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Introduction 

1. This note highlights some key issues in relation to the SFC’s ‘Fiscal Update’ published on 
Wednesday 2nd September 2020.  

2. This note covers: 

a. Changes in the Scottish Government’s funding in 2020-21, with a particular focus 
on the role of additions to the block grant and policy-driven changes in block 
grant adjustments (BGAs) for fully devolved taxes.  

b. The fiscal framework and fiscal flexibilities; 

c. The economic and fiscal outlook, including a discussion of key uncertainties and 
comparisons between Scotland and the UK as a whole, and how potential 
increases to devolved taxes (such as income tax) in England and Northern Ireland 
by the UK government could affect the Scottish budget. 

A. Changes in the Scottish Government’s funding in 2020-21 

3. The OBR’s latest estimate is that the UK Government’s policy measures in response to 
the Covid-19 crisis amount to an increase in spending of £192.3 billion in 2020-21. 
Figures for Scotland’s share of this are not available, but the SFC notes that a population 
share would be around £16 billion.  

4. Most of this relates to expenditure on UK wide schemes, including the Coronavirus Job 
Retention Scheme (CJRS), the Self-Employed Income Support Scheme (SEISS) and the 
cost of loan guarantees and writing off business loans. Note that some of the cost of 
these schemes will be recouped through higher income and other tax revenues and 
lower benefit expenditure than otherwise would have been the case so the ultimate 
cost is less than the expenditure incurred.  

5. The Scottish Government’s budget has also increased, largely due to increases in block 
grant funding. The stamp duty holiday in England is also expected to reduce the BGA for 
land and buildings transactions tax (LBTT). And the Scottish Government plans to draw 
down more from its reserves. 

6. Additional funding in England for services – such as health and local government – that 
are devolved to Scotland has resulted in approximately £5.7 billion of additional block 
grant funding for the Scottish Government via the Barnett formula. The breakdown of 
how this is calculated is illustrated in Figure 1, below, which is based on information 
from SPICe. However, the UK government has guaranteed that the Scottish 
Government will in fact receive a minimum of £6.5 billion of additional resource block 
grant funding in 2020-21, equivalent to a 22% increase relative to the Barnett-
determined block grant funding (and a 18% increase in the overall resource funding 



envelope) assumed in the February 2020 Scottish Budget. As of July 31st, Audit Scotland 
estimates the Scottish Government had allocated £5.3 billion of additional funding for 
Covid-related purposes, with a higher proportion going to business support than in 
England. However, some of this relates to future years and is funded by re-
prioritisations so the total in-year increase in spending (including on business rates 
reliefs) this year is around £3.7 billion.  

Figure 1. Additional funding and the £6.5 billion guarantee  

 

Source: SPICe.  
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Box 1. The £6.5 billion minimum funding guarantee  

The SFC notes that the guarantee of a minimum of £6.5 billion of additional 
funding significantly reduces the risk to the Scottish Budget of funding being 
revised down later in the financial year if the UK government decides to reduce 
funding allocations for England. This is because the minimum funding guarantee 
provides a funding ‘floor’ and overrules the allocations calculated by the Barnett 
formula if the latter are lower. On the other hand, if further funding for England is 
announced and the Barnett formula implies Scotland should receive more than £6.5 
billion, the Scottish Government will receive higher amount as calculated by the 
formula.  

However, the minimum funding guarantee could mean there is some scope for 
confusion in the coming months. In particular, additional funding for England will 
not generate any additional funding for the Scottish Government until the Barnett 
formula implies the total amount received should be greater than £6.5 billion. This 
must be borne in mind when the UK government makes new funding 
announcements.  

New spending of just over £8 billion can be announced in England before the 
Barnett formula implies the Scottish Government should receive more than the 
£6.5 billion funding guarantee. If significant new sums are announced for England, 
the funding guarantee will no longer reduce risk that much for Scotland.  



 

7. In addition to higher block grant funding, the SFC assumes that the BGA for LBTT will be 
reduced by £60 million in 2020-21 (and a further £60 million in 2021-22) as a result of 
the stamp duty holiday in England and Northern Ireland reducing revenues. This figure 
is based on the OBR’s updated scenarios for stamp duty revenues in England, but is 
subject to significant uncertainty, and will depend on how property transactions and 
prices in England and Northern Ireland evolve over this year and next.  

8. The SFC estimates that the Scottish Government’s changes to LBTT will cost less than 
this: £37 million in 2020-21 (and a further £23 million in 2021-22). However, these 
costings are based on pre-Covid forecasts for property transactions and prices, and are 
likely to be an over-estimate of the actual cost. This is because the SFC has not updated 
its forecasts for devolved tax revenues since February 2020, prior to the full scale of 
the Covid-19 crisis becoming apparent. The OBR has also not formally updated its pre-
Covid-19 forecasts, but it has produced updated ‘scenarios’ (optimistic, central and 
pessimistic) for tax revenues and spending for the UK as a whole, which have informed 
its policy costings.  

9. Updated forecasts for Scottish revenues and the BGAs will be produced in the next SFC 
and OBR forecast, respectively. These will not affect the income tax ‘revenues’ paid 
over to the Scottish Government or the BGA for income tax: both are fixed until 
outturns data is available for reconciliation in 2023-24. Other devolved taxes and 
welfare will be adjusted in the current financial year though.  

10. The SFC expects devolved tax revenues and associated BGAs to fall, and devolved 
welfare and associated BGAs to increase. The net effect on the Scottish Budget will 
depend on whether revenues in Scotland fall by more or less than the BGAs, which are 
based on revenue performance in England and Northern Ireland (E&NI), and whether 
devolved welfare spending increases by more or less than the rest of the UK (rUK).1 
Potential factors affecting the scale of changes in tax revenues and welfare spending 
and the differences between Scotland and the E&NI / rUK are discussed in Section (C) 
below.  

11. The Scottish Government has not received any additional capital block grant funding 
as a result of the Covid-19 crisis. This is because additional capital investments 
announced by the UK government, such as those confirmed in the Summer Economic 
Update, are assumed to be funded by underspends on existing projects. The Scottish 
Government is drawing down some additional funding from the capital reserve and still 
plans to borrow the £450 million for capital investment – plans which give it some 
flexibility should it find it difficult to deliver planned investments in full, as discussed in 
Section (B) below.  

  

                                                           
1 A discussion of how the BGAs were initially calculated (based on Scottish revenues at the point of devolution) and 
indexed (based on performance of revenues in E&NI or rUK) was produced by David Eiser: 
https://www.parliament.scot/S5_Finance/Essentials_of_the_Fiscal_Framework_David_Eiser.pdf.  

https://www.parliament.scot/S5_Finance/Essentials_of_the_Fiscal_Framework_David_Eiser.pdf


B. Fiscal flexibilities and the fiscal framework 

12. The Update highlights how the Scottish budget is subject to greater risk and in-year 
variability than historically as a result of the devolution of tax and social security 
powers. It highlights the tools and resources available to the Scottish government to 
manage these risks, including the use of borrowing powers and reserves. It is also worth 
noting that the fact the BGAs are linked to revenues and spending in E&NI / rUK also 
reduces risk, as the Scottish Government only bears the risk of changes relative to the 
rest of the country, not the overall changes.  

13. The Scottish Government already plans to borrow £207 million to cover the cost of 
reconciling income tax revenues in 2017-18. That leaves £93 million available to 
manage forecast errors, unless a ‘Scotland-specific-shock’ is declared, in which case 
the borrowing limit is increased to £600 million, leaving £393 million. A Scotland-
specific shock occurs when GDP growth is less than 1% and when Scottish GDP growth is 
1 percentage point less than that of the UK as a whole. The first part of this rule is 
almost certainly going to be satisfied – independent forecasts are for the economy to 
shrink significantly. But the latter part of this rule is not yet satisfied (Scottish growth 
over the year to June was 0.5 percentage points lower than for the UK as a whole) and 
may not or may not be satisfied later this year (although as discussed in Section C, there 
is some tentative evidence that economic activity has recovered less quickly in Scotland 
than England). The SFC therefore says the Scottish Government “should not rely on the 
additional borrowing powers becoming available”. It is also worth noting that the 
borrowing powers are only available to address forecast errors – not to pay for spending 
increases or tax cuts.  

14. The Scottish government could draw down up to £70 million more from the Scotland 
Reserve for resource spending if it wanted to, but that would exhaust the Reserve.  

15. It could draw down up to £56 million more from the Capital Reserve before hitting the 
£100 million limit, although the SFC notes that the UK government has allowed 
drawdowns to exceed drawdown limits 3 times in the past, creating a precedent for 
flexibility. The Fiscal Framework agreement also explicitly allows for the waiving of 
drawdown limits if a Scotland-specific economic shock occurs. However, it may be more 
likely that the Scottish Government underspends rather than overspends its existing 
capital budgets, given the initial halt to construction and potential constraints on 
capacity given social distancing. The OBR has assumed that for the UK as a whole, 
spending on pre-planned capital investments will be £5 billion lower than it initially 
forecast, although £4 billion of new and brought-forward spending mostly offsets this. If 
underspends do occur, the government could respond by: 

a. Not drawing down the £56 million of reserves and indeed could pay hundreds of 
millions in to the reserve.  

b. Not borrowing the £450 million it currently plans to borrow for capital 
investment.  

16. The Update discusses the additional fiscal flexibilities requested by the Scottish 
Government, but does not assess whether existing flexibilities are likely to be 
sufficient or not.   



C. Economic and fiscal situation and outlook  

17. The Update highlights recent economic indicators but when looking to the future 
provides a largely qualitative rather than quantitative assessment of the economic 
and fiscal outlook.  

The current economic situation 

18. The SFC shows how GDP is estimated to have fallen by slightly less in Scotland between 
February and April (24%) than in the UK as a whole (25%), but to have recovered slightly 
less strongly in May and June than the UK as a whole, leaving GDP in both down 17-18% 
in June relative to the start of the year.  

19. The Purchasing Managers Index (PMI), a leading economic indicator based on a survey 
of businesses, has recovered less strongly in Scotland than the UK as a whole. A value 
of over 50 indicates growth. In Scotland the PMI was 49 in July, suggesting ongoing 
economic decline. This compares to 62 in the English West Midlands, and 60 in the 
English North East, South West and Yorkshire & Humber and 57 for the UK as a whole.2 
Neither the SFC nor the producers of the PMI discuss why figures for Scotland are lower 
than for England and the UK as a whole.  

20. One reason for the PMI lagging the UK as a whole could be that the re-opening of 
retail, hospitality and leisure venues took place later in Scotland than England. The SFC 
cites Google mobility data which shows how the re-opening of retail on 15th June in 
England and 29th June in Scotland is associated with more rapid growth in visits to retail 
and entertainment hubs.  

21. The Scottish PMI data shows growth in manufacturing but continued weakness in the 
service sector in July. This may reflect the fact that parts of the service sector were still 
partially closed during July.  

22. GDP data suggest that, overall, output in the overall service and manufacturing 
sectors was down 18% in June relative to last year. However, within services, output 
for the accommodation and food services sector was down 80%, and transport and 
storage down around one-third. A strong but incomplete recovery in retail sales in May 
and June mean output of the wholesale, retail and motor trades sector was 13% lower 
than the previous year in June. Data therefore suggest a crisis and recovery that varies 
substantially across sectors.  

23. 32% of employees have been furloughed at any point in Scotland, which is the same as 
the UK average. 76% of the self-employed have taken up the Income Support scheme, 
compared to 77% across the UK as a whole. However, a higher fraction of self-employed 
construction workers have taken up the scheme in Scotland, potentially related to the 
closure of non-essential construction sites in Scotland during lockdown.  

24. Figure 4.5 of the SFC’s update could be misread, as it does not make clear that the 
furlough scheme figures are for people who have been furloughed at any point in 
time, not that are currently or continuously furloughed.  Across the UK as a whole, for 
example, HMRC estimates the number of people furloughed on a given day fell from a 

                                                           
2 https://www.markiteconomics.com/Public/Home/PressRelease/d2a7a00217d646278134b9af8c858ecd.  

https://www.markiteconomics.com/Public/Home/PressRelease/d2a7a00217d646278134b9af8c858ecd


peak of 8.9 million on May 8th to 6.8 million on June 30th.3 And the Resolution 
Foundation suggest it was around 3 – 4 million by the end of July.4  

25. Vacancies are noted to be down around 40 – 50% in Scotland and the UK as a whole, 
albeit an improvement on the 60% fall seen in May. Across the UK as a whole, 
vacancies for health and social care have held up, but those for retail jobs are still down 
over 50% and those for catering and hospitality jobs down around 60%. Jobs in this 
sector are increasingly important ‘first jobs’ for young people.  

Potential performance of Scottish revenues 

26. As discussed already, the SFC anticipates falls in tax revenues, but considers the scale 
of these falls and the pace of recovery highly uncertain. It identifies several factors that 
will affect the scale of the fall: 

a. For income tax, this includes the scale of the decline in employment following 
the end of the furlough scheme and the change in earnings (including from the 
furlough scheme). Real time information from employers suggest median pay fell 
slightly less in Scotland than in the UK as a whole over the period to June.  

b. For business rates, this includes business survival rates and longer-term impacts 
on construction, demolition and conversion of business property. 

c. For LBTT, the number of property transactions is the key variable, but the price 
distribution will also matter, especially for non-residential. From April – July the 
number of transactions in Scotland was down by 59% compared to 41% across 
the UK as a whole. This may reflect the slower reopening of the property market 
(and property viewings) in Scotland, and the SFC doesn’t believe these trends are 
“necessarily indicative of a significantly [slower] pick-up in transactions [in 
Scotland] for the rest of the year”.  

d. For welfare spending, Covid-19 deaths may have directly reduced benefit 
spending, and lockdown may have slowed down disability benefit claims. 
However, the suspension of face-to-face assessments and postponement of 
reassessments would push up spending, which the SFC expect will dominate.  

27. As highlighted above, how Covid-19-related changes in tax revenues and welfare effect 
the Scottish Government’s budget will depend not only on revenues and spending in 
Scotland, but also how they evolve in E&NI / rUK. The SFC does not provide much 
commentary on this issue apart from what is described above, considering it too 
uncertain.  

The future economic outlook  

28. The SFC note that GDP grew by 2.3% in May and 5.7% in June, and consider the former 
“more representative of the average pace of monthly growth over the remainder of 
2020”. If this were the case, GDP would fall 11.7% during 2020, with downside risks 
linked to re-imposition of stricter lockdowns in the event of a ‘second wave’. This is not 
a formal forecast, simply an illustrative scenario.  

                                                           
3 https://www.gov.uk/government/collections/hmrc-coronavirus-covid-19-statistics.  
4 https://www.resolutionfoundation.org/publications/the-government-is-not-payn aing-nine-million-peoples-
wages/. 

https://www.gov.uk/government/collections/hmrc-coronavirus-covid-19-statistics
https://www.resolutionfoundation.org/publications/the-government-is-not-payn%20aing-nine-million-peoples-wages/
https://www.resolutionfoundation.org/publications/the-government-is-not-payn%20aing-nine-million-peoples-wages/


29. The SFC expect output will not exceed pre-Covid-crisis levels until the second half of 
2023. Their illustrative projection of Scotland’s potential output (that is the amount of 
output that can be sustained without stoking inflation) suggests Scottish GDP might be 
4% lower in 2025 than it would have without Covid-19. The SFC note significant 
downside risks linked to the potential for the re-imposition of lockdown, which would 
slow recovery and potentially lead to more economic ‘scarring’.   

30. Based on the OBR’s assumption that 15% of those who were furloughed at some stage 
do not immediately return to work, the SFC estimates employment could fall by 
164,000 (or 6.2%) by the end of the year. Unemployment would be almost 2.5 times 
the level forecast in February (267,000 or 9.6% as opposed to 111,000 or 4.0%). Again, 
this is not a formal forecast, simply an illustrative scenario. Employment so far has been 
supported by the furlough scheme, but this is being withdrawn at the end of October on 
current plans.  

31. The SFC attributes the decline in potential output to 3 broad factors: lower net 
migration, lower employment and participation, and lower productivity. Each of these is 
highly uncertain, and the SFC adopts a scenario-based approach, drawing partly on OBR 
scenarios. Consideration of policies that address the different factors might be 
worthwhile.  

32. The SFC expect international net migration to be zero this year, and if that were 
sustained, the working age population would be 30,000 (0.8%) smaller than previously 
forecast by 2025-26. This would reduce potential output by 0.7%.  

33. The SFC expect a slow recovery in the labour market, with lower employment and 
lower participation, especially for younger adults. This can have long-lasting effects on 
their future employment, earnings and progression. They assume 1 percentage point 
increase in the long-run rate of unemployment and a 2 percentage point decrease in 
labour force participation by 16 – 24 year olds. Together, these reduce potential output 
by 0.3%. 

34. The SFC expect that lower trade and investment, research and training, lower 
migration and the potential scaring effects of unemployment, to reduce productivity. 
In addition, if some sectors shrink and others grow there could be (at least temporary) 
reductions in productivity as labour and capital are reallocated. Based on the OBR’s 
central scenario for productivity growth being 0.4 percentage points per year below pre-
Covid-crisis forecasts, the SFC assumes a hit of 2.0 percentage points over 5 years. 

35. Summing these components (0.7% + 0.3% + 2%) leads to a total of 3% rather than 4%, 
meaning it is not clear how the 4% figure was arrived at.  

Future fiscal adjustments 

36. The SFC discusses the potential for future UK government tax rises or spending cuts 
being implemented to reduce borrowing and slow the increase in debt. 

37. In doing this it notes that the UK Government is currently borrowing at historically low 
interest rates. Indeed, OBR scenarios for debt interest spending are around £14 billion 
lower this year and £7 billion lower in 2024-25, despite a big increase in the stock of 



debt.  If debt interest remained at this level, debt would be relatively stable in the 
medium term even without tax rises or spending cuts. 

38. However, it highlights that interest rates might rise, and cites the OBR as saying “It 
seems likely that there will be a need to raise tax revenues and/or reduce spending (as 
a share of national income) to put the public finances on a sustainable path”.  

39. The Scottish Government’s budget could be affected by either approach. For example, 
block grant funding would be reduced if comparable UK departmental spending were 
reduced by the UK government. If income tax were increased in rUK, the BGA for 
income tax would also increase, reducing the net block grant received by the Scottish 
Government. This is a fair and integral part of the Fiscal Framework and is to ensure that 
people in Scotland would not benefit from the expenditure funded by the tax rise in rUK 
without contributing to the cost. The Scottish government would have the choice of 
responding by increasing its own tax rates (for income tax or other taxes) or absorbing 
the cost of the higher BGA in its budget.  

40. The upcoming Budget and Spending Review is expected to set plans for departmental 
spending for 2021-22 to 2023-24. Some tax measures also be announced, but the UK 
government may defer making decisions on tax-raising measures.  
 

 


