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Introduction 

1. This note highlights key issues related to the economic and fiscal forecasts published on 
28/01/2021, and the implications of these forecasts and the Fiscal Framework for the 
Scottish Government’s Budget and resources.    

2. This note covers: 

a. The Scottish Fiscal Commission’s (SFC’s) economic and fiscal (tax and welfare) 
forecasts, and the reasons for and implications of differences from the Office for 
Budget Responsibility’s (OBR) forecasts.  

b. The Fiscal Framework and Scottish Budget; 

c. The Medium-Term Financial Strategy. 

3. It is to be read in conjunction with other inputs, and in particular, the SPICe Budget Briefing.  

A. The Scottish Fiscal Commission’s Forecasts 

4. The SFC’s forecasts published alongside the Budget are the first to be published in almost a 
year, and hence the first to incorporate estimates of the effect of the COVID-19 crisis on the 
economy, tax revenues and welfare spending. Changes since the previous forecasts are 
therefore understandably larger than usual, particularly for the economic forecasts.   

5. Much has also happened in the two months between these forecasts and the latest 
forecasts for the UK as a whole from the OBR, which were published in late November 2020. 
This includes the new COVID-19 variant, re-imposition of national lockdown, and roll out of 
vaccination. As the SFC highlight, its forecasts will differ from the OBR because of the new 
information available to it. However, in relation to two factors – employment and income 
tax revenues, the SFC seems to have made fundamentally different judgements to the OBR. 

COVID-19 assumptions and the economic forecasts 

6. The SFC’s assumptions are set out in Figure 1.1 of its economic and fiscal forecasts. Broadly 
speaking, it assumes a fairly gradual decline in COVID-19 cases and deaths which require 
‘lockdown’ restrictions in Q1, a slow relaxation in Q2 and some ongoing restrictions in Q3 
(with the potential for restrictions to move up as well as downwards over time in at least 
some parts of the country), with restrictions only no longer required from Q4 2021. The UK 
government’s Coronavirus Job Retention (furlough) Scheme is assumed to finish at the end 
of April, in line with current UK government policy. An announcement on whether this is the 
case can be expected on or before the UK budget on 3rd March (the 22nd February, when 
plans for exiting lockdown in England will be set out, is one possibility).  



 

7. Conversely, the OBR had assumed a lower level of restrictions in Q1 2021, broadly 
comparable with the restrictions in place in Tier 3 areas in England in October 2020, which 
allowed educational establishments, gyms and non-essential retail to open, as well as the 
opening of restaurants and pubs serving food to diners from the same household or support 
bubble. Restrictions would be eased from this lower level from Q2 2021, although the OBR 
unfortunately does not say when they assumed restrictions could largely cease.  

8. These differences in assumptions – driven in large part by differences in information 
associated with the timing of forecasts – likely explain most if not all of the difference in 
economic growth forecasts produced by the SFC and the OBR and set out in Table 1 below. 
Neither the SFC nor the OBR expect there to be a significant difference in economic 
performance between Scotland and the UK as a whole in the next few years.  

Table 1. Economic Growth Forecasts 

Forecast 2019 2020 2021 2022 2023 2024 2025 
OBR (Nov 2020) 
- UK 1.3 -11.3 5.5 6.6 2.3 1.7 1.8 

BoE (Feb 2021)  
- UK 1.4 -10.0 5.1 7.1 1.3 n/a n/a 

SFC (Jan 2021) 
- Scotland 0.8 -10.7 1.8 7.5 1.6 1.6 1.7 

Memo:        
SFC (Feb 2020)    
- Scotland 0.9 1.0 1.1 1.2 1.2 1.2 n/a 

 

9. Given the OBR’s forecasts were made before the SFC’s and before the new-variant and new 
lockdown measures, we might expect that the OBR’s March 3rd forecasts will be adjusted to 
be more similar to the SFC’s. However, this is not necessarily the case.   

a. Factors that could lead to the OBR maintaining its stronger forecast include it 
assuming faster and/or more impactful roll-out of the vaccine, as well as a stronger 
rebound in consumer expenditure and business investment, than assumed by the 
SFC. In this regard, it is notable that the Bank of England’s forecasts published on 
February 4th (also shown in Table 1)1, are actually much more similar to the OBR’s 
than the SFC’s, largely due to its assumption of relatively rapid easing of restrictions 
and rebound in spending.  

b. Factors that could lead to downwards revisions include assumptions of slower 
and/or less impactful roll-out of the vaccine, as well as a greater ‘scarring’ effect of 
the COVID crisis (e.g. if it prompts big changes in the type and location of 
employment opportunities).  

c. The plans for exiting lockdown in England which the UK government are due to set 
out on 22nd February will provide potentially important information to help make 
these judgements – but it is unclear whether the OBR will be able to fully account 
for these plans due to the time taken to produce its forecasts.  

                                                             
1 https://www.bankofengland.co.uk/monetary-policy-report/2021/february-2021.  

https://www.bankofengland.co.uk/monetary-policy-report/2021/february-2021


 

10. Of course, these factors will matter not just for updates to forecasts, but also economic 
performance and outturn data. If restrictions in Scotland are eased more (less) quickly than 
in England, then we could expect a faster (slower) resumption of economic activity. 
However, unless there are very large differences in the timing and extent of relaxation, 
evidence from 2020 – when restrictions were a little more stringent and relaxed a little later 
in Scotland, but overall economic growth and labour market trends similar – suggest any 
differences in overall economic performance would be small.2  

11. However, the differences in forecasts do mean that a Scotland-specific economic shock has 
been forecast, giving access to greater resource borrowing and reserve drawdown powers – 
discussed in Section B. This access will remain even if future OBR or SFC forecasts (or 
outturns data) imply that a Scotland-specific economic shock will not (or has not) arise(n).  

12. It is also worth noting that like the OBR, the SFC forecasts that the economy will be 3% 
smaller in real-terms at the end of the forecast horizon than it was previously expecting. Of 
this, approximately 1 percentage point relates to lower employment and 2 percentage 
points relates to lower productivity. Nevertheless, productivity growth is forecast to be 1.6% 
in 2025 – the highest level since prior to the late 2000s financial crisis.  

Employment and earnings forecasts 

Table 2. Employment, Unemployment and Earnings Growth Forecasts 

Forecast 2019 2020 2021 2022 2023 2024 2025 
Employment 
Growth        

OBR (Nov 2020) - 
UK n/a -0.4% -2.2% +0.8% +1.5% +1.2% +0.5% 

SFC (Jan 2021) 
- Scotland +0.1% -2.4% -1.5% +1.2% +0.9% +0.4% +0.2% 

        
Unemployment 
Rate        

OBR (Nov 2020) - 
UK 3.8% 4.4% 6.8% 6.5% 5.4% 4.5% 4.4% 

SFC (Jan 2021) 
- Scotland 3.6% 6.0% 7.1% 5.9% 5.0% 4.7% 4.5% 

        
Average Earnings 
growth        

OBR (Nov 2020) - 
UK +2.9% +1.2% +2.1% +2.0% +2.4% +3.0% +3.5% 

SFC (Jan 2021) 
- Scotland +4.2% +2.5% +2.6% +2.4% +2.7% +3.0% +3.3% 

 

13. As shown in Table 2, the SFC’s forecasts for employment also differ significantly from the 
OBR’s. In particular, the SFC forecasts a larger fall in employment and increase in 
unemployment in 2020 and a smaller fall in employment and increase in unemployment in 
2021 than the OBR. It also forecasts stronger growth in average earnings in each year of the 

                                                             
22 And, easing restrictions too early could harm economic performance if it increased the likelihood of having to re-introduce more 
stringent restrictions as a result of a surge in COVID-19 cases 



 

forecast, with the exception of 2025. As discussed below, these differences are likely to at 
least partly explain the ‘conundrum’ for why its income tax forecasts for 2021-22 onwards are 
more optimistic than the OBR’s, despite its economic forecasts being more pessimistic.  

14. The reasons for these differences are not set out in the SFC’s report. While it would be helpful 
if they were, this might be a difficult ask for the SFC – their role is to produce their best 
forecasts for Scotland, rather than assess and explain the OBR’s forecasts for comparison 
purposes.  

15. However, I have a tentative explanation relating to the data used in the two sets of forecasts 
and judgements about what will happen following the ending of the furlough scheme. The 
upshot of this is that the SFC’s forecasts for 2020 are likely to be more accurate than the OBR’s 
– which is perhaps unsurprising given the timing of the forecasts – BUT it may not be the case 
that the SFC’s forecasts for 2021 onwards are more accurate.  

16. The SFC says that it aligns its employment and earnings forecasts for 2020 with data from 
HMRC’s real time information (RTI) from employers. So how does this data compare to 
forecasts? 

a. RTI data suggest the number of employees on payrolls in Scotland was on average 2% 
lower in 2020 than in 2019. This is a little smaller than the SFC’s forecast of a 2.4% fall 
in employment. However, that forecast also covers the number of people who are 
self-employed, which is likely to have fallen by more than the number of employees.3 
So we would expect the SFC to forecast a slightly larger fall in overall employment.   

b. The RTI data suggest the number of employees on payrolls across the UK as a whole 
was 1.5% lower in 2020 than in 2019. This is a substantially larger fall than forecast by 
the OBR (0.4%). Again, larger falls in self-employment mean that, if anything, we 
would have expected the fall in overall employment forecast by the OBR to larger than 
the figure for employees only – not smaller.  

17. The OBR does not set out what data it has used in its employment forecasts for 2020. 
However, it seems likely that its figures are instead from the Labour Force Survey, which 
showed employment falling by just 0.2% between January to October 2020 compared to the 
same period in 2019 – fairly close to the OBR’s full year forecasts.4 However, there are reasons 
to suspect that this Survey is understating the fall in employment – in particular, because it 
uses population projections from prior to the COVID crisis, which will not pick up the impact 
of migrants leaving the UK as a result of the crisis. Recent research suggests this may be a 
major issue, with potentially over a million people leaving the UK by Autumn 2020.5  

18. It therefore seems the SFC’s forecasts for 2020 are likely to be more accurate than the OBR’s. 
But that does not mean its forecasts for 2021 will be. In particular, the fact employment has 
likely already fallen fairly substantially – in line with the SFC’s forecasts – does not mean that 
it will fall less quickly this year. This is especially true if the furlough scheme ends while there 
are significant ongoing restrictions, as the SFC assumes.  

19. The SFC is right that it is very unclear just how much the usual relationships between GDP, 
employment and tax revenues will break down as a result of the furlough scheme. So, it is not 

                                                             
3 https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/timeseries/dyzn/lms.  
4 https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/timeseries/mgrz/lms.  
5 https://www.escoe.ac.uk/estimating-the-uk-population-during-the-pandemic/.  

https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/timeseries/dyzn/lms
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/timeseries/mgrz/lms
https://www.escoe.ac.uk/estimating-the-uk-population-during-the-pandemic/


 

surprising that the SFC and OBR have come to somewhat different and seemingly inconsistent 
judgements on how the economy, employment and tax revenues will evolve. Even so, I am 
still somewhat surprised that the SFC did not forecast a bigger fall in employment given its 
assumptions about COVID-19 restrictions and recovery. The SFC does not provide much 
information on how it made its employment forecasts – including, for example, what share of 
workers that are furloughed that it expects to lose their jobs when the furlough scheme ends.  

Income tax forecasts – and implications for future Budgets 

20. The SFC’s report and SPICe Budget Briefing provide a good overview of the tax forecasts which 
I will not repeat. Instead, I want to build on the previous section to explain why the SFC 
forecasts for income tax show revenues growing by more than the BGA, particularly in 2021-
22. This is despite its forecast for slower GDP growth in 2021-22.  

21. The first thing to note is that the SFC has downgraded its income tax forecasts for 2021-22: 
from £12,897m to £12,262m.  But the OBR has downgraded forecasts for rUK revenues by 
more leading to the forecast for the BGA to decline from £12,742m to £11,788m. This means 
the two sets of forecasts now imply revenues will exceed the BGA by £475m in 2021-22, 
compared to a figure of £155m implied by February 2020’s forecasts.  

22. The SFC describes how two factors mechanically explain this: 

a. First, as discussed above, that it forecasts employment to fall by less and average 
earnings to grow by more in 2021 than the OBR forecast in November. Overall it 
forecasts total earnings to grow by 1.8% in 2021-22, compared to the 0.0% expected 
by the OBR. This can probably explain around half of the faster growth in Scotland’s 
income tax revenues. 

b. A significant part of the other half is because it expects earnings growth to be more 
“tax rich” – that is each pound of earnings translating into more tax revenues. Why 
this is the case it unclear, but it may be because the SFC expects more of the job losses 
to be among lower paid workers who pay relatively little tax, and/or more of the 
earnings growth to be among higher paid workers, who face higher marginal tax rates.  

23. The SFC also says that it does not actually expect revenues to increase this much faster than 
the BGA when outturns data are available. This is because it does not expect the Scottish 
economy, employment and tax bases to evolve fundamentally differently from those in rUK.  

24. If this assessment is correct, this means that the additional funding provided by the SFC’s more 
optimistic income tax forecast is temporary. A negative reconciliation of potentially around 
£300m would be required in 2024-25, which incidentally is the year after the additional 
borrowing allowed as a result of a Scotland-specific economic shock ends. This means there is 
an elevated risk borrowing powers would be insufficient to cover reconciliations in that year.   

25. It would not matter for the Scottish budget whether this reconciliation was a result of 
revenues being lower than the SFC forecast, or the BGA being higher than the OBR forecast 
(or indeed, both being higher or lower than forecast, but with a smaller gap between the two). 
But whether it is the SFC’s or OBR’s forecasts for employment, earnings and hence income tax 
revenues that are closer to reality will matter to the Scottish people.  

26. As mentioned above, the SFC’s forecasts for 2020 are more accurate. But that does not mean 
its forecasts for 2021 will be. In particular, it is possible that the end of the furlough scheme is 



 

associated with bigger job losses of the kind assumed by the OBR – which would mean lower 
employment, total earnings and income tax revenue growth. On the other hand, the potential 
extension of the furlough scheme beyond April – at least in some form – could prevent or at 
least further delay job losses.  

B. The Fiscal Framework and Scottish Budget  

27. In this section of the note I highlight how issues related to the Fiscal Framework – such as tax 
and BGA forecasts, borrowing and reserve powers, Barnett consequentials – are affecting the 
Scottish Budget. The main focus is 2021-22, but I also discuss the implications of income tax 
and BGA forecasts for budgets in 2022-23 to 2024-25.  

28. Up front, it is worth noting that based on the latest forecasts, a Scotland-specific economic 
shock will take place in 2021-22, meaning enhanced borrowing and reserve-drawdown 
powers in that year, as well as 2022-23 and 2023-24.  

29. It is also worth noting that the upcoming review of the Fiscal Framework could lead to changes 
in its rules and operations – including calculation of BGAs, borrowing and reserve powers, and 
potentially even the scope of fiscal devolution. The following discussion is based on the 
existing Fiscal Framework.  

 The Fiscal Framework and 2021-22 Budget 

30. Drawing on Tables 2.2 and 2.5 of the SFC’s forecast report, Table 3, below, provides an 
overview of the resource funding for the Scottish Government in 2020-21 and 2021-22.6  

Table 3. Overview of Scottish Resource Funding, 2020-21 and 2021-22, £ millions 

Funding stream 2020-21 2021-22 Difference 
Barnett block grant (non COVID) 29,816 30,923 1,107 
COVID-19 funding 8,600 1,828 -6,772 
       Of which, not yet confirmed 0 500 500 
SFC tax forecasts 12,977 12,937 -40 
Tax and non-tax revenue BGAs -12,825 -12,430 394 
Social security BGAs 3,185 3,310 124 
Forecast reconciliations -177 -319 -142 
Resource borrowing 207 319 112 
Resource reserve drawdown 149 231 82 
Non-Domestic Rates  1,868 2,631 763 
Other funding 778 1,002 224 
    
Total resource funding (inc COVID) 44,579 40,431 -4,147 
Total resource funding (ex. COVID) 35,978 38,605 +2,626 
    
Note: minimum underspend 
required to enable reserve 
drawdown in 2021-22 

162   

 

                                                             
6 This table and subsequent discussion is based on the SFC’s forecasts and Budget documentation and does not 
account for HM Treasury’s announcement of additional funding on 15th February.  



 

31. The first thing to note is that inclusive of COVID-19 funding, the resource funding available for 
public service and social security spending is set to be 9.3% lower in 2021-22 than 2020-21, 
which is a substantial fall. This reflects a reduction in COVID-19 related block grant funding 
from £8.6 billion in 2020-21 to an assumed £1.8 billion in 2021-22 (of which only £1.3 billion 
has been confirmed so far).  

32. On the other hand, core non-COVID funding available for public service and social security 
spending is set to be 7.3% higher than in 2020-21, which is a substantial increase. This is 
explained by several factors: 

a. Increases in the Barnett-determined block grant only explain just over four tenths 
(£1,107m) of the total increase in non-COVID funding (£2,624m) 

b. The ending of the business rates holiday for the retail, hospitality and leisure sector 
at the end of June means an increase in non-domestic rates revenue (£763m) explains 
almost three tenths of the overall increase.  

c. Approximately 13% is due to an increase in net tax revenues, with revenues set to fall 
by less than the BGAs – although as discussed above, the SFC and OBR think this is an 
artefact of their forecasts rather than genuine differential performance.  

d. Around 7% reflects assumptions about those in business rates reliefs returning £185m 
to the government.  

e. An increase in planned resource borrowing largely offsets an increase in the cost of 
reconciling forecast errors.  

33. When considering these figures, it is important to bear in mind that of the £8.4 billion in 
COVID-19 funding provided in 2020-21, approximately £1 billion was utilised to pay for the 
business rates reliefs to the retail, hospitality and leisure sectors. Full extension of the business 
rates reliefs in 2021-22 would therefore require over half of the COVID-19 consequentials the 
Scottish Government has assumed it will receive next year (£1.8 billion), reducing the amount 
available to address COVID impacts on health, local government and education services.  

34. The second thing to note is that the plans to draw down £231 million of resource reserves in 
2021-22 imply that the Scottish Government expects to underspend its budgets by at least 
£162m in 2020-21. This is because based on its stated budgets and drawdown plans in 2020-
21, there would only be £69m in reserves to draw down next year.  

a. Unplanned underspends of £162m would not be especially large in the context of the 
Scottish Government’s overall budget. Prudent budget management and a focus on 
ensuring maximum impact and value-for-money imply that it can be better to carry 
forward funding to spend in future than spending it immediately.   

b. My view is that there is a strong likelihood of underspends being more significant, 
meaning a larger payment into reserves in 2020-21. The Scottish Government could 
carry forward an additional £267m on top of the minimum £167m its plans imply and 
still be within the £700m total limit for the Scottish Reserve.  

c. If underspends were even larger than this, the SFC warns that the Scottish 
Government could lose funding. I think that there would be a way to avoid this: 
provide additional grant funding to Scottish local authorities before the end of 2020-
21, with an equivalent reduction to their funding in 2021-22. Scottish local authorities 



 

have no restrictions on the reserves they can hold, meaning the timing of grant 
payments to local authorities can be used to give the Scottish Government more 
flexibility in its budget management.  

d. If more funding is carried forward via the Reserve, it would be possible for the Scottish 
Government to draw down more in 2021-22 – up to the maximum held in the reserve 
given that the declaration of a Scotland-specific economic shock means drawdown 
limits are abolished. However, the Scottish Government may wish to retain funding in 
the Reserve to address unexpected issues in future years.  

35. The third thing worth highlighting is that the Scottish Government has allocated its entire 
budget including assumed borrowing, reserve drawdowns and £500m of as yet unconfirmed 
COVID-19 Barnett consequentials. This is in contrast to the position of the Welsh government, 
which has held back decisions on how to allocate COVID-19 related funding in full. 

a. On the one hand, allocating this funding up front gives more time for departments to 
plan their spending, which should enable greater efficiency and impact.  

b. On the other hand, it does create a risk that some areas may see their budget 
subsequently cut if pressures in other areas are greater than anticipated now, or the 
full £500m of additional Barnett consequentials assumed are not forthcoming.  

c. On the latter point, the £500m is equivalent to 60% of what Scotland would receive if 
the full COVID reserve for 2021-22 were allocated between Barnettable and non-
Barnettable spending as in 2020-21. This means it is consistent with some of the UK’s 
reserve being unspent and/or more of it being spent on non-Barnettable items.  

d. The upcoming UK Budget is likely to see additional funding for business rates reliefs 
and potentially business grants, which would generate additional Barnett 
consequentials. Combined with other spending this would have to amount to 
approximately £5 billion of Barnettable spending to generate £500m of additional 
funding for Scotland – although additional funding could also be announced later in 
the year.  

36. The fourth thing worth highlighting is that the Scottish Government could, if it wished, choose 
to borrow more in 2020-21, and carry forward additional funding via the Scotland Reserve (or, 
as discussed above, via Scottish local authorities’ reserves).  

a. The Scottish Government’s planned borrowing of £207m in 2020-21 is equal to the 
net reconciliation required to address forecast errors. However, as highlighted by the 
SFC, the UK and Scottish Government have agreed that borrowing is allowed to 
address gross negative forecast errors (i.e. where tax revenues are lower than 
forecast or BGAs higher than forecast) even if these are offset (e.g. by the BGAs also 
being lower than forecast, or tax revenues also higher than forecast). The gross 
negative forecast errors applying in 2020-21 total £302 million, which means the 
Scottish Government could increase borrowing up to the £300 million cap, providing 
£93 million more funding.  

37. The fifth thing worth noting is that the Scottish Government plans to make use of the higher 
borrowing limits allowed as a result of a Scotland-specific shock in 2021-22 to borrow £319m, 
which is equivalent to the net reconciliation for forecast errors for tax revenues and welfare 
spending in prior years.  



 

a. Given that the only forecast error that can currently be addressed by borrowing in 
2021-22 relates to the final reconciliations for income tax in 2018-19 and other taxes 
and welfare in 2019-20, the Scottish Government is planning to borrow the maximum 
currently allowed. This is because while borrowing is allowed to address gross 
forecast errors within-year (for example, borrowing is allowed if revenues from LBTT 
are lower than forecast even if offset by a lower BGA), borrowing is allowed only to 
address net forecast errors for past years (for example, borrowing is not allowed if 
revenues from income tax are lower but this is fully offset by a lower BGA).7  

b. If further negative forecast errors arise during the course of 2021-22 (e.g. if either 
revenues are lower than forecast or the BGA is higher than forecast for LBTT), the 
Scottish Government will be able to borrow up to the sum of £319m plus these 
negative forecast errors, or £600 million (the borrowing limit allowed by a Scotland-
specific shock), whichever is lower.  

c. Higher borrowing in 2021-22, especially in conjunction with higher borrowing in 2020-
21, would push the Scottish Government closer to its total resource borrowing limit. 
However, there is currently significant leeway: the Scottish Government’s borrowing 
plans would bring total resource borrowing to £505m by the end of 2021-22, well 
below the £1.75 billion limit; if further forecast errors were to allow the full £600m to 
be borrowed this year, making full use of the borrowing powers would take borrowing 
to approximately £870m, roughly half of the overall limit.   

38. It is also worth noting two further features of the Fiscal Framework Agreement that may be 
of relevance: 

a. Paragraph 68 says that the Scottish Government can refinance (i.e. roll over) debt that 
would otherwise have to be repaid during the period of the Scotland-specific shock. 
It does not appear that the Scottish Government is making use of this provision. 

b. Paragraph 70 says that where a Scotland-specific shock will, or is expected to, require 
borrowing that exceeds the annual and total limits set out in the agreement, 
temporarily high limits could be set. It is unclear whether the Scottish Government 
has requested such an increase, although it seems doubtful the UK government would 
grant one currently given the Scotland-specific shock is expected to be artefact of 
forecasting assumptions rather than due to genuine differences in economic 
performance.   

The Fiscal Framework and subsequent budgets 

39. The SFC forecasts that after negative reconciliations for income tax revenues in 2017-18 
(applied in 2020-21) and 2018-19 (applied in 2021-22), there will be positive reconciliations 
for 2019-20 (applied in 2022-23) and 2020-21 (applied in 2023-24). In particular, it forecasts 
positive reconciliations of £74m for 2019-20 and £127m for 2020-21.  

a. For 2019-20, this reflects a bigger upwards revision to revenues forecast (£155m) than 
the BGA forecast (£80m). The SFC explains that this is the result of two factors. First, 
revenues in 2018-19 were stronger than it had forecast when it made the 2019-20 
forecasts, meaning revenues started from a higher baseline. Second, there was faster 

                                                             
7 Clarification on this point was received in a letter from the Cabinet Secretary for Finance.  



 

growth in earnings than it initially forecast which was not matched to the same extent 
in the rest of the UK, leading to income tax revenues growing at almost twice the rate 
as the BGA.  

b. For 2020-21, this reflects the fact that the downwards revision to revenues (£516m) 
is smaller than the downwards revision to the BGA (£643m). The downwards revisions 
are due to the impact of the COVID-19 crisis. The fact that the downwards revisions 
to revenue forecasts are smaller reflects the continuing impact of the 2019-20 
revisions discussed above.  

40. These forecasts – especially for 2020-21 – are still subject to uncertainty and the final 
reconciliations could differ significantly. This was seen in 2018-19, where the final 
reconciliation for income tax (£309m) was substantially smaller than what was forecast 
(£555m) nine months after the fiscal year ended in February 2020. 

41. Given these forecasts, the Scottish Government would be able to borrow significant amounts 
in 2023-24 to address the negative forecast error for income tax revenues (£516m) even 
though the net effect of the reconciliation would be an increase in funding (£127m). The 
borrowing limit in 2023-24 will be £600m given the flexibilities enabled by the declaration of 
a Scotland-specific economic shock will be in place that year. To date though the Scottish 
Government has borrowed to offset the net impact of reconciliations rather than gross 
negative forecast errors.  

42. The forecasts for income tax revenues and the BGA in 2021-22 discussed above mean that 
that we may expect a negative income tax reconciliation in 2024-25. This is because, as 
discussed above, the SFC and OBR have both said that they do not expect income tax revenues 
in Scotland to actually perform better than those in the rest of the UK in the coming year – 
the faster growth is expected to be an artefact of forecast information and assumptions.  

a. If this is the case, a negative reconciliation of over £300m may be expected, which 
would exceed the resource borrowing powers available to the Scottish Government 
in 2024-25 – which would revert to £300m in that year, following the end of the extra 
flexibilities as a result of the declaration of a Scotland-specific economic shock. To 
avoid having to reduce spending or raise taxes, access to Reserves may therefore be 
useful in that year.  

C. Medium-Term Financial Strategy  

43. In this section of the note I highlight three key aspects of the Medium-Term Financial Strategy: 
the projections for funding and spending; analysis of revenue risks; and its discussion of the 
upcoming review of the Fiscal Framework. 

44. Up front, it is worth noting that the Strategy does not really provide a sense of how the 
Scottish Government may respond to different economic and budgetary scenarios – such as 
via spending allocations/prioritisation, tax policy change, or use of its existing fiscal 
flexibilities. This is perhaps unsurprising – governments may worry that such strategies or 
plans may come to bind their hands. But it means rather than a Strategy, the document is 
more of a high-level overview of the context in which future budgets will be set, including 
scenarios for funding and spending. The committee may therefore wish to consider whether 
this is what it had in mind when recommending the publication of MTFS.  

 



 

Funding and spending projections 

45. Sections 3 and 4 of the MTFS provide scenarios for the outlook for the Scottish Government’s 
overall funding envelope and the funding it would have available for different service areas – 
namely health, local government and other – from 2020-21 until 2025-26, focusing on core 
non-COVID-19 funding.  

46. Central, high and low scenarios for total funding are provided. Under these, overall cash-terms 
budgets would grow by 3.7%, 5.0% and 2.4% per year, respectively, over the next five years. 
This is a reasonable spread, both in terms of plausible scenarios for overall funding, and to 
‘stress test’ the funding that would be available to different service areas. The scenarios also 
usefully demonstrate how UK government decisions on public spending are still the most 
important factor determining overall funding levels, with differences in income tax revenues 
(whether due to economic performance or policy change), the second most.  

47. Looking in more detail at the central scenario though, the Scottish Government could have 
more carefully explained their modelling, and potentially chosen more appropriate 
assumptions.  

a. The Barnett-formula-determined resource budget limit is assumed to increase by an 
average of 4% a year between 2020-21 and 2025-26. In calculating these figures, the 
Scottish Government say they have based them on the OBR’s projections for UK 
government spending, but do not say on which specific figures. However, they appear 
to be based on Table 3.14 of the OBR’s latest report, which shows core non-COVID 
resource funding increasing from £343 billion in 2020-21 to £417.3 billion in 2025-26 
– exactly 4% per year. If this is the figure that was used, it is not clear that it was most 
appropriate figure to use.  

i. First, funding for the NHS have already been allocated to 2023-24 and schools 
to 2022-23. These show increases of more than 4% a year, and because these 
are fully devolved to Scotland and subject to full Barnett consequentials, this 
would push up the funding increase the Scottish Government receives.  

ii. On the other hand, it is worth noting than the operation of the Barnett 
formula means that a given percentage increase in spending at the UK level 
translates into a smaller percentage increase in funding for Scotland. This is 
because Scotland starts with a higher level of spending, so the same pounds 
per person increase (which is what the Barnett formula provides), translates 
into a smaller percentage increase.  

b. The impact of the SFC’s tax revenue forecasts being higher than the OBR’s forecasts 
for the BGA is included, even though the SFC and OBR do not actually expect revenues 
in Scotland to grow more strongly. If the SFC and OBR are right that the differences 
reflect different information and judgements rather than differential performance, 
funding growth would be about 0.2% a year lower than assumed in the central 
scenario. This may be what the Scottish Government has in mind when it says 
“broadly speaking, downside risks to the outlook slightly outweigh the upside risks, 
primarily reflecting risks around medium-term Income Tax reconciliations”.      



 

48. In its lower scenario, the Scottish Government assumes block grant funding would grow by 
3% a year (rather than 4%). It also assumes slower growth in tax revenues relative to the UK, 
including income tax growing 1.4 percentage points less per year.  

49. In its upper scenario, the Scottish Government assumes block grant funding would grow by 
5% per year (rather than 4%). It also assumes faster growth in tax revenues relative to the UK, 
including income tax growing 0.7 percentage points more per year. The fact this is a smaller 
difference than the 1.4 percentage points difference in the downside illustrates that its 
‘central’ scenario isn’t really central.  

50. Turning to the spending scenarios, three scenarios are outlined: 

a. A central scenario, where spending on health, local government and other areas of 
the budget each increases by 4% a year. 

b. An upper scenario, where spending on each service area is increased by 5.5% a year. 

c. A lower scenario, where spending on health increases by 3% a year, spending on local 
government increases by 2% a year and spending on other areas increases by 1% a 
year.  

51. Unfortunately, my view is that the usefulness of these scenarios is limited. 

a. First, the total funding required under each of them is close to but not exactly equal 
to that which would be available under the various funding scenarios.    

b. Second, they are not based on any assessment of funding needs – either absolute or 
relative to other services – for the different service areas. It seems implausible, for 
example, that spending on the health service would by increased by the same rate as 
other services, as assumed by both the central and upper scenarios.  

c. Taken together, this means that the scenarios do not show how the Scottish 
Government would respond to the different scenarios for overall funding. Nor do they 
illustrate the differences between funding needs and availability that would arise 
under the different funding scenarios.  

52. In my view, it would have been more useful to build up these spending scenarios from analysis 
of the demand and cost drivers for different service areas. These include demographic trends 
(for example the number of people by age group, the prevalence of ill health), factors pushing 
up wage costs (such as the supply of workers and increases in the National Living Wage) and 
public sector productivity. It would then have been possible to project spending need under 
different scenarios for different service areas (e.g. with differing levels of ill health, wage costs 
and productivity growth for health services) and compare these to the various funding 
scenarios. If needs exceeded funding, that would suggest that either additional revenue needs 
to be raised, or services cut back. If funding exceeded needs, that would indicate that services 
could be expanded, or revenues reduced.  

Revenue risks  

53. Appendix B analyses the factors generating downside and upside risk to Scotland’s devolved 
income tax revenues, emphasising that it is performance relative to the rest of the UK which 
matters for the Scottish budget. At a high level these factors are: relative growth in 
employment and earnings; relative growth in other income (including pensions and property 



 

income); how ‘tax rich’ this growth is, which will depend on what fraction accrues to higher-
income taxpayers subject to the top rates of tax; and the behavioural effects of policy changes. 

54. It mentions that the “Scottish Government, in collaboration with HMRC, is looking to publish 
a more detailed evaluation of the 2018-19 Income Tax reform in the summer of 2021, 
assessing the scale of the behavioural effects and the amount of revenue raised”. The 
committee may wish to note this, and built this into an inquiry about Scottish tax (e.g. on 
policies, risks and opportunities).  

55. One key risk identified is Scotland’s greater exposure to the natural resources and especially 
the oil sector. Modelling results are presented which show that a fall the oil price of a 
magnitude akin to that witnessed during the COVID-19 crisis, even if temporary, can reduce 
Scotland’s income tax revenues for several years relative to the rest of the UK. 

a. The details from this modelling are from clear though – and one of the scenarios 
shows Scotland’s net tax position actually improving after 2 years after an oil price 
shock. An inquiry about Scottish tax may want to try to understand this more.  

56. Another risk relates to differences in the income distribution which mean that relative to the 
rest of the UK, a larger share of revenues come from taxpayers with incomes under £40,000 
and a smaller share from taxpayers with incomes over £100,000.  

a. Because of this, increases in the personal allowance reduce Scottish revenues by a 
larger percentage than revenues in the rest of the UK. Relative to there being no 
increase in the personal allowance from 2016-17, the Scottish Government estimate 
that this effect cost it £52 million in 2017-18 and £88 million in 2018-19.  

i. The MTFS states that the UK government agrees that compensatory 
payments should be made for above-inflation increases in the personal 
allowance. But the Scottish Government argues they should be paid for any 
increase in the personal allowance, and may engage the Fiscal Framework’s 
dispute resolution procedure.   

ii. The Scottish Government invokes a provision in the Fiscal Framework 
agreement (paragraph 45) which states “where either government makes a 
policy decision that affects the tax receipts or expenditure of the other, the 
decision-making government will either reimburse the other if there is an 
additional cost…”. The disagreement therefore seems to relate to whether 
normal inflation indexation is a “policy decision” or not. 

iii. It is also worth noting that when the personal allowance is increased in line 
with inflation, incomes will also generally be increasing. Simple numerical 
simulations show that when both the personal allowance and incomes 
increase in line with inflation, Scottish revenues would keep pace with the 
BGA – so the Scottish Government would not lose relative to the situation 
where income tax were not devolved. And if the personal allowance is 
increased in line with inflation but incomes by more, the fact that more of 
Scottish revenues come from incomes closer to the personal allowance 
means that the Scottish Government would actually gain relative to the case 
where income tax were not devolved. These effects may be another factor 



 

why the UK government does not feel compensation should be paid for purely 
inflationary increases in the personal allowance.     

iv. In addition, the fact that the Scottish Government’s income tax revenues are 
reduced relatively more by an increase in the personal allowance is a 
reflection of the fact that Scottish taxpayers’ tax payments are reduced 
relatively more. Hence, Scotland as a whole is not made worse off by 
increases in the personal allowance.  

b. Because of this, Scotland would tend to benefit less from increases in income by very 
high earners (as there are fewer of them in Scotland).  

Suitability and review of the fiscal framework and settlement  

57. Tables 7 and 8 of the MTFS summarises the short and medium-to-longer term fiscal risks faced 
by Scotland, and in my view, highlights the main ones. The committee may therefore wish to 
consider the content of these tables.  

58. Section 5 and Appendix A provide an analysis of whether the resource borrowing limits are 
sufficient for the Scottish Government to cover reconciliations required as a result of forecast 
errors for income tax revenues and BGAs.  

a. To do this, it utilises data on the OBR’s historic forecast errors for UK income tax 
revenues – assuming that this will be a good guide for the SFC’s and OBR’s forecasts 
for Scottish non-savings non-dividends (NSND) income tax revenues. This is not 
unreasonable, but may overstate the degree of forecast error as NSND income is likely 
to be a little less volatile than total income tax revenues.  

b. Assumptions about the degree of correlation the forecast errors of the OBR and SFC 
are also required. This is because if both forecasters are wrong but in the same 
direction both the forecast revenues and BGA will be too high or too low, reducing 
the scale of reconciliation payments needed. We do not have sufficient data yet on 
how correlated the forecast errors are likely to be – although 2018-19 when the final 
forecasts from the SFC were too pessimistic but those from the OBR too optimistic 
show that correlation is unlikely to 100%. Given this, the SFC look at the implication 
of correlations between 20% (relatively low) to 80% (relatively high).  

c. Given this it estimates that for income tax alone, the chance of a negative 
reconciliation exceeding the £300m borrowing limit in any year of between 5 and 
17%. It refers to this as a ‘conservative’ estimate. My own view is that while it is 
possible the real risks are higher, the fact the modelling is based on total income tax 
rather than NSND income means that there is also some chance that this modelling 
overstates the risks.  

59. Partly based on this analysis, the MTFS argues for an expansion of resource borrowing powers 
as part of the upcoming review of the Fiscal Framework Agreement.  

60. The MTFS also states views from stakeholders outside of government should be taken account 
in the review and that the following issues could be considered: 

a. VAT, Income Tax and further tax powers – including the potential devolution (rather 
than assignment) of VAT, devolution of powers over the income tax base, and 
devolution of National Insurance and Capital Gains Tax.  



 

b. The BGA mechanism (where changes to the BGA for income tax are mooted to help 
reduce risks associated with tax revenue growth being concentrated among very high 
earners). 

c. Capital borrowing – including the introduction of a prudential borrowing regime 
(allowing the Scottish Government to set its own borrowing limits based on 
affordability).    

 

 


