
 By 2020/21 the UK Government’s higher rate threshold was projected to be £50,000 compared to a 

HRT in Scotland of £45,997. Higher inflation, may mean, if the Scottish HRT is protected with inflation, 
and inflation projections are correct, a HRT in Scotland of closer to £47,000 by 2020/21, reducing 
revenue raised compared to a £50,000 UK HRT. 
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budget, through tax rises or through cuts to day to day spending. We have modelled 
protections to UK spending on the NHS, Defence, International Development and 
Schools and worked through what this may mean for the Scottish Parliament budget.  

 

We have therefore considered three scenarios.  

 

Scenario 1 – all of the £25.3bn is found from non-protected resource DEL spending 
(spending outside of health, education, defence and international aid) 

Scenario 2 – the UK Government finds half (£12.2bn) of the black hole through cuts 
to non-protected RDEL 

Scenario 3 – the UK Government funds a quarter of the black hole (£6.3bn) of non-
protected RDEL spending cuts 

 

What we find is that in Scenario 1 leads to further cuts to Scotland’s budget of 
£1.34bn per year by 2019/20 (in 2015/16 prices). This would see cuts to non-
protected departments in Scotland of, in total, £3.34bn (in 2015/16 prices), or 21.6%, 
by 2019/20 compared to 2015/16.  

 

Scenario 2 would see further cuts of £670m per year by 2019/20 (in 2015/16 prices). 
This would see cuts to non-protected departments in Scotland of, in total, £2.67bn (in 
2015/16 prices) or 17.4%, by 2019/20 compared to 2015/16  

 

Even Scenario 3 would see further cuts £330m per year by 2019/20 (in 2015/16 
prices). This would see cuts to non-protected departments in Scotland of, in total, 
£2.33bn (in 2015/16 prices), or 15.3%, by 2019/20 compared to 2015/16. 

 

If the UK Government make no further spending cuts and instead borrow to fund the 
£25.3bn black hole, this would see the cuts outlined for the Scottish Parliament 
budget continued as planned in March.  

 

Scotland economic prospects 

 

Short term to medium term 

 

The oil and gas sector in Scotland has been hit hard by the reduction in oil price in 
recent years. While forecasts see the oil price (in dollars) increase over the coming 
years, the same forecasts see prices remain far below 2014 Levels7. The challenges 
facing the oil and gas industry will affect Scotland’s economic growth and lead to a 

                                            
7
 Emerson and Pope, Winter is Coming, IFS 2016 

https://www.ifs.org.uk/uploads/publications/bns/BN188.pdf 
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reduction in tax revenue in Scotland compared to tax revenues in rest of the UK. At 
the same time the short term effects of the pound’s fall in value have been positive 
for the whisky industry in Scotland, potentially boosting output from the industry over 
time.  

 

As stated we are likely to see a peak in inflation next year, following the falls in the 
value of the pound. Consumer spending and living standards are likely to be hit 
which may well reduce economic growth across the UK. With uncertainty in relation 
to the UK’s trading position, and wider global uncertainty, business investment and 
foreign direct investment in particular may suffer, harming productivity and economic 
growth across the UK.  

 

Rates of productivity is one of the most important factors in economic growth. 
Finding ways to boost productivity in Scotland will be crucial, regardless of these 
external factors. IPPR Scotland is currently undertaking work to look at how we can 
reshape the skills system in Scotland to contribute more greatly to productivity, 
career progression and pay. Finding opportunities to reform Scotland’s public 
services and wider economy to this aim, will be crucial in the medium to long-term.   

 

This is especially so as under the Fiscal Framework agreement, as it stands to 2022, 
the differentials in tax revenue per head between Scotland and the rest of the UK, 
are the key risk and opportunity to Scotland’s budget. Finding ways to boost tax 
revenue per head in Scotland, will therefore have direct benefits to Scotland’s 
budget.  

 

Long term 

 

It is likely that the cuts to public spending, and the deficit reduction programme, seen 
in the UK since 2010, will continue into the next UK and Scottish Parliamentary 
terms, potentially past the negotiations in relation to the Fiscal Framework, in 
advance of the current agreement ending in 2022. Any fiscal stimulus from the UK 
Government at next week’s Autumn Statement, or indeed any lessening of spending 
cuts, will only likely be short-term relief and will not change the need for public 
spending cuts and deficit reduction for many years to come.  

 

Equally, looking to the long-term fiscal position, with demographic change coming 
across the UK, and in particular in the next decade, we are likely to see structural 
reductions in tax revenue and increases in public spending as our population grows 
older. In March, the OBR projected this would reach £76bn of increased spending 
liability across the UK by 2065. However, this is likely to be an underestimation given 
optimistic assumptions of productivity within the NHS not being realised in recent 
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years, and equally, the effects of reduced tax revenue from a reduced working age 
population is likely to exacerbate increases in costs with reductions in tax revenue8. 

 

If public spending cuts are likely to continue for the long-term then it is imperative 
that we begin to set out the challenge facing us soon, and also that we allow the 
departments and organisations funded through public funding time to adapt and 
reform. This makes moving to multi-year funding settlements crucial, to ensure that 
cuts are considered and made in the least damaging way, and that investment can 
be made now that will save money in the future. The scale of the challenge is large, 
but will be made larger still if Scotland and the departments and organisations 
funded through Scotland’s budget, have only annual settlements to work with. 

 

It seems clear that regardless of next week’s UK Autumn Statement, and indeed this 
year’s Scottish Parliament budget process, the key question facing Scotland is how 
we can respond to demographic change and how we can increase productivity and 
economic growth, and how we can reform our public services to increase efficiency 
within public services. Finding ways to achieve greater impact from fewer resources 
may be a constant in Scotland for many years to come. 

 

 
 
 
 
 

                                            
8
 Emerson and Pope, Winter is Coming, IFS 2016 
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Public Finances and Economic Performance – Evidence to the Finance and 
Constitution Committee  - Professor Anton Muscatelli, University of 
Glasgow 
 
1. I would like to emphasise at the outset that my evidence is provided in my role 
as an economist, not as the Principal of the University of Glasgow. 
 
2.  In this note I set out some of the constraints facing the Scottish budget in 
2017-18, and some of the issues facing the Scottish Government and Parliament 
as it determines the path for Scotland’s public finances and economy in the next 
few years. 
 
The UK Context 
 
3. At the time of writing the UK Government has yet to set out its revised fiscal 
plans in the Autumn Statement. This will set out for the first time, in concrete 
terms, the UK Government’s intentions in terms of a ‘reset’ of fiscal policy in the 
light of the referendum result to leave the European Union.  
 
4. Most economic commentators have suggested that the UK government may 
not necessarily alter its fiscal stance markedly. For instance, the Institute for 
Fiscal Studies1 have suggested that, with most forecasters now expecting slower 
growth for the period 2017-20 than they did in May 2016, the outlook for 
increasing UK tax revenues has deteriorated. 
 
5. The IFS analysis suggests that there will be a negative impact on the UK public 
finances by 2019-20. Their central forecast is that the UK will have to borrow 
£14.9 billion in 2019–20, instead of the modest surplus of £10.4 billion forecast 
in March 2016. This shows how sensitive forecasts are to lower economic 
growth (linked in the short run to greater economic uncertainty, and post-2019 
to the impact on trade and economic activity from Brexit).  Despite a (potential) 
reduction in spending on the EU budget from 2019-20 and lower forecast 
borrowing costs, the IFS believe that the fiscal outlook has worsened by around 
£25bn.  
 
6. Having said that, the IFS recognise that over a 3-year horizon there is still 
major uncertainty on the actual budget deficit/surplus outcome, partly linked to 
the difficulty in forecasting GDP growth. They calculate a probability of 40% of 
the UK still returning to a budget surplus in 2019-20, all things remaining equal. 
 
7. It is important to stress that the apparent deterioration in the prospect of the 
UK public finances set out above is just based on projected slower economic 
growth between 2017-20, but is less serious than the estimate which HM 
Treasury produced of the potential economic shock of a vote to leave the EU. 
This was estimated to increase borrowing by £24 billion in 2017-18.2  However, 

                                                        
1 https://www.ifs.org.uk/publications/8718  
2 
https://www.gov.uk/government/uploads/system/uploads/attachment_data/fi

https://www.ifs.org.uk/publications/8718
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this was based on Brexit causing a more pronounced immediate economic 
slowdown than now looks likely to occur. As I have emphasised on numerous 
occasions since the referendum, I believe that the real impact from Brexit will 
occur after 2019 (if that is the date when Brexit actually happens) as that is 
when the dislocation effects on trade will begin to unfold.  
 
8. Overall, most economic commentators expect the ‘reset’ in UK Government 
fiscal policy to mean little change in the policy for revenue spend, which aims to 
return to a budget surplus by 2019-20 – or this might be possibly delayed by a 
year or so. Instead, the consensus is that the new Chancellor of the Exchequer 
may decide to announce an increase one-off capital spending in his autumn 
statement (see par. 12 below).   
 
The Scottish Context 
9. The UK Government’s budget in March planned for year on year real terms 
reductions in public spending until at least 2019-20.  This consolidation was 
based on the (previous UK government’s) intention to eliminate UK public sector 
net borrowing and moving the public finances to a surplus by 2019-20. 
 
10. If the new UK government’s plans confirm this trend in revenue spending, the 
Scottish Government will see its discretionary budget cut by approximately £1 
billion in real terms between 2015-16 and 2019-20. This is on top of the 
reductions in public spending observed since 2010.  In total it will mean that by 
2019-20 the Scottish Government’s discretionary budget will be 10.6% (£3.3 
billion) smaller in real terms than it was in 2010-11.  
 
11. As set out in the letter (and Annexes) from the Cabinet secretary to the 
Finance and Constitution Committee – particularly Annex J – there are 
uncertainties around this scenario, largely due to potential uncertainties post 
2017-18 to the block grant adjustment as income taxation is devolved to the 
Scottish Parliament, or to changes in tax policy at UK level, or to changes in 
capital spending offset by reduced revenue spending (which would impact on 
Scotland via the Barnett formula). 
 
12. How the Chancellor of the Exchequer executes his fiscal ‘reset’ will be critical 
in determining the impact on the Scottish budget. For instance, if the Chancellor 
sets his fiscal rule as achieving a budget surplus on current spending, permitting 
borrowing for capital investment, this might ease the scale of spending cuts 
required and in turn the pressure on the Scottish Government budget.  
 
13. The Chancellor has also indicated that he may implement a limited fiscal 
stimulus at the Autumn Statement.  Given government borrowing costs remain 
very low, this could take the form of increased infrastructure investment.  
Appropriately targeted, such spending could provide both a short-term boost to 
the economy and support longer-term productivity growth.  Such spending 
would generally lead to an automatic increase in Barnett consequentials for the 

                                                                                                                                                               
le/524967/hm_treasury_analysis_the_immediate_economic_impact_of_leaving_t
he_eu_web.pdf 
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Scottish Government, and therefore help to ease the fiscal pressure faced next 
year. 
 
 
Brexit, GDP prospects and Inflation 
 
14. Departmental expenditure limits for Whitehall departments and the 
Devolved Administrations – Departmental Expenditure Limits - are fixed in 
nominal terms, with fixed cash terms budgets for future years. At the March 
Budget, the OBR forecast that CPI inflation next year would be 1.6%.  However, 
as a result of the depreciation of Sterling this is now expected to be higher.  The 
Bank of England now expects inflation to reach 2.7% next year, whilst the 
National Institute for Economic and Social Research  (NIESR) forecast that it 
could reach 3.8%.  All else being equal such an increase in inflation will reduce 
the real spending power of the Scottish Government next year, and therefore 
increase the fiscal pressures faced.  
 
15. Under the new fiscal framework (see Annexes H and I of the Cabinet 
Secretary’s letter to the Committee), the Scottish Government’s budget is more 
closely linked to the performance of Scotland’s economy, through its impact on 
the tax base.  Specifically, it is linked to the performance of Scotland’s economy 
relative to the rest of the UK.  If Scottish income tax receipts per head grow faster 
than in the rest of the UK, the Scottish Government retains the proceeds of this 
faster growth.  If income tax receipts per head in Scotland grow more slowly 
than in the rest of the UK, the Scottish Government will see a corresponding 
reduction in its budget. Therefore, any economic slowdown triggered by Brexit 
(or the anticipation of leaving the EU) in 2017-20 will primarily feed through the 
new tax varying powers if it has a disproportionately larger, or smaller, impact 
on Scotland compared to the rest of the UK. At this stage there is no evidence 
that the economic shock from Brexit, at least in the short term, will be 
significantly different from in the UK as a whole. There are, however, risks within 
this central scenario as set out in paragraphs 16-17 below. 
 
16. There is a further indirect effect of higher inflation on economic growth 
through the impact on the real spending power of consumers if wages do not 
keep pace with inflation. Given the importance of the public sector in Scotland 
and the fact that incomes in this sector will be constrained by tight fiscal policy, 
one might expect consumer spending to be particularly constrained in Scotland. 
 
17. In terms of the impact of the depreciation of Sterling on the UK and Scottish 
economy, those sectors which will benefit most will be those which do not 
depend on intermediate inputs priced in other currencies, or where the value 
chain is partly outside the UK. Sectors like tourism and food production, and to a 
lesser extent the oil industry where revenues are in dollars but costs are largely 
in Sterling, may benefit more. But of course longer term what matters much 
more for all our tradeable sectors is the freedom to trade post-Brexit, which will 
dominate the impact of a lower exchange rate. Indeed, the depreciation in 
Sterling is in itself the foreign exchange markets’ forecast of how Brexit will 
negatively impact on our international trade position.    
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18. Beyond short-term (2017-20) scenarios, it will be important for the Scottish 
Government to monitor the impact of Brexit on relative income tax receipts in 
Scotland and the UK, particularly in sectors such as financial, legal and 
administrative services, where high incomes make up a major proportion of the 
total Scottish income tax base.   
 
Anton Muscatelli 
University of Glasgow 
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Finance and Constitution Committee 

11th Meeting, 2016 (Session 5), Wednesday 16 November 2016 

Inter-Governmental Relations 

 
Introduction 
 
The evidence session on Inter-Governmental Relations (IGR) involves taking 
evidence from: 
 

 Derek MacKay MSP, Cabinet Secretary for Finance and the Constitution; and 
 

 Michael Russell, MSP, Minister for UK Negotiations on Scotland’s Place in 
Europe. 

 
The correspondence which the Committee has received from the Scottish 
Government on inter-governmental relations in recent weeks form the Scottish 
Government’s written submission for this agenda item and is provided at Annex A.   
 
 
 
 
 
 
 
 
 
 

Finance and Constitution Committee Clerking Team 
10 November 2016 
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St Andrew’s House, Regent Road, Edinburgh EH1 3DG 

www.gov.scot 
  

 

Cabinet Secretary for Finance and the Constitution 

Derek Mackay MSP 

 

 

T: 0300 244 4000 
E: scottish.ministers@gov.scot 

 

 

Bruce Crawford MSP 
Convener 
Finance and Constitution Committee 
Scottish Parliament 
Edinburgh 
EH99 1SP 
 

 

___ 
 
3 November 2016 
 
Dear Convener 
 
Following on from my letter of 19 October 2016 where I informed you that I was due to meet 
the Chief Secretary to the Treasury at the Finance Ministers’ Quadrilateral, I can now update 
the Finance and Constitution Committee on the key points from that meeting. 
 
As planned, I met with the Chief Secretary to the Treasury and the Finance Ministers from 
Northern Ireland and Wales on 24 October 2016 in London.  In advance of the meeting, joint 
representations were made to the UK Government for a substantial stimulus package to 
maintain investment in vital infrastructure, to boost growth and restore confidence in the 
economy - insisting that the UK Government does not reopen the existing devolved 
administrations’ budget settlements to fund this stimulus. 
 
The Quadrilateral meeting followed the agenda that I outlined in my previous letter and 
focused on the prospects for the Chancellor’s Autumn Statement and areas of common 
interest in relation to the economy, public finances and Brexit.   
 
This provided an opportunity for the three devolved administrations to raise key economic 
and financial concerns with the Chief Secretary.  UK Ministers indicated that they were not 
able to provide any detailed information about the likely content of the Autumn Statement in 
advance of 23 November 2016.   
 
The devolved administrations also highlighted a range of Brexit related issues, including the 
need for greater clarity around the timescales within which current EU funding streams were 
being guaranteed and how the UK Government proposed to configure funding post-Brexit.  
The Chief Secretary made clear that the UK Government are not in a position, at this stage, 
to offer any additional clarity or longer term certainly on EU funding post-Brexit.   
 
Concerns were jointly raised by the three devolved administrations about the way in which 
the introduction of new taxes and levies (e.g. apprenticeship and sugar tax) had been 
handled by the UK Government and the Chief Secretary has agreed to reflect on the points 
that we raised. 
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St Andrew’s House, Regent Road, Edinburgh EH1 3DG 

www.gov.scot 
  

 

 
I am pleased to inform the Committee that, in discussion at the meeting, the Chief Secretary 
confirmed that HM Treasury will provide the necessary approval and AME budget cover for 
the Scottish Government’s “Scottish Growth Scheme”.  HM Treasury have also accepted 
representations made by the devolved administrations for greater flexibility over budget 
exchange carry forward limits for financial transactions funding.  This means that the 
devolved administrations will be able to utilise up to 15% budgetary carry forward for 
financial transactions (HMT had previously proposed a limit of 1.5%) as part of the Budget 
Exchange mechanism at the end of this financial year (2016-17).  Both of these are very 
positive and welcome developments that we will now take forward as part of our work to 
prepare the Draft Budget for 2017-18. 
 
Finally, it was agreed that there should be more regular Quadrilateral meetings in future and 
the next meeting is likely to take place in advance of the March 2017 UK Budget.  
 
The following links provide copies of the joint Ministerial statement that was issued following 
the Quadrilateral meeting and the press release that the Scottish Government issued 
following the meeting: 
 
https://www.gov.uk/government/news/chief-secretary-david-gauke-attends-finance-ministers-
quadrilateral-meeting 
 
http://news.scotland.gov.uk/News/Finance-Ministers-Quadrilateral-2d9b.aspx  
 
I hope that the Committee finds this update and information helpful. 
 
 
 
 
 
 
                                        
 
 
                               DEREK MACKAY 
 

FCC/S5/16/11/3  

Annexe A 

4

https://www.gov.uk/government/news/chief-secretary-david-gauke-attends-finance-ministers-quadrilateral-meeting
https://www.gov.uk/government/news/chief-secretary-david-gauke-attends-finance-ministers-quadrilateral-meeting
http://news.scotland.gov.uk/News/Finance-Ministers-Quadrilateral-2d9b.aspx


FCC/S5/16/11/3  

Annexe A 

5



FCC/S5/16/11/3  

Annexe A 

6



 

 

The Scottish Parliament, Edinburgh  EH99 1SP 

www.gov.scot 

 

 

Minister for UK Negotiations on Scotland’s Place in 

Europe 

Michael Russell MSP 

 

 

 

 

Mr Bruce Crawford MSP 
Convener 
Finance and Constitution Committee 
Scottish Parliament 
Edinburgh 
EH99 1SP 

 

___ 
07 November 2016 
 
Dear Bruce,  
 
In line with the Written Agreement on Inter-Governmental Relations between the 
Scottish Parliament and the Scottish Government, I am writing to inform you of an 
upcoming engagement that I have this week. 
 
Along with UK Ministers and my counterparts from the Northern Ireland Executive 
and Welsh Government, I will be attending the first meeting of the Joint Ministerial 
Committee on EU Negotiations (JMC (EN)) on Wednesday 09 November 2016 in 
London.  The meeting will be chaired by David Davis, Secretary of State for Exiting 
the European Union.  The JMC(EN) meeting will provide a forum for the 
UK Government and Devolved Administrations to discuss each government’s 
requirements for the future relationship with the EU.   We have requested that this 
first meeting deals with substantive issues including indications of the timeline for 
negotiations between the U.K. and the EU and the relationship of the JMC structure 
to that timeline.  We also wish to consider market access.  
 
Yours sincerely,  
 

 
 

MICHAEL RUSSELL 
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