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The SFC’s May 2018 fiscal forecasts and the Government’s Mid-Term 
Financial Strategy: 

Briefing for the Finance and Constitution Committee by the Adviser and 
SPICe 

 

This note is structured as follows: 

• Section 1 provides commentary on the latest SFC forecasts, following which some suggested 
questions are provided for the SFC; 

• Section 2 considers the implications of the latest forecasts for the 2018/19 budget; 
• Section 3 considers the extent to which the MTFS meets the requirements of the Budget 

Review Group, and considers the implications of the scenarios; 
• Sections 4 and 5 briefly consider issues around capital borrowing and the Scotland Reserve 
• Section 6 summarises and provides some suggested questions for the Cabinet Secretary. 

 

1. Commentary on SFC forecasts 
Since December, forecasts for LBTT and Landfill Tax have been revised up somewhat in 2018/19 and 
subsequent years. The forecast for income tax however has been revised down in each year of the 
forecast period. Whilst the downward revision is fairly small in percentage terms, it is significant in 
the context of the Scottish budget – down just over £200m in 2018/19 and just over £300m in 
2019/20 (see table 1). The budgetary effects are discussed in more detail in the subsequent section. 

Table 1: SFC Tax forecast revisions since December 

 
Adapted from Table 3.2 of SFC report 

 

What has caused the SFC to revise down its income tax forecasts in each year? In short, the SFC has 
substantially revised down its forecasts for nominal and real wage growth in each year of the 
forecast period. The downward revisions to wage growth are more significant than the changes to 
GDP growth and GDP per capita growth, which have changed only marginally, although productivity 
growth has been revised down in 2017 and 2018 (see charts). 

 
  

2016-17 2017-18 2018-19 2019-20 2020-21 2021-22 2022-23
Outturn*

Income Tax 0.5% -1.0% -1.7% -2.4% -2.6% -2.9% -3.0%
Non-Domestic Rates 0.0% -1.3% -0.8% -0.3% -0.3% -0.2% -0.7%
Land & Buildings Transaction Tax                    0.0% -1.2% 4.4% 4.5% 4.4% 4.3% 4.4%

of which,  Residential 0.0% -4.5% 2.3% 1.8% 2.0% 2.4% 2.9%
 ADS 0.0% -1.7% 3.8% 2.1% 1.9% 1.9% 1.9%
Non-Residential 0.0% 3.8% 8.1% 10.3% 9.9% 9.3% 8.9%

Air Passenger Duty -2.7% -5.1% -6.8% -7.0% -7.1% -7.3% -7.6%
Scottish Landfill Tax 0.0% 3.6% 7.4% 5.0% 5.4% 5.9% 5.7%
Total change in tax forecasts 0.3% -1.1% -1.4% -1.8% -2.0% -2.2% -2.4%

£ million
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Figure 1: Evolution of forecasts for nominal wage growth 

 

Figure 2: Evolution of forecasts for GDP per capita growth 
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Figure 3: Evolution of forecasts for productivity growth 

 
 

Why has the SFC revised down its forecast of wage growth? It is partly because of the emergence of 
new data on wage and earnings growth since December, and also partly because of new data on 
productivity, which also lead the SFC to revise down its productivity assumptions for 2018/19 (but 
not beyond). Taken together and this causes the SFC to revise down its assessment of wage growth 
in 2017/18 by one per cent (from 2 per cent to 1 per cent).  

But the SFC has also revised down its forecasts for wage growth in subsequent years of the forecast. 
These revisions over the longer term are mainly brought about as a result of a more detailed analysis 
of recent trends in Scottish wage growth, and the relationship between productivity growth, labour 
market slack (i.e. unemployment, inactivity), and wage growth. 

The conclusion of this analysis is that real wages have grown ‘significantly weaker than we would 
have expected just from looking at changes in productivity and labour market tightness since 2010.’ 
(Para 2.48). The SFC discuss a range of potential explanations for weak wage growth, which include: 
limited confidence and increasing uncertainty (which may mean both businesses less likely to offer 
higher wages and employees less likely to demand them); rising non-wage labour costs; 
technological change; and structural change (including growth of low-paid, gig economy work, 
restructuring of the oil and gas supply chain, and declining construction sector activity). 

The SFC does believe that real wage growth will increase over the forecast period, but that any 
growth will be tempered by these factors (Para 2.52 – 2.53). 

These arguments in themselves are quite reasonable. But there is no reason why they could not 
have been made in December. There is a large academic literature considering the apparent 
breakdown of relationships between productivity and wages on the one hand, and between labour 
market slack and wages on the other (which are common to many countries as well as the UK as a 
whole); and this literature has not simply emerged in the last few months. 

In December the SFC was forecasting that, whilst GDP per capita and productivity would grow more 
slowly than in the UK, wage growth in Scotland would match the UK. The Committee questioned this 
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assumption in its Budget Report, and asked the SFC ‘why its judgements about earnings growth do 
not appear to be influenced by its growth and productivity assumptions’. 

In response, the SFC told the Committee, in effect, that lots of things other than productivity effect 
wage forecasts, including employment, unemployment, demographics and general economic 
conditions, but did not articulate beyond this which of these factors was expected to have a stronger 
effect on wages in Scotland than in the UK. In its latest forecasts, the SFC has not materially changed 
its assumptions about employment, unemployment, demographics, general economic conditions, or 
productivity (in 2019 and beyond). Its revision to wages in 2019 and beyond largely reflects an 
‘evolution of judgement’. 

Evolutions of judgement are to be expected in forecasting the uncertain relationships between 
economic variables. But to have had such a significant evolution of judgement over a relatively short 
period can create substantial budgeting issues, as the following section will illustrate. 

To summarise this discussion: 

• The expectation of wage growth has been revised down significantly in 2017/18 and 
2018/19, partly because of the emergence of more recent data. 

• There have not been significant changes to the forecasts for GDP or GDP per capita growth, 
nor for forecasts of demographics, employment or unemployment. 

• However, wage growth is expected to be weaker throughout the period. This is partly 
because of the aforementioned emergence of recent outturn data. But it is also due to a 
‘change of judgement’ about the relationship between both unemployment and wage 
growth, and between productivity and wage growth. 

• Weaker wage growth has a progressively large impact on income tax revenues over time, as 
the gap between the average wage under the SFC latest forecasts and its preceding 
forecasts grows ever larger. 

Beyond this, the SFC’s forecasts remain weak. If there is a criticism of them, it is the fact that they 
are very supply-side driven, and take the last few years as an indicator of things to come. For 
example, the assumption that because the unemployment rate is low the economy is ‘at capacity’ 
denies the scope for the labour market to respond to an increase in demand through further falls in 
inactivity, delayed retirement, or in-migration. The SFC continue to take a fairly pessimistic view of 
the outlook for North Sea activity, and for the construction sector. 

2. Implications of forecast revisions for Budget 2018/19  
The 2018/19 budget was informed by forecasts of revenues from Scottish income tax; Land and 
Buildings Transactions Tax (LBTT); and Scottish Landfill Tax, as well as by the BGAs for each of these 
three taxes.  

Forecasts are inevitably subject to change as new information comes to light. There was always a 
likelihood therefore that the Scottish Government might end up having somewhat more, or 
somewhat fewer, resources available to it in 2018/19 than it thought when the budget was set. 

The forecasts published by the SFC last Thursday don’t strictly influence the budget directly. 
Similarly, the most recent forecasts for the BGAs, which were updated by HM Treasury following the 
Spring Statement in March also don’t directly affect the 2018/19 budget. The forecasts that the SFC 
and OBR made at the end of 2017 are the ones that ‘count’ for budgeting purposes, until outturn 
data is available. Nonetheless, the latest forecasts are useful in indicating a ‘direction of travel’. In 
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other words they provide an early sense of the extent to which the December 2017 forecasts might 
be revised, and in which direction. 

Taking income tax first, the SFC’s forecast for income tax revenues in Scotland has been revised 
down by £208m (1.7%). When the OBR updated its UK forecasts in March this year (alongside the UK 
Government’s Spring Statement), the income tax forecast was actually revised up by £181m. 

So in fact, the outlook for the Scottish Budget has worsened in two ways since a few months ago. 
Not only has the forecast for income tax been revised down by £208m, but the BGA has been revised 
up by £181m. The net effect of these two revisions on their own is that the Budget is £389m worse 
off than a few months ago. 

The Scottish Government does not have to adjust its 2018/19 spending plans immediately on the 
basis of these latest forecasts. The forecasts that the SFC and OBR made at the end of 2017 are the 
ones that ‘count’, until outturn data is available. The Scottish Government can hope therefore that 
the outturn data (which will not be available in fully audited form until 2020) looks more like the 
December forecast than these most recent forecasts.  

But at the same time, the Government will no doubt be beginning to plan how it might deal with a 
revenue shortfall if it emerges. This may include use of revenue borrowing powers (which are 
normally capped at £300m for forecast error), and the Scotland Reserve.  

In relation to LBTT and Landfill Tax: 

• The forecast for LBTT is up £26m (4.4%), whilst the BGA for LBTT has been revised down by 
£12m (implying the Budget is £38m better off than it was at the time of the Budget). 

• The forecast for Landfill Tax is up £8m (7.6%), whilst the BGA is £12m higher than it was at 
the time the Scottish Budget was set (implying the Budget is worse off by £4m).  

In net terms therefore, taking both revenues and BGAs into consideration, the outlook for the 
Scottish budget has improved by around £38m in relation to LBTT, worsened by about £4m in 
relation to Landfill Tax, and worsened in relation to income tax by around £389m. 

The table below summarises the change in the outlook for the 2018/19 budget. Remember however, 
the May 2018 figures represent the latest outlook, but they do not imply an immediate shift in the 
Government’s spending power. 

Table 2: Implications of the latest forecasts for the 2018/19 budget 

  
Budget 
2018/19 

May outlook 
2018 Change 

Income tax 
Revenue 12177 11969 -208 
BGA 11749 11930 181 
Net 428 39 -389 

LBTT 
Revenue 588 614 26 
BGA 600 588 -12 
Net -12 26 38 

Landfill Tax 
Revenue 106 114 8 
BGA 94 106 12 
Net 12 8 -4 

Total Revenue 12871 12697 -174 
BGA 12443 12624 181 
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Net 428 73 -355 
 

This pattern of revisions is effectively repeated in future years (i.e. the outlook for the Scottish 
budget in 2019/20 is now around £400m lower than was the case in February). 

 

3. The content of the MTFS in relation to the BPRG recommendations 
The Budget Process Review Group final report recommended that a Medium Term Financial Strategy 
be published annually.  The purpose of the MTFS, according to the Group, would be to ‘provide a 
means of focussing on the longer term sustainability of Scotland’s public finances’.  

The Group recommended that the Scottish Government ‘should work towards the MTFS consisting 
of the following four elements’:  

• forecast revenue and demand-led spending estimates from SFC and their effect on Scottish 
public finances 

• broad financial plans for next five years 
• clear policies and principles for using, managing and controlling the new financial powers 
• scenario plans based on economic forecasts and financial information in order to assess 

potential impact of various scenarios on the budget. 
 

The Scottish Government will argue that it has delivered on the BPRG recommendations, but there 
may be some questions as to how useful the report will be in particular for subject committees.  

Forecast Revenue and demand-led spending estimates from SFC and their effect on Scottish public 
finances 

The SFC forecasts for tax revenues inform the charts on the overall outlook for the Scottish budget 
presented in chapter 6. The document points out that these “provide an indication of the direction 
of travel and potential scale of the final reconciliation” but that “significant uncertainties remain, as 
experience shows that forecasts are subject to considerable change between fiscal events.” 

The document provides an upper, lower and central range for the Budget outlook over the forecast 
period, which might be categorised as broad financial plans.   

Broad financial plans for next five years 

The document does not contain budget allocations “at this stage” or spending plans by portfolio. The 
Cabinet Secretary in his statement to Parliament highlighted the challenge in doing so, but hinted 
that this may be possible following the UK Spending Review next year:  

“we do not currently have any resource budget allocation from the UK Government beyond 
2019-20. It is hoped that the UK spending review next year will offer sufficient future year 
budget information to allow the Scottish Government to develop multiyear budget 
allocations.” 

The document lists a series of already announced policy priorities around Health, the Police, Early 
Learning and Childcare, Attainment and Higher Education.  

http://www.scottish.parliament.uk/parliamentarybusiness/report.aspx?r=11571&i=104931
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Prioritising some areas of expenditure will obviously have implications for “non-protected” parts of 
the Budget. The largest non-protected part of the Budget is the non-education element of Local 
Government.  

However, subject committees may feel that there is little that was not already known about their 
areas of the budget.  

On tax, the document restates the Scottish Government’s approach to taxation founded on the four 
“Adam Smith principles of certainty, convenience, efficiency and proportionality to the ability to 
pay”. It restates the approach taken to the setting of tax rates in 2018-19.  

The document is noticeable, however, for not including any new Scottish Government strategies for 
handling the potential economic and budget challenges highlighted by the SFC’s weak economic 
growth and reduced tax revenue forecasts.  The document’s conclusion includes the following 
statement: 

“This forward look does not set out any new decisions or policy commitments, 
particularly in relation to the public sector, and only seeks to explore and explain the range 
of factors and variables which require consideration by the Scottish Government when 
making financial decisions and undertaking longer-term budget planning.” 
 

Clear policies and principles for using, managing and controlling the new financial powers 
The document does contain some helpful information about how the Scottish Government plans on 
using its capital borrowing powers (see chapter 3), discussed further below. It contains a table 
outlining its current levels of capital borrowing and repayment profile, and discusses its self-imposed 
fiscal rules on revenue funded investment (to not exceed 5 per cent of the total annual budget 
available). It presents helpful tables outlining its revenue commitments against its revenue funded 
investment fiscal rule (table 3.2) and a breakdown of this information by project type (table 3.3).  

As noted, the document says little about how any potential revenue shortfalls might be 
accommodated. 

 
Scenario plans based on economic forecasts and financial information in order to assess potential 
impact of various scenarios on the budget 
Chapter 7 outlines the implications of the various scenarios for Resource expenditure (see charts 7.1, 
7.2 and 7.3).  

These charts factor in the Budget priorities already identified by the Scottish Government around 
Health, Police, Childcare and Attainment and presents what that means for “other expenditure”. The 
document does not contain the numbers behind these bar charts, which would allow for more in-
depth analysis. SPICe now has these numbers and will produce analysis on this in due course.  

The Scottish Government's choices around Budget priorities inevitably mean that other "non-
protected" areas of expenditure must take up more of the slack from any spending reductions.  

Using the upper, central and lower case scenarios as presented in chapter 7 of the Financial Strategy 
show that over the period to 2023, "other expenditure" will fall in real terms even in the best case 
scenario.  Under the Central scenario, other expenditure will fall in real terms by £1bn (9%); in the 
upper scenario it will fall by £0.1bn or 1% and in the lower scenario it will fall in real terms by £1.9bn 
or 16%.  



8 
 

Other expenditure comprises all other parts of the budget outside the protected areas identified. 
The largest element of ‘other’ spend is the non-education element of Local Government. 

4. Scotland Reserve 
The SFC report includes some very welcome clarity on the position of the Scotland Reserve (from 
para 5.22), showing payments into and from the Reserve, and the balance of the Reserve. 

Table 5.5 shows that the balance of the resource Reserve at the start of 2018/19 is anticipated to be 
£379m. £100m of this represents money paid by the UK Government to support the implementation 
of the Fiscal Framework provisions, and will be drawn down for that purpose. Beyond this, the 
government expects to draw down a further £138m from the resource Reserve in 2018/19, leaving a 
balance of £141m. 

Given the recent changes to the income tax forecasts, a question for the government could include 
whether it thinks £141m represents a reasonable balance, or whether it will seek to increase this. 

 

5. Implications of the MTFS for capital spending and capital borrowing 
The SFC Forecast Report and the MTFS contain some useful information on capital borrowing. 

The Government accessed its full entitlement to borrowing of £450m in 2017/18, and the MTFS 
confirms an expectation that £450m will also be borrowed in 2018/19 and 2019/20, subject to 
decisions within those years respectively. The MTFS states: ‘Final decisions on future borrowing 
levels… will be taken annually in light of the economic outlook at the time, weighing the cost of 
borrowing and the opportunity cost of using up more of the overall £3bn borrowing limit against the 
potential benefits of economic stimulus’ (Para 7.105). 

The SFC is statutorily obliged to assess the reasonableness of the government’s borrowing plans, 
which in reality means the extent to which the Government is on course to remain within its 
borrowing limits.  

As a result, the SFC only reports the government’s borrowing, and the profile of repayments of 
principal. The SFC does not report the interest paid on this debt. 

The SFC does highlight that, based on the government’s capital borrowing plans (which are to 
borrow the maximum annual amount each year, with borrowing to be repaid over a 25-year period), 
the government will only be able to borrow the maximum permitted annual amount of £450m until 
2022/23. After this point, borrowing capacity will be limited by the overall borrowing limit of £3bn. If 
the government borrowed for a shorter term of ten years, it could effectively borrow the maximum 
annual amount of £450m in perpetuity, although the annual repayments would of course be higher. 

However, although the SFC report and the MTFS outline the repayments of principal associated with 
this proposed capital borrowing over time, no information is provided on the interest costs. (At an 
interest rate of ‘around 2%’, these interest costs are presumably around £9m per annum for each 
£450m borrowed in the initial years, declining over the 25-year period). 

The MTFS also includes some useful information on the annual repayment costs associated with 
PPP/PFI, and NPD/Hub projects. 

6. Summary - MTFS 
The Government’s MTFS has broadly met the requirements of the BPRG, although the level of detail 
included is definitely towards the ‘broader’ end of the spectrum. It is unlikely to give subject 
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committees much to go on in terms of scrutiny. Local government is unlikely to feel it has any 
further clarity about the outlook for 2019/20 and beyond than at the time of the budget. 

The MTFS also sets out little specific detail about the conditions under which the capital borrowing 
powers will be used, nor about how the government will respond to any budget shortfalls in line 
with the SFC’s latest forecasts. 

Nonetheless, the MTFS does establish more firmly than hitherto the broad policy priorities of 
government and the spending implications of these. And it also sets out more clarity on 
commitments associated with borrowing, financial transactions and NPD programmes. 

The scenarios themselves are useful up to a point. But by simply varying the ‘central scenario’ by a 
particular percentage in either direction, it is not clear how likely the scenarios are to emerge. An 
alternative approach would have been to consider some specific eventualities. For example, how 
much might the budget outlook improve if the UK Government decides to increase spending on the 
NHS by say £4bn, as it is increasingly coming under pressure to do? How would the budget outlook 
change if the latest SFC forecasts are realised in 2018/19 (the ‘central scenario’ takes the December 
2017 forecasts until 2018/19, and the May 2018 forecasts for subsequent years). The scenarios that 
the Government has presented would at least feel more concrete if the magnitudes expressed could 
be related to ‘real world’ possibilities.  
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