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Finance and Constitution Committee 
23nd Meeting, 2018 (Session 5), Wednesday 26 September 2018 

Pre-budget 2019/20 scrutiny roundtable evidence session 
Purpose 

1. The purpose of this paper is to set out background information for the
Committee’s pre-budget scrutiny roundtable session.

2019/20 Pre-budget scrutiny approach 

2. At its meeting on 5 September, the Committee agreed its approach to pre-
budget scrutiny of the 2019/20 budget and agreed to focus on the potential risks to the
public finances arising from the following—

• In the short term, the budget is exposed to the risk of forecast error, i.e. the
risk that the government plans its budget on the basis of having more
resources available to it in a given financial year than it ultimately ends up
having;

• In the medium/longer term the budget is exposed to the risk of weaker
performance in the Scottish economy relative to the UK economy that results
in the Scottish budget being ‘worse off’ than it would have been without tax
devolution.

3. The Committee’s Adviser has produced a paper setting out the risks associated
with the Fiscal Framework which is attached at Annexe A. SPICe have produced a
paper on the fiscal implications of Scotland’s demography which is attached at
Annexe B.

Evidence 

4. As part of this pre-budget scrutiny, the Committee took evidence from the
Scottish Fiscal Commission on its Forecast Evaluation Report at its meeting on 12
September. A transcript from that meeting can be found at the following link—

http://www.parliament.scot/parliamentarybusiness/report.aspx?r=11663 

5. On 26 September 2018, the Committee will take evidence in roundtable format
on the fiscal implications of the following areas—

• Operation of the fiscal framework
• Relative economic growth and the structure of the Scottish economy
• Demographic change

6. The Committee will hear from —

• Caroline Gardiner, AGS
• Helen Martin STUC
• Jim Cuthbert, independent researcher

http://www.parliament.scot/parliamentarybusiness/report.aspx?r=11663
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• Jenny Stewart, KPMG
• Mari Tunby, CBI Scotland.
• Peter Reekie Scottish Futures Trust
• Elaine Lorimer Revenue Scotland

7. Jim Cuthbert and Caroline Gardiner have provided written evidence which is
attached at Annexe C.

Next steps 
8. At its meeting on 3 October, the Committee will take evidence from HMRC
followed by the Cabinet Secretary for Finance, Economy and Fair Work.

Committee Clerks, 
September 2018 
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ANNEXE A 
Budget risks of the fiscal framework 

Scotland’s new fiscal framework exposes the Scottish budget to two broad types of risk: 

• Most significantly, the Scottish budget is exposed to the risk that revenues per capita, from
taxes transferred to Scotland, grow less quickly than the equivalent tax revenues in rUK.

• In the short term (i.e. up to 3 years), the budget is also exposed to the risk of forecast error,
i.e. the risk that the government plans its budget on the basis of having more resources
available to it in a given financial year than it ultimately ends up having.

This paper outlines the nature of these risks. 

The risk of differential tax revenue growth 
The issue 
Under the fiscal framework, the Scottish budget will be no better and no worse off – than it would 
have been without the transfer of taxes – as long as revenues per capita from the taxes transferred 
to Scotland grow at the same rate as the equivalent taxes in rUK1. If revenues per capita grow more 
quickly in Scotland then the Scottish budget will be better off than it would have been under 
‘Barnett only’ and vice versa. 

This arrangement reflects the way in which the ‘Block Grant Adjustments’ (BGAs) for the transferred 
taxes operates. The BGAs are designed to reflect the revenues foregone by the UK Government as a 
result of transferring each tax to Scotland. The BGAs are calculated by assuming that, in the absence 
of devolution, the revenues from each tax in Scotland would have grown at the same per capita rate 
as in the rest of the UK, and this thus represents a hypothetical estimate of the revenues that the UK 
Government has forgone. The BGAs are deducted from the block grant – and if the actual revenues 
raised in Scotland are higher than the sum of the BGAs, the Scottish budget is better off than it 
would have been without tax devolution. 

In turn, the operation of the BGAs was designed to reflect various principles set out by the Smith 
Commission. These included that the block grant should continue to be determined by the Barnett 
Formula, and that the Scottish budget should benefit in full from policy decisions by the Scottish 
Government that increase revenues or reduce expenditure (and bear the costs in full of policy 
decisions that increase expenditure or reduce revenues).  

There are broadly two ways in which Scottish revenues from a particular tax could be higher than 
the relevant BGA: 

• If the Scottish Government sets a tax policy which raises relatively more tax on average from
a given tax base; and/or

• If the tax base (per capita) grows relatively more quickly in Scotland than in rUK. For
example, the LBTT tax base will grow more quickly than the Stamp Duty tax base if
transactions and prices grow more quickly in Scotland; the Scottish income tax base will
grow more quickly than that in rUK if wages and employment grow more quickly in Scotland.

1 rUK is used as the shorthand for UK Government collected comparable taxes. For some, like LBTT, 
because of devolution to Wales, the comparator is Stamp Duty Land Tax collected in England and 
Northern Ireland. 
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It is clear however that many of the factors that are likely to drive differential growth in the Scottish 
tax base are not determined wholly – or in some cases even partially – by the Scottish Government. 
For example: 

• Wages and/or employment could grow relatively less quickly in Scotland as a result of 
economic structural change, for example a decline in high paying jobs associated with the 
offshore sector. This would reduce the growth rate of income tax and VAT in Scotland 
relative to rUK. 

• The ratio of the pension-aged to working-aged population may grow more quickly in 
Scotland, partly reflecting underlying demographics, and partly because immigration 
patterns are strongly path-dependent (i.e. migrants tend to locate in areas in which previous 
migrants have located). A faster growth of the pension-aged to working aged population in 
Scotland is likely to reduce the growth rate of income tax revenues per capita in Scotland 
relative to rUK. In due course it may result in expenditure per capita on benefits like 
Attendance Allowance and Disability Living Allowance growing relatively more quickly in 
Scotland. 

• A ‘boom’ in the property market in the south east of England may result in revenues from 
Stamp Duty growing relatively more rapidly than revenues from LBTT. This would not 
necessarily reflect poor policy-making on the part of the Scottish Government.  

• Policy change at UK level could also influence relative growth in tax revenues. For example, 
real terms increases in the personal allowance narrow the tax base, shifting an increasing 
proportion of tax liabilities onto very high earners – especially when combined with a freeze 
in the higher and/or additional rate thresholds. This policy can therefore result in revenues 
per capita increasing more rapidly in rUK (where there are relatively more high earners) than 
in Scotland. 

The extent to which Scottish revenues per capita grow differentially to those in rUK is thus only 
partly the result of Scottish Government policy action. Some underlying trends in differential tax 
base growth are likely to be completely exogenous to (i.e. nothing to do with) Scottish Government 
policy. Yet under the fiscal framework, the Scottish budget bears the risk of differential revenue 
performance. 

In this context, the Scottish budget doesn’t only bear the costs in full of policy decisions that increase 
expenditure or reduce revenues, as specified by the Smith Commission; it bears the costs in full of 
any differential performance in the devolved tax base, regardless of how it was caused. (Of course 
the flipside is that it benefits in full from faster growth in the tax base, regardless of whether that 
results from Scottish policy decisions or not). 

In reality of course it would be impossible to distinguish that part of differential revenue growth that 
was the result of Scottish Government policy action from that part that was determined by factors 
beyond the control of devolved Scottish policy. And the fact that the result of tax devolution is that 
the Scottish budget is exposed to the risk of differential revenue performance should not come as a 
surprise – this transfer of budget risks is an inevitable part of tax devolution. 

Another related risk arises from the somewhat different distribution of Scottish income taxpayers by 
tax band relative to rUK. Publication of income tax outturn data for 2016/17 recently suggests that 
the distribution of taxpayers by income may be more starkly different than had previously been 
inferred from the Survey of Personal Incomes. These differences could mean that it is less likely that 
the growth of Scottish income tax revenues per capita will match the growth of rUK tax revenues per 
capita.  
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Consider what it might mean if a larger share of Scottish taxable income is earned at the basic rate of 
income tax, compared to rUK. In this case, UK-wide factors which reduce taxable income at the basic 
rate band have more of an impact on total tax revenue in Scotland compared with rUK. For example, 
a real terms increase in the Personal Allowance would reduce Scottish revenues proportionately 
more than it would reduce rUK revenues (and hence the BGA). 

Similarly, if a smaller share of Scottish taxable income is earned at the additional rate, UK-wide 
factors which disproportionately increase taxable income at the additional rate would have more of 
an impact on rUK tax revenues than Scottish revenues. For example, if the incomes of additional rate 
taxpayers grew faster than the incomes of basic rate taxpayers, in both Scotland and rUK, this would 
have a proportionately greater impact on total revenues in rUK, given that income taxed at the 
additional rate makes up a larger share of rUK tax revenue. Of course these differences in the 
distribution of taxpayer incomes could work in Scotland’s favour in some circumstances. 

The Welsh Fiscal Framework recognised these risks for Wales. As a result, separate block grant 
adjustments are calculated for each band of income tax, sheltering the Welsh budget from the risks. 
Calls were made for similar arrangements in Scotland at the time that the Fiscal Framework was 
developed, but were not seriously considered by the Scottish Government.  

 

What is the scale of the risk? 
It remains early to assess the scale of the risk of differential performance in tax revenues. In terms of 
LBTT and LfT, we now have three years of outturn data for revenues and BGAs (Table 1).  

The Scottish budget was ‘better off’ by £78m in 2015/16 as a result of the devolution of these taxes, 
although that is largely because of the transitionary arrangements in place in that year for the 
calculation of the BGA (the Scottish budget would have been £54m worse off if the BGAs had been 
calculated in the usual way).  

The Scottish budget was £34m worse off as a result of tax devolution in 2016/17, but £7m better off 
in 2017/18. 

 
Table 1: Is the Scottish budget better or worse off as a result of LBTT and LfT devolution? (£m) 

 LBTT LfT Budget 
 Revenues BGA Net Revenues BGA Net Net 
2015/16 £425 £494*  £147   £78 
2016/17 £483 £534 -£51 £148 £131 £17 -£34 
2017/18 £557 £584 -£27 £147 £113 £34 £7 

Notes: Table compares outturn revenues with outturn BGAs for the first three financial years of tax 
devolution. *In 2015/16 a joint BGA for LBTT and LfT was calculated at £494m. 

Of course, income tax has the potential to make a much more substantial difference to the Scottish 
budget, although we won’t have full outturn data for 2017/18, the first full year of devolution, until 
summer 2019. Modelling by the Fraser of Allander Institute implies that if wages grew just 0.3 
percentage points more slowly in Scotland than in rUK, this could result in Scottish revenues 
underperforming the BGA by £50-60m. It is not unusual for there to be a variation in wage growth of 
0.3 percentage points between Scotland and rUK from year-to-year.  
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The latest (May 2018) forecasts imply that the Scottish income tax base will grow significantly more 
slowly than the rUK tax base in 2018/19. These latest forecasts are for Scottish income tax revenues 
of £11.969bn and an income tax BGA of £11.93bn. But the Scottish forecast includes around £300m 
of revenues from policy measures introduced in 2017/18 and 2018/19. Stripping these out would 
imply that revenues in the absence of policy change would have been around £11.67bn, almost 
£300m below the BGA. 

These forecasts thus imply that the budgetary effect of differential economic performance could be 
substantial. On the one hand, it could be argued that these forecasts imply an unprecedented level 
of divergence in Scottish and UK wage growth that is unlikely to be observed in practice – one or 
both sets of forecasts will turn out to be ‘wrong’. On the other hand, it could be noted that the 
budgetary effects of differential performance will be magnified once VAT and spending on major 
social security programmes are also devolved. 

The real risk for the Scottish budget however is if there is a period of consistent underperformance 
in the Scottish economy. What does history tell us about the possible scale of the income tax growth 
differential? 

Between the early 2000s and 2015, the Scottish labour market tended to perform somewhat more 
strongly than the rUK labour market2, both in terms of employment and wages. This helped to drive 
faster growth in income tax revenues per capita in Scotland until 2008 (Figure 1). Had income tax 
devolution been in place since 1999, the Scottish budget would have been around £800m per year 
better off by this point than it was without tax devolution. 

After 2008 the effect of tax policy changes at UK level (real terms increases in the Personal 
Allowance and a freeze in the Higher and Additional Rates of tax, all of which increased the influence 
of higher earners on income tax revenues) mitigated further increases in Scotland’s relative income 
tax revenue growth, despite wage growth continuing at a (slightly) faster relative pace.  

Since 2015 Scotland’s relative performance has been somewhat weaker, resulting in some fall in 
relative growth of income tax revenues per capita. The extent to which a period of more prolonged 
divergence in economic performance might continue remains unclear. 

  

                                            
2 In the sense of improving relatively more quickly, rather than necessarily performing more strongly in 
absolute terms.  
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Figure 1: Income tax revenues per capita, Scotland relative to UK 

 

Source: GERS 2018. NB income tax revenues here are total income tax revenues rather than the Non-
Savings, Non-Dividend revenues that are to be devolved. But the data is nonetheless indicative of 
Scotland’s relative tax growth performance 

Could the fiscal framework be designed differently so as not to expose the Scottish budget to 
the risk of differential revenue growth? 
The budgetary risks associated with differential revenue growth do not arise simply because of the 
approach to calculating the BGAs. If there were no BGAs and the Scottish budget was determined 
solely by Scottish revenues, then if Scottish revenues grew more slowly than rUK revenues it would 
still be possible to do a calculation to say how much worse off the Scottish budget was as a result of 
tax devolution – its just that the calculation would not be so explicitly contained within the budget 
documentation.  

Strictly speaking, it would be possible to incorporate an element of fiscal insurance into the 
calculation of the Scottish block grant. If Scottish revenues per capita declined relative to those of 
rUK by a particular amount, the insurance mechanism could limit the size of the BGA relative to 
Scottish revenues. Such forms of fiscal insurance are not uncommon in other countries. In fact, 
Wales now has an element of fiscal insurance built into its Barnett Formula in order to prevent 
Welsh Government spending falling below 115% of English per capita spending on comparable 
public services.  

However, it is not clear that there is appetite politically for such a scheme, and it is unclear how the 
governments would agree the terms. It would inevitably open a debate about the appropriateness of 
the Barnett Formula itself, and Scotland’s relative spending needs.  
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The risk of forecast error 
The issue 
When Scottish budgets are set, they are based on two sets of forecasts. Forecasts of Scottish 
revenues are made by the SFC; forecasts of the BGAs are calculated by HM Treasury based on the 
OBR’s forecasts for the equivalent rUK taxes. 

A degree of forecast error is to be expected, both in terms of the Scottish revenue forecasts and the 
BGA forecasts. What matters is the extent to which the SFC’s and OBR’s forecast errors are 
correlated. For example, if outturn tax revenue data for Scotland comes in £500m below forecast, 
this might not matter if rUK tax revenue outturn data is also a similar percentage lower than what 
the OBR had forecast. In this case, the outturn BGA would be revised down by a similar amount as 
the Scottish revenues are revised down, leaving the outturn Scottish budget no worse off than at the 
time it was set. 

If however the forecast errors go in the opposite directions, so outturn revenues are £500m below 
forecast whilst the outturn BGA is £500m above forecast, the Scottish budget would face a £1bn 
difference between what had been budgeted to spend and what is actually available to spend.  

The risks associated with forecast error are particularly apparent in the case of income tax: the size 
of the tax revenues means that a small error in percentage terms can equate to a relatively large 
figure in cash terms. Moreover, there will be a long lag between a budget being set and 
‘reconciliation’ happening in the form of a ‘one-off’ adjustment. Figure 2 outlines the timeframe for 
reconciliation of the 2018/19 Budget. Outturn data will be available in summer 2020, enabling 
reconciliation to take place in Budget 2021/22. 

 

Figure 2: Timeframe for reconciliation of 2018/19 income tax forecasts 

 

For LBTT and Landfill Tax, differences between forecasts and outturn are ‘reconciled’ on an almost 
continuous basis, partly reflecting the fact that the Scottish revenues are collected on a monthly 
basis, and partly reflecting the fact that the BGA is revised part-way through the financial year, once 
interim rUK outturn data is available. Reconciliation is thus likely to be less problematic for these 
taxes.  

Dec 2017

June 2020

December 2020

Publication of Scottish Budget 2018/19

Forecast of 
Scottish revenues

Forecast of BGA 
(based on OBR)

Publication of final revenue outturn data 
for 18/19 by HMRC for Scotland and rUK

Reconciliation of 2018/19 forecasts to 
outturn set out in Budget 21/22
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How significant is the reconciliation risk for income tax? 
In general, it might have been expected that SFC and OBR forecast errors might go in the same 
direction, partly because Scottish and rUK tax revenues have trended very similarly to one another in 
the past, and partly because the SFC and OBR are likely to be informed by similar debates about 
trends in particular economic variables.  

However, the latest round of forecast revisions – in which the OBR revised up its forecasts for rUK 
income tax revenue growth at the same time as the SFC revised down its forecast for Scottish 
income tax revenue growth – showed that this assumption may not always hold. The Scottish Budget 
is subject to the forecast errors of two separate bodies, with different models, assumptions and 
judgements, looking separately and independently at the Scottish and UK economies. 

Table 2 illustrates the scale of the most recent revisions. When Budget 2018/19 was set, Scottish 
revenues were forecast at £12.177bn whilst the BGA was forecast at £11.749bn, leaving the Scottish 
budget £428m ‘better off’ than it would have been without income tax devolution. But by May, the 
forecast for Scottish revenues had been revised down by £208m whilst the BGA forecast had been 
revised up by £181m, leaving the Scottish budget in ‘real time’ £389m poorer than when it had been 
set. 

Technically these May revisions do not have an immediate effect on the budget – the forecasts at 
budget time are ‘locked in’ until final outturn data becomes available. But if the latest forecasts are 
ultimately more reflective of the final outturn than the original forecasts, there will be a significant 
reconciliation to the Scottish budget in 2021/22. 

 

Table 2: Income tax forecast revisions for the 2018/19 budget 

  

Budget 
2018/19, £m 

May outlook 
2018, £m Change, £m 

Income tax 

Revenue 12,177 11,969 -208 

BGA 11,749 11,930 181 

Net 428 39 -389 

 

Tools for managing forecast error 
The long lag before an abrupt reconciliation may prove problematic. If the Scottish Government 
were to face a downwards adjustment to its 2021/22 budget as a result of the 2018/19 outturn 
revenues not being as favourable as had been forecast, its options would be: 

• To draw down resources from the Scotland Reserve (annual drawdowns are capped at 
£250m for resource spending, although this limit may be waived in the case of a Scotland-
specific shock) 

• To utilise its resource borrowing powers (normally capped at £300 million, but increasing to 
£600m if the forecast error emerged during a ‘Scottish specific shock’) 

• To reduce spending in 2020/21 
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Given that we are yet to go through a single full cycle from income tax forecast to outturn, it remains 
early to assess the extent to which the Scottish Government’s cash management tools in relation to 
forecast error are likely to be sufficient.  

Nonetheless, it should be borne in mind that its existing tools in relation to cash management are 
also intended to allow it to address forecast error in relation to all taxes transferred (including VAT in 
due course) and spending on social security. There remain several uncertainties associated with VAT, 
including exactly how estimates of Scottish VAT will be made, the extent to which they will be 
revised over time, and whether reconciliations between forecast and outturn will be made in a one-
off lagged basis in the same way as income tax or on a somewhat more continuous basis. Forecast 
error in relation to spending on social security spending will be addressed on a somewhat more 
continuous basis, akin to the process of LBTT and LfT. 
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ANNEXE B 

Scotland’s Demography: Fiscal 
implications 
Introduction 
 
Scotland’s total population is at record levels. The most recent estimated population 
of Scotland (from mid-2017) is 5,424,800.  
 
However, there have been changes to the age structure of Scottish society, with 
increasing numbers in the over 65 category, traditionally the age at which individuals 
opt to retire from the labour market. As in much of the developed world, the trend 
towards population ageing is projected to continue in Scotland over the coming years 
and decades, with implications for public policy, and the sustainability of tax 
revenues and the public finances.  
 
This presents politicians with challenges not only in how limited public finances are 
distributed to meet policy goals, but also in how the cohort of working age Scots 
paying taxes is increased to ensure that public finances are adequately sustained.  
 
This paper sets out some of Scotland’s demographic trends and projections, 
provides analysis of what this might mean for the public finances and some 
estimates of how much of an increase in the working age population may be required 
to ensure the sustainability of the public finances. It concludes with some possible 
options which politicians may have to consider in the coming years to meet the 
challenges ahead.  
 
Population projections: a word of caution 
 
This paper uses population projections for Scotland to estimate the likely 
impact on the future sustainability of public finances.  
 
While population projections are rightly used by policy makers as an 
indication of the likely future demands on public services, it is important to 
attach a degree of caution to any population projection. Projections are just 
that, they are not a precise science. Projections are calculations that show 
what happens if a particular set of assumptions are made. They use past 
trends to deduce future trends and do not include behavioural or policy 
changes, nor do they include potential for unanticipated external shocks. 
The accuracy of the projections depends on two important drivers: the 
extent to which the past trends have been accurately measured and the 
extent to which the future reveals itself to be consistent with the past.   
  
The reliability of the projections is entirely dependent on the quality of 
underlying data and the extent to which they represent current trend. 
Migration, in particular, is difficult to project because it is largely determined 
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by evolving economic and political forces, rather than past trends. Fertility 
and mortality projection rates tend be closer to the realised rates. However, 
the unanticipated fertility increase in some recent years shows the 
limitations of these projections. Mortality trends are also subject to a certain 
degree of variability, pending certain medical breakthroughs that currently 
remain unforeseen. Many social and economic factors influence population 
change including policies adopted by both central and local government. 
The relationships between the various factors are complex and largely 
unknown.   
   
Population projections may also be an impetus for behavioural and policy 
change, making them less likely to be realised. Population projections may 
indicate that existing trends and policies are likely to lead to outcomes 
which may not be deemed desirable. If policies are introduced that counter 
these trends, either directly or indirectly, the original projections will not be 
realised. An example of this was the Fresh Talent Initiative, which was 
introduced in 2004 as a response to the projection that the Scottish 
population might fall below the “symbolic 5 million” mark. Since 2004, 
however, the Scottish population has increased year-on-year, driven by 
higher than expected fertility rates and higher than expected immigration 
levels from the rest of the UK and in particular, from EU accession states. 

 
 
 

What drives demographic change? 
 
Population size is driven by a combination of four factors: the number of births, 
deaths, immigrants and emigrants. There are two ways in which a population can 
change. The first is through a change in births and deaths, otherwise known as 
“natural change”; the second is via a change in “net migration”, which is the 
difference between the number of immigrants and emigrants. An ageing population 
is ultimately driven by the combination of these four factors. Lower fertility combined 
with gradually decreasing mortality and no significant gains or losses from migration 
results in the redistribution of the population away from the younger to the older age 
groups. This is what has been happening in Scotland for a number of years and is 
projected to continue in the future.  
 

How does demography impact on fiscal sustainability? 
 
The future size and age distribution of the population have important implications for 
the long-term sustainability of the public finances. In terms of government revenues, 
different population age groups tend to make different contributions to labour supply 
and thus to tax receipts. The age structure also impacts on the future demands on 
public spending by society.  
 
For example, the figure below shows the profile of tax and certain public spending by 
age in the UK. This shows that on average, people above the state pension age are 
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more likely to create fiscal pressures in areas like health and welfare spending, 
whilst also exiting the labour supply, resulting in lower tax revenues.  
 
Figure 1: Representative profiles for tax, public services and welfare spending, 
UK 
 

 
 
 
This life cycle profile of tax and spend in the UK will be similar in Scotland. Namely, 
that the peak years for tax contributions are a person’s 30s and 40s and that the 
older an individual gets, the more likely they are to require resources from the Health 
service and welfare state.  

Scotland’s population trends and outlook 
 
So how has the Scottish population changed, and how is it expected to change in 
coming years?  
 
As mentioned above, the Scottish population is at its highest ever level (5,424,800) 
and has increased by 20,100 over the year to 30 June 2017 and by 6% over the last 
20 years.3 The increase has been driven by migration, with a net increase of 13,400 
from overseas migrants and 10,500 new migrants from the rest of the UK over the 
year to 30 June 2017.  
 
Although still positive, migration from overseas has fallen since the EU referendum, 
falling between June 2016 and June 2017 by 7,500. Natural change saw deaths 
exceed births in the year to 30 June 2017 by 3,800.  
 
 
 

                                            
3 https://www.nrscotland.gov.uk/files//statistics/population-estimates/mid-17/mid-year-
pop-est-17-publication.pdf  

https://www.nrscotland.gov.uk/files/statistics/population-estimates/mid-17/mid-year-pop-est-17-publication.pdf
https://www.nrscotland.gov.uk/files/statistics/population-estimates/mid-17/mid-year-pop-est-17-publication.pdf
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Figure 2: Net migration and natural change, 1996-97 to 2016-17 

 
Source: National Records of Scotland 
 
Age profile of migrants 
 
One noticeable feature of migrants from overseas compared with migrants from the 
rest of the UK is that they tend on average to be younger (figure 3). If migration to 
Scotland from overseas continues to fall as it did between June 2016-2017, this 
presents a risk to Scottish revenues (from labour supply) and therefore Scottish 
spending.  
 
Figure 3: Age profile of net migration from rUK and overseas, 2017 
 

 
Source: National Records of Scotland, Mid-2017 Population estimates, Scotland 
 

https://www.nrscotland.gov.uk/statistics-and-data/statistics/statistics-by-theme/population/population-estimates/mid-year-population-estimates/mid-2017/list-of-figures
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But overseas migrants are not only younger, they also often have higher 
employment levels. This is particularly the case in migrants from EU ‘accession 
countries’4 as is shown by figure 4 below. Within the overseas migrant population, 
employment rates are higher from EU countries than non-EU with particularly high 
employment levels for people from Accession EU countries. 
 
Based on figure 4, if fewer migrants continue to come from EU countries in light of 
Brexit, this may have implications for labour supply and tax receipts in Scotland, 
given that they tend to be younger with higher employment rates than the overall 
population.  
 
Figure 4: Employment rate by nationality (population aged 16-64), Scotland 
20155 

 
 
The age profile of migrants from the EU and, in particular, accession countries also 
tends to be younger, suggesting that migrants will contribute for longer provided they 
opt to settle in Scotland.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                            
4 Accession countries are defined as Croatia, Cyprus, Czech Republic, Estonia, Hungary, Latvia, 
Lithuania, Malta, Poland, Slovak Republic, Slovenia, Romania and Bulgaria. 
5 Taken from: http://www.parliament.scot/ResearchBriefingsAndFactsheets/S5/SB_16-
86_EU_nationals_living_in_Scotland.pdf  

http://www.parliament.scot/ResearchBriefingsAndFactsheets/S5/SB_16-86_EU_nationals_living_in_Scotland.pdf
http://www.parliament.scot/ResearchBriefingsAndFactsheets/S5/SB_16-86_EU_nationals_living_in_Scotland.pdf


FCC/S5/18/23/1 
 

16 
 

Figure 5: Age Profile of Scottish population by nationality, 2015 
 

 
 
As mentioned above, even with the overall migration figures and increasing total 
Scottish population, the structure of the Scottish population overall is ageing. The 
rate of increase in the population of older age groups has been much higher than 
younger age groups over the last 20 years (figure 6).  
 
Figure 6: Change in population by age group, 1997-2017 

 
Source: National Records of Scotland 

Risks to the Scottish Budget 
 
So what does the changing population structure mean for the Scottish tax revenues 
and as a result, the Scottish budget?  
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Due to the way the fiscal framework works, the key factor influencing the Scottish 
budget is Scottish tax receipts per head compared with the UK tax receipts per head. 
If Scottish tax receipts per head rise or fall to the same extent as the UK as a whole, 
the Scottish budget will be no better or worse off than it otherwise would have been.  
 
The Fiscal Framework, however, only protects the Scottish budget from population 
based risks at a global Scottish level (ie, the tax per-head indexation of the block 
grant adjustment). It does not take account of the overall age-profile and any impacts 
from relatively higher ageing in Scotland compared with the UK as a whole (or vice 
versa).  Therefore, if Scotland has an ageing population with fewer tax-payers and 
greater demand on certain areas of expenditure like Health and Welfare, this will 
present a budgetary risk. 
 
So how do Scottish population projections compare with the UK? Is Scotland 
projected to have a relatively higher level of population ageing than the UK as 
whole?   
 
Old-age dependency ratio 
 
A key population measure is the old-age dependency ratio, which is the ratio 
between the number of people aged 65 and over (the age when people are generally 
‘economically inactive’) and the number of people aged 16-64 (the so called ‘working 
age population’). The value is expressed per 100 people of working age (16-64). An 
increase in the old-age dependency ratio means the proportion of over 65s is 
growing faster than the working age population. Chart 7 below shows how Scotland 
compares with the UK.  
 
Figure 7: Historical and projected old age dependency ratios in Scotland and 
the UK 

 
Sources: ONS 2016-based population projections, NOMIS historical population estimates, 
author calculations. 
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Figure 7 shows the evolution of and projections for the dependency ratio under the 
ONS principal population projection for Scotland and the UK.  
 
In the 1990s Scotland had a marginally lower dependency ratio than the UK, before 
moving to a higher dependency ratio during the 2000s. Since 2011 the dependency 
ratios have been similar for both countries.  
 
ONS population projections suggest that the dependency ratios for both Scotland 
and UK are expected to increase as a result of the baby boomers of the 1960s aging 
over the next 25 years. However, Scotland is projected to have a higher dependency 
ratio in the coming years. The main driver of this divergence is that population 
growth in Scotland is projected to be lower than in rUK. This is caused by a higher 
fertility rate and higher net inward migration in rUK relative to Scotland. In 
subsequent years, the dependency ratios are expected to converge and reach 
similar levels in 2048, before diverging again until 2060.  
 
The following chart shows how many additional 16-64 year old people of working 
age Scotland would need to match the dependency ratio projections of the UK. This 
would peak at 147,000 in 2034, and highlights the implications of the small 
differences in the dependency ratio highlighted in figure 7.  
 
Figure 8: Number of additional people of working age to match UK dependency 
ratios 
 

 
 

What does this mean?  
 
New powers for the Scottish Parliament from Scotland Act 2012 and 2016 mean that 
the size of the Scottish budget is now much more dependent on Scottish economic 
performance and specifically, Scottish economic performance relative to the UK. 
This means that policy questions around ensuring there is an adequately sized 
Scottish tax base become more pressing from a Scottish budgetary perspective than 
they were in the past.  
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What options exist for the UK and Scottish Parliament?  
 
With Scotland’s population expected to age more rapidly than the UK as a whole, 
Scotland faces the possibility of greater pressures on both the spending and the 
revenue side in the coming years. So what options exist for the Scottish and UK 
governments in alleviating some of these risks? 
 
The most obvious lever for dealing with some of the spending and revenue risks is 
immigration. Overseas migrants tend to be young, and net contributors to the 
economy by lowering the age-profile of the population. The Oxford Institute of 
Population Ageing commented that:  
  

“Migration has a potentially strong and long-lasting impact on population 
growth and structure through the interaction between the number of migrants, 
their relatively young age structure and their higher fertility. As a result, 
immigration has increasingly become perceived as a potential means to 
prevent population decline, maintain the size of the labour force and thus the 
support ratio, and slow down structural population ageing.  
  
In terms of population size, while migration will not prevent the age-structural 
transition and demographic deficit of Europe, it will alleviate it.”6  

   
Immigration is reserved to Westminster, but there have been instances in the past, 
within the period of devolution, where there has been policy divergence between 
Scotland and the rUK.  
 
For example, in 2004 the Scottish government was able to introduce a policy 
divergence from the rest of the UK around student visas under the Fresh Talent 
Initiative.  
 
The scheme was generally seen as a success by employers and higher education 
institutions in Scotland. Between 2005-2008, 7,620 non-EEA students were granted 
visa extensions under the scheme. It was also considered to have contributed to a 
more than 3,000 rise in the number of foreign students coming to Scotland in 2005/6 
and 2006-077, although there is no evidence of a causal link8. There is limited data 
on the proportion of students that stayed in Scotland beyond 2 years.  A Scottish 
Government survey9 suggested that around 50% of those participating intended to 
stay on beyond 3 years, but there is no follow-up data to verify if these intentions 
were acted upon.   
 
                                            
6 Oxford Institute of Population Ageing (2016), Brexit and the Role of Migration for an Ageing UK.  
Available at: http://www.ageing.ox.ac.uk/blog/2016-Brexit-and-migration-ageing-BLOG  

7 http://www.gov.scot/Publications/2008/08/15155422/0  

8 https://www.research.ed.ac.uk/portal/files/38000389/SIPafterBrexit0617.pdf  
9 http://www.gov.scot/Publications/2008/08/15155422/0  

http://www.ageing.ox.ac.uk/blog/2016-Brexit-and-migration-ageing-BLOG
http://www.gov.scot/Publications/2008/08/15155422/0
https://www.research.ed.ac.uk/portal/files/38000389/SIPafterBrexit0617.pdf
http://www.gov.scot/Publications/2008/08/15155422/0
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The re-introduction of something like the Fresh Talent Initiative is unlikely to 
dramatically alter the projections.    
 
The UK government has powers to relieve some of the fiscal pressures of an ageing 
population through increases in the state pension age. Under the current legislation 
three gradual increases in the state pension age are expected in the next 40 years: 
from 65 to 66 in 2019-2020, from 66 to 67 in 2026-2027, and from 67 to 68 in 2044-
2045 (Department for Work and Pensions, 2017). In order to gradually phase in the 
increases in the retirement age, the proportions of people expected to be of 
pensionable age in a given year from the ONS (2017) have been applied to the 
models. This will make no difference, therefore, to the relativities of the Scottish/UK 
dependency ratios.    
 
This takes us to another option available to the Scottish and UK governments which 
relates to the spending and taxation choices they make. Fiscal sustainability may 
require different spending and taxation choices in the coming years. A combination 
of fiscal consolidation and increases in taxation may be required.  
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ANNEXE C 

How the design of the fiscal settlement potentially builds in excess forecast variability: 
and what can be done about it. 

Dr. J. R. Cuthbert 
September 2018 

 
Introduction. 
This note explains why the way the current fiscal settlement has been designed has 
certain adverse implications, which are likely to lead to increased uncertainty in the 
forecasts of the resources available within the Scottish budget. A number of 
recommendations are made about the way the budgetary process should be 
handled, in order to minimise these adverse effects. This note is illustrated by 
reference to some of the figures in the May 2018 Scottish Fiscal Settlement, and 
March 2018 Office for Budget Responsibility projections, (the latest available at time 
of drafting). While these specific forecasts are likely to have been overtaken by more 
up-to-date projections by the time this note is read, this in no way diminishes the 
value of the earlier projections as demonstrating the general point being made here. 
 
Variability in the differences of large numbers. 
It is a truism in statistics that, when one is forecasting a quantity which is itself the 
difference of two large forecast numbers, then the resulting forecast is liable to be 
subject to considerable variability. This happens because of the following formula for 
the variance of the difference between two random variables, x and y: namely 
 
 var(x – y) = var(x) + var(y) - 2cov(x, y)   (1) 
 
[Here var(x), the variance of x, is a standard measure of the degree of variation in a 
random variable and is, technically, the average squared deviation of x from its 
mean. Cov(x, y), the covariance between x and y, is a standard measure of the 
association between x and y, and is related to the degree of correlation between x 
and y as follows:  
 Correlation(x, y) = 𝑐𝑐𝑐𝑐𝑐𝑐(𝑥𝑥,𝑦𝑦)

√𝑐𝑐𝑣𝑣𝑣𝑣(𝑥𝑥)𝑐𝑐𝑣𝑣𝑣𝑣(𝑦𝑦)
   ] 

 
When x and y are large quantities, it will often be the case that their forecasts have 
correspondingly large variances. If so, then the implication of formula (1) is that the 
variance of (x – y) will be large, because of the large positive var(x) and var(y) terms 
in formula (1),  unless x and y are also highly positively correlated, in which case the 
variance terms will to some extent be offset by the  -2cov(x,y) term. 
 
As a corollary: anything which tends to reduce the correlation between x and y will, 
other things being equal, have the effect of increasing the variance of (x – y) . 
 
In practical terms, the above leads to the following commonsense principles which 
should be applied when handling quantities which are estimated as differences of 
forecast large numbers: – 
(a) treat any such estimate with great caution, since the variance, i.e., uncertainty, of 
the estimate is likely to be large. 
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(b) try, as far as possible, to understand the basis of all such forecasts, and, in 
particular, any apparently puzzling features, before putting confidence in the 
forecast. 
(c) take any steps which can reasonably be taken to increase the degree of 
correlation between the x and y forecasts. 
 
Forecasting the effect of the fiscal settlement. 
None of the above is rocket science. But it does, nevertheless, have important 
implications for forecasting the effect of the fiscal settlement on the Scottish budget. 
 
The effect of the fiscal settlement, and Scottish tax changes, is given by the difference 
between Scottish devolved tax receipts and the block grant adjustment. These are 
both large numbers: if one concentrates, as will be the case in this note, on the income 
tax element, then the relevant figures are shown in table 3.8 of the Scottish Fiscal 
Commission report of May 2018, as shown here:-  
 

 
(Note that the figures in row 1 of this table relate to the income tax element of Scottish 
tax receipts. Note also that, although T3.8 attributes the BGA estimates in row 2 to the 
Scottish Government, they are effectively derived from OBR’s March 2018 forecast of 
rUK NSND receipts.) 
 
The variance of the forecasts of the numbers in rows 1 and 2  are likely to be large, 
particularly towards the end of the forecast period: so we are very much in the territory 
described in the preceding section.  
 
In fact, the figures in table 3.8 suggest that the Scottish budget could experience a 
very significant benefit from the operation of the fiscal settlement over the period. As 
can be seen, table 3.8 projects that the difference between projected Scottish NSND 
receipts and the block grant adjustment could increase progressively from -£159 
million in 2017/18 to £405 million in 2022/23.  In other words, the Scottish budget could 
experience an annual benefit of £564 million in 2022/23 relative to 2017/18, due to the 
operation of the fiscal settlement, and policy decisions on Scottish income tax. 
 
The principles in the previous section suggest this effect should be treated with a good 
deal of caution: and this is particularly the case when the following puzzling features 
of the figures are considered. 
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By dividing the year to year rate of increase in the Scottish NSND figures in table 3.8 
by the projected year to year rate of increase in the Scottish population, it is possible 
to infer the implied rate of increase in Scottish per capita NSND receipts. Moreover, 
the year to year rate of increase in the BGA is the projected rate of increase in rUK 
per capita NSND receipts, multiplied by the rate of increase in the Scottish population. 
So, by dividing the year to year rate of increase in the BGA figures in table 3.8 by the 
projected year to year rate of increase in the Scottish population, it is possible to infer 
the implied rate of increase in rUK per capita NSND receipts. The results of these 
calculations are shown in the following table. 
 

 
 
 
So, implicit in the figures is a rate of increase in per capita NSND receipts in Scotland 
after 2018/19 which is well above the corresponding rate in rUK: and this is true 
throughout the period, not just in 2018/19 when the Scottish income tax changes could 
be expected to have a significant effect on the figures. 
 
What is puzzling is how this contrasts with what is projected by SFC and OBR for per 
capita GDP growth, and also nominal average earnings. Table 2 shows the SFC and 
OBR projections for per capita GDP growth. 
 

 
 

Table 1: Implied annual % growth rates in S and rUK devolved income taxes per head

2017/18 2018/19 2019/20 2020/21 2021/22 2022/23 2023/24
Scotland 1.47 3.96 2.81 3.42 3.88 4.28 4.18

rUK 3.13 2.21 2.06 2.95 2.94 3.74

Sources: 2017/18 figures from GERS 2018 T4.4
other figures derived from SFC May 2018 T3.1 Scottish NSND receipts,

and SFC May 2018 T3.8  BGA estimates.
Based on Scottish population figures from ONS 2016 50% EU migration variant,
as used by SFC.

Table 2: GDP per capita: 
comparison of SFC May 2018 Scottish  forecast with OBR March 2018 UK forecast.

Calendar Year, % year on year growth 

2017 2018 2019 2020 2021 2022 2023
Scotland 0.2 0.3 0.5 0.6 0.6 0.7 0.7

UK 1.1 0.9 0.7 0.7 0.8 0.9

source: SFC May 2018 T 2.11
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As can be seen, the SFC is projecting consistently lower growth in GDP per capita in 
Scotland than the OBR was projecting for the UK as a whole, although the gap was 
projected to diminish through time. And there is a similar picture for nominal average 
earnings, as shown in Table 3. 
 

 
 
 
Note that it is not being suggested here that either the SFC’s NSND projections, or the 
OBR’s projections, are necessarily wrong. Both the SFC and the OBR have highly 
skilled modellers: and it may well be, once the relevant figures are decomposed, that 
there is a plausible explanation for the puzzling figures above. But the important thing 
is that this decomposition needs to be done, and the basis for the above apparent 
anomaly thoroughly understood, before one could put much trust in the favourable 
T3.8 effect on the Scottish Budget.  
 
In fact, in its report on the 2018/19 draft budget, the Finance Committee, (on the basis 
of the earlier projections then current), picked up precisely this point. They noted that, 
despite the SFC’s forecast of slightly slower GDP per capita growth for Scotland than 
the OBR forecast for the UK as a whole, the SFC was forecasting a higher rate of 
growth in income tax liabilities per capita for Scotland than the OBR was forecasting 
for the UK. In its reply, (letter of 19 February 2018 to the Finance Committee), the SFC 
noted that this was due to modelling differences between the Commission and the 
OBR, differences in economic factors, and, most importantly, different policy choices 
in the UK and Scotland. 
 
The SFC then went on to quantify the effect of the Scottish income tax changes of 
2018/19, and the effect of higher Scottish public sector pay growth, as explaining 2.5% 
of the growth in per capita NSND revenues in 2018/19. 
 
However, overall, the SFC’s explanation is inadequate: the policy changes would 
largely affect the early years in the period: but the forecast differential between Scottish 
and rUK growth rates in per capita NSND receipts is actually pronounced throughout 
the projection period, as Table 1 above shows. And merely stating that there are 
modelling differences, and differences in economic factors, does not contribute any 

Table 3: Nominal average earnings:
 comparison of SFC May 2018 Scottish  forecast with OBR March 2018 UK forecast.

Calendar Year, % year on year growth 

2017 2018 2019 2020 2021 2022 2023
Scotland 1.1 1.6 1.9 2.2 2.6 2.9 3.2

UK 2.6 2.7 2.4 2.5 2.8 3.0

source: SFC May 2018 T 2.11
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meaningful understanding, or confidence, in what is going on. In fact, quite the reverse: 
the more there are differences between the OBR and the SFC in modelling approach, 
and economic assumptions, the lower the correlation is likely to be between the OBR 
and SFC forecasts – and hence, (in line with formula 1), the greater the likely variance 
of the resulting estimate of the fiscal settlement effect. 
 
The situation is unsatisfactory. Given that the differential in Table 3.8 is liable to feed 
directly into the forecast of the Scottish Government’s future finances, the following 
things, (in an ideal world), would need to be done:- 
(i) rather than simply publishing the NSND and BGA estimates, as in Table 3.8 of the 
SFC report, the SFC, (or somebody), should attempt a detailed reconciliation: in 
particular, this would identify in detail how any features like the puzzling differential 
movement in NSND per head, as compared with GDP per head, are actually projected 
to arise. 
(ii) The more the OBR and the SFC are using different modelling techniques, or using 
different population projections, or are making different assumptions on economic 
trends, then the lower the correlation between their respective forecasts, and the 
greater the likely variance of the forecast fiscal settlement effect. Without seeking to 
compromise the independence of either body, there should be some form of liaison 
between OBR and SFC so that, as far as possible, they are adopting common ground 
on techniques and assumptions. This would have the effect of increasing the 
correlation between the OBR and SFC forecasts and hence reducing the overall 
variance of the projected fiscal settlement effect. And even if, (as is likely), it was not 
possible to achieve totally common ground, the exercise would have the benefit of 
identifying where, and why, areas of difference remained: and hence would make the 
reconciliation exercise at (i) much simpler. 
 
Longer Term Implications. 
The recommendations at the end of the preceding section are important: but they still 
amount to little more than making the best of a bad job. It is an inherent flaw in the 
design of the present fiscal settlement that the projected finances of the Scottish 
Government depend on the difference between two large, and inherently difficult to 
forecast, quantities. This will inevitably add a significant level of uncertainty to the 
future finances of the Scottish Government. As with other aspects of the fiscal 
settlement, (for example, the potential for negative feedback effects), it would appear 
that inadequate attention was paid to this particular aspect when the fiscal settlement 
was being cobbled together. When the fiscal settlement comes to be reviewed, 
consideration should be paid to modifications which would avoid the kind of problems 
discussed in this note.  
 
One possibility, (and there will be others), was the suggestion made by the present 
author, in evidence to the House of Lords Economic Affairs Committee on 9 
September 2015.  Rather than the type of modified Holtham indexation actually 
adopted, this would involve the block grant adjustment being increased by a fixed 
percentage each year, (subject to periodic review). This would immediately 
considerably reduce the kinds of problem identified here. This proposal is not 
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advanced here as a panacea – it has its own downsides. But the important point is 
that it illustrates that there are alternatives available. And when the current fiscal 
settlement comes to be reviewed, the net should be cast wide over a range of possible 
options: and there should be a proper consideration of the likely implications, and 
downsides, of how each possible solution would behave in practice.  
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Finance and Constitution Committee 

Written submission by the Auditor General for Scotland on the 
operation of Scotland's Fiscal Framework  

Introduction 

 The Scottish Parliament’s new financial and social security powers and responsibilities 
from the 2012 and 2016 Scotland Acts are fundamentally changing the Scottish public 
finances. Many of the components of the Fiscal Framework are now operating, including 
tax raising, borrowing and reserve powers. Others including further devolution of social 
security and VAT assignment are coming into force over the next three years. 

 The Scottish budget is becoming increasingly complex. It is also subject to greater 
uncertainty and volatility than when the majority of its funding was relatively fixed 
through the block grant from the UK Government. The way the Scottish economy 
performs relative to the rest of the UK is having a greater influence on public finances 
than ever before. The Scottish Government has more choice over tax and spending, 
and more decisions to make about how and when to use its financial powers. 

 The Scottish Parliament’s revised budget process responds to these new fiscal 
challenges and is being introduced for the 2019/20 budget. This includes an increased 
focus on fiscal sustainability – taking a long-term outlook and addressing fiscal 
constraints, alongside a greater focus on prioritisation and the impact of increasing 
demand for public services. Understanding the opportunities and risks inherent in the 
operation of the Fiscal Framework, and how these are being experienced and managed 
in practice, is critical to the effective oversight of the Scottish public finances. 

 This submission provides a brief overview of the main risks that are now affecting the 
Scottish budget. Over time these may manifest as either downside risks (increasing 
pressure on available resources and limiting policy choice or effectiveness) or upside 
risks (enabling a greater range of policy choices). These risks need to be effectively 
managed by the Scottish Government and in the budget decisions of the Scottish 
Parliament. 

 Audit Scotland is preparing a briefing on the operation of the fiscal framework for 
publication in October. This reflects on experience during 2017/18, the first full year of 
operation of income tax, borrowing and reserve powers. We will draw on information 
from annual accounts and the first Fiscal Framework Outturn Report as these are 
published, and other relevant publications including Scotland’s Fiscal Outlook. The 
briefing will provide more details about the range of risks now affecting the Scottish 
budget, which the Committee may find helpful. I will write to the Committee as soon as it 
is available. 
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Forecasting risk 
 Independent forecasts by the Scottish Fiscal Commission (SFC) and the Office for 

Budget Responsibility (OBR) are now a key element of the Scottish budget process. 
They determine the tax revenues and corresponding block grant adjustments (BGAs) 
built into the annual budget. Alongside the block grant, these forecasts provide the basis 
of the Scottish Government’s spending plans. 

 Forecast error is the difference between what was forecast and what happens. The 
uncertainties inherent in the forecasting process mean that once actual amounts (‘final 
outturns’) are known these will differ from initial forecasts. The Scottish budget will 
ultimately be adjusted to reflect final outturns. The net effect of this will depend on 
forecast errors experienced for both devolved revenues (or expenditure) and the 
corresponding BGA. 

 The Scottish Government has to manage the effect of having more or less resources 
than was anticipated in original forecasts, as these adjustments (‘reconciliations’) are 
made. The greater the range of possible outcomes, the greater the forecasting risk.  

 Timing is different for different components of the fiscal framework. Reconciliations for 
fully devolved taxes are made largely in-year, with a net increase of £18 million already 
made to 2017/18 funding.10 A further reconciliation adjustment will be made to reduce 
the 2019/20 budget by £2 million, meaning the net effect of reconciliation of all fully 
devolved taxes for 2017/18 will ultimately be to increase funding by £16 million. 

 Final outturns for Scottish Income Tax for 2017/18 will not be known until summer 2019, 
and reconciliation will affect the subsequent year’s budget. Updated forecasts of 
revenues and the corresponding BGA were included in the Scottish Government’s fiscal 
outlook.11 If outturns were the same as this forecast, this would mean a net reduction of 
£267 million would be made to the 2020/21 budget. But these forecasts are also subject 
to forecasting risk, with the final outturns likely to be different again.  

 Important aspects of forecasting risk include: 

The extent of underlying uncertainty about the economy and other areas subject to 
forecasts. In a period of significant economic uncertainty, forecasting is inherently 
more challenging and forecasting risk increases. 

                                            
10 Comprising an increase of £49 million in fully devolved tax revenues, offset by an in-year increase in 
the corresponding BGA of £31 million. A further increase in the BGA of £2 million will be made in 
2019/20. 
11 Scotland’s Fiscal Outlook: The Scottish Government’s Five Year Financial Strategy, Scottish 
Government, May 2018. 
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 The availability of relevant and robust data about the UK and Scottish economies, 
tax and social security spending. Investment in new data sets and surveys will help, 
but there are limited opportunities to improve historical information. 

 The robustness of methodologies and judgements made by the SFC and OBR. A 
key aspect of the process is for forecasters to be able to compare actual 
experience to forecasts, learning from this and refining their methodologies and 
judgements as a result. This can be expected to improve forecasts and reduce this 
aspect of forecasting risk over time. 

 Differences in methodologies and judgements between the SFC and OBR. 
Different conclusions about underlying economic performance and the effect on tax 
and spending will have a direct impact on the initial Scottish budget, and 
subsequent reconciliations. 

 How far ahead forecasts look. The longer the period between forecast and outturn, 
the greater forecasting risk is likely to be. This means that updated forecasts for the 
same measure are likely to be a better indication of the final outturn than those 
prepared at an earlier date. 

Economic Performance Risk 
 The Fiscal Framework incentivises the Scottish Government to increase economic 

growth. The amount of funding available for the Scottish budget is now more closely 
linked to Scotland’s economic performance relative to the rest of the UK, through the 
effect on tax revenues. The devolution of some aspects of social security also increases 
the extent of demand-led spending, and spending pressures are likely to be greater 
where the economy is doing less well. This means the Scottish Government must 
consider the wider economic and fiscal effects of its tax and spending policies. The 
greater the scope for divergence of Scottish and the rest of the UK economies, and the 
implications for tax raising and public spending pressures, the greater the economic 
performance risk. 

 Where differences in growth rates between Scotland and the rest of the UK continue 
over an extended period, the cumulative impact on future Scottish budgets is likely to be 
increasingly significant. The Fraser of Allander Institute previously estimated that a 
0.2% differential in growth rates would change budget revenues in the first year by  
£25 million, rising to around £130 million by the fourth year if this differential 
continued.12  

 Enhanced short-term resource borrowing powers are available in the case of defined 
economic triggers (‘a Scotland specific shock’). But these are not designed to insulate 

                                            
12 Scotland’s Budget: 2016 (table 2.4), Fraser of Allander Institute, September 2016. This report also 
notes that “the effects of differential tax revenue growth in this parliament are not as significant as they 
could be in future parliaments. This is because some taxes – notably VAT – will not be devolved until 
2019-20”. 
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the Scottish budget from any structural differences in economic performance that 
continue over a number of years. 

Important aspects of economic performance risk include: 

The extent of structural and cyclical differences between the Scottish economy and the 
rest of the UK, and how these affect tax and public spending demands. 

Underlying economic factors; such as employment, wage levels, productivity, demand 
and government spending.   

The point in the relative economic cycles of Scotland and the rest of the UK at which 
baselines for block grant adjustments are established. 

Policy Risk 
 Different tax and spending policy choices in Scotland compared to the rest of the UK 

can affect the Scottish budget. UK policy changes in relation to non-savings non-
dividend (NSND) income tax, devolved taxes and social security spending in devolved 
areas will have a direct effect on the Scottish budget. For example, if the UK 
Government decided to raise UK tax rates in a devolved area and the Scottish 
Government retained its existing rates, the overall Scottish budget would be less as a 
result. 

 Maintaining the “status quo” between Scotland and the rest of the UK through the Fiscal 
Framework now means matching UK tax policy. The Scottish budget will be larger or 
smaller than it would otherwise be as a result of any policy divergence in such areas. 
The Scottish Government must manage the implications for its budget arising from any 
relevant UK policy changes alongside its own policy decisions. Greater uncertainty 
about future UK Government policy in devolved areas potentially increases policy risk 
for the Scottish budget. 

 Important aspects of policy risk include: 

The extent of policy divergence over time in areas such as tax rates or spending 
changes in devolved areas. Measures designed to increase or decrease the 
Scottish budget may be neutralised by similar changes at a UK level. 

Decisions taken by the UK Government about the mix of tax and spending measures 
between reserved and devolved areas may have a disproportionate effect on the 
Scottish budget. For example, a shift in tax raising between personal and corporate 
taxes that is budget neutral at a UK level would impact the Scottish budget. This is 
because the BGA associated with income tax would be affected, but there would 
be no Barnett consequential impact on the baseline block grant. 

The extent of any ‘policy spillover’ agreed between the Scottish and UK Governments. 
Changing policies in either Scotland or at a UK level may produce a fiscal impact 
within the other jurisdiction. For example, increasing tax in Scotland may lead to 
more universal credit payments being required to Scottish people from the UK 
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government.13 The Fiscal Framework includes provisions to adjust for this where 
an effect is demonstrated to the satisfaction of both parties. 

The extent of any changes to social security entitlements and benefit levels in areas 
prior to devolution, which would impact on baseline block grant adjustments. A 
similar risk applies in relation to the taxes that have yet to be devolved. 

Budget Management Risk 
 The Scottish Government continues to be required to operate a balanced budget. This 

means matching its spending to available sources of funding each year, including any 
borrowing and the use of reserves within the provisions of the Fiscal Framework. 

 The budget process is more complex, and subject to greater uncertainty and volatility, 
meaning the Scottish Government will have to manage its financial position closely. This 
will include planning for the changes that will affect the budget across current and future 
years and responding to unexpected events. Budget management should support the 
sustainability of the Scottish public finances over the long term, enable the Scottish 
Government to deliver its policies and minimise disruption to public services. The 
greater the overall level of uncertainty and volatility, the greater is this risk. 

 The extent of the budget management challenge in any one year will depend on the 
interaction of all the factors affecting the Scottish budget. Where various risks crystallise 
in a way that the effects offset one another, the overall impact will be limited. If the 
effects are predominantly in one direction, the aggregate effects might be significant 
and difficult to manage. 

 Key aspects of budget management risk include: 

How well risks can be accommodated within the flexibilities in the fiscal framework, 
including resource borrowing facilities and the Scotland Reserve. 

The extent and nature of long-term commitments, including capital borrowing, 
contractual commitments and policy priorities. 

The Scottish Government’s ability to control spending programmes in the short term, 
and the impact of this on the delivery of public services. 

The quality of in-year estimates and provisional outturns to support effective monitoring 
and forward planning. 

Understanding the underlying financial position of the devolved public sector as a 
whole. Currently Scotland does not have public consolidated accounts to show a 
comprehensive picture of public revenues, spending, liabilities and assets. 

                                            
13 Essentials of the Fiscal Framework, David Eiser, Adviser to the Finance Committee. 
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Conclusion 
 Many of the components of the Fiscal Framework are now operating, with 2017/18 the 

first full year of operation of income tax, borrowing and reserve powers. Experience 
during this year helps to improve understanding of the risks and opportunities now 
inherent in the Scottish budget. Information from the Scottish Government in new 
publications, such as Scotland’s Fiscal Outlook and the Fiscal Framework Outturn 
Report, and the Scottish Fiscal Commission’s reporting also help develop 
understanding of the issues for the Scottish public finances. 

 As further powers are devolved, including social security, and VAT assignment is 
implemented, more variables will be introduced into the Scottish budget. Scottish 
Income Tax reconciliations will begin to have a direct effect for the 2020/21 budget. As 
the full range of new financial powers comes on stream the extent of overall risk will 
continue to rise. Robust, transparent and comprehensive information about this is 
critical to support effective decision making, Parliamentary accountability and public 
confidence. 

 

Caroline Gardner 

Auditor General for Scotland 

20 September 2018 
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