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6. The administration of the Scottish Rate of Income Tax 2016-17: The 

Committee will consider the evidence heard at agenda item 4 and take further 
evidence from—  

 
Caroline Gardner, Auditor General for Scotland; 

 
Mark Taylor, Assistant Director, Audit Scotland. 
 

7. Work programme: The Committee will review its work programme. 

 
 

Terry Shevlin 
Clerk to the Public Audit and Post-legislative Scrutiny Committee 

Room T3.60 
The Scottish Parliament 

Edinburgh 
Tel: 0131 348 5390 

Email: papls.committee@parliament.scot 



PAPLS/S5/18/1/A 

The papers for this meeting are as follows— 
 
Item 2  

Note by the Clerk 
 

PAPLS/S5/18/1/1 

PRIVATE PAPER 
 

PAPLS/S5/18/1/2 
(P) 

Item 3  

Note by the Clerk 
 

PAPLS/S5/18/1/3 

PRIVATE PAPER 
 

PAPLS/S5/18/1/4 
(P) 

Item 6  

PRIVATE PAPER 
 

PAPLS/S5/18/1/5 
(P) 

 



PAPLS/S5/18/1/1  

1 
 

Public Audit and Post-legislative Scrutiny Committee 

1st Meeting, 2018 (Session 5), Thursday 11 January 2018 

The 2016/17 audit of the Scottish Government's Non-Domestic Rating Account 

Introduction 

1. At today’s meeting, the Committee will take evidence on the Auditor General 
for Scotland’s section 22 report ‘The 2016/17 audit of the Scottish 
Government's Non-Domestic Rating Account’1 
 

Briefing Paper and report 

2. Audit Scotland has prepared a briefing paper which can be found in Annexe 
A. The full section 22 report can be found at Annexe B.  

 
 
Committee clerks 
December 2017 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                             
1 http://www.audit-scotland.gov.uk/uploads/docs/report/2017/s22_171207_nondomestic_rating.pdf 
 

http://www.audit-scotland.gov.uk/uploads/docs/report/2017/s22_171207_nondomestic_rating.pdf
http://www.audit-scotland.gov.uk/uploads/docs/report/2017/s22_171207_nondomestic_rating.pdf
http://www.audit-scotland.gov.uk/uploads/docs/report/2017/s22_171207_nondomestic_rating.pdf
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Annexe A 

REPORT BY THE AUDITOR GENERAL FOR SCOTLAND 

THE 2016/17 AUDIT OF THE SCOTTISH GOVERNMENT’S NON-DOMESTIC 
RATING ACCOUNT 

1. The Auditor General has prepared a report on the 2016/17 audit of the Scottish
Government’s Non-Domestic Rating Account. The report is made under section
22 of the Public Finance and Accountability (Scotland) Act 2000. The auditor

issued an unqualified opinion on 2016/17 Non-Domestic Rating Account.

2. The purpose of the report is to support the Parliament's scrutiny and
understanding of non-domestic rates at a time when Scotland's public finances

are becoming increasingly complex with the introduction of new financial powers.
The report brings to Parliament's attention issues raised by the auditor relating to
the financial position and transparency of the NDR account.

3. Key messages from the report are:

 The Non-Domestic Rating Account prepared annually by the Scottish
Government shows the amount of non-domestic rates collected by councils
and redistributed back to them by the Scottish Government during the year.

Due to forecasting and timing differences between collection and distribution,
the balance on the Non-Domestic Rating account is either in surplus or deficit.
At the end of 2016/17, the NDR account showed a deficit balance of £297
million. This means the Scottish Government has redistributed more to
councils in recent years than councils have collected in receipts. In February
2017, the Scottish Government signalled its intention to bring the account into

balance over a number of years but there is no formal plan in place.

 Each year, the Scottish Government determines the amount to be
redistributed to councils as part of the Scottish budget. This is a policy
decision made before it knows how much will be collected by councils for that

year. The Scottish Government guarantees this amount to councils and
therefore holds the financial risk which it manages as part of its overall
budget. The Scottish Government needs to develop and maintain a strategic
plan of future non-domestic rates distribution levels as part of its commitment
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to longer-term financial planning. This should include the impact of addressing 
the deficit balance on its overall financial position. 

 Information about non-domestic rates, including budget and financial

information, is fragmented across a number of different accounts and budget
documents. The Scottish Government needs to increase the transparency of
its financial reporting on non-domestic rates. The establishment of the
Scottish Fiscal Commission to provide independent forecasts of non-domestic

rates provides an opportunity to increase transparency. Together, these will
help the Parliament to build a comprehensive picture of non-domestic rates
and better understand how it contributes to the Scottish budget and its impact
on longer-term financial sustainability.



The 2016/17 audit 
of the Scottish 
Government’s Non-
Domestic Rating 
Account

Prepared for the Public Audit and Post-Legislative Scrutiny Committee
Made under section 22 of the Public Finance and Accountability (Scotland) Act 2000

December 2017

Annexe B 



Audit Scotland is a statutory body set up in April 2000 under the Public 
Finance and Accountability (Scotland) Act 2000. We help the Auditor General 
for Scotland and the Accounts Commission check that organisations 
spending public money use it properly, efficiently and effectively.

Auditor General for Scotland
The Auditor General’s role is to:

• appoint auditors to Scotland’s central government and NHS bodies

• examine how public bodies spend public money

• help them to manage their finances to the highest standards

• check whether they achieve value for money.

The Auditor General is independent and reports to the Scottish Parliament 
on the performance of:

• directorates of the Scottish Government

• government agencies, eg the Scottish Prison Service,
Historic Environment Scotland

• NHS bodies

• further education colleges

• Scottish Water

• NDPBs and others, eg Scottish Police Authority, Scottish Fire and
Rescue Service.

You can find out more about the work of the Auditor General on our website: 
www.audit-scotland.gov.uk/about-us/auditor-general 

http://www.audit-scotland.gov.uk/about-us/auditor-general
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Key messages 
 Non-domestic rates are a significant source of funding for local government and

form a key part of the Scottish budget. In 2016/17, non-domestic rates accounted
for around 29 per cent of total revenue funding provided to councils by the
Scottish Government as part of the local government financial settlement. In
overall terms, non-domestic rates accounted for around nine per cent of the total
Scottish revenue budget in the same year. The Non-Domestic Rating (NDR)
account prepared annually by the Scottish Government shows the amount of non-
domestic rates collected by councils and redistributed back to them by the
Scottish Government during the year. In 2016/17, the auditor issued an unqualified
opinion on the NDR account.

 Each year, the Scottish Government determines the amount to be redistributed to
councils as part of the Scottish budget. This is a policy decision made before it
knows how much will be collected by councils for that year. The Scottish
Government guarantees this amount to councils and therefore holds the financial
risk which it manages as part of its overall budget.

 Due to forecasting and timing differences between collection and distribution, the
balance on the Non-Domestic Rating account is either in surplus or deficit. At the
end of 2016/17, the NDR account showed a deficit balance of £297 million. This
means the Scottish Government has redistributed more to councils in recent years
than councils have collected in receipts. In February 2017, the Scottish
Government signalled its intention to bring the account into balance over a number
of years but there is no formal plan in place. The success of any plan depends on
future non-domestic rates income being greater than the amounts redistributed by
the Scottish Government. The Scottish Government needs to develop and maintain
a strategic plan of future non-domestic rates distribution levels as part of its
commitment to longer-term financial planning. This should include the impact of
addressing the deficit balance on its overall financial position.

 The arrival of new financial powers brings significant changes and increasing
complexity to the Scottish budget. These enhance the Government's ability to
manage and control spending but also introduce a greater element of financial risk.
Better and more transparent information about the key components of the budget,
including non-domestic rates, is essential to supporting effective decision making
in this new environment. Information about non-domestic rates, including budget
and financial information, is fragmented across a number of different accounts and
budget documents. The Scottish Government needs to increase the transparency
of its financial reporting on non-domestic rates.  In addition, the establishment of
the Scottish Fiscal Commission to provide independent forecasts of non-domestic
rates provides an opportunity to increase transparency. Together, these will help
the Parliament to build a comprehensive picture of non-domestic rates and better
understand how it contributes to the Scottish budget and its impact on longer-term
financial sustainability.
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Introduction 
1. I have received the audited accounts and the independent auditor's report for the Scottish

Government's Non-Domestic Rating (NDR) Account for 2016/17. I am submitting these
financial statements and the independent auditor’s report under section 22(4) of the Public
Finance and Accountability (Scotland) Act 2000, together with this report that I have prepared
under section 22(3) of the Act.

2. The purpose of this report is to support the Scottish Parliament in its scrutiny of public
finances in Scotland. In particular, it is to support the Parliament's scrutiny and understanding
of non-domestic rates at a time when Scotland's public finances are becoming increasingly
complex with the introduction of new financial powers. The report brings to Parliament's
attention issues raised by the auditor relating to the financial position and transparency of the
NDR account. The report is based on information provided through the 2016/17 audit of the
NDR account and additional work undertaken by Audit Scotland.

3. The auditor issued an unqualified opinion on the 2016/17 financial statements. This means he
is content that the account properly presents the receipts and payments of the account for the
year ending 31 March 2017 and the balances as at that date.

Background 
4. Non-domestic rates are a tax charged on properties that are used for non-domestic purposes,

for example, private businesses, and public and third sector properties. The tax is collected by
individual councils and pooled by the Scottish Government. It is then redistributed to councils
as part of the overall annual local government funding settlement. This pooling arrangement
allows the Scottish Government to smooth variances in councils' revenue raising abilities by
determining the balance of revenue grant funding and non-domestic rates income made
available to individual councils each year. It also provides councils with greater certainty over
annual funding levels as it transfers the risk of lower-than-anticipated receipts to the Scottish
Government to manage within its overall budget.

5. The Scottish Government, on behalf of Scottish Ministers, is required to prepare a NDR
account at the end of each financial year, in accordance with the Local Government Finance
Act 1992. The purpose of the account is to demonstrate that the non-domestic rates receipts
collected by councils are redistributed to them by the Scottish Government.

6. In 2016/17, non-domestic rates income redistributed to councils was £2,768.5 million. This
accounted for around 29 per cent of total revenue funding provided by the Scottish
Government as part of the local government financial settlement. The remaining 71 per cent
(£6,924.9m) is made up from general and specific revenue grants.1 Overall non-domestic
rates accounted for nine per cent of the total Scottish revenue budget in 2016/17.2

1 Local Government Finance Circular No. 1/2016, Scottish Government, February 2016. 
2 Based on the Scottish Government's consolidated revenue budget of £31,890 million in 2016/17. 
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7. The Scottish Parliament has seen its financial powers increase substantially, with new
responsibilities for taxes, social security, borrowing and reserves flowing from the Scotland
Acts 2012 and 2016. These changes have significant implications for public financial
management in Scotland, as they enhance the Government's ability to manage and control
spending but also introduce a greater element of financial risk. Comprehensive, transparent
and timely reporting of the key components of Scotland's public finances, including non-
domestic rates, is essential in supporting Parliament in its important scrutiny role in this new
environment.

The operation of the Non-Domestic Rating account 
8. The Local Government Finance Act 1992 requires the Scottish Government to prepare an

annual Non-Domestic Rating account. The purpose of the account is to demonstrate that the
non-domestic rates receipts collected by councils are redistributed to them by the Scottish
Government.

9. The NDR account is made up of two key components:

 Receipts from non-domestic rates income collected by councils; and

 Payments redistributed to councils from the Scottish Government.

10. The amounts received from and redistributed to councils are subject to timing differences as,
in any year, the amount raised by non-domestic rates will only become known once the
financial year is over. To help manage variances, each council provides an estimate of what
they expect to raise in non-domestic rates, less any retentions from relief schemes, and
submits this to the Scottish Government at the start of each financial year.3 This is known as
the Provisional Contributable Amount (PCA). During the year councils are required to pay the
Scottish Government their estimated PCA amount. At the end of each financial year a
reconciliation process is carried out where if a council's PCA is:

 less than the amount received in non-domestic rates income, the council is required to
pay more to the Scottish Government, or

 more than the amount received in non-domestic rates income, the Scottish Government
is required to reimburse the council.

11. The PCAs from councils and the redistributions to councils from the Scottish Government,
including any adjustments, are reflected in the Receipts and Payments statement within the
NDR account (page 8).

12. The Scottish Government assesses the total contributable amount based on councils' own
estimates of non-domestic rates income as well as the anticipated impact of changes to the
tax base, tax rates and any business rate relief scheme where councils retain part of the
income.

3 Relief schemes include the Business Rates Incentivisation Scheme and Tax Increment Finance. 
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13. Each year, the Scottish Government makes a policy decision about the amount to be
redistributed to councils. This is outlined in the draft Scottish Budget and subsequent local
government finance circulars. Due to the timing differences noted in paragraph 10 above, the
amounts redistributed to councils are unlikely to match the amounts raised during the year.
Redistributed amounts are made in proportion to councils' prior-year estimates of their
contributable amount.4 For example, Aberdeen City Council's estimate of their 2016/17 non-
domestic rates income accounted for 7.7 per cent of all councils' estimated contributions. This
meant they were allocated 7.7 per cent of the 2017/18 distributable amount determined by the
Scottish Government.

14. The level of funding provided to councils during the financial year is not affected by
differences between the PCA and actual amounts received. The Scottish Government
guarantees the combined amount of revenue grant funding and non-domestic rates
distributions provided to councils each year and manages the financial risk of variances within
its budget. Where variances in non-domestic rates occur, the Scottish Government adjusts the
council's general revenue grant to ensure funding levels to local government align to the levels
agreed in the local government finance settlement for that year.

15. Differences arising between amounts paid by councils during the year and the amount
redistributed to councils mean that the NDR account will hold either a surplus (more money
paid in by councils, than paid to councils) or a deficit (more money paid to councils than paid
in by councils). The surplus or deficit balance on the account at the end of the year is carried
forward to the following year as per the requirements of the Local Government Finance Act
1992.

Financial position 
16. The 2016/17 NDR account shows the Scottish Government received £2,799 million in non-

domestic rates income from councils and redistributed £2,807 million back to councils, leaving
a deficit balance for the year of £8 million. This includes prior-year adjustments relating to
2015/16 variances between councils' PCAs and actual non-domestic rates receipts (Exhibit 1).

17. This is the fourth year in a row an annual deficit balance has occurred and the third year in a
row that a cumulative deficit balance position remains on the account. This means that over
time, the Scottish Government has redistributed more to councils than it has received in non-
domestic rates contributions from councils. Overall, the cumulative deficit balance is £297
million at 31 March 2017 (Exhibit 2). The overall balance is reflected on the Statement of
Balances on page 9 of the NDR account.

4 This is based on councils' mid-year estimates. 
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Exhibit 1 
Non-domestic rates contributions and distributions 2016/17 
The difference between contributions from councils and amounts distributed back to councils is 
reflected in the annual NDR account. 

£m 

Provisional Contributable Amounts (from councils to Scottish Government) 2,754 

Additional receipts from prior year, 2015/16 45 

Total contributions 2,799 

Distributable amount (from Scottish Government to councils) 2,768* 

Additional payments from prior year, 2015/16 39 

Total distributions 2,807 

Annual surplus/(deficit) (8) 

* Set by the Scottish Government as part of the 2016/17 Scottish budget.

Source: NDR account 2016/17, Scottish Government 

Exhibit 2 
Non-domestic rates contributions and distributions, 2011/12 to 2017/18 
Any surplus or deficit on the NDR account is carried forward to the following financial year. 

2011/12 
£m 

2012/13 
£m 

2013/14 
£m 

2014/15 
£m 

2015/16 
£m 

2016/17 
£m 

2017/18 
£m 

Contributions 
(from councils to Scottish 

Government) 

2,259 2,442 2,501 2,554 2,628 2,799 2,895* 

Distributions 
(from Scottish 

Government to councils) 

2,238 2,311 2,513 2,781 2,843 2,807 2,666 

Surplus/(deficit) 21 131 (12) (227) (215) (8) 229* 

Cumulative 
surplus/(deficit) 

34 165 153 (74) (289) (297) (68)* 

Notes: Both contributions and distributions include any in-year adjustments over and above the provisional 
contributable amount (PCA) estimated by councils and the distributable amount included in the local 
government funding settlement. The Appendix provides information on non-domestic rates contributions 
and distributions back to 2007/08.  Figures marked (*) are based on the Scottish Government's 
estimate of contribution levels being £2,895m in 2017/18. 

Source: Scottish Government 



Page 9 

18. The Scottish Government determines the time it will take to rectify the deficit as it decides on
the level of distributable amount set each year as part of its annual budget. For example, the
Scottish Government has the option to set a distributable amount at a level that intends to
bring the account back into balance each year. To reduce the current deficit, the Scottish
Government needs to set the distributable amount lower than expected NDR income. In the
draft 2017/18 Scottish budget, the redistributable amount was set at £2,606 million which
would have significantly reduced the deficit balance to £8 million. Following revised forecasts
of NDR contributions, the Scottish Government increased the distributable amount in the final
approved budget by £60 million to £2,666 million, therefore leaving an anticipated deficit
balance of £68 million at the end of 2017/18 (Exhibit 2).  Beyond 2017/18, the Scottish
Government has no formal plan to bring the account into balance. The Scottish Government
will need to manage the impact of addressing the deficit balance on its overall financial
position.

19. The Scottish Government should develop and maintain a strategic plan of how it plans to
manage the NDR account balance in the future. This should include scenario planning or
sensitivity analysis to outline the potential impact on the overall account balance of any
changes in contributions or distributions as a result of revised estimates or policy decisions.
Scenario planning and sensitivity analysis would provide decision makers with greater
information of how any fluctuations in non-domestic rates contributions or distributions may
impact on decisions about how local government is funded as part of the annual budget
process or the development of longer-term financial plans.

20. In September 2017, the Scottish Government agreed to adopt the recommendations of the
Budget Process Review Group, established by the Finance and Constitution Committee. The
group's remit was to carry out a fundamental review of the budget process in light of the
Scottish Parliament's new financial powers. The group's recommendations included the
introduction of a Medium-Term Financial Strategy to outline the Scottish Government's high-
level financial plans and projections for at least five years and to help inform detailed budget
proposals in each year.

21. The Scottish Government should be clear about the policy choices it is making when setting
the distributable amount and how it plans to manage these as part of its commitment to
longer-term financial planning. This should include how the distributable amount is calculated
and set by the Scottish Government and the implications for future budgets. This would also
help to provide a better understanding and awareness on how the Scottish Government plans
to fund local government and the financial risk implications for the wider Scottish budget.

Transparency 
22. In March this year, I reported that the Scottish Government is taking steps to enhance

financial reporting of Scotland's public finances, but more work is required to provide a clear
overall picture.5 The increasingly complex nature of Scotland's public finances increases the

5 Managing new financial powers: an update, Audit Scotland, March 2017. 



 
 

 

 Page 10 

 

importance of clear and consistent budget and financial reporting. Greater transparency is 
important in promoting public trust and confidence in Government. 

23. Non-domestic rates play an important role in local government funding and form a key 
component of the Scottish budget. Information about how non-domestic rates operate, 
including budget and financial information, is fragmented across a number of different financial 
statements, finance circulars and budget documents. For example:  

 the distributable amount for each year is outlined in the draft Scottish budget each year 
but does not include details on how the figure is calculated or details on any assumptions 
used. 

 the annual NDR account shows the overall account balance but there is no publicly 
available information about how the Scottish Government expects the NDR account 
balance to change over time or how it is affected by policy decisions. 

 there is no information available outlining how changes between non-domestic rates 
estimates and receipts changes the balance of local government funding between non-
domestic rates and general revenue funding.  

24. The establishment of the Scottish Fiscal Commission (SFC) provides the opportunity to 
increase the transparency of non-domestic rates. From April 2017, the SFC is responsible for 
providing independent five-year forecasts of non-domestic rates income. For the 2017/18 
budget, the SFC was responsible only for scrutinising the buoyancy and inflation elements of 
the Scottish Government’s non-domestic rates forecasts.6    

25. The SFC will publish its independent forecast alongside the Scottish Government's draft 
budget for 2018/19 onwards. The SFC will focus on forecasting the contributable amount. The 
model used to forecast the contributable amount of non-domestic rates will draw on the size of 
the tax base and tax liability, deductions from relief schemes and any other adjustments such 
as the impact of refunds from appeals. The SFC inherited the model used by Scottish 
Government economists and statisticians to produce the forecasts for the 2017/18 draft 
budget and is currently reviewing all parts of the model to see if improvements can be made. 

26. It remains the responsibility of the Scottish Government to determine what the distributable 
amount for each year will be.  For this reason, in September 2017, the SFC stated in its 
forecasting approach paper that it will not provide independent forecasts of the distributable 
amount.7 

27. The Scottish Government needs to increase the consistency and transparency of financial 
information and reporting on non-domestic rates to provide the Parliament and the wider 
public with the information they need to have a fuller understanding of how non-domestic rates 
funding operates. This should also be demonstrated in the Government's financial reporting 
on the current non-domestic rates position, future forecasts and its plans to address the 
underlying deficit balance. It is important that information is presented in a way that is easy to 

 
 

6 Buoyancy is defined as the growth in the tax base after adjusting for the effect of revaluation appeals. 
7 Current Approach to Forecasting, Scottish Fiscal Commission, September 2017.  
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understand and navigate. Together, with the establishment of the SFC, these will help the 
Parliament to build a comprehensive picture of non-domestic rates and better understand how 
it contributes to the Scottish budget and its impact on longer-term financial sustainability.   

28. The Scottish Government should increase financial transparency on non-domestic rates by: 

 improving the information provided in annual budget documents and published accounts 
allowing the user to see how non-domestic rates are budgeted for and reflected in annual 
accounts. 

 publishing details of how the distributable amount paid to councils is calculated and set 
as part of the Scottish budget including underpinning assumptions. 

 publishing details of future non-domestic rates distributions and how it expects the overall 
NDR account balance to change over time as part of its wider commitment to longer-term 
financial planning. 

Conclusion 
29. The purpose of this audit report is to support Parliament and the public in their scrutiny and 

understanding of non-domestic rates at a time of significant changes to Scotland's public 
finances. The report highlights that the auditor is content that the 2016/17 NDR account 
properly presents the receipts collected by councils and the amounts redistributed back to 
them by the Scottish Government. The account balance at the end of 2016/17 means that 
over time the Scottish Government has redistributed £297 million more to councils than it has 
received in contributions.  

30. To help improve its management and the overall transparency of non-domestic rates, the 
Scottish Government should: 

 develop and maintain a strategic plan of future non-domestic rates distribution levels as 
part of its commitment to longer-term financial planning 

 improve the information provided in annual budget documents and published accounts, 
allowing the user to see how non-domestic rates are budgeted for and reflected in annual 
accounts. 

 publish details of how the distributable amount paid to councils is calculated and set as 
part of the Scottish budget, including underpinning assumptions. 

 publish details of future  distributions and how it expects the overall NDR account balance 
to change over time. 
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Appendix 
10-year NDR contributions and distributions, 2007/08 to 2016/17 

 2007/08 
£m 

2008/09 
£m 

2009/10 
£m 

2010/11 
£m 

2011/12 
£m 

2012/13 
£m 

2013/14 
£m 

2014/15 
£m 

2015/16 
£m 

2016/17 
£m 

Contributions 1,950 2,030 2,075 2,186 2,259 2,442 2,501 2,554 2,628 2,799 

Distributions 1,874 1,984 2,244 2,139 2,238 2,311 2,513 2,781 2,843 2,807 

Surplus/(deficit) 76 46 (169) 47 21 131 (12) (227) (215) (8) 

Cumulative 
surplus/(deficit) 

89 135 (34) 13 34 165 153 (74) (289) (297) 

 
Source: Scottish Government
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Public Audit and Post-legislative Scrutiny Committee 

1st Meeting, 2018 (Session 5), Thursday 11 January 2018 

The administration of the Scottish Rate of Income Tax 2016-17 

Introduction 

1. At today’s meeting, the Committee will take evidence from the Auditor
General for Scotland and the Comptroller & Auditor General on the
National Audit Office report ‘The administration of the Scottish Rate of
Income Tax 2016-17’1

Briefing Paper and report 

2. Audit Scotland's report and briefing paper can be found in Annexe A.
The full report by the Comptroller & Auditor General can be found at
Annexe B.

Committee clerks 
Janaury 2018 

1 https://www.nao.org.uk/wp-content/uploads/2017/11/The-administration-of-the-Scottish-rate-of-
Income-Tax-2016-17-1.pdf 

https://www.nao.org.uk/wp-content/uploads/2017/11/The-administration-of-the-Scottish-rate-of-Income-Tax-2016-17-1.pdf
https://www.nao.org.uk/wp-content/uploads/2017/11/The-administration-of-the-Scottish-rate-of-Income-Tax-2016-17-1.pdf
https://www.nao.org.uk/wp-content/uploads/2017/11/The-administration-of-the-Scottish-rate-of-Income-Tax-2016-17-1.pdf
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Annexe A 

REPORT BY THE AUDITOR GENERAL FOR SCOTLAND 

THE ADMINISTRATION OF THE SCOTTISH RATE OF INCOME TAX 2016/17 

1. The Scotland Act 2012 introduced new powers for the Scottish Parliament to

apply a Scottish Rate of Income Tax (SRIT) to the non-savings, non-dividend

income of Scottish taxpayers from April 2016. The Scotland Act 2016 extended

the Scottish Parliament’s income tax powers further from 2017/18.

2. The current audit reporting relates to 2016/17 which was the first year of revenue

attributable to Scottish taxpayers. HM Revenue and Customs (HMRC) collect

and administer the SRIT and is responsible for the development of its systems to

implement decisions taken by the Scottish Parliament on rates and bands. The

Scottish Government is responsible for funding this, ensuring that the cost of the

SRIT represents value for money and for seeking assurances that the new

system collects the correct amount of tax.

3. HMRC’s accounts are audited by the National Audit Office (NAO). The

Comptroller and Auditor General is required under statute to report to the

Scottish Parliament on HMRC’s administration of the SRIT. He made his third

annual report to the Scottish Parliament on the SRIT on 27 November 2017.

4. The Public Audit Committee’s report Framework for auditing the Scottish rate of

income tax set out what audit information the Scottish Parliament can expect to

receive to enable it to undertake its accountability role in relation to the SRIT.2 In

relation to Audit Scotland, the Committee recommended that:

 Audit Scotland provides additional assurance on the NAO’s audit of HMRC

and SRIT. The Committee also recommended that Audit Scotland works with

the NAO on its future priorities for any performance audit work on the SRIT.

 The joint working relationship between the Comptroller and Auditor General

and the Auditor General for Scotland should be set out in a memorandum of

understanding.

2 Public Audit Committee, 1st Report, 2014 (Session 4): Framework for auditing the Scottish rate of 
income tax 



PAPLS/S5/18/1/3 

3 

 Audit Scotland reports annually on its assurance work in relation to the SRIT.

5. I provided my third annual report, providing additional assurance on the NAO's

audit work on the SRIT, to the Public Audit and Post-legislative Scrutiny

Committee on 27 November 2017. On the basis of Audit Scotland’s review, I am

satisfied that the NAO’s approach was sufficient and robust and that its audit

work covered the key audit risks. I am also satisfied that the findings and

conclusions in the Comptroller and Auditor General’s report are reasonably

based.

6. Audit Scotland’s review was carried out in accordance with the memorandum of

understanding agreed between myself and the Comptroller and Auditor General.

This describes our respective powers and responsibilities and sets out a

framework for collaborative working. The scope of the review is set out in

paragraphs 16 to 19 of my report.

7. I report separately on the preparations for the implementation of the financial

powers in the 2012 and 2016 Scotland Acts. I will report again in spring 2018 on

the progress of the Scottish Government and others in managing the

implementation of the new powers.

8. The Scottish and UK Governments have agreed to put in place a set of robust

auditing arrangements with respect to the operation of the Scotland Act 2016

and the fiscal framework. A draft audit and accountability framework is currently

being discussed by Scottish Government and UK Government officials, prior to

formal agreement by Ministers in the Joint Exchequer Committee. The Scottish

Government has undertaken to share this with the Committee in due course.
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Ms Jackie Baillie MSP 
Acting Convener 
Public Audit and Post-legislative Scrutiny Committee 
Scottish Parliament 
Edinburgh 
EH99 1SP 
 
 

5 December 2017 

 
 
 
Dear Acting Convener 

The administration of the Scottish rate of income tax 

 
As you know, from April 2016 the Scottish Parliament set a new Scottish rate of income tax (SRIT). HM 
Revenue and Customs (HMRC) collects and administers the SRIT. 
 
HMRC's accounts are audited by the National Audit Office (NAO). The Comptroller and Auditor General is 
required to report to the Scottish Parliament on HMRC's administration of the SRIT. The Comptroller and 
Auditor General's third report on the SRIT was laid in the Scottish Parliament on 27 November 2017. 
 
When the Public Audit Committee published its report Framework for auditing the Scottish Rate of income 
tax in 2014, the Committee recommended that I should provide additional assurance on the NAO's audit 
work on the SRIT. I attach my report in response to that recommendation. 
 
Yours sincerely 
 

 
 
 
Caroline Gardner 
Auditor General for Scotland 
 
 
Enc. 
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ADMINISTRATION OF THE SCOTTISH RATE OF INCOME TAX 2016/17 

 

REPORT TO THE SCOTTISH PARLIAMENT’S  

PUBLIC AUDIT AND POST-LEGISLATIVE SCRUTINY COMMITTEE  

BY THE AUDITOR GENERAL FOR SCOTLAND 

 

Introduction 

 

1. The Scotland Act 2012 introduced new powers for the Scottish Parliament to apply a 

Scottish Rate of Income Tax (SRIT) to the non-savings, non-dividend income of Scottish 

taxpayers from April 2016. The UK income tax rates are reduced by ten pence for each 

tax band for Scottish taxpayers and the Scottish Parliament uses its powers to apply a 

single additional rate across all bands. 

 

2. HM Revenue and Customs (HMRC) collects and administers the SRIT and is 

responsible for the project to implement it. The Scottish Government is responsible for 

funding this, ensuring that the cost of the SRIT represents value for money, and for 

seeking assurances that the new system collects the correct amount of tax. It 

reimburses HMRC for implementing and administering the SRIT. 

 
3. The amount of SRIT collected each year and relevant costs reimbursed by the Scottish 

Government are identified separately in HMRC’s annual accounts. HMRC’s audited 

accounts for 2016/17 were published in July 2017.  

 

4. The Scotland Act 2016 extends the Scottish Parliament’s tax-raising powers. From 

2017/18, the Scottish Parliament has the power to set the income tax rates and band 

thresholds (excluding personal allowances) that apply to all non-savings and non-

dividend income tax paid by Scottish taxpayers. 

 

5. This report relates to 2016/17 following the introduction of the SRIT in April 2016.   

 

Impact of tax decisions on the Scottish budget 

 

6. Taxes raised by the SRIT are added to the Scottish Government's budget and a 

corresponding reduction is made to the block grant that the Scottish Government 

receives from the UK Government. 

 

7. For 2016/17, the Scottish Parliament approved the Scottish rate at 10 per cent (ten 

pence), in effect matching the rates in the rest of the UK. The forecast revenue from the 

Scottish rate of income tax included in the Scottish budget for 2016/17 was £4.9 billion. 

A block grant adjustment to reduce funding by £4.9 billion was also made for 2016/17, 

based on the Office for Budget Responsibility’s (OBR) forecast of income foregone for 

the UK government. Taken together these amounts were budget neutral. 

 

8. As 2016/17 is a stand-alone year before the Scotland Act 2016 powers come into effect, 

there is no reconciliation required of tax revenue and block grant adjustments for this tax 

year to actual amounts. This means that the actual amount of income tax collected from 

Scottish taxpayers for 2016/17 does not affect the Scottish budget. From 2017/18 
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forecast amounts will be reconciled to actual figures once these are available, with 

corresponding adjustments made to subsequent budgets as set out in the fiscal 

framework. 

 

HMRC’s 2016/17 financial statements  

 

9. HMRC administers SRIT as part of the UK’s overall income tax system. It reported in its 

Annual Report and Accounts for 2016/17 that an estimated £4.6 billion of the total 

estimated tax revenues across the UK (£173.8 billion1) relates to the SRIT. 

 

10. This is an initial accounting estimate. As further information becomes available during 

2017/18, including in relation to self assessment returns, HMRC will prepare a final 

figure for SRIT receipts in 2016/17. This will be done as part of its final reconciliation of 

UK income tax receipts for the year. The final amount will be reported in its Annual 

Report and Accounts for 2017/18. As noted above there will be no further adjustment to 

the Scottish block grant in respect of 2016/17. 

 

11. HMRC’s accounts also report that SRIT implementation and running costs for 2016/17 

were £6.2 million.2 

 

Audit and assurance  

 

12. HMRC’s accounts are audited by the National Audit Office (NAO). The Comptroller and 

Auditor General is required to report to the Scottish Parliament on HMRC’s 

administration of the SRIT by 31 January of the financial year after the one to which the 

report relates.3 Specifically, the Comptroller and Auditor General is required to report on: 

 the adequacy of any of HMRC’s rules and procedures put in place, in 

consequence of the Scottish rate provisions, for the purpose of ensuring the 

proper assessment and collection of income tax charged at rates determined 

under those provisions 

 whether these rules and procedures are being complied with 

 the correctness of the sums brought to account by HMRC which relate to income 

tax which is attributable to a Scottish rate resolution; and 

 the accuracy and fairness of the amounts which are reimbursed to HMRC as 

administrative expenses incurred as a result of the charging of income tax. 

 

13. The Public Audit Committee of the Scottish Parliament recommended that I should 

provide additional assurance on the NAO's audit work on the SRIT.4 I make this report 

                                                           
1
 This estimate includes non-savings, non-dividend income liabilities together with other adjustments 

for estimated under/over payments.  
2
 The Comptroller and Auditor General’s report highlights that total SRIT costs in 2016/17 were £6.3 

million. Due to rounding, this revised figure is higher than the £6.2 million published in HMRC's annual 

report and accounts 2016-17, due to late receipt of an invoice for £33,000. 
3
 Section 80HA of the Scotland Act 1998, inserted by section 297 of the Finance Act 2014. 

4
 Public Audit Committee, 1st Report, 2014 (Session 4): Framework for auditing the Scottish rate of 

income tax. 
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to the Public Audit and Post-Legislative Scrutiny Committee in response to that 

recommendation. 

 

14. The Comptroller and Auditor General and I have confirmed to the Scottish Parliament 

that we will work together to ensure that it receives appropriate reports on the operation 

of the SRIT. We have agreed a Memorandum of Understanding that describes our 

respective powers and responsibilities and sets out a framework for collaborative 

working. 

 

15. I have also reported regularly on the implementation of the new financial powers set out 

in the 2012 and 2016 Scotland Acts.5 I will report again on the continuing progress of 

the Scottish Government and others in Spring 2018. 

 

Audit Scotland’s review of the NAO’s audit work on SRIT 

 

16. The Comptroller and Auditor General made his third annual report to the Scottish 

Parliament on the SRIT on 27 November 2017. His report relates to 2016/17 and 

considers: 

 the collection of income tax from Scottish taxpayers 

 HMRC’s estimate of income tax attributable to the Scottish rate of income tax in 

2016/17 

 challenges in collecting tax from Scottish taxpayers 

 the cost of administering Scottish income tax, including whether the amounts 

repaid to HMRC by the Scottish Government are accurate and fair. 

 

17. Audit Scotland’s review focussed on those areas outlined at paragraph 12. It considered 

the NAO’s planning and approach to its audit work on the SRIT, and discussed this with 

the NAO staff involved in the work. On completion of the NAO’s audit work, Audit 

Scotland met with the NAO to review its documentation and the basis for the findings 

and conclusions included in the Comptroller and Auditor General’s report. 

 

18. In particular, Audit Scotland considered the reasonableness of: 

 the NAO’s approach to identifying the key risks to the successful implementation 

of the SRIT 

 the NAO’s audit working files, with particular focus on the audit evidence 

underpinning the key findings and conclusions in its report; and 

 the NAO’s arrangements for ensuring the quality of the audit work and reporting. 

 

19. Audit Scotland’s review was limited to consideration of the NAO’s audit work; it did not 

directly review evidence obtained from HMRC or discuss any matters relating to the 

SRIT directly with HMRC. The judgements and conclusions set out in the report of the 

                                                           
5
 Preparations for the implementation of the Scotland Act  2012, Audit Scotland, December 2014; 

Implementing the Scotland Act 2012: an update, Audit Scotland, December 2015; Scotland’s New 

Financial Powers, Audit Scotland, September 2016; Managing New Financial Powers: an update, 

Audit Scotland, March 2017. 
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Comptroller and Auditor General are his alone, based on the audit work undertaken by 

the NAO on his behalf. 

 

Conclusion 

 

20. On the basis of Audit Scotland’s review as set out in paragraph 18, I am satisfied that 

the NAO’s approach was sufficient and robust and that its audit work covered the key 

audit risks. I am also satisfied that the findings and conclusions in the Comptroller and 

Auditor General’s report are reasonably based. 

 

Key matters 

 

21. In relation to the Comptroller and Auditor General’s report, I would draw attention to the 

following matters. 

 

Income tax collected from Scottish taxpayers 

 

22. The Comptroller and Auditor General’s report states that: 

 While there are aspects of the methodology that could be enhanced, we have 

concluded that the estimate of income tax attributable to the Scottish rate 

resolution for 2016-17 is fairly stated. 

 With actual Scottish taxpayer data now becoming available, HMRC has the 

opportunity to set out how this can be used to enhance its estimates of how 

much tax is attributable to Scottish taxpayers each year. 

 
23. The Comptroller and Auditor General’s report assessed the features and limitations 

within the HMRC model to derive the estimate of SRIT revenues. As 2016/17 was the 

first year of SRIT, there was no prior year data to help inform the estimate. With the 

availability of Scottish data, there is scope for refining the calculation and the resultant 

estimate in future years. There is scope to use the ‘S’ codes to obtain data from the tax 

systems for Scottish Taxpayers to inform future revenue estimates.  

 

24. The actual tax collected from Scottish Taxpayers in 2017/18 will be known in June 2019.  

The Comptroller and Auditor General’s report notes that full details of how the 

reconciliation and adjustment process will work, is still to be confirmed. 

 

Administration costs 

 

25. In relation to amounts reimbursed to HMRC, the Comptroller and Auditor General’s 

report states that: 

 The amount repaid by the Scottish Government for the year ended 31 March 

2017 is fairly stated. 
 

26. The report refers to the range of performance data to be provided by HMRC to the 

Scottish Government. The performance data allows the Scottish Government to hold 

HMRC to account for its performance in administering the Scottish rate of income tax.  
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27. The report also refers to the impact on the administration costs if the Scottish rate 

diverges from the rest of the UK. The report notes that HMRC estimated running costs 

of between £2 million and £2.5 million if Scottish rates matched the rest of the UK and 

between £5.5 million and £6 million if the rates differed. The report outlines factors that 

could increase running costs such as the extent of changes to the band structure and 

the number of Scottish taxpayers affected. 

 

Scottish Tax base  

 

28. The Comptroller and Auditor General’s report states that: 

 HMRC has now rectified the error from December 2015 that led to 420,000 

Scottish Taxpayers not being identified. 

 The biggest challenge facing HMRC is maintaining accurate address records of 

Scottish taxpayers. 

 HMRC encourages taxpayers to tell it about changes of address, but does not 

know how successful its communications are. 
 

29. Identification of Scottish taxpayers is fundamental to the effective operation of Scottish 

income tax. The Comptroller and Auditor General’s report notes that the permanent 

solution implemented in October 2016 was effective in correcting the parameters to 

identify Scottish taxpayers. HMRC verification checks confirmed that HMRC systems 

are able to correctly flag Scottish taxpayers based on the address data it holds. 

 

30. The NAO assessed HMRC’s residency rules and procedures and found that the process 

was operating as designed. The Comptroller and Auditor General’s report notes that 

HMRC does not routinely check whether the number of days reported by taxpayers is 

accurate. HMRC does not consider that the current difference between UK and Scottish 

Government tax policies provides sufficient incentive for taxpayers to manipulate their 

residency status.  

 

31. There is no legal requirement to notify HMRC of changes of address.  The Comptroller 

and Auditor General’s report highlights that while HMRC does not carry out checks to 

ensure the accuracy of taxpayer contact details, it has many sources of information on 

changes to addresses.  This includes direct contact from the taxpayer, changes in self 

assessment forms and information from third parties.  

 

32. The Comptroller and Auditor General’s report highlights that keeping address details up-

to-date will only become established taxpayer behaviour with a sustained 

communication campaign. HMRC has undertaken a range of communication activities to 

raise awareness about the SRIT, but it does not know how successful these have been. 

HMRC has no further spending plans on Scottish income tax specific communications. 
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Other matters 

 

33. The Comptroller and Auditor General’s report highlights that there was no risk of 

avoidance or evasion as a result of the Scottish rate of income tax in 2016/17, and that 

HMRC does not expect compliance risks to materialise in 2017/18. There was no 

specific compliance work undertaken in 2016/17 for SRIT. As part of its ongoing 

compliance activity, HMRC targets those groups considered to be more at risk of non-

compliance activity. 

 

34. The Comptroller and Auditor General notes that HMRC still has work to do to ensure 

people paying into pension schemes receive the right amount of tax relief. HMRC 

intends to introduce a fully functioning online system by April 2019. 

 

Looking forward 

 

35. The Scottish Parliament now has the power to set the income tax rates and band 

thresholds for non-savings non-dividend income for Scottish taxpayers. In 2017/18 it 

decided to set a lower higher rate tax threshold (£43,000) than the equivalent threshold 

for taxpayers in the rest of the UK (£45,000). The Comptroller and Auditor General’s 

report notes that the Scottish Government has forecast income tax receipts of £11.857 

billion for the year. The block grant was reduced by £11.750 billion based on the OBR’s 

forecast of UK tax receipts foregone. This meant net additional funding of £107 million 

was included in the 2017/18 Scottish budget as a result of the decision made on 

Scottish Income Tax.  

 
36. The forecast of Scottish tax revenue and the related block grant adjustment will be 

reconciled to the final outturn data when available, and any differences will be built into 

the following year’s funding calculations. Final figures for 2017/18 will be included in 

HMRC’s accounts for 2018/19, which are expected to be available in June 2019. Any 

adjustments would then be built into the 2020/21 budget. An initial estimate of receipts 

for 2017/18 will be available in HMRC’s 2017/18 accounts. 

 

37. The Budget Process Review Group was established by the Scottish Parliament to 

review the Scottish budget process in response to the new financial powers in the 2012 

and 2016 Scotland Acts. Its report published in June 2017 included a package of 

recommendations that have been welcomed by the Scottish Government and the 

Finance and Constitution Committee. These include the introduction of an annual Fiscal 

Framework Outturn Report, to support scrutiny of the operation of agreed arrangements 

for new tax and social security powers and how these affect the Scottish budget. 

Audited information about initial estimates and final outturns for Scottish Income Tax 

included in HMRC’s accounts will be a key component of such reports, the first of which 

is anticipated in Summer 2018. 

 

38. The Comptroller and Auditor General’s report highlights that any future divergence of tax 

rates or thresholds between Scotland and the rest of the UK presents the possibility of 

tax avoidance and evasion. As a consequence the extent of changes to tax rates and 

thresholds would influence the amount of compliance activity undertaken by HMRC to 

manage the risks of the changes and taxpayer behaviour.   
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39. This is the third year of audit reporting on Scottish income tax. I will continue to work 

with the Comptroller and Auditor General to develop our approach to the audit and 

assurance process relating to Scottish income tax powers, taking account of the views 

and comments of the Public Audit and Post-Legislative Scrutiny Committee. 
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Our public audit perspective helps Parliament hold 
government to account and improve public services.

The National Audit Office scrutinises public spending for Parliament and is independent 
of government. The Comptroller and Auditor General (C&AG), Sir Amyas Morse KCB, 
is an Officer of the House of Commons and leads the NAO. The C&AG certifies the 
accounts of all government departments and many other public sector bodies. He has 
statutory authority to examine and report to Parliament on whether departments and 
the bodies they fund have used their resources efficiently, effectively, and with economy. 
Our studies evaluate the value for money of public spending, nationally and locally. 
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services, and our work led to audited savings of £734 million in 2016.
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Key facts

2.6m
estimated number 
of Scottish income 
taxpayers in fi nancial 
year 2016-17

£4.6bn
estimated amount of 
income tax paid under 
the Scottish rate of 
income tax in 2016-17

0%
difference in rates  
between Scottish and 
UK income tax in 2016-17

£6.3 million administrative cost to HM Revenue & Customs of running 
the Scottish rate of income tax and related projects in 2016-17

386,000 estimated number of Scottish taxpayers expected to pay the higher 
rate of income tax in 2017-18

£127 million estimated amount of extra tax that Scottish taxpayers will pay 
in 2017-18 
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Summary

Introduction: powers and accountability

1 The Scotland Act 2012 reduced UK income tax rates in Scotland by 10 percentage 
points and gave the Scottish Parliament the power to set a Scottish rate of income 
tax. This applies to non-savings, non-dividend income only. The Scottish Government 
received the income tax revenue generated from the Scottish rate.

2 The rates of income tax were consistent across the UK in 2016-17 at 20% (basic 
rate), 40% (higher rate) and 45% (additional rate). In Scotland, these rates were reduced 
by 10 percentage points, and the Scottish Parliament used its powers to set a Scottish 
rate of 10% across all tax bands, effectively matching the rates in the rest of the UK at 
20%, 40% and 45%. 

3 The Scottish Parliament’s tax-raising powers were enhanced by the 
Scotland Act 2016. From 2017-18, the Scottish Parliament has full power to 
determine the rates and thresholds (excluding the personal allowance) paid by 
Scottish taxpayers (Figure 1 overleaf).1 This means it can choose to maintain or vary 
the rates used in the UK, and also apply these rates to a wider or narrower range 
of incomes. 

4 In 2017-18, income tax rules in Scotland differ from the rest of the UK for the 
first time. Scottish taxpayers will pay the higher rate of tax (40%) as soon as they earn 
£43,000 – as opposed to £45,000 in the rest of the UK. There are no other areas where 
the UK and Scottish income tax regimes diverge. 

5 HM Revenue & Customs (HMRC) continues to administer and collect Scottish 
income tax as part of the UK tax system. It passes Scottish income tax to HM Treasury 
as it does for all other tax receipts. Taxpayer records with Scottish addresses are 
identified in HMRC’s systems by a flag which indicates they are subject to Scottish 
income tax rates and thresholds.

1 A threshold is the point at which a taxpayer starts to pay a different rate of tax.
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Figure 1 shows The Scottish rate of income tax was introduced in April 2016

Remit of the Comptroller and Auditor General

6 Section 80HA of the Scotland Act 1998, as amended by the Finance Act 2014, 
requires the Comptroller and Auditor General to prepare a report for each financial year on:

• the adequacy of any of HMRC’s rules and procedures put in place, in consequence 
of the Scottish rate provisions, for the purpose of ensuring the proper assessment 
and collection of income tax charged at rates determined under those provisions;

• whether these rules and procedures are being complied with;

• the correctness of the sums brought to account by HMRC which relate to income 
tax which is attributable to a Scottish rate resolution; and

• the accuracy and fairness of the amounts which are reimbursed to HMRC as 
administrative expenses incurred as a result of the charging of income tax. 

7 This is his third report, which is presented to the Scottish and UK parliaments. 
Our first report covered the 2014-15 financial year, and was published in 
November 2015.2 Our second report covered the 2015-16 financial year and was 
published in December 2016.3 

2 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2014-15, Session 2015-16, 
HC 627, National Audit Office, November 2015.

3 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2015-16, Session 2016-17, 
HC 871, National Audit Office, December 2016.

Figure 1
Timeline of key events

The Scottish rate of income tax was introduced in April 2016

Source: National Audit Offi ce
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identification exercise

December 2015
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June 2016

Implementation of interim 
solution to issue coding 
notices to additional 
420,000 Scottish taxpayers

April 2016

Scottish rate of income 
tax came into force

October 2016

Implementation of long-term 
solution to the taxpayer 
identification problem

April 2017

Further Scottish income tax 
powers came into force

2015 2016 2017
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8 This report considers:

• the collection of income tax from Scottish taxpayers (Part One);

• HMRC’s estimate of income tax attributable to the Scottish rate of income tax 
in 2016-17 (Part Two); 

• challenges in collecting tax from Scottish taxpayers (Part Three); and

• the cost of administering Scottish income tax, including whether the amounts 
repaid to HMRC by the Scottish Government are accurate and fair (Part Four).

Appendix One sets out our audit approach and methodology.

Key findings

Administering the Scottish rate of income tax 

9 HM Revenue & Customs has identified approximately 2.6 million Scottish 
taxpayers. HMRC has undertaken significant work in previous years to assure the 
accuracy of its Scottish taxpayer population. In our 2015-16 report, we highlighted 
that 420,000 taxpayers had not received an initial notification letter in December 2015 
confirming their status as a Scottish taxpayer. HMRC has now rectified the error that 
caused this, and undertaken checks to validate the new process. These checks 
established that HMRC systems are now able to correctly flag Scottish taxpayers 
based on the address data they hold (paragraph 3.3). 

10 An estimated 386,000 Scottish taxpayers will pay the higher rate of income tax 
in 2017-18. The higher rate of income tax applies to non-savings and non-dividend income 
above £43,000 in Scotland. Taxpayers in the rest of the UK will pay the higher rate of tax on 
income over £45,000. HMRC does not expect that the difference between Scotland and 
the rest of the UK will lead to avoidance or evasion in 2017-18. However, it plans to increase 
its compliance activity in future, if the thresholds and rates between Scotland and the rest of 
the UK diverge more substantially (paragraphs 1.5 to 1.9 and paragraph 3.27).

11 The timing of the Scottish Government’s budget creates an administrative 
challenge for HMRC. Income tax rates and thresholds are announced in the annual 
Scottish budget, which is usually in the autumn before the tax year. However, the budget 
is not ratified until a later parliamentary vote, which means tax rates and thresholds are 
finalised near to the start of the new tax year. In 2016-17, this timetable created a very 
narrow time frame for HMRC to apply annual tax codes specific to Scottish taxpayers. 
This led to some Scottish taxpayers receiving two different notifications of tax codes in 
March 2017 (paragraphs 1.10 to 1.12). 
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12 The administration costs incurred by HMRC in 2016-17 were £6.3 million. 
The total cost of administering the Scottish rate was £17.4 million to March 2017. HMRC 
expects to spend £26.8 million in total by 2019-20. As in previous years, the majority of the 
spending has been on IT costs, such as the cost of changing systems to account for the 
Scottish rate. We have concluded the amount repaid by the Scottish Government for the 
year ended 31 March 2017 is fairly stated (paragraphs 4.2 to 4.10). 

Income tax collected from Scottish taxpayers 

13 HMRC estimates it will collect £4.6 billion attributable to the Scottish rate of 
income tax for 2016-17. Its estimate in 2016-17 was based on a sample of taxpayer 
information which was used to calculate the Scottish share of the whole-of-the-UK 
total. In future years, HMRC’s annual estimate of Scottish income tax would benefit 
from the greater use of taxpayer data from its own systems, as this would allow for 
greater estimation accuracy. While there are aspects of the methodology that could 
be enhanced, we have concluded that the estimate of income tax attributable to the 
Scottish rate resolution for 2016-17 is fairly stated. Due largely to the self-assessment 
deadline in January 2018, the actual amount collected from Scottish taxpayers for 
2016-17 will not be known until it is published in HMRC’s annual report and accounts – 
planned for July 2018 (paragraphs 2.6 to 2.12).

14 The actual amount of income tax collected from Scottish taxpayers for 
2016-17 will not affect Scottish Government funding. The Scottish Government’s 
block grant for 2016-17 was initially reduced by £4.9 billion, reflecting the Office for 
Budget Responsibility’s autumn 2015 forecast of the income tax revenue foregone by 
the UK Government. However, because tax rates between Scotland and the rest of 
the UK remained the same in 2016-17, the Scottish Government received the equivalent 
amount back from the UK Government. The final outturn for Scottish tax receipts 
collected in 2016-17 will not affect the block grant to Scotland (paragraphs 2.4 and 2.5). 

15 From 2017-18, the actual tax collected from Scottish taxpayers will begin 
to impact Scottish Government funding. The Scottish Government will receive 
£11.9 billion in 2017-18 based on its forecast Scottish income tax revenue. This includes 
additional net revenue of £107 million that will be generated largely as a result of the lower 
threshold for Scottish higher rate taxpayers. A final adjustment to the Scottish budget 
will be made once the actual receipts for 2017-18 are determined in June 2019. There will 
be no impact on the Scottish budget as a result of this until 2020-21. Some areas of the 
funding cycle are yet to be agreed between the Scottish and UK governments including: 
how estimates will be reconciled to forecasts; exactly when this will happen; and the 
process for resolving any disputes (paragraphs 2.13 to 2.20). 
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Challenges in collecting tax from Scottish taxpayers

16 The biggest challenge facing HMRC is maintaining accurate address records 
of Scottish taxpayers. Accurate address records are essential in determining the 
correct income tax due to the Scottish Government. If HMRC fails to hold accurate, 
up-to-date address information, it could lead to an individual paying the incorrect 
amount of tax, and the wrong government receiving the revenue. The risk of individuals 
seeking to manipulate their residency status increases if the tax rates and thresholds in 
Scotland diverge from those in the rest of the UK (paragraph 3.2).

17 Neither taxpayers nor employers are legally required to tell HMRC of 
changes of address. Around 80,000 people in the UK move into or out of Scotland 
each year. HMRC monitors how many Scottish taxpayer codes it applies and removes 
on a monthly basis, however, its records do not enable it to determine how many 
changes are as a result of changes of address. Therefore HMRC does not know how 
many of the cross-border moves are captured each year. HMRC has checked its 
records against other databases and plans to expand its checks in 2017-18. Should tax 
rates and thresholds continue to differ from April 2018, this type of assurance work will 
become increasingly important (paragraphs 3.10 to 3.19). 

18 HMRC encourages taxpayers to tell it about changes of address, but 
does not know how successful its communications are. HMRC includes relevant 
information in regular bulletins and other contacts with employers and accountants. 
Around a quarter of businesses are signed up for bulletins. It carried out an online 
marketing campaign in spring 2017 to promote using Personal Tax Accounts for 
changes of address. It also used social media to promote this message. It does not 
know how many people it has reached or what impact it has had on public readiness 
to update HMRC about changes of address (paragraphs 3.20 and 3.30 to 3.36). 

19 HMRC needs to ensure people paying into pension schemes receive the right 
amount of tax relief. Some taxpayers may initially receive the incorrect amount of relief 
at source if the basic rate of income tax diverges between Scotland and the UK, and the 
information held by the pension provider is not up-to-date. Both providers and HMRC 
are making significant changes to strengthen the alignment between their information 
systems. HMRC has created a single online route for pension providers to submit annual 
returns which will improve the consistency of data. However, this will only become 
mandatory from April 2019 (paragraphs 3.37 to 3.45).
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Conclusion

20 The first year of revenue attributable to Scottish taxpayers was 2016-17, and HMRC 
estimated this to be £4.6 billion. This amount will increase substantially from 2017-18 
as the Scottish Parliament now has power to set all tax rates and thresholds. From 
2017-18, the actual tax collected by HMRC – forecast to be £11.9 billion – will begin to 
impact Scottish Government funding, and additional tax revenue will be collected as a 
result of the lower threshold for higher rate taxpayers in Scotland. The actual outturn will 
be reconciled to the forecast and any adjustment in funding will be made in the budget 
for 2020-21 at the earliest. With actual Scottish taxpayer data now becoming available, 
HMRC has the opportunity to set out how this can be used to enhance its estimates of 
how much tax is attributable to Scottish taxpayers each year. 

21 Maintaining accurate address records remains the biggest risk facing HMRC. 
It relies on individual taxpayers across the UK telling it when they change address. 
HMRC has sought to increase taxpayers’ awareness of the importance of providing 
HMRC with the correct address, although it does not know what success these 
interventions have had. The potential for avoidance or evasion will increase if rates and 
thresholds diverge more drastically between Scotland and the rest of the UK, and it will 
become even more important for HMRC to have accurate address data. 
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Part One

Administering the Scottish rate of income tax

Income tax

1.1 Income tax is the largest tax stream in the UK. It is charged on earnings from 
employment, self-employment, pension income, foreign income, taxable benefits, income 
from property, savings income and dividend income. In 2016-17, 30.1 million people in the 
UK were liable to pay £174 billion of income tax on £1,012 billion of income.4

1.2 HM Revenue & Customs (HMRC) collects income tax as part of the UK tax system. 
Most income tax (86%) is collected from Pay As You Earn (PAYE) on earned income 
from employees, but much also comes from self-employed people via self-assessment 
tax returns.

Income tax in Scotland

1.3 The Scotland Act 2012 introduced powers for the Scottish Parliament to 
apply a Scottish rate of income tax, effective from 6 April 2016, to the non-savings, 
non-dividend income of Scottish taxpayers.

1.4 For the 2016-17 tax year, the UK basic, higher and additional income tax rates paid 
by Scottish taxpayers were reduced by 10 percentage points. The Scottish Parliament 
used its powers to apply a Scottish rate of 10%; effectively matching the rest of the UK 
at 20%, 40% and 45%, respectively. The revenue generated from the 10% Scottish rate 
was paid over to the Scottish consolidated fund during the 2016-17 financial year, with a 
corresponding reduction in the block grant.

1.5 The Scotland Act 2016 introduced further Scottish income tax powers, effective 
from 6 April 2017 (Figure 2 overleaf). Under the 2016 Act the Scottish Parliament 
has the power to set rates and thresholds on all non-savings, non dividend income.

4 £173.8 billion was reported in the HMRC Annual Report and Accounts for 2016-17 and includes revenue generated 
from taxation of all types of income. Other numbers come from Personal Incomes Statistics 2014-15.
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Figure 2 shows The Scottish Parliament’s powers over income tax have grown

1.6 For the 2017-18 tax year, income tax policy in Scotland has diverged from the 
rest of the UK (Figure 3). The Scottish Government has maintained the higher rate 
threshold at £43,000, while the UK Government has increased the threshold to £45,000. 
The Scottish tax rates across all income tax bands remained the same as the rest of the 
UK. HMRC estimates 386,000 Scottish taxpayers will pay the higher rate of income tax 
in 2017-18.5 Taxpayers in the rest of the UK will pay the higher rate of tax on income over 
£45,000. A small number of Scottish taxpayers whose non-savings and non-dividend 
income is less than £43,000, but with savings and dividend income which takes their 
total income over £45,000, will only pay the higher rate of tax on income over £45,000. 
We estimate that around 40,000 people with income between £43,000 and £45,000 
would pay tax at a lower rate were they not Scottish taxpayers.6

1.7 The Scottish Government forecasts that holding the higher rate threshold at 
£43,000 will raise £127 million. The maximum impact of taxing the higher earner at 
£43,000 rather than £45,000 will be £630 – for married taxpayers in Scotland who 
lose their entitlement to Marriage Allowance.7,8 For taxpayers earning £43,000 or more 
but not affected by the loss of Marriage Allowance, the maximum impact will be £400. 
We estimate that the average extra tax paid by affected taxpayers will be around £330.9

5 HMRC, UK Income Tax Liabilities Statistics 2014-15 Survey of Personal Incomes, with projections to 2017-18, May 2017.
6 National Audit Office estimate. See Appendix One for methodology.
7 The UK Government has retained the powers to affect the application of Marriage Allowance in Scotland.
8 This calculation assumes the taxpayer receives the full Personal Allowance.
9 Calculated by taking the Scottish Government forecast of revenue that will be raised and dividing by the maximum 

number of higher and additional rate taxpayers in Scotland.

Figure 2
Scottish Parliament income tax powers

The Scottish Parliament’s powers over income tax have grown

1998 to 2016 2016-17 tax year April 2017 onwards

Legislation Scotland Act 1998 Scotland Act 2012 Scotland Act 2016

Powers available 
to the Scottish 
Parliament

The Scottish Parliament had 
powers to vary the basic rate of 
income tax by three percentage 
points of the UK rate.

The Scottish Parliament could 
apply a Scottish rate to the UK 
rates (reduced by 10 percentage 
points) in Scotland.

The Scottish Parliament can set 
any rates and thresholds.

Use of powers The Scottish Government did not 
use this power.

The Scottish Government set 
10% rates to match the UK rates.

For 2017-18, the Scottish 
Government chose to change one 
threshold but not change rates.

Fiscal impact Neutral Neutral The Scottish Government 
forecasted that its tax revenue will 
increase by £127 million in 2017-18 
due to the different higher rate 
threshold in Scotland.

Source: National Audit Offi ce
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<No data from link>

1.8 The UK Government retains power over other aspects of income tax policy, 
including tax reliefs and allowances. For instance, the Scottish Parliament does not 
have the power to set the personal allowance, but could introduce a zero rate band to 
increase the threshold at which Scottish taxpayers begin to incur tax on their income. 
The UK Government also retains power over income tax policy in relation to income 
from savings and dividends, which account for 9.3% of UK tax liabilities.

1.9 People with income from savings and dividends are particularly affected by 
the change in 2017-18. The different Scottish higher rate threshold for 2017-18 means 
that some will have to calculate their income tax liability partly using Scottish rules 
and partly using UK rules.10 The Chartered Institute of Taxation and Association of 
Taxation Technicians told us that this increases the risk of errors in self-assessment 
income tax.

1.10 The rates and thresholds will be announced in the annual Scottish Government 
budget. For the 2018-19 tax year, this is expected to be in late 2017. The budget 
announcement is then approved by a parliamentary vote shortly before the start 
of the new tax year.

10 Scottish taxpayers with different income streams will pay the higher rate of tax on non-savings, non-dividend income 
above a threshold of £43,000. However, they will only begin to pay a higher rate of tax on savings and dividend income 
above a threshold of £45,000.

Figure 3
Income taxes and thresholds in 2016-17 and 2017-18

Income tax was the same across the UK in 2016-17, but the higher rate threshold is different in Scotland in 2017-18

Note

1  Scottish income tax rates and thresholds apply to non-savings, non-dividend income only.

Source: National Audit Offi ce

2017-18

Scotland Rest of the UK

Personal allowance:

No tax paid on income up to £11,500

Personal allowance:

No tax paid on income up to £11,500

Additional rate:

45% tax on income over £150,000

Additional rate:

45% tax on income over £150,000

Basic rate:

20% tax on income between 
£11,501 and £43,000

Higher rate

40% tax on income between 
£43,001 and £150,000

Basic rate:

20% tax on income between 
£11,501 and £45,000

Higher rate

40% tax on income between 
£45,001 and £150,000

2016-17

UK

Personal allowance:

No tax paid on income up to £11,000

Basic rate:

20% tax on income between 
£11,001 and £43,000

Higher rate:

40% tax on income between 
£43,001 and £150,000

Additional rate:

45% tax on income over £150,000
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1.11 HMRC issues tax codes to Scottish taxpayers in advance of the following tax year, 
which begins in April. The later the budget is finalised, the greater the administrative 
impact for HMRC. HMRC and the Scottish Government have not agreed any minimum 
period between the finalisation of the Scottish budget and the start of the tax year. 
The 2017-18 annual coding exercise generally went smoothly in respect of Scottish 
taxpayers. However, HMRC identified an issue that could potentially affect taxpayers 
with investment income. It quarantined these taxpayers – 193,000 in total – until HMRC’s 
IT supplier implemented fixes to resolve the problem. The corrections were made in time 
for April 2017, so taxpayers had the correct tax code for the 2017-18 tax year.

1.12 HMRC has encountered one main issue as a result of the tight time frame 
presented by the uncertainty around tax rates and thresholds in Scotland in advance 
of each tax year. In February 2017, the Scottish Government confirmed, following 
the Scottish Parliament’s vote on its budget, that the higher rate threshold would be 
£43,000 – not £43,430 as it had previously announced in December 2016. A total of 
21,356 Scottish taxpayers were affected by this change. These individuals received 
two tax code notifications in March 2017: the first containing information on the original 
threshold; and the second containing information on the final threshold. This may have 
caused confusion for recipients.

Devolution of tax and spending powers

1.13 The Scottish Government’s budget is determined through a combination of three 
main components: block grant funding; forecasts of revenue generated from devolved 
taxes; and the planned use of borrowing. The composition of the budget has evolved 
as more income tax powers have been devolved (Figure 4).

1.14 The Scottish Government now has fully devolved powers to set policy and collect 
revenues for Land and Buildings Transaction Tax (which replaced Stamp Duty in 
Scotland from April 2015) and Scottish Landfill Tax. Other tax powers will be devolved 
to the Scottish Parliament in future, including, for example, the power to tax passengers 
leaving Scottish airports from 2018-19. From 2019-20, HMRC will apportion part of the 
VAT revenue collected in the UK to the Scottish Government.

The block grant

1.15 The block grant is paid annually to the Scottish Government to fund devolved public 
services. The block grant is reduced by the ‘block grant adjustment’ to reflect the tax 
revenue that the UK Government has foregone as a result of devolution. The forecast of 
the revenue to be generated from the devolved taxes under the Scottish Government’s 
policies is then added back. The principles of how this process operates are set out in 
the fiscal framework agreed in February 2016 between the UK and Scottish governments.
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Figure 4 shows Scottish income tax revenue is an increasing proportion of the Scottish Government's budget funding

The fiscal framework

1.16 A principle of the fiscal framework is that the Scottish Government’s budget 
funding should reflect the income tax policy decisions that the Scottish Government 
makes.11 The Scottish Government should benefit in full from policy decisions that 
increase revenues and bear the costs of policy decisions that reduce revenues.

1.17 The fiscal framework states that the Barnett Formula will continue to be used to 
calculate changes in the block grant funding for devolved public services.12 However, 
an adjustment will be applied based on the estimated impact of the powers the 
Scottish Government has gained (Figure 5 overleaf):

• for new spending powers, this will be an addition to the block grant; and

• for revenue raising powers, this will be a deduction from the block grant.

11 The agreement between the Scottish Government and the United Kingdom Government on the Scottish Government’s 
fiscal framework, February 2016.

12 The block grant calculation is for spending on public services within the Departmental Expenditure Limit (DEL).

Adjustments and borrowing 0.3 0.3 0.5

Scottish Landfill tax _ 0.1 0.1

Land and Buildings Transaction Tax – 0.5 0.5

Scottish Income Tax – 4.9 11.8

Block grant 30.1 24.8 18.5

Source: National Audit Offi ce analysis of Scottish Government document

Figure 4
Funding of the Scottish Government’s budget

Scottish income tax revenue is an increasing proportion of the Scottish Government’s budget funding
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Figure 5 shows How funding for the Scottish Government’s budget is determined

1.18 The Scottish Government’s funding is determined approximately two years before 
actual tax receipts are known, so must be based on forecasts. The policy and funding 
cycle aims to adjust funding for the Scottish Government downwards if it received too 
much funding due to an overestimation, and upwards if it received too little funding due 
to an underestimation.

1.19 Once forecasts of the block grant adjustment and income tax revenue are determined, 
funding for that year is fixed. Any differences between forecasts and outturns for a specific 
tax year are dealt with later through a reconciliation process, which aims to ensure that the 
Scottish Government ultimately receives the correct amount of funding.

Other bodies involved

1.20 HM Treasury receives income tax collected by HMRC and gives this money to 
UK Government departments and – indirectly – the Scottish Government, via the 
Scotland Office. It also plays a role in the policy and funding cycle.

1.21 The Office for Budget Responsibility (OBR) is a public body sponsored by 
HM Treasury that produces forecasts, including forecasts of revenue from Scottish 
income tax. HMRC supports the OBR by providing the tax element of these forecasts, 
as it holds tax data. The OBR scrutinises and challenges HMRC’s figures.

1.22 For 2017-18, the Scottish Government carried out its own forecasting. From 2018-19, 
the Scottish Fiscal Commission will do this. The Scottish Fiscal Commission became a 
non-ministerial department of the Scottish Government in April 2017. The Commission will 
use a range of data sources, including monthly Real-Time Information data on income tax 
receipts provided by HMRC. This will enable the Commission to analyse actual receipts 
during the tax year before the full outturn data become available after the year end.

1.23 HMRC continues to administer the income tax system for the whole of the UK, 
and will collect tax attributable to Scottish taxpayers on the Scottish Government’s 
behalf (Figure 6). The Scottish Government refunds the costs that HMRC incurs in 
running the Scottish rate of income tax.

Figure 5
How funding for the Scottish Government’s budget is determined

Source: National Audit Offi ce

Block grant Block grant adjustment for 
UK tax revenues foregone

Revenues from 
devolved taxes

Funding for Scottish 
Government’s budget

– + =
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Figure 6 shows HMRC collects income tax from Scottish taxpayers on behalf of the Scottish Government, with both bodies accountable to their respective parliaments

Figure 6
Accountability relationship between HMRC and the Scottish Government

HMRC collects income tax from Scottish taxpayers on behalf of the Scottish Government, with both bodies 
accountable to their respective parliaments

Note

1 Under the service level agreement between HMRC and the Scottish Government, the Scottish Government is required to reimburse the 
UK Government for “net additional costs wholly and necessarily incurred as a result of the administration of the Scottish income tax powers.”

Source: National Audit Offi ce

UK Parliament

Accountable to UK Parliament

Scottish Parliament

Office for Budget Responsibility

Produces forecasts of income tax revenue for 
the UK

HM Treasury

Transfers Scottish income tax revenue and block 
grant funding to the Scottish Government via the 
Scotland Office

HMRC

Administers the income tax system and transfers 
all income tax receipts to the Exchequer

Scottish Government

Has input to HMRC via a customer 
relationship manager and reimburses the 
costs incurred by HMRC administering 
Scottish income tax

Scottish Fiscal Commission

Produces forecasts of income tax revenue 
for Scotland

Accountable to Scottish Parliament
Reimbursement of costs

Income tax revenue

Performance reports and 
Real-Time Information 

receipts data

Detailed cost information 
and invoices
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Part Two

Income tax collected from Scottish taxpayers

2.1 The scope of this report includes HMRC’s estimate of Scottish rate of income tax 
revenue collected in 2016-17. In future reports, we will review HMRC’s calculation of the 
final outturn for Scottish income tax receipts.

2.2 Data available to HMRC in support of the 2016-17 income tax revenue collected 
under the Scottish rate is currently limited, and as a consequence we identified a 
number of limitations (see paragraph 2.12). However, we examined the methodology 
of the estimate within those limitations and found HMRC’s approach to be reasonable. 
On the basis of our procedures, the estimate of income tax revenue collected for the 
Scottish Rate of Income Tax for 2016-17 is fairly stated.

2.3 This part of the report covers:

• our assessment of HMRC’s calculation of revenue attributable to the Scottish rate 
of income tax in 2016-17;

• the features and limitations of HMRC’s methodology, including the alternative 
approaches HMRC could take; and

• income tax attributable to Scottish taxpayers in 2017-18 and future years, and 
the impact of this estimate on the block grant from the UK Government to the 
Scottish Government.

The Scottish rate of income tax in 2016-17

2.4 For 2016-17, the block grant was reduced by the revenue foregone by the UK 
Government and the Scottish Government instead received the revenues generated from 
the 10% rate. As tax policies were the same across the UK, these adjustments were equal 
at £4.900 billion, based on the OBR’s forecast produced in autumn 2015 (Figure 7).



The administration of the Scottish rate of Income Tax 2016-17 Part Two 19

Figure 7 shows The funding for Scottish Government depends on forecasts of the block grant adjustment and Scottish income tax revenue 

2.5 HMRC’s latest estimate, published in its annual report and accounts, of the revenue 
collected during 2016-17 is £4.6 billion. The final outturn for tax receipts for the 2016-17 
year will be calculated in June 2018. Because 2016-17 was a stand alone year before the 
introduction of the enhanced Scottish income tax powers in April 2017, there will be no 
reconciliation or adjustment for any difference between the original forecast and the final 
outturn, regardless of the actual tax HMRC collects.

HMRC’s revenue estimate for 2016-17

2.6 HMRC calculated its estimate of revenue for the Scottish rate of income tax in 
2016-17 using taxpayer data it extracted for its Survey of Personal Incomes. The data 
were analysed in a model replicating the UK income tax system known as the Personal 
Tax Model. This determined Scotland’s share of the overall UK income tax liability. 
The Scottish share was then applied to the total UK tax liability, which is calculated 
by combining actual PAYE receipts from 2016-17 with an estimate of self-assessment 
liabilities for 2016-17 (Figure 8 overleaf).

Figure 7
How Scottish income tax affects funding for the Scottish Government’s budget

The funding for the Scottish Government depends on forecasts of the block grant adjustment and Scottish income tax revenue

Block grant 
adjustment 
process

Notes

1 £11.858 billion is the (rounded) fi gure included in the amended appendix of the Budget Bill 2017-18.

2 £0.107 billion is the net effect of funding. This comprises £0.127 billion increase in income tax, and a deduction for a £0.020 billion block grant adjustment. 
www.parliament.scot/S5_Finance/General%20Documents/Draft_Budget_2017-18_-_210217.pdf (para 170, page 13).

Source: National Audit Offi ce

Block grant 
adjustment for UK 
tax revenue foregone

Scottish income tax 
revenue

Funding for Scottish 
Government’s 
budget

+− =

2016-17:
Scottish rate 
of income tax

£4.900 billion £4.900 billion Net effect on funding:

nil
+− =

2017-18:
Scottish 
income tax

Block grant

Block grant

Block grant £11.750 billion £11.857 billion Net effect on funding:

+ £0.107 billion
+− =
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Figure 8 shows the method for calculating the 2016-17 revenue estimate

2.7 HMRC estimates that it will collect £4.6 billion of income tax from Scottish 
taxpayers for 2016-17. The actual amount will be known once self-assessment data have 
been analysed, and it is published in HMRC’s annual report and accounts for 2017-18. 
This is planned for July 2018. HMRC will explain any difference between the outturn and 
its estimate.

2.8 HMRC’s annual Survey of Personal Incomes is a sample of around 1.5% 
of UK taxpayers’ data from PAYE and self-assessment tax systems. It is used 
to produce national statistics and so is subject to time-consuming cleaning and 
checking. This process cannot begin until self-assessment submissions are received 
which is 10 months after the end of the tax year. Due to this timeline, HMRC used 
data from the 2014-15 tax year.

2.9 The Personal Tax Model projects the impacts of income tax policy changes 
implemented since 2014-15. It also models the outcome for income tax liabilities in 
2016-17, adjusting for differing rates of population growth and economic factors such 
as wage increases, to calculate the Scottish share.

2.10 Our review concluded that HMRC’s approach is reasonable, however, there is scope 
for improving the accuracy of the calculation. As the method uses sample data which 
are grossed up to the full population in the Personal Tax Model, HMRC’s calculation is 
simplified; only significant allowances and tax reliefs are included. This was necessary due 
to the lack of historical data available on income tax liabilities for the Scottish population.

Survey of 
Personal Incomes

HMRC collected 
data from a 1.5% 
sample of UK 
taxpayers in 2014-15

Personal 
Tax Model

HMRC calculated 
the percentage 
share of income 
tax that was 
Scottish: 2.94%

Adjustments

HMRC adjusted 
for changes to 
population and tax 
legislation between 
2014-15 and 
2016-17: 2.88%

Total UK income 
tax liability 2016-17

HMRC combined 
self-assessment 
liabilities1 with 
PAYE receipts to 
calculate the total 
liability for the UK: 
£160.6 billion

Scottish rate of 
income tax 2016-17 
revenue estimate

HMRC applied the 
proportion to the 
total income tax 
liability for 2016-17 
to give an estimate: 
£4.6 billion

Figure 8
Method for calculating the 2016-17 revenue estimate

Note

1 Non-savings non-dividend income only.

Source: National Audit Offi ce
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2.11 HMRC has identified Scottish taxpayers in its records and flagged them by adding 
an ‘S’ prefix to their tax code. In future, HMRC should make use of the data it holds on 
Scottish taxpayers in its New PAYE System (NPS) tax system and explore possibilities 
to make greater use of data from its Real-Time Information (RTI) system to refine 
the method.

2.12 Our review of the model identified the following features and limitations:

• HMRC’s use of sample data means it has to gross up from the sample to the full 
population. This means that its revenue estimate is subject to sampling uncertainty. 
It reports this uncertainty as 2.5% above or below its central estimate of revenue. 
However, HMRC reduces the uncertainty by oversampling additional rate 
taxpayers; just a few of these people moving into or out of Scotland could make a 
large difference to the revenue estimate.

• HMRC’s calculation of the Scottish share is based on analysis of the total income 
tax liabilities − self-assessment and PAYE taxpayers − in Scotland and the rest 
of the UK using 2014-15 data modelled forwards to the current year. The method 
applies a single Scottish share to the total 2016-17 income tax liability. The estimate 
would be more accurate if the Scottish share of total self-assessment liabilities and 
total PAYE liabilities were calculated separately. Scotland has a lower proportion of 
self-employed people than the UK as a whole (12% compared to 15% in 2016-17).

• HMRC’s data on PAYE receipts includes all income types; it does not exclude 
non-savings, non-dividend income.

• Based on historical data, HMRC assumes that receipts collected in the period 
May 2016 to April 2017 represent 99.5% of total PAYE liabilities for 2016-17. 
This does not consider the changing volume and value of underpayments and 
overpayments, which will be calculated after the year end.
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Scottish income tax in 2017-18 and future years

2.13 From 2017-18 onwards, the Scottish Government will receive all income tax 
revenue generated from non-savings, non-dividend income under Scottish income tax 
policy. The block grant has been reduced by £11.750 billion, representing the revenues 
foregone by the UK Government. The Scottish Government will receive £11.857 billion13 
based on its forecast of Scottish income tax receipts. The net result is an increase of 
£107 million.14 This is the additional revenue that will be generated largely as a result of 
the lower threshold for Scottish higher rate taxpayers (Figure 7).

2.14 The block grant adjustment is indexed using two different methods: comparable; 
and indexed per capita. Over the period up to and including 2021-22, if the two methods 
produce different results, then the indexed per capita method will be used. This is to 
ensure that Scotland’s overall funding is unaffected if Scotland’s population grows faster 
or slower than the population of the rest of the UK.

2.15 Once outturn data are available on the actual amount of tax collected, the 
forecasts of both Scottish income tax revenue and the block grant adjustment will be 
reconciled to the outturn data. Outturn data will be available 15 months after the end 
of the 2017-18 tax year, in June 2019. The outcome of the reconciliation will be factored 
into the Scottish budget in autumn 2019, affecting funding for the following financial 
year, 2020-21.15

2.16 The cycle of reconciling forecasts to outturn and adjusting for any gain or loss will 
therefore involve a minimum three-year lag before forecasting errors have a fiscal impact 
on the Scottish budget (Figure 9 on pages 24 and 25).

2.17 The overall policy and funding cycle will take five years to play out, starting from a 
Scottish budget that sets rates and thresholds for the following year; a revenue estimate 
the year after; an outturn and reconciliation the following year; and finally, the adjustment 
for forecasting errors in the fifth and final year’s budget. Therefore, 2020-21 is the first 
year that a reconciling adjustment could be made to funding.

13 £11.858 billion is the (rounded) figure included in the amended appendix of the Budget Bill 2017-18.
14 Comprising £127 million increase in income tax, and a deduction for a £20 million block grant adjustment. www.

parliament.scot/S5_Finance/General%20Documents/Draft_Budget_2017-18_-_210217.pdf (para 170, page 13).
15 If the draft budget is introduced in the Scottish Parliament within two months of the reconciliation being completed, 

the outcome will be deferred for an additional financial year.



The administration of the Scottish rate of Income Tax 2016-17 Part Two 23

2.18 From 2020-21 onwards, the Scottish budget bears the risk of forecasting 
uncertainties. For example, if the forecast for Scottish income tax revenue matches 
the outturn, but the forecast block grant adjustment (for revenues foregone by the UK 
Government) significantly underestimates it, then a reconciling adjustment would be 
required in the form of a deduction from a subsequent Scottish budget.

2.19 There are two principal controls in place to mitigate the risk of a large difference 
between forecast and actual receipts:

• larger reserves in the form of a higher cap on the amount the Scottish 
Government can draw from its reserves; and

• greater borrowing powers for the Scottish Government from HM Treasury’s 
national loans fund.

2.20 Full details of how the reconciliation and adjustment process will operate are yet to 
be confirmed. Some areas remain unclear, such as: how estimates will be reconciled to 
outturns; the timeline for completion; and how any disputes will be resolved. It is not yet 
clear whether the reconciliation will be based on the outturn figure published in HMRC’s 
audited accounts or based on unaudited data.
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Figure 9 shows In 2016-17 the Scottish rate of income tax will not affect funding for the Scottish Government's budget

Figure 9
Funding timeline for Scottish income tax

In 2016-17, the Scottish rate of income tax will not affect funding for the Scottish Government’s budget
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Figure 9 shows In 2016-17 the Scottish rate of income tax will not affect funding for the Scottish Government's budget
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Part Three

Challenges in collecting tax from Scottish taxpayers

3.1 This part considers the administration of the Scottish rate of income tax and how 
well HMRC is managing risks. It covers:

• the procedures HMRC uses to identify and maintain an accurate record of Scottish 
taxpayers; and

• other activity undertaken by HMRC to understand and influence taxpayer attitudes 
and behaviour.

Taxpayer identification

3.2 The key challenge to HMRC’s delivery of the Scottish rate of income tax is 
maintaining and updating its record of addresses in order to identify Scottish taxpayers. 
It is vital that HMRC ensures address details are correct so that the right amount of tax 
is collected from individuals and allocated to the appropriate government. 

3.3 In our previous report, we outlined how HMRC had failed to identify 420,000 Scottish 
taxpayers in its initial taxpayer identification scan in December 2015.16 In June 2016, an 
interim solution was implemented to issue these individuals with coding notices. HMRC 
implemented a permanent IT solution in October 2016. This brought these taxpayers 
within HMRC’s automated process for future years, and ensured that all in-year changes 
of Scottish taxpayer status were correctly reflected in their 2016-17 codes.

Defining a Scottish taxpayer

3.4 HMRC estimated that there were 2.6 million Scottish taxpayers in 2016-17. 
A ‘Scottish taxpayer’ is someone with a tax liability whose main place of residence in a 
given tax year is Scotland. Individuals are considered to be resident in Scotland if they 
spend most of that year (in most cases, 183 days or more) living in Scotland. HMRC 
flags Scottish taxpayers on its systems and assigns them tax codes beginning with 
the letter ‘S’. Otherwise, its treatment of Scottish taxpayers is largely the same as its 
treatment of other UK taxpayers.

16 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2015-16, Session 2016-17, 
HC 871, National Audit Office, December 2016.
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Figure 10 shows Where someone moves into or out of Scotland during the year, HMRC uses residency rules to decide whether they are a Scottish taxpayer

3.5 A person’s status as a Scottish taxpayer lasts for a whole financial year, even if 
they live in Scotland for only part of the year. When people move across the border, they 
may or may not become a Scottish taxpayer, depending when in the year they move. 
Moves after 5 October, six months through the tax year, cannot lead to changes in 
Scottish taxpayer status. Individuals are notified each time their status changes, though 
someone who moves frequently may only know their overall status near the end of a tax 
year. Residency rules are used to determine an individual’s residency status (Figure 10). 
This brings risks, including the risk of processing errors, and the risk that taxpayers will 
circumvent the rules to avoid or evade income tax. 

Figure 10
HMRC’s rules for deciding whether someone is a Scottish taxpayer

Where someone moves into or out of Scotland during the year, HMRC uses residency rules 
to decide whether they are a Scottish taxpayer

Source: National Audit Offi ce analysis of HM Revenue & Customs documents

Yes

Is your one and only place of residence in the UK 
during the tax year in Scotland?

Are you an MP, MSP or MEP for a Scottish 
constituency?

Are you resident in the UK for tax purposes?

Was any place of residence your main place of 
residence for at least part of the tax year?

Scottish taxpayer

Was your main place of residence in 
Scotland for as much, or more, of the 
tax year than elsewhere in the UK?

Did you spend the largest number of 
days in Scotland?

Not a Scottish taxpayer

No

No

Yes

Yes

Yes

No

No

Yes

No

No

Yes



28 Part Three The administration of the Scottish rate of Income Tax 2016-17

3.6 HMRC’s process for updating Scottish taxpayer status is automatic, but allows for 
some exceptions, notably for members of the Scottish, UK and European parliaments 
who represent Scottish constituencies. 

3.7 HMRC is responsible for deciding whether to identify someone as a Scottish 
taxpayer. If a taxpayer disagrees with HMRC’s decision, they can contact HMRC to 
provide their up-to-date address. They could escalate their disagreement to a first-tier 
tax tribunal. Nobody has done this so far.

3.8 We have assessed HMRC’s residency rules and procedures to find out whether it 
is accurately classifying UK taxpayers as Scottish. We found the process was operating 
as designed. HMRC does not routinely check whether the number of days reported by 
taxpayers is accurate. HMRC does not consider that the current difference between 
UK Government and Scottish Government tax policies provides sufficient incentive for 
taxpayers to manipulate their residency status. 

Updating address information

3.9 In the past, a person’s location within the UK did not affect their tax liability, so 
HMRC did not need to set itself high standards for the accuracy of its address records. 
The potential for divergent tax rates in the UK means the accuracy of addresses is now 
more important to the UK tax system. HMRC’s ambition is to improve the quality of 
its address data. By May 2017, HMRC had identified and corrected 55,000 instances 
of missing or partial Scottish postcodes in its data, enabling taxpayers living at these 
addresses to be identified as Scottish. 

3.10 In 2015, HMRC tested its address records against other databases. These included 
the electoral roll and Royal Mail’s postal address file. HMRC recognises that both 
sources could be wrong if neither it nor an employer holds the correct address. There 
is no independent record of the Scottish population for HMRC to compare its data with. 
HMRC told us it plans to repeat its checks again in 2017.

3.11 HMRC does not routinely carry out checks to ensure that taxpayers’ contact details 
remain accurate but it has many sources of information on changes of address, including:

• taxpayers getting in touch directly to report a change of address;

• taxpayers noting a change of address on their self-assessment tax return; 

• information from third parties, including pension scheme providers and the 
Department for Work & Pensions; and

• employers submitting employee addresses as part of Full Payment Submissions.

When HMRC becomes aware of a change of address into or out of Scotland, its 
systems automatically update the person’s tax code to record them as either a Scottish 
taxpayer or a rest of UK taxpayer. HMRC updates its systems quarterly, based on data 
from Royal Mail, to reflect new and changed postcodes. 
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3.12 Taxpayers are not legally required to tell HMRC of a change of address, but 
HMRC encourages people to inform it when they move. This is the key message in 
its communications about Scottish income tax (paragraphs 3.30 to 3.36). People 
can update their details online via their Personal Tax Account, or phone or write to 
HMRC to report a change in circumstances. HMRC aims to reduce expensive manual 
processing of changes of address and move towards more taxpayer self-service. 

3.13 Employers are not required to routinely send HMRC the details of employees 
who change address, and employers cannot notify HMRC of new addresses on behalf 
of their employees. Employers have to send a Full Payment Submission to HMRC 
whenever they process payments to employees – usually monthly. HMRC’s payroll 
guidance says employers should “enter their address if they’re a new employee, you 
don’t know their National Insurance number or the employee’s address has changed”. 

3.14 HMRC has rules for deciding which address to hold for a taxpayer, if it has 
conflicting information from them and their employer. The addresses HMRC receives 
from employers via Full Payment Submissions must pass tests to be actioned, including:

• the new address appears in the three most recent returns;

• the new address is complete, with matching address and postcode; and

• HMRC has not held the address for this taxpayer in the past.

3.15 In February and March 2017, HMRC made 170,000 address changes based 
on these returns. However, it did not action most of the addresses provided in 
returns, because they failed one of its tests. HMRC does not know how many of 
the 170,000 address changes represented a move into or out of Scotland. 

Communicating changes of circumstances to HMRC

3.16 In 2014, research by Ipsos MORI for HMRC found a generally “low level of 
awareness of obligations to inform HMRC about changes in circumstances and a 
reliance on employers or accountants to do this.”17 It found that PAYE taxpayers tended 
to feel that the responsibility for keeping HMRC informed lay with their employer 
rather than themselves. Among employers, it found a lack of clarity about whether 
responsibility to tell HMRC lay with them or their employees. 

3.17 HMRC has not carried out subsequent research on any changes in public attitudes 
towards informing it of changes of address. Stakeholder groups told us they believed 
that public awareness was low.

17 Ipsos MORI, The introduction of the Scottish Rate of Income Tax: Findings from Phase 1 Research, September 2014.



30 Part Three The administration of the Scottish rate of Income Tax 2016-17

Figure x shows...

3.18 Changes of address are common, with millions moving within the UK each year. 
But moves across the Scottish border are less common, with around 80,000 people 
moving per year. Between July 2015 and June 2016, an estimated 2.85 million people 
moved between local authorities in England and Wales. In the year to June 2015, 
45,000 people moved from the rest of the UK to Scotland, and 37,000 people moved 
from Scotland to the rest of the UK (Figure 11). 

Figure 11
Flows between Scotland and the rest of the UK

In the year to June 2015, around 80,000 people moved across the Scottish border

Source: National Audit Offi ce analysis of Offi ce for National Statistics data
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Scotland to rest of UK, 
year to June 2015
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3.19 HMRC is currently unable to confirm how many address changes it processes 
each year. HMRC monitors how many Scottish taxpayer codes it applies and removes 
each month. However, its records do not enable it to determine how many changes 
are as a result of changes of address that occurred within a set period of time. It has 
no plans to change its system to allow it to extract this information. HMRC does know 
that, in the quarter April to June 2017, it processed 110,415 changes to addresses via 
Personal Tax Accounts, the equivalent of approximately 442,000 in a year. 

Personal Tax Accounts

3.20 In 2019-20, HMRC plans to require all self-employed people and landlords with an 
annual turnover above £10,000 to submit quarterly income tax reports online. This will 
make it easier in some ways and more challenging in other ways for HMRC to maintain 
accurate address records:

• Addresses will become less important in this paperless system, so there is a risk 
that more people will not correct out-of-date addresses. 

• However, the address held by HMRC will become more visible to people through 
the Personal Tax Account, unlike incorrectly addressed post, which taxpayers may 
not receive. 

3.21 HMRC consider that Personal Tax Accounts will improve address records because 
they increase the regularity of people’s contact with HMRC, and make it easy to update 
addresses. HMRC told us that, in June 2017, 10.9 million people had set up an account, 
of which 8% were in Scotland. Of people with accounts who changed their address 
using their account, 7% were Scottish. 

Compliance risks

3.22 As we discussed in our previous report, HMRC aims to tackle non-compliance 
by taxpayers in three ways: to promote compliance with tax law, such as by making 
it easier for taxpayers to pay tax; to prevent non-compliance before it occurs; and to 
respond robustly to recover unpaid tax.18 Compliance activities in relation to Scottish 
income tax are, broadly, either to confirm the individual’s residency status or form part 
of HMRC’s normal compliance procedures into the affairs of all taxpayers, including 
Scottish taxpayers. HMRC’s compliance strategy identifies the risk that taxpayers 
change their behaviour in response to a higher or lower Scottish rate by: 

• not updating their address; 

• deliberately manipulating their address; 

• setting up contrived employment structures; or 

• switching their income to capital receipts, for example through incorporation 
of a business.

18 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2015-16, Session 2016-17, 
HC 871, National Audit Office, December 2016.



32 Part Three The administration of the Scottish rate of Income Tax 2016-17

3.23 As tax rates and thresholds were the same across the UK in 2016-17, there was 
no risk of avoidance or evasion as a result of the Scottish rate of income tax, and HMRC 
does not expect any non-compliance.

3.24 HMRC does not expect compliance risks to materialise in 2017-18, because the 
difference between the higher rate threshold in Scotland and in the rest of the UK 
is small in 2017-18. It thinks the difference – a Scottish taxpayer paying a maximum 
extra £630 or £400 (see paragraph 1.7) – will have little behavioural impact. HMRC has 
decided not to adjust its risking rules to reflect the higher risk posed by Scottish higher 
rate taxpayers in 2017-18.

3.25 HMRC’s main analysis of risks to tax – its strategic picture of risk – does not 
cover the Scottish rate of income tax. This is because these risks do not fulfil its criteria 
of representing either £250 million gross risk to revenue or a significant reputational, 
social or economic impact. However, it has adapted its standard risk model to cover 
Scottish-specific tax risks, and shared this with the Scottish Government. HMRC monitors 
cross-border migration trends to identify possible evidence of behavioural responses.

3.26 HMRC’s expectations are in line with Office for Budget Responsibility (OBR) 
forecasts. The OBR forecast in March 2017 that the different higher rate threshold in 
Scotland in 2017-18 would have a relatively small behavioural effect. This is because of 
the relatively small tax rise for Scottish taxpayers. It expects that taxpayers in Scotland 
would have a lower incentive to earn and report additional taxable income. It found a 
negligible effect on the incentives for higher earners to incorporate their businesses 
rather than keep their status as employees or self-employed. It also found only a small 
effect due to Scottish taxpayers bringing their income forward into 2016-17 rather than 
paying more tax on it later. Finally, it considered the maximum individual tax gain too 
small to prompt many Scottish taxpayers to move house. 

3.27 In 2016-17, HMRC did not spend any money on compliance work specifically 
relating to the Scottish rate of income tax. In 2015-16, it spent £30,000 on Scottish rate 
of income tax-specific compliance activity. A feature of this was analysing high-net-worth 
individuals in Scotland, and the potential for a change in behaviour if the income tax rate 
in Scotland diverges from the rest of the UK. It is possible that rates and thresholds may 
diverge more substantially from April 2018, and HMRC expects that some people would 
avoid or evade a larger difference. HMRC told us it would plan a proportionate increase 
in its compliance effort according to the size of future differences between Scotland and 
the rest of the UK.
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Groups of taxpayers assessed as riskier than average

3.28 HMRC expects there to be a greater degree of risk attached to people with more 
than one address. It foresees the possibility that misrepresentation of place of residence 
could increase should UK and Scottish tax policy diverge significantly. 

3.29 HMRC sees wealthy people as the riskiest group of taxpayers. It has rated the 
appetite of affluent people for engaging in non-compliance. As we reported last year, 
it has established a team in East Kilbride to deal with high-net-worth Scottish taxpayers, 
who are each allocated a customer relations manager.19 Overall it considers that the risk 
for self-assessment income taxpayers is higher than that for PAYE income taxpayers, 
because self-assessment taxpayers are more able to affect how much tax they pay. 

Communications

3.30 HMRC has several audiences for its messages about the Scottish rate of income 
tax, including taxpayers, employers, pension providers, and accountants. It has a 
communication strategy for the Scottish rate of income tax, which it last updated in 
April 2013. HMRC also has an engagement strategy, from May 2016, for its work on 
further Scottish income tax powers. Its key message has remained that it is important 
to keep address details up-to-date.

3.31 In our previous report, we said that HMRC’s key message would only become 
established taxpayer behaviour with a sustained communication campaign.20 However, 
we reported that HMRC forecast no further spending on Scottish rate of income 
tax-specific communications outside of its own usual communication channels.

3.32 HMRC knows the reach it has achieved with some of its communications. There 
are around 650,000 subscribers to notifications of its employer bulletins, or around one 
quarter of the 2.55 million businesses registered for PAYE or VAT in the UK. For example, 
in April 2017, HMRC’s magazine for employers stated: “if your employees have moved 
home recently, please ask them to tell us their new address.” This information is also 
available online to non-subscribers.

3.33 HMRC has carried out some research on its communications for the Scottish rate 
of income tax project, but it has not evaluated their impact. This means it does not know 
if its actions have led to any changes in how likely people are to update their address 
details after a move. HMRC acknowledges that it has room to improve its evidence base 
on the impact of its communications. 

19 HMRC defines high-net-worth individuals as having a net wealth of £10 million or over.
20 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2015-16, Session 2016-17, 

HC 871, National Audit Office, December 2016.
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3.34 HMRC’s communications activities – some of which were one-off and others 
of which have been repeated – comprise:

• a Personal Tax Account campaign in spring 2017;

• an employer bulletin and an agent bulletin – a standing item in every issue, issued 
six times per year;

• direct communications with employers – emails to payroll managers in public 
bodies and large businesses based in Scotland, employer letter and employer 
paper pack;

• customer relationship managers;

• four gov.uk pages;

• occasional use of social media; and

• a standing item at employer forums and vulnerable groups forums. 

3.35 HMRC carried out a UK-wide online marketing campaign in spring 2017, at an 
estimated cost of £793,000. This promoted the message that people should inform it if 
they move house. It was part of a campaign to promote Personal Tax Accounts rather 
than a dedicated Scottish rate campaign, and did not mention the risks posed to income 
tax specifically. HMRC is currently evaluating the campaign.

3.36 HMRC directs taxpayers to relevant gov.uk web pages rather than encouraging 
phone calls. Accordingly, it has received many more hits on gov.uk than phone calls. 
In 2016-17, people made 1,772 phone calls to HMRC about the Scottish rate of income 
tax. This means they rang HMRC’s personal tax helpline and selected the Scottish rate 
of income tax option. There were 178,379 hits on four gov.uk pages of information and 
guidance about the Scottish rate of income tax.

Tax relief on personal pension contributions

3.37 The UK Government provides incentives for people to save into a pension through 
the tax system. One way it achieves this is through a tax relief on contributions to 
personal pensions, called ‘relief at source’. HMRC gives pension providers an amount 
equal to the 20% basic rate, meaning that people do not pay tax on these pension 
contributions. If basic rates diverge, Scottish taxpayers will be due different basic rates 
of relief on their pension contributions, compared with taxpayers elsewhere in the UK. 

3.38 HMRC receives around 900 returns a year from around 700 providers covering 
around 19 million scheme members (Figure 12). Of these around 414,000 are 
Scottish memberships.
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Figure 12 shows Pension scheme providers claimed tax relief from HMRC on behalf of 19.2 million members in 2016-17

Planned changes to relief at source

3.39 The relief at source project requires HMRC and pension providers to make 
changes to their IT systems. To administer relief at source, HMRC requires all providers 
to send it an annual report in a set format, listing all member contributions in the 
previous tax year. The annual returns, known as ‘COM100s’, currently come in different 
forms including paper, CD ROM, USB, and emailed spreadsheets. In future, providers 
will only have one way to submit returns; HMRC’s online Strategic Data Exchange 
Service (Figure 13 overleaf). It will be possible for providers to submit returns this way 
from April 2018, and will be compulsory from April 2019.

3.40 HMRC plans that the new system will be in place in April 2019. Ministers agreed 
to a two-year transitional period (2016-17 and 2017-18) to allow the pension industry to 
prepare. Basic rates have been the same across the UK in 2016-17 and 2017-18, so this 
delay does not leave any taxpayers better or worse off. HMRC has not yet introduced 
automatic processing of the residency status of scheme members. Until the new system 
is in place, HMRC is responsible for calculating any shortfall or excess payment given by 
pension providers to Scottish taxpayers.

Figure 12
Relief at source in summary

Pension scheme providers claimed tax relief from HMRC on behalf of 19.2 million members
in 2016-17

Providers providing schemes1 684

Schemes 919

Members of schemes 19.2 million

Income tax relief on registered 
pension schemes in 2016-172

£23.9 billion

Average tax relief per member £1,245

Notes

1 However, between 2014 and 2016, a total of 799 providers sent HMRC annual returns.

2 Forecast.

Source: National Audit Offi ce analysis of HM Revenue & Customs documents
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Figure x shows...

Figure 13
Timeline for changes to relief at source

HMRC plans to implement its solution to tax relief for pension contributions by Scottish taxpayers in April 2018, 
and the new system will be compulsory from April 2019

July 2017

Deadline for providers to give HMRC 
data on their members for 2016-17, 
via annual information return

July 2018

Deadline for providers 
to give HMRC data on 
their members via annual 
information return

August 2018

Self-assessment income tax return updated 
with an additional box to separate pension 
contributions subject to Scottish income tax and 
rest of UK income tax, for 2018-19 onwards

Source: National Audit Offi ce analysis of HM Revenue & Customs documents
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powers came into force

January 2018
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tax came into force
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new HMRC system to submit 
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2018-19 2019-20 onward

Preparation for 
permanent arrangement

Permanent arrangementTemporary arrangement
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3.41 At present, pension providers do not necessarily know whether their members are 
Scottish taxpayers. HMRC plans to address this by introducing a secure look-up service 
from January 2018. This will allow providers to look up new members in batches to find 
out if they have Scottish taxpayer status. It will take the form of a website with secure 
accounts for accredited pension providers. 

3.42 The timing of the returns process will also change. Since July 2017, providers 
have to submit members’ details to HMRC in July each year. HMRC will upload 
members’ status – whether they are a Scottish taxpayer or not – onto the new system 
in January each year. 

Challenges in implementing changes to relief at source

3.43 HMRC considers data matching the number one risk for the project. HMRC will 
have to match providers’ records of their members to its own taxpayer records, based 
on National Insurance numbers. These may be missing or inaccurate. HMRC analysed 
a sample of individual scheme member records and found that the average percentage 
of blank National Insurance numbers per scheme was 0.004%. Partly as a result, it 
downgraded this risk from red to amber. HMRC has also carried out work to improve data 
quality, including data cleansing and introducing data validation checks into IT systems.

3.44 Another risk the project faces is correctly identifying all pension providers, so that 
HMRC can communicate with the whole sector. There is no definitive list of pension 
providers so HMRC cannot be sure that its messages have reached everyone it 
needs to. HMRC has held forums and published information on gov.uk among other 
communications activities to publicise the coming changes.
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3.45 HMRC’s planned process presents some risks. HMRC has recognised it will need 
to communicate clearly with the individuals affected. 

a HMRC’s process operates in arrears, so it takes between 13 and 23 months for 
providers to apply Scottish taxpayer status to their records (Figure 14). HMRC sets 
a single status for the whole financial year, even when people move across the 
border during the year. This design means some people’s pension relief and tax 
code will not have the same Scottish taxpayer status, bringing a risk of confusion. 

b HMRC’s process means that some people who move across the Scottish border 
will initially receive the wrong amount of relief because their former taxpayer status 
has been applied. HMRC has plans to correct this. For people who overpay, HMRC 
will send a P800 notice and adjust their tax code for the next year. For people 
who underpay, HMRC will send refunds directly. Individuals who receive a refund 
will have to pay this into their pension themselves. It estimates that there will be 
15,500 of these.21 

c There is also a risk of confusion and incorrect relief payments for some people with 
more than one policy. Someone with two policies, for example, could receive two 
different rates of relief for the same year. This is because, when someone sets up 
a new policy, their pension provider will be able to use HMRC’s look-up service to 
check their status and ensure it is accurate from the beginning, whereas it takes 
longer for HMRC to update providers with the status of existing policyholders. It will 
correct underpayments and overpayments in the same way as for (b) above.

21 This is HMRC’s estimate of the number of people who make cross-border moves in a year in which they receive relief 
at source. 
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Figure 15 shows the planned timetable operates in arrears, so it takes between 13 and 23 months for providers to apply Scottish taxpayer statuses to their records

Figure 14
Relief at source process from April 2019

The planned timetable operates in arrears, so it will take between 13 and 23 months for providers to apply 
Scottish taxpayer status to their records

April

Scheme member moves 
into or out of Scotland

July

Annual returns deadline

Note

1 Providers will be able to use a look-up service during the year.

Source: National Audit Offi ce

Minimum of 13 
month delay before 
having the correct 
Scottish taxpayer 
status applied

April

Providers apply Scottish 
taxpayer status to records

January

HMRC tells providers 
which of their members 
were Scottish taxpayers

April

Providers apply Scottish 
taxpayer status to records

March

Scheme member moves 
into or out of Scotland

Maximum of 23 month delay 
before having the correct 
Scottish taxpayer status applied

July

Annual returns deadline

Tax year 3Tax year 1 Tax year 2 Tax year 4
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Part Four

Costs

4.1 This part considers the administrative costs of the Scottish rate of income tax,  
and whether these costs are accurately estimated and reasonable.

Costs incurred in 2016-17

4.2 We have previously reported that the Scottish Government reimbursed £1.7 million 
to HMRC for the cost of implementing the Scottish rate of income tax in 2014-15, and 
£8.4 million in 2015-16 (Figure 15). In 2016-17, £6.3 million was spent on the three 
Scottish rate of income tax and related projects.22 The cost to date is £17.4 million.23 
HMRC sends invoices directly to the Scottish Government each quarter. It incurred 
costs of £148,259 which it did not charge to the Scottish Government in 2016-17. This 
was the cost of changing its systems so that Scottish addresses no longer needed to be 
recorded exactly as in the Royal Mail Postcode Address File for the people living at the 
addresses to be flagged as Scottish taxpayers.

4.3 Of all costs in 2016-17, 72% were IT costs. IT costs included, for example, the cost 
of making changes to financial accounting systems to account for the Scottish rates, and 
the cost of changes to automated letters, to refer to the Scottish rates. The remainder 
were staff costs (24%) and other spending, including travel and postage (4%).

4.4 We examined HMRC’s method for estimating the costs of collecting and 
administering the Scottish rate of income tax for the year to ensure this was reasonable. 
Based on our procedures, the amount repaid by the Scottish Government for the year 
ended 31 March 2017 is fairly stated.

Robust performance and cost data

4.5 HM Treasury guidance requires departments to report accurate and meaningful 
financial information about performance. It is also important that the Scottish 
Government receives data that allows it to hold HMRC to account for its performance in 
administering the Scottish rate of income tax. Early in 2016-17, the Scottish Government 
did not think it had received enough information on costs from HMRC. HMRC 
addressed this concern by providing more detail, including monthly cost profiles.

22 Due to rounding, this revised figure is higher than the £6.2 million published in HMRC’s annual report and accounts 
2016-17, due to late receipt of an invoice for £33,000.

23 Includes costs incurred pre- April 2014 of £1.0 million.
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Figure 15 shows spending is moving from implementation costs to business-as-usual running costs

4.6 Every year, the service level agreement between HMRC and the Scottish 
Government requires HMRC to provide performance data to the Scottish Government. 
The Scottish Government was originally supposed to receive the first quarterly report in 
October 2016, but received its first report in July 2017. It contained information on changes 
in customer contacts and complaints. It did not contain information on changes in Scottish 
taxpayer status because of HMRC’s concerns about the accuracy of these data.

Figure 15
Actual and forecast spending, 2012-13 to 2019-20

Spending is moving from implementation costs to business-as-usual running costs
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Note

1 Costs are for the Scottish rate of income tax project and the further Scottish income tax powers and relief at source projects.

2 Figures are actual up to and including 2016-17, and forecasts from 2017-18 onward.

3 Figures may not sum due to rounding.

Source: National Audit Office analysis of HM Revenue & Customs data
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4.7 HMRC agreed to provide the following to the Scottish Government:

• an assessment of risk and planned approach to compliance activity; 

• details and outcomes of compliance activities undertaken;

• data on address record checks and in-year changes to Scottish taxpayer status;

• Scottish income tax receipts and liabilities;

• customer service performance; and

• administrative costs.

Estimated total cost of implementing the Scottish rate of 
income tax

4.8 HMRC forecasts to spend £26.8 million in total on implementing the Scottish rate of 
income tax and two associated projects: further Scottish income tax powers; and relief 
at source. These run from 2012-13 to 2018-19. Most of the remaining expenditure will be 
on implementing the relief at source project (paragraphs 3.39 to 3.45).

4.9 The estimated lifetime costs of the projects have fallen over time from the maximum 
of £35 million initially expected.24 HMRC explained that this was due to increasing 
precision about costs as work progressed, rather than the work reducing in scope or 
HMRC cutting any of its plans.

Factors affecting the administrative cost

4.10 The cost of administering the Scottish rate of income tax is higher if the Scottish 
rate diverges from the UK rate. In October 2015, HMRC estimated that the running 
costs from April 2016 would be between £2 million and £2.5 million if the Scottish 
rates matched the rest of the UK, and between £5.5 million and £6 million if they were 
different. The cost will increase if: 

• the Scottish Government changes the band structure, such as adding or 
removing bands; 

• a large number of Scottish taxpayers are affected by a change; 

• changes result in more customer contacts; or 

• changes come late in the year.

24 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2014-15, Session 2015-16, 
HC 627, National Audit Office, November 2015.
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Appendix One

Our audit approach

1 We reached our findings following our analysis of evidence collected between 
May and September 2017. We outline our main methods below.

Document review

2 We reviewed published and unpublished HMRC documents about the Scottish 
rate of income tax. We also reviewed information published by the Office for Budget 
Responsibility, Scottish Government, Office for National Statistics and HM Treasury, 
and reports on research carried out on HMRC’s behalf by Ipsos MORI.

Data analysis and model review

3 In Part One, we reviewed HMRC’s UK Income Tax Liabilities Statistics (ITLS), which 
estimates the number of Scottish higher and additional tax payers in 2017-18. Income 
Tax Liabilities Statistics is a National Statistics publication by HMRC. This uses data from 
the Survey of Personal Incomes from 2014-15 – the latest available data – and projects 
forwards to 2017-18. The data is projected using economic assumptions consistent with 
the Office for Budget Responsibility’s (OBR) March 2017 Economic and fiscal outlook.

4 The £43,000 higher rate threshold taking effect from April 2017 only applies to non-
savings and non-dividend income. Taxpayers in the rest of the UK will pay the higher 
rate of tax on income over £45,000. A small number of Scottish taxpayers whose non-
savings and non-dividend income is less than £43,000, but with savings and dividend 
income which takes their total income over £45,000, will only pay the higher rate of tax 
on income over £45,000. https://www.gov.uk/government/uploads/system/uploads/
attachment_data/file/616452/Income_Tax_Liabilities_Statistics_May_2017.pdf  
(Table 2.2, page 31).

5 In Part One, we used HMRC’s statistical tables of income by percentiles across the 
UK (https://www.gov.uk/government/statistics/percentile-points-from-1-to-99-for-total-
income-before-and-after-tax) to estimate the number of taxpayers in Scotland who had 
income between £43,000 and £45,000 and would pay tax at a higher rate than others in 
the UK. We then applied this to the estimated Scottish taxpayer population of 2.6 million. 
This calculation assumes that income distribution is the same across Scotland and the 
rest of the UK. It also assumes a linear distribution between income percentile points.
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6 Part Two describes HMRC’s methodology in estimating the revenue attributable 
to the Scottish rate of income tax in 2016-17. This is illustrated in Figure 8 on page 21. 
We undertook a full review of HMRC’s estimate in accordance with International 
Standards on Auditing 540. 

Interviews

7 We undertook semi-structured interviews with HMRC staff, including project 
managers, communications specialists, and senior civil servants. We also spoke to the 
Scottish Government, HM Treasury, and representatives of the Association of British 
Insurers, the Association of Taxation Technicians and the Chartered Institute of Taxation.

Previous National Audit Office work

8 We drew on audit findings from our two previous reports on the Scottish rate 
of income tax.25,26 

25 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2014-15, Session 2015-16, 
HC 627, National Audit Office, November 2015.

26 Comptroller and Auditor General, The administration of the Scottish Rate of Income Tax 2015-16, Session 2016-17, 
HC 871, National Audit Office, December 2016.
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