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1. This memorandum is intended to set out some key points to assist the Committee in 

advance of my oral evidence to it on 25 June.  In it, I am chiefly concerned with the 

implications of a No vote in September’s independence referendum.  So far as a Yes vote is 

concerned, I have little to add to evidence of previous witnesses before the Committee.   

 

2. This paper draws on my work on the Institute for Public Policy Research’s ‘Devo More’ 

project, with Guy Lodge.  That project has produced a number of outputs, including a 

detailed discussion of a workable decentralised financial system for the UK, Funding Devo 

More, published in January 2013.
1
   

 

The purpose, form and implications of tax devolution 

 

3. The most important issue about tax devolution is what purpose or purposes it is meant to 

serve.  Tax devolution cannot simply be about ‘autonomy’, and devolution within a single 

state is about securing an appropriate balance between autonomy for particular units and 

equity across the state as a whole, and about ensuring that tax bases as well as resources 

relate to the functions of the respective governments.  It is also about ensuring that finance 

ministers have reasonably controllable and predictable revenues and – given the division of 

functions between sub-state and central governments – an appropriate measure of control 

to influence the economy of that sub-state region given the ways in which that function is 

shared.   

 

4. There are cases where devolved or decentralised services can best be funded by a grant.  

That is, however, not the case for Scotland, where devolution in 1998 not only involved the 

devolution of responsibility for around 65 per cent of identifiable public expenditure in 

Scotland, but a much wider transfer of responsibility than merely the administration of 

public services that were substantially common across the UK.
2
  Fiscal devolution is a 

necessary concomitant of the sort of devolution that was enacted in 1998.   

 

5. In the case of a devolved Scotland after a No vote, the division of functions is likely to 

remain substantially the same as at present, in spending terms.  Devolution of some welfare 

functions is on the table, the most radical proposals being those set out in our Devo More 
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and Welfare report.
3
  This proposed devolution of Housing Benefit and Attendance 

Allowance, the administration of the Work Programme, and a power to supplement 

additional welfare.  Even with these proposals, the most significant spending commitments 

of the Scottish Government would be for health and education functions.  The costs of 

these functions are both inflationary and mildly anti-cyclical in nature; they tend to go up 

when times are good, as demand for them is essentially unlimited and general cost and 

wage inflation drive up costs.  But there tends to be a particular spike when times are bad; 

people stay in or return to education if jobs are scarce, to improve their standing in the 

labour market, and people under financial pressures tend to have health problems too.  This 

means that devolving highly volatile tax bases makes little sense; it creates the risk of 

reducing devolved government revenues just as demand for services it provides increases.  

Fiscal devolution in a UK context needs first and foremost to ensure that devolved 

governments not only have access to substantial tax bases, but to relatively stable ones.   

 

6. A further important issue is the burden of costs arising from tax devolution, how 

substantial these are and where they fall.  These costs are usually categorised as 

administrative costs (those incurred by governments and tax agencies in administering a 

tax system) and compliance costs (those incurred by tax payers in submitting tax returns 

and paying their taxes).  Governments are also concerned with how effectively they can 

collect taxes.  The UK’s systems score relatively well by international standards, 

particularly the Pay As You Earn system for income tax, which collects large proportions 

of the revenues due at modest cost for the tax collection agency and minimal complication 

for the taxpayer.  A government that sought to disrupt these arrangements would risk 

reducing its own revenues, increasing the burden on taxpayers, or both.    

 

7. Reviewing the options for tax devolution for Funding Devo More, I concluded that the best 

options were for outright devolution of personal income tax, and assignment of a 

substantial proportion of VAT receipts (since VAT cannot be devolved within a single 

state).  Income tax is a substantial and highly visible source of revenue, accounting for 

about 23 per cent of total revenues generated in Scotland, which is not particularly volatile.  

Devolving would provide a power lever to shape economic and social policy as well 

generating revenue.   

 

8. Assigning a portion of VAT revenues – but not devolving control of rates or incidence of 

the tax – is a more controversial proposition.  VAT is both a relatively stable tax in the 

short-medium term, and a growing tax base in the longer term, so it is attractive in that 

respect. Moreover, retaining the receipts from the tax would give the Scottish Government 

both a direct interest in ensuring economic growth, and a way of reaping the fiscal rewards 

of doing so.  That would help make a measure like universal childcare much more 

affordable and practicable.  Assignment of the tax does present some difficulties, 

particularly as there is an asymmetric transfer of risk (albeit one mitigated by the relative 

stability of VAT revenues).  However, any government would want to set a sales tax, and 
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EU rules mandate one for any EU member, whether independent or not.  Given the limited 

range of practicable options, assigning VAT receipts becomes more attractive than it might 

be if one were designing a fiscal system from scratch.   

 

9. Land taxes should also be devolved, a process which will be well underway in April 2015 

when landfill tax and stamp duty land tax are devolved.  (As well as the aggregates levy, 

there would be a case for devolution of capital gains tax in relation to transactions in land 

as part of completing that process.)  Devolution of duties on tobacco and (particularly) 

alcohol would be desirable, though EU legal constraints and indeed the Treaty of Union 

make that problematic, quite apart from issues of smuggling.  If a further major tax base 

were to be devolved, the best choice would probably be employers’ National Insurance 

Contributions.  However, the relatively limited scale of likely welfare devolution weakens 

the case for that move, which would be appropriate if substantial welfare functions were to 

be devolved but not otherwise.   

 

10. The ‘Devo More’ package, with devolution of all income tax and assignment of 10 points 

of VAT, would provide for about half of devolved spending being covered by tax bases 

under the direct control of the Scottish Parliament.   

 

11. One tax not suitable – by almost any measure – for devolution is corporation tax.  It is not a 

major source of revenues, corporation tax receipts are highly volatile, and devolution 

would significantly add to compliance burdens for taxpayers, particularly small businesses, 

while probably also adding to administrative costs and undermining collection rates for 

government.  Moreover, the constraints that would need to be imposed on its devolution – 

to ensure that the devolved tax rate and other benefits applied only to tax receipts generated 

in Scotland and not in other parts of the UK, and to comply with EU law on state aids – 

would be a further factor, both limiting the use the Scottish Government might make of it 

and the burdens on taxpayers.   

 

12. Similarly, oil and gas revenues are unsuitable for either devolution or assignment.  

Devolving them would raise serious legal difficulties under EU law, and expose Scottish 

public services to the problems of volatility that they present.  Particularly if some or all of 

these revenues were assigned (not devolved outright), there would be no control over the 

receipts, which are determined by such factors as the extraction rate and global oil prices, 

neither of which would be under the control of the devolved government.  There are good 

public finance reasons for the UK Government, with its wider tax base and greater scale, to 

manage such volatility.  (Indeed, as the Committee will be aware, Angus Armstrong 

considers the scale of such problems as so serious as to make a debt-for-oil swap desirable 

in the event of independence.
4
)   

 

13. All three pro-UK parties are now committed to further forms of devolution in the event of a 

No vote.  They have strong electoral reasons to deliver that, given that it is the preferred 
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option of Scottish voters, and clearly has been for a considerable time.  The key questions 

concern the means and timescale by which that happens.   

 

 

Grants and the Barnett formula  

 

14. ‘Protecting the Barnett formula’ has acquired almost totemic status for all parties in 

Scotland.  Certainly the Barnett formula treats Scotland generously, with a grant that 

exceeds any reasonable calculation of relative needs and – varying from year to year and 

depending on how they are calculated – tax revenues generated by Scotland.   

 

15. The Barnett formula system has a number of virtues, apart from the generosity of the 

quantum of funds it allocates to Scotland.  Most notably, it provides stable and predictable 

resources to fund services whose costs are (as noted above) somewhat inflationary.  It 

therefore insulates the Scottish Government from much of the revenue risk that comes with 

fiscal devolution.  However, it also has several downsides.   

 

16. One is – or will be – convergence.  Convergence is well known to be a property of the 

Barnett formula – as Scotland receives a population share of changes in spending on 

‘comparable functions’ in England (but has a higher starting point), its funding should 

converge on the English level over time.  The evidence suggests this has not happened, or 

happened to only a minimal extent.
5
  The explanation appears to lie in the rate of Scottish 

population decline over the 1990 and much of the 2000s, even between Spending Reviews 

(when the population figures have been revised).  During that period, the average rate of 

population decline was around 0.3 per cent per annum.  That decline briefly reversed in the 

late 2000s, but has now resumed at a slower rate of around 0.1 per cent per annum, which 

is projected by the Office for National Statistics to be maintained for the coming ten-fifteen 

years. The implication of this is that Barnett convergence will start to affect Scottish public 

finances in the coming years.   

 

17.  A second problem is that Barnett implicitly ties the funding of Scottish public services to 

that prevailing in England.  Scotland gets a proportion of changes in spending in England, 

whether those are increases or reductions.  While the Scottish Government is free to 

allocate the block grant as it sees fit, the scale of the major spending commitments on 

health and education (and long-term policy commitments more generally) limit the scope 

for such changes, if English spending were to shift appreciably.  This is a strong argument 

for significant fiscal devolution, to deliver Scottish aspirations to make policy for domestic 

matters in Scotland (in a way that may be different to policy in England) while remaining 

part of the United Kingdom.  Tax assignment, in my view, accomplishes this objective 

better than the Barnett formula arrangements, even if it is less desirable than outright 

devolution.   
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18. No party has any commitment to change the Barnett formula after a No vote. Both Labour 

and the Liberal Democrats have been keen to emphasise that the Barnett formula should 

remain as the basis for calculating the overall envelope for funding devolved Scottish 

services. 
6
  The UK Government remains committed to the Barnett formula ‘until the public 

finances are stabilised’.  While there has been quite a debate about the merits of replacing 

the formula, there appears to me to be no political appetite to do so in the foreseeable 

future, as well as those clear and express commitments not to do so.  Suggestions that a No 

vote means the abolition of the Barnett formula are no more than alarmist speculation.     

 

19. That said, there are reasons in the longer term to seek to change the way the block grant is 

calculated, so that it is put on a basis that can command broad support across the UK.  

There are also very strong reasons to change the way the grant is administered and 

organised, so that fewer decisions are taken unilaterally by HM Treasury, there is greater 

transparency about the working of the formula and the funds allocated using it, and there is 

greater scope for impartial intervention and review of decisions about the formula.  Chapter 

seven of Funding Devo More suggests how this might be done, drawing on the work of the 

Lords Select Committee on the Barnett formula and the Holtham Commission in Wales.
7
   

 

 

Implementation of fiscal devolution  

 

20. It is worth noting that these proposals amount to a programme for further devolution that 

would take around 15 years to implement, at least.  Some steps can be implemented 

relatively quickly; devolution of income tax can build upon the framework being 

established to implement the Scotland Act 2012, and assignment of VAT receipts can be 

done relatively readily.  Other steps would be trickier; devolution of capital gains tax 

would require significant legislative change to that tax, for example, and devolution of 

employers’ National Insurance Contributions would entail a significant overhaul of how 

the National Insurance Fund works, as well as raising major issues about the role of 

contributory benefits in the welfare state more widely.  Any change to the way the block 

grant is calculated would also raise a number of complicated issues, and it is hard to see 

how they could be accomplished in less than five to seven years at the very quickest, 

though changes to the process could be accomplished more readily.   

 

‘Full fiscal devolution’ 

 

                                                 
6
 Scottish Labour Devolution Commission Powers for a purpose – Strengthening Accountability and Empowering 

People (Glasgow, March 2014); Scottish Liberal Democrats Federalism: the best future for Scotland.  The report 

of the Home Rule and Community Rule Commission of the Scottish Liberal Democrats (Edinburgh, October 

2012).   

 
7
 House of Lords Select Committee on the Barnett Formula The Barnett Formula, First Report of Session 2008–

09, HL Paper 139, (London: The Stationery Office, 2009); Independent Commission on Funding and Finance for 

Wales Final report – Fairness and Accountability: A New Funding Settlement for W ales (Cardiff: Welsh 

Assembly Government, 2010).   



6 

 

21. It is worth being clear about a further issue.  ‘Full fiscal autonomy’ – the idea that devolved 

Scottish authorities should set and collect all taxes in Scotland, and remit a contribution to 

the UK Government for shared services provided by the UK Government – presents 

profound problems.  It would be incompatible with anything like the existing UK welfare 

state, and present grave problems particularly for old age pensions.  It is incompatible with 

the Union in other respects as well.  A referendum vote for Scotland to remain part of the 

UK therefore also has to be regarded as a rejection by Scottish voters of the idea of full 

fiscal autonomy.   

 

22. Devolution of taxes so that devolved taxes match devolved spending presents different 

problems.  It would be very hard to achieve, given the nature of the UK’s tax system, and 

the already-extensive devolved spending responsibilities.  There would be serious equity 

arguments against it as well.  Even if this were desirable, it is hard to see how it could be 

achieved.   

 

 

Borrowing  

 

23. Fiscal devolution necessarily also implies the ability of a devolved government to borrow – 

not just prudentially, for capital infrastructure, but to enable it to manage the volatility 

necessarily introduced by fiscal devolution.  There are serious hazards for the central 

government if sub-state governments have the power to borrow based on their own streams 

of tax revenue, with an implicit guarantee of a bail-out from the central government.
8
  My 

view now is that the disadvantages of limiting borrowing to that carried out via the central 

government (such as a power only to borrow from the National Loans Fund) exceed the 

advantages, and that a devolved government in the UK should have the power to issue 

bonds on its own account as well as to borrow via the UK Government.  However, the UK 

Government needs to protect its position as well.  It needs to be able to limit its potential 

liability from such borrowing, which can be done by setting and publicising a ceiling of the 

maximum amount of devolved borrowing which it will indemnify.  Any borrowing above 

that ceiling would be clearly visible as such, and lenders to the devolved government 

would be aware that they had no guarantee from the central government, so if they 

exceeded that ceiling they would bear the risk and not be able to transfer it to the UK 

Government.   

 

 

24. I hope this helps the Committee in its deliberations.   

 

 

 

 

Alan Trench  
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