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Preface from the President of Scottish Association of the IRRV

The Institute of Revenues, Rating and Valuation (IRRV) has published
these ‘Principles for local government finance’ as a contribution to
the ongoing debate about the future of local democracy in this
country.

Local authorities must have the capacity to operate effectively if
the wishes and aspirations of local electors are to be realised: But
the Institute also believes that independent, innovative local
authorities are essential if the policies of any Scottish Executive
are to be delivered effectively. The nature of the current financial
settlement between the Scottish Executive and local government
prevents this from happening because it hampers innovation and
effective action by local authorities, and prevents elected
councillors from responding to the needs of their communities.

This paper describes the principles by which an ideal system of local
taxation for Scotland and elsewhere in Britain would operate, and
analyses the extent to which those principles are currently realised
by the existing locally-collected taxes - Council Tax and business
rates. We recognise that with a devolved Parliament matters can be
dealt with differently to reflect differing circumstances.

“The attitudes of individual officials [from Scottish Executive and
local government) provide the cornerstone of good working
relationships; they are particularly important given that central and
local government are both political institutions, and politicians
will not always agree.” (Government Response to the House of Lords
Select Committee Report “Rebuilding Trust”, Cm 3464, November 1996,
p.5] It is in that spirit, and not with any party political intent,
that we are offering this paper as a contribution to current debates.

Alan Henry
President of the Scottish Association of the IRRV
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The Institute and the Scottish Association

The mission of the Institute of Revenues, Rating and Valuation (IRRV)
is to be the leading professional body in the field of local
authority revenues, including associated valuation for local taxation
and Housing and Council Tax Benefits administration.

The extent of the Institute’s influence is international and it
welcomes many individual members across the world as well as working
closely with international partners.

The Institute’s mission is achieved through its policy work and
research; the advice it gives to government and other agencies; its
educational initiatives and promotion of standards of lifelong
learning; its national and international conferences and seminars and
training programs and its wide range of publications.

The Institute is geared to serving the professional needs and
interests of its members. Our aim is to create an IRRV community
dedicated to the highest professional activity that help governments
to create effective, efficient and acceptable local taxation systems.

The Scottish Association of IRRV has over 200 corporate members in
Scotland. All councils in Scotland are members of the IRRV’s Scottish
Revenues Forum which meets on a regular basis in different parts of
Scotland to discuss and resolve issues which present themselves in
the administration of local taxation and revenues. This Forum also
consists of representatives from the Assessor’s Association, the
Accounts Commission and the Scottish Executive and we also have close
links with Cosla.

The Scottish Association’s Executive Committee run twilight courses
at Robert Gordon’s College in Aberdeen and at Bathgate College where
staff from councils can be trained to technician grade standard in
local revenues and benefit administration. A distance learning course
provides for those students wishing to advance to corporate
membership of the Institute. We are also progressing SVQ’s as an
alternative avenue for training. We also run seminars as well as our
Annual Conference in Glasgow in September.

Introduction

This paper sets out a number of ideal principles for the operation of
local government finance in Great Britain. Many of these principles
will appear to be little more than common sense to people within the
local government community. However, almost all of these fundamental
principles have been undermined by central government policies in
recent years.

The Scottish Association of IRRV believes that there is now an
opportunity for a fresh start for Scottish Executive and local
government relations. The publication of the all-party House of Lords
Select Committee’s report on Central Local Government Relations
(‘Rebuilding Trust’) in 1996 acted as a stimulus to political debate.
The Government quickly committed itself to issuing a White paper on
this area - the first for many years - and the Labour Party indicated
that it would implement many of the Committee’s recommendations.

Local government can only operate effectively if sufficient resources
are available to it. The IRRV is uniquely placed to comment on local
government revenues, as the only professional body which can bring
together all those involved in valuation, billing, rebates,
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collection, enforcement and appeals for local taxation, working in
both the public and private sectors.

This paper should be considered as a snapshot of work in progress. We
are anxious to develop these principles, and we will make
recommendations for changes to legislation which would bring the
local taxation system in Scotland closer to our ideal model.

We offer this paper now as a contribution to the current political
debate, and in the hope that politicians of all parties will give due
weight to the views of those who operate the local government finance
system, when considering the policies that they will promote to the
electorate.

Principles for local government finance

Local taxes should be related to ability to pay

1 The failure of the Community Charge demonstrates that any local
tax which fails to take account of ability to pay does not
command public support.

2 ‘Ability to pay’ should be related to the assets, not simply the
income, available to taxpayers to meet their liabilities.
Governments throughout Western Europe are currently moving away
from the taxation of earnings and income, and towards taxing use
of resources. (The recently introduced landfill tax in the UK,
which has been accompanied by a reduction in employers’ National
Insurance contributions, is an example of this).

3 The Council Tax is an improvement over its predecessor in taking
account of ability to pay, but has only a limited relationship
to resource use. The value of a property in Band H (the highest
Council Tax band), is at least eight times the value of a
property in Band A, but the council tax bill is only three times
higher. There are strong arguments in favour of adjusting the
ratio of council tax bills between the bands, and possibly for
the introduction of more council tax bands.

4 The Layfield Committee’s report described business rates as “a
tax on the benefit of occupation of land and buildings” [Local
Government Finance: Report of the Committee of Inquiry, Cmnd
6453, pub. HMSO, 1976, pp. 146-71]. Business rates are
effectively a tax on the use of a resource, and as such, rate
bills cannot be expected to bear a direct relation to the income
stream available to a business. However, there is a range of
reliefs and exemptions, including relief on the grounds of
hardship, which is available to businesses to reduce their rate
liabilities but in reality it is difficult to apply and needs to
be reviewed. The Scottish Executive is currently consulting on
proposals for extending a further alternative to hardship
relief, to be targeted at the properties within the rural
community.

5 The Federation of Small Businesses, and the Conservative
Political Centre, had proposed a ‘banding’ scheme for business
rates, which would in this case reduce the burden for small
businesses by requiring larger businesses to pay more (the
overall tax yield would remain unchanged). We understand that
such proposals remain in the long grass as they have not gained
wide support either from government or professionals within the
valuation and local authority taxation groups.
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6 Any increase in the amount of relief available from liability
for rates has the effect of further undermining the link between
resource use and tax liability. For this reason the IRRV does
not generally support the creation of new forms of reliefs and
exemptions. We understand that such a banding scheme for
business rates has now been abandoned.

Local taxes should be easily understood

7 Tax payers need to be able to understand their tax bills. Such
an understanding is essential if public support for a given tax
is to be maintained. It is worth noting that local authorities
are required by law to accompany their council tax demands with
extensive explanations of how the tax bill has been calculated,
and how the tax revenue will be spent. This is a requirement
that is not placed on the Inland Revenue when collecting other
taxes on behalf of central government!

8 The process by which a Council Tax bill is calculated for a
particular property is relatively easy to understand – the
higher the band for the property, the higher the bill. It is not
so easy for Council Tax payers to understand why Council Tax
bands are based on 1991 property values. The IRRV believes that
regular revaluations of domestic properties for council tax
purposes are essential if public understanding of the tax is to
be preserved.

9 Evidence from experienced rating advisors indicates that one of
the most confusing aspects of the rating system, from the point
of view of ratepayers, is the arrangement for transitional
relief. Transitional relief exists in order to insulate
ratepayers from large year-on-year variations (up or down) in
their rates bills which can arise as a result of five yearly
revaluations. But the current arrangements have the effect of
obscuring the relationship between the tax base and a
ratepayer’s tax liability. The Scottish Association of IRRV
believes that there is a strong case for the elimination of
transitional relief by the year 2003.

Local taxes should be administratively efficient

10 This principle may appear self-evident, but the failure to take
account of the cost of administering the Community Charge was
one of its major failings. Community Charge payers resented
paying a tax which cost so much to collect. Council Tax payers
have borne the cost of writing off uncollectable Community
Charge arrears.

11 It is a great strength of both business rates and Council Tax
that they are widely recognised as being administratively
efficient, and relatively cheap to collect.

Local taxes should be difficult to evade and avoid

12 Property-based taxes such as business rates and Council Tax have
a distinct advantage over any tax based on profits, employees or
individuals in this respect. The survival of business rates for
almost 400 years is in no small part due to the ease with which
the liable person can be identified.

13 Local authorities are currently experiencing difficulties in
collecting business rates from insolvent companies. The IRRV
supports in principle the Government’s 1996 proposals for
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changes to legislation to enable effective collection of
business rates from insolvent companies.

14 The Scottish Association express concern that the Scottish
Parliament has undertaken to abolish poinding and warrant sales
before an acceptable alternative has been found which provides
fairness and equal protection to both the creditor and the
debtor. Given the challenge to the rule of law during when the
community charge was introduced local councils continue to
struggle to recover accumulated arrears of both community charge
and council tax. Strathclyde Regional Council’s Chief Executive
prophesied to the IRRV’s International Conference in Paris in
1991 that the legacy of “that dead animal” would stretch far
beyond 1993.

Local taxes should be impartial between one person and another

15 “Equals should be treated equally, and unequals unequally.” In
general, governments should resist the inevitable political
pressure to create exemptions and reliefs for particular classes
of taxpayer. An exemption granted to one group inevitably leads
to demands (justifiable in themselves) from others for similar
treatment. Overtime, such exemptions accumulate and obscure the
connection between the tax base and tax liability.

16 How should we define ‘equal treatment’ for the purposes of local
taxation? The Scottish Association of the IRRV believes that the
relevant comparison for local taxation purposes is between
taxpayers located within a given local authority area. The fact
that, for example, a Band D council tax payer in Stirling pays a
different council tax bill to a Band D council tax payer in
Edinburgh, in no way undermines this principle. All Band D
council taxpayers in Stirling, who have similar circumstances,
face the same bills.

The ‘benefit’ principle - those who benefit from locally provided
services should make some contribution towards their cost; those who
contribute towards the cost of locally-provided services should
benefit in some way from them.

17 The extent to which those who benefit from locally-provided
services should bear the full cost of that provision will always
be a political decision. Both the Scottish Parliament and local
government politicians have a legitimate interest in the degree
to which a particular service should be subsidised by those who
do not benefit directly from its provision.

18 Business ratepayers and Council Tax payers benefit in different
ways from local authority services, and to differing degrees.
Again, the decision as to how the tax burden for paying for
those services should be allocated between different types of
taxpayer is essentially a political one. One reason for this is
the inherent difficulty in estimating the benefits to a given
group of users of the local authority services that they
consume.

For instance, while a value can sometimes be placed on direct
services such as refuse collection or planning guidance, it is
almost impossible to estimate the indirect financial benefit to
a given business of tourism, education, housing, transport or
any similar local government function. The Institute for Public
Policy Research examined the extent to which businesses could be
charged for services received, and concluded that “Businesses



Principles for Local Government Finance LG/01/16/1

The Scottish Association of the Institute of Revenues, Rating and Valuation 7

already pay charges for services which can be clearly costed,
such as water and energy use. A much expanded system of charges
for other local government services is neither technically
feasible nor politically desirable. The business rate has always
been a contribution towards the cost of services which
ultimately benefit all communities and all businesses...” [J
McCormick, The Green and the Tartan: business rates after
devolution, IPPR, London, 1996, p. 12]

Local authorities should be accountable, ie locally determined
expenditure should be funded by locally determined taxation

19 The Layfield report on Local Government Finance argued that for
“local authorities...to be accountable they should be
responsible to their electorates for both the expenditure they
incur and the revenues they raise to finance it.”

20 In recent years only 20% of local authority funding has come
from locally determined taxation (source: Public Finance Trends
1996, pub. HMSO, p. 24). 80% of local authority income is
determined by central government. A local authority that wishes
to raise its total spending by 5% must raise its Council Tax by
25% - a ‘gearing ratio’ of 5:1. For this reason most local
authorities are prevented from raising their spending, giving
them almost no effective influence over their own local tax
levels.

21 For a realistic democratic choice at local level, electors
should be able to choose between different ‘packages’ of
taxation and spending. The current financial regime limits the
range of options available to the electorate, which is
undesirable if public interest in local affairs, and involvement
in local democracy, is to be maintained. This is a view shared
by local government politicians of all political parties.

22 Council Tax alone could not, taken across the country as a
whole, raise significant additional income for local
authorities, though there is scope for some increase in the
amount raised by this means. The Department of the Environment,
in their evidence to the House of Lords Select Committee,
indicated that Council Tax might be capable of raising 25% of
local authority spending, as compared to the current level of
20% [House of Lords Select Committee Report “Rebuilding Trust”,
pub. HMSO, London, 1996, Vol 1I, QQ 47 & 51 ] . A view is also
expressed that if a tax is asked to do too much then it will be
drawn in to disrepute. Domestic rates in the 1980’s were asked
to do too much and that coupled with no revaluations haven taken
place in England and Wales since 1973 saw the introduction of
community charge in Scotland in 1989.

23 If the level of local authority spending to be raised by
locally-determined taxation is to increase above 25%, as seems
desirable, local authorities will need access to a wider range
of local taxes.

24 Returning non-domestic rates to local control would be one way
of achieving this. Political commentators agree that one of the
most significant, though little-noticed, constitutional changes
in the 1980s was the ‘nationalisation’ of business rates.
Reversing this change, and returning a degree of control over
the local business rate to locally-elected councillors, would
restore the traditional status of rating as a local tax.
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25 But the United Kingdom can also learn from other countries in
this area. Local government in other European countries has
access to a much wider range of local taxes than is available in
the UK. Belgium’s municipalities, for example, “have a list of
more than 130 types of local taxation from which to make their
selection. The list ranges from the conventional - income and
property taxes - to the arcane -taxes on advertising hoardings,
vehicle taxes on boats, bicycles and horses.” [D Wilson and C
Game, Local Government in the United Kingdom, pub. Macmillan,
1994, p.l 52]

26 A corollary of this principle is that local government must have
sufficient resources available to it to discharge the functions
and duties granted by Parliament. When central government places
additional responsibilities on lower tiers of government, it
should ensure that sufficient additional resources are also
available. The local authority associations have argued
consistently that this principle has been neglected in recent
years, with the funding of community care responsibilities and
the increasing burden of environmental regulation being cases in
point.

Local government functions should be determined within a clear
constitutional framework. This should include a definition of the
rights and responsibilities of each tier of government.

27 The Scottish Association of the IRRV believe that before
decisions are made on the future finance of local government in
Scotland the Scottish Parliament require to define the services
which local government should deliver locally particularly if
the Scottish Executive desire to see the dismantling of Quangos.
More and more we see Social Work Services working closer and
closer with Health Boards. On the basis that a individual is
more likely in their lifetime to have contact with a medical
practitioner rather than one of social work the Scottish
Parliament may be of a mind to have both services delivered by
one organisation.

28 The Scottish Executive have recently announced the formation of
one Water Authority from the Year 2002 rather than three at
present. Given the economies of scale and the savings which
should result we the Scottish Association of the IRRV would wish
to be consulted on any matter which would remove the requirement
at present for Councils to bill and collect water and sewerage
charges along with council tax. [See Council Tax Collection
Arrangements in Scotland, England & Wales : Scottish Executive
:Central Research Unit]

Central government grant should be used to narrow the gap between
authorities with differing resources and needs

29 ‘Resource equalisation’, as currently operated, aims to ensure
that, for a given level of spending need, or a prescribed level
of spending need, authorities with different tax bases, spending
needs and unit costs, are able to levy similar rates of tax. It
is usually achieved by adjusting the amount of government grant
which each local authority receives. For instance, it would not
seem fair for the Falkirk Council, which has a business rate tax
base that is greater than Clackmannanshire Council, to retain
100% of its rate income.
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Central government grants should he general rather than specific

30 If local government is to be autonomous (as is implied by the
need for a clear constitutional framework for different tiers of
government), it should retain as much control as possible over
the purposes to which its resources are devoted.

31 The extensive use of specific grants reduces the scope for local
authorities to set their own priorities for spending and service
levels in response to local need. The Scottish Association of
the IRRV is opposed in principle to the further extension of the
use of specific grants.

32 In 1991 IRRV held its first international conference in Paris.
The conference considered Local Taxation within a European
context. Papers were presented on the Local Taxation systems in
operation for virtually all the countries in Europe (including
Eastern Europe).

33 Sir Frank Layfield’s thoughtful summing up of the lessons to be
drawn from the conference are worthy of note.

34 The key issues which emerged from the papers presented were as
follows:

34.1 Local Authorities in most other countries in Europe have
more than one locally determined tax to finance the
services that they provide.

34.2 A single Property Tax should not be required to fund more
than 15% of Local Authority spending.

34.3 There did not appear to be the same degree of friction
between Central and Local Government in other countries of
Europe.

34.4 The principle of ‘subsidiarity’ has wide acceptance within
Europe. This means providing services at the lowest
possible level.

34.5 Most countries in Europe, but particularly France, have a
much more positive attitude to public expenditure than
exists in the U.K.

35 The experience in other European countries reinforces the view
that the introduction of the Council Tax should be regarded as
interim stage in the current review of Local Government in the
U.K. The opportunity should be taken to review finance and
structures at the same time and a Commission should be set up
for this purpose. The Commission should be asked specifically to
undertake a study with a view to identifying a system of local
taxation which would give Authorities responsibility for
determining and collecting more than 50% of their revenues by a
process which made them truly accountable to those who pay the
taxes and to the community at large.

36 A summary of Sir Frank Layfield’s conclusions on the papers
presented to conference is set out below:

36.1 It is a prime function of Local Authorities to provide
services to the community.

36.2 It is not easy to measure objectively the efficiency of
service provision.

36.3 Local Government services are labour intensive. This
applies whether or not the services are provided directly
or on a contracted out basis.
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36.4 These services are a mixture of local and national
services. Any changes to structure or finance will not work
unless this fundamental principle is recognised.

36.5 There is no easy solution to the problem of what percentage
of the cost of providing such services should be met by
local and national taxes.

36.6 The sovereignty of Central Government must be recognised by
Local Government.

36.7 The U.K. review of local taxation and structures should be
carried out at the same time.

37 Sir Frank went on to consider some of the issues raised in
individual papers and he highlighted the following:

37.1 The generally accepted principle of ‘subsidiarity’, i.e.
services being provided at the lowest possible level.

37.2 The feeling that Central Government is happy to
decentralise its troubles but reluctant to decentralise its
tax raising powers.

37.3 That a property tax has more genuinely local factors than
any other type of local taxation.

37.4 If the local tax base is not kept up to date it will cause
problems in the long run.

37.5 Do not introduce a new local tax if it is perceived to be
unfair or if it is expensive and complicated to administer.

37.6 Need for more than one locally determined tax.

37.7 A small number of compatible local taxes is desirable.

37.8 If the tax base is too narrow it causes ‘gearing’ problems.

37.9 There are major difficulties in devising a grant
distribution system which is accepted as being fair by all
parties.

38 Sir Frank concluded by suggesting that:-

38.1 The U.K. should look at French/German Business Tax.

38.2 More comparative information on Local Government should be
made available for EC countries.

38.3 Local Government should take action to ensure that its
views are articulated more widely.

38.4 Other countries should follow the UK.’s lead and have an
equivalent of the Audit/ Accounts Commission with a duty to
report on Value for Money.
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EXECUTIVE SUMMARY

• The Local Government Committee of the Scottish Parliament are

undertaking a review of local government finance in Scotland. We have

been asked to make a submission on the potential to introduce a local

income tax or another alternative to the council tax system.

• The current system of local government finance is under great strain in

being able to deliver higher public investment and necessary improvements

in health, education, housing and public services in Scotland effectively,

efficiently or equitably.

• There is a consensus that the tax system generally should be made more

progressive but, apart from the ’tartan tax’, there are limited options

available to the Scottish Government to achieve this.

• However, the devolved powers for Scotland offer new opportunities for

addressing these concerns innovatively.

• The established literature and the conclusions of the Layfield Committee

are consistent with implementation of a Local Income Tax across Scotland,

that is: a new Scottish Service Tax.

• This would replace the regressive Council Tax in favour of a tax based on

ability-to-pay. By exempting everyone on incomes below £10,000 per

annum, the Scottish Service Tax effectively would exempt the low paid,

those on basic pensions and benefits, and students.

• Because of difficulties gaining updates to the Inland Revenue and other

data applied to the analysis in this report, the data used here are based on

statistics for 1997-98 and 1998-99 (as supplied by SPICE August 1999, for

the earlier year, and official publications).

• Making reasonable assumptions and without imposing excessive marginal

rates, the analysis suggests that the Scottish Service Tax could have

raised about £1.109bn in 1997-98, or more than the Council Tax.

• The Scottish Service Tax would be less regressive than the use of the full

income tax powers of the Scottish Parliament and would raise almost as

much revenue.
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• Redistributing income in favour of the poor, the replacement of the Council

Tax with the Scottish Service Tax would have an expansionary effect on

the Scottish economy, and benefit the whole of Britain.

• The research makes the case for a Scottish Service Tax on the following

grounds:

∗ Economic: A Scottish Service Tax will assist the growth and well-being of

the Scottish economy

∗ Equity: A Scottish Service Tax will be a progressive tax and the largest

burden of the tax will fall on those most able to pay

∗ Redistributitive: A Scottish Service Tax will help reduce the high levels of

poverty within Scotland by increasing the disposable income of the poorest

∗ Criticisms: The report addresses the criticisms levelled against the Layfield

Committee’s report

∗ Legal: There is nothing in the devolved legislation which explicitly rules out

the introduction of the tax

∗ Fiscal Flight: Because the tax is to be Scotland-wide fiscal flight should be

minimal

∗ Collection: The introduction of self-assessment, alongside the PAYE

system, has reduced the costs of implementing the tax

• A disadvantage of the Scottish Service Tax is that it would be raised

centrally by the Scottish Parliament and then distributed to the local

authorities through a needs assessment system. This allows the better

targeting of resources according to need, but there would be a reduction in

the local democratic control over the raising of revenue.

• To address this, powers to set local business rates should be returned to

local government, but the Committee should investigate land valuation or

betterment taxes as alternatives.

• There are strong arguments for moving away from the PSBR and adopting

the GGFD as an indicator of the health of public finances.
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 1. INTRODUCTION

 

 At the end of 2000 there are major crises in many of Scotland’s public

services while the effects of years of neglect of investment in public services

and the more rigorous application of the Barnett formula (Heald and

Geaughan 1999) are squeezing the ability of the Scottish Parliament to

address the problems in health, education, housing and jobs. In times past,

the policy response would have been to increase taxes to invest in the public

services. The reaction of the New Labour governments in Westminster and

Holyrood has been to repeat that ‘there is no alternative’, and that investment

can only be sanctioned through public-private partnerships - anything else,

they claim, would make the economy uncompetitive and increase debt. This

paper demonstrates that neither the peculiar definition of the public debt

adopted by the Treasury nor these policy stances can be supported by

economic theories of taxation and expenditure. The experiences of other

states across the developed world suggest that there is sufficient evidence to

argue for a more flexible approach to economic management generally and

for the introduction of a Scottish Services Tax in particular. This would allow

the Scottish Parliament to begin to tackle far more vigorously the problems of

poor health, underinvestment in education and training, poverty amongst the

elderly, homelessness and the other social evils which still haunt the lives of

far too many Scots at the start of the new millennium. It also shows how this

could be achieved in a non-inflationary way, creating jobs and income in

Scotland, but also with these benefits flowing out to other parts of the UK, and

without incurring the higher costs of PFI or its New Labour variant PPP.
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2. THE NEEDS: PUBLIC SERVICES AND INCLUSION

 Without doubt 2000 uncovered a series of indications that the quality of life in

Scotland has suffered from underinvestment for many years. Across

transport, health, education, housing and social services it has become

increasingly clear that public services need major attention if Britain and

Scotland are not to fall even further behind our continental partners. While

services have been cut, throughout the public sector there is evidence of

worsening skills shortages as the short-term labour market effects of wage

restraint are exacerbated by deterioration in working conditions. Long-term

problems are now being generated by underinvestment in staff, infrastructure

and equipment, made worse by the use of PFI and PPP, which will reduce the

funds available for re-investment in the future.

• In education class sizes have not been reducing at the rate promised and

there have been major debates and negotiations to seek improvements in

teachers’ salaries and to abolish student fees and loans. The actions and

subsequent official inquiries into these and related issues (e.g. lectures'

salaries) have been provoked by restrictions in budgets. Such difficulties

were recognised when the chairman of the Committee of Inquiry on

Teachers’ Salaries and Terms and Conditions in Scotland, Professor Gavin

McCrone, argued his determination not to be bound by financial

constraints, while the then Holyrood Minister for Education, Sam Galbraith

stressed that any proposals should be ‘affordable’1.

• in health apparent short-term crises caused by flu ‘epidemics’ have

revealed underlying questions over the viability of the service. The RCN

has reported medium to high recruitment difficulties as people have failed

to be allocated intensive care beds, operations have been postponed, and

waiting lists have lengthened in many areas;

                        
1 Obviously the continuing speculation over the teachers’ settlement may date this submission
by the time it is considered, but the message is clear from this and similar analyses -
important questions of priorities over how the Scottish budget should be applied must be faced
at a time when the Parliament’s income is under most demand. Crises are being faced across
the public sector, with innovative solutions mortgaging the future with higher cost solutions
than the traditional regimes.
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• council housing stock has been threatened with transfer to ‘community-

based housing associations’ across the country with the suggestion that

these offer the only promise of new finances to fund central heating

investment and to meet chronic problems of dampness, poor stock, etc.;

• local government has come under growing pressure to improve

performances further across many areas with a much belated increase in

budgets insufficient to meet pay demands, while staff such as social

workers have faced labour shortages, and public sector accountants have

noted increases in their hours, stress levels, etc.;

• poverty and deprivation have been catalogued as severe and endemic in

towns, cities and rural communities throughout Scotland. At the same time

the Scottish Executive announced that a priority of the Parliament would be

the abolition of social exclusion. The Sutherland proposals for sustaining

frail old people was widely supported, but put in doubt over questions of

cost.

• transport has been failing throughout the country, exposing years of

neglect stretching back to the mid-1970s, with private solutions

exacerbating the effects of global warming.

The new definition of poverty, social exclusion, allows the linking of a complex

set of associated problems, including unemployment, poor skills, low income,

poor housing, high crime environments, bad health and family breakdown. It

therefore is affected and defined by the failings in many of these public

services which themselves are under great strain. Each of these problems

affects many people in Scotland:

• 21,500 people in Scotland have been unemployed and claiming benefit for

more than a year

• the poorest districts in Scotland have the lowest activity rates, with poverty

concentrated in the large cities and old industrial comunities

• as well as the 108,000 claimant unemployed in Scotland in late 2000, a

further 216,000 want a job but cannot find one (Labour Market Statistics,

ONS, January 2001)

• 4,000 young people leave school every year without any Standard Grades
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• 1.2 million people in Scotland, 25% of the population, live in households

whose income is less than half the national average

• an estimated 34% of children and 41% of under-5s in Scotland live in such

low-income households

• 25% of Scottish houses suffer from dampness and/or condensation.

 In his foreword to ’Social Inclusion: Opening the door to a better Scotland’,

John Sewel, the former Minister for social inclusion in Scotland, argued:

 The problems associated with social exclusion are deep-

rooted and complex. Complex problems require thoughtful

solutions: single-programme approaches are unlikely to be

successful. The long-term objective is to develop ways of

working which integrate programmes not just within

Government, but at all levels of action - right down to local

neighbourhoods and communities. This will require agencies

and organisations to share information on their programmes,

their objectives, and their understanding of what works.

 This clearly restates the consensus position that a partnership approach to

combating poverty and social inclusion is required in Scotland. Only by

targeting the elderly, single parents, people living in isolated communities, the

young unemployed and those suffering from ill-health can improvements be

made to the quality of life in communities and neighbourhoods across

Scotland.
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 3. WHO PAYS?

 Additionally, over the last two decades it has been the poorest in the

community who have lost out through changes in the tax and benefit systems.

The move away from progressive direct taxation to regressive indirect taxation

has led to the situation where the people on the lowest income pay a greater

percentage of their income in tax than those on the highest levels of income.

The increase in inequality is illustrated in the following tables:

 

 Table 3.1:  Proportion of income taken in all taxes, UK, 1983-1995
 

 Income group  1983  1995
 Poorest fifth  27%  39%
 Richest fifth  41%  36%
 Source: Economic Trends 1998
 
 Since 1994/95, relative poverty has worsened with the proportion of

households living below low income thresholds - defined in terms of average

incomes - tending to rise as the economy has grown (Households Below

Average Income 1994/5 to 1998/9, DSS, 2000). Indeed, the DSS confirm that

’the proportion of the population below half average contemporary income

(AHC) was 24 per cent in 1991/92, 1996/97, 1997/98 and in 1998/99’.

 

 Table 3.2: Share of total income by the top and bottom 10% of income groups,

 1979 & 1995/96, Great Britain

 Income group  1979 (%)  1995/96 (%)
 Bottom 10%  4.0  2.2
 Top 10%  21  27
 Bottom 50%  32  25
 Top 50%  68  75
 Source: DSS Households Below Average Income, 1979-1996/7, Government
Statistical Service, 1998
 
 As the next table demonstrates, the position has not yet shown signs of

improving. This suggests that changes made up to 1997/98 had not reversed

the increasing inequalities of the previous two decades. Considering this

another way, between 1994/95 and 1997/98, the gross incomes of the

poorest 10% of taxpayers increased by 14.2%, while the incomes of the top
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5% grew by 15.7%, and the top 1% saw their incomes improve by a massive

37%.

 
 Table 3.3: Shares of total income received by individuals below and above

various percentiles of the income distribution, Great Britain

 Income group  1994/5  1997/8  1998/9
 Income Before Housing Costs  Share of total income (%)
 Bottom 10% of the income distribution  3.1  3.0  3.0
 Bottom 20% of the income distribution  7.9  7.6  7.5
 Bottom 30% of the income distribution  14  13  13
 Bottom 40% of the income distribution  20  20  19
 Bottom 50% of the income distribution  28  27  27
 Top 50% of the income distribution  72  73  73
 Top 40% of the income distribution  63  64  64
 Top 30% of the income distribution  53  53  54
 Top 20% of the income distribution  41  41  42
 Top 10% of the income distribution  26  27  27
 Source: Family Resources Survey: Table A3, Households Below Average

Income 1994/5 to 1998/9, DSS, 2000

 

 Table 3.4: Percentage changes in real income between 1979 and 1995/96 by decile
group, Great Britain
 

 Decile group  Income before housing costs  Income after housing costs
 First (bottom)  12  -9
 Second  18  5
 Third  21  12
 Fourth  24  23
 Fifth  30  31
 Sixth  34  36
 Seventh  38  41
 Eighth  41  46
 Ninth  49  54
 Tenth (top)  62  70
 Total population  42  44
 Source: DSS Households Below Average Income, 1979-1996/7, Government
Statistical Service, 1998.
 Note: Some figures are of less certain accuracy due to sampling error or the
choice of equivalence scales
 

 Again updating these figures has not been possible directly, but the DSS do

provide a table on similar statistics:
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 Table 3.5: Percentages changes in real income by decile Group 1994/ 5 -

1998/ 9

 Decile group  Income before housing costs  Income after housing costs
 First (bottom)  (4)  (17)
 Second  6  6
 Third  7  9
 Fourth  8  9
 Fifth  8  9
 Sixth  7  9
 Seventh  8  9
 Eighth  8  9
 Ninth  9  10
 Tenth (top)  12  (13)
 Tot popn (median)  7  9
 (mean)  10  12
 Source: Family Resources Survey: Table A1, Households Below Average

Income 1994/5 to 1998/9, DSS, 2000

 

 These Tables demonstrate the need to redress the balance in British society.

At a time when social inclusion is being prioritised, there is a need to review

the tax system as a whole to ensure that it does not undermine the position of

the poorest even further. Not only have the highest paid seen their incomes

rise the fastest since 1979, but the richest now pay a lower proportion of their

income in taxes.

 In 1987-88 the highest rate of marginal income tax was 60%, with a

progression in 5 percentage point steps from 40% beyond the basic rate of

27%. Since then there have effectively been but two rates, giving Britain an

even more proportional income tax system compared with the position in

much of the rest of Europe.

 The concomitant shift of taxation onto indirect taxes has had two important

impacts: continuously increasing the regressive nature of the system as a

whole and introducing means testing to a wider range of groups.

 According to the DSS ’Income Related Benefits Estimates of Take-Up in

1998/99’ (8/12/2000), the take-up of Council Tax Benefit, in particular, is very

low. The rate varies between 75% and 81% by caseload, and between 77%
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and 84% by expenditure. They suggest these take-up rates have remained

virtually unchanged in recent years, and appear to be lowest amongst

pensioners when analysed by either caseload or expenditure (Tables 3.1 and

3.2). Take-up is higher by those living in local authority rented

accommodation than by those living in private rented accommodation, while

owner occupiers have the lowest rates of claiming their entitlement. Again

these suggest unplanned distributional effects across the country.

 In summary, given the demands on the Scottish budget, the challenge is to

raise finance for the public services whilst shifting the burden onto those who

have the ability to pay. This means looking at the current system of local

government finance as it provides both the greatest problems and also,

because of the form of the devolution settlement, the opportunity to introduce

a progressive new tax to replace the council tax.
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 4. CURRENT POLITICAL CONTEXT OF LOCAL GOVERNMENT FINANCE

 The findings in Section 3 give an indication of the levels of poverty and

inequality to be found in Scotland in the 21st Century. Yet, at a local level the

current regressive nature of the Council Tax makes the problem even worse;

under the former rating system the ratio of the highest to the lowest rates

payable was 14:1, under Council Tax it is 3:1. The large numbers who rely on

the means tested Council Tax Benefit in Scotland, 590 thousand2, are

testament to the regressive nature of this tax. To address these needs and to

improve the nature of the tax system requires an innovative approach. A

progressive local income tax can be justified on the grounds of equity and the

other characteristics of what makes a good tax, covered in detail in the

following sections. Plus, through a more just distribution formula, it will free up

resources to be delivered locally for the benefit of the socially excluded.

 In many respects in proposing the replacement of the Council Tax with a

progressive Scottish Service Tax nothing new is being argued in this research

report. What makes it appear radical is the new political and economic climate

regarding fiscal policy, namely that income redistribution cannot be achieved

through direct taxation. However, within Scotland the Commission on Local

Government and the Scottish Parliament (McIntosh Commission) has argued

for an overall review of the system of local government finance. These

findings echo the long standing campaign by Scotland’s local authorities and

the Convention of Scottish Local Authorities (COSLA) who have likewise been

campaigning for a review of the system of local government finance. The

Local Government Committee of the Scottish Parliament (18 January 2000)

have been calling for an inquiry into the financing of local authorities, and

have now introduced this inquiry into local government finance.

 The McIntosh Commission argued for a review on the grounds that the recent

centralisation of local government finance reduced the democratic credentials

of local authorities. Furthermore, the result is an imbalance between locally

raised taxes and council expenditure whereby locally raised taxes only

account for between 14% and 20% of the income of local authorities. The
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Commission further argued that the current system was too obscure and

complex. The main proposal from McIntosh was to establish an independent

body to examine local government finance. This proposal was rejected by the

Scottish Executive. Additionally, the Scottish Executive stated that it would

seek to maintain central control over the non-domestic rate. The Executive,

however, did decide to look at certain aspects of the issues identified by

McIntosh, namely, distribution arrangements, the capital finance system, how

local authorities could benefit from long term stability in financing, the pooling

of funding streams for the public sector and new ways of working with the

business sector.

It has been argued by the STUC, amongst many others, that a move away

from using the PSBR (public sector borrowing requirement) as an indicator of

public financial health and the adoption of he GGFD (general government

financial deficit) would allow new opportunities to open up to establish public

corporations, such as housing companies wholly owned by local authorities.

This would enable them to borrow from the market to fund projects where

there is a long-run commercial return without a consequent impact on the

public finances. Government reluctance to embrace this move to come into

line with the rest of the EU has been based on the fear that it would signal to

the markets that financial control was weakening. It has been calculated that

this change would have led to a 1998/99 deficit of but 0.25% of GDP. Indeed,

in recent times the Treasury has confirmed that moves in public taxation and

spending have created a surplus, so that there is a need to reconsider the

whole area of government debt. In particular, the Treasury has been

presented recently by the need of the pension funds and life assurers to have

access to investing in government bonds. These are their safest form of long-

term investment and are believed to be critical in ensuring they have sufficient

assets to meet future pension commitments. The conservative fiscal regime

adopted so vigorously by the Chancellor has resulted in a reduction of such

opportunities for investment so that the Financial Times (for instance,

20/8/99) amongst others has raised the need to expand the availability of

                                                                      
 2 Social Security 1999.
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long-term gilts. These have a low rate of return: ‘It is far cheaper at present

for the British government to borrow money over a 30-year period than over

10 years’ (FT 16/8/99), offering the opportunity for much lower costs of

borrowing for the public sector, and challenging the need for PFI and the new

variant PPP.

 Having established the scale of the problem, there is a need to restate the

rationale for public intervention in the economy, and the role for local

spending.
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 5. LEGITIMACY OF INTERVENTION

 The sort of devolution of powers granted to Scotland in 1999 is a new

departure in the arrangement of government structures in the UK. There is no

obvious economic history within this country to call on, therefore, to guide

possible policy interventions. And yet, there must be a series of initiatives to

tackle these problems if the full potential of the Parliament is to be realised.

To determine the impacts the Scottish Parliament could be making to alleviate

these public services problems, beyond what the Scottish Office has

traditionally achieved; it is necessary to draw upon economic theory and

experiences elsewhere.

 A number of economists (Newlands 1997 and 1999, Musgrave 1959 in

particular) have examined the legitimacy for government intervention in the

economy. Three uncontested neo-classical macro-economic functions for

government can be identified as stabilisation, allocation and distribution, to

which can be added a fourth: the growth function. Newlands, for instance,

argues that the focus of debate and the evaluation of how well the Scottish

Parliament has intervened in the economy should be directed towards its role

in promoting sustainable growth and development.

 Many smaller countries have demonstrated an ability to grow and achieve

higher standards of living for their citizens. This points to the advantages of

decisions and policies being made close to their communities and of having

the flexibility within a global economy dominated by multinational enterprises

to tailor policies to the needs of their territories. The recent transformation of

the economy of Ireland into the so-called ‘Celtic Tiger’ is a good case in point.

Since the mid-1980s, the Irish economy has doubled in size so that GDP per

person is now higher than in Britain, and exceeds the EU average (Tansey

1998). It continues to grow at rates greater than anything achieved in

Scotland outwith wartime. Starting off with fewer natural resources, less well

developed trade links, a less skilled and qualified modern workforce and

practically no indigenous international companies, Ireland has shown what

can be achieved through the application of a set of policies which are tailored

to the needs of the country. This long-term boom has been prolonged and
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has changed the economy radically, and the prognosis remains good.

However, this economic miracle has failed to address poverty and social

divisions and to create a sustainable growth, and many commentators argue

that if the economy is to keep on developing then there will have to be more

attention paid to the needs of the poor and others on low incomes (Tansey

1998, Sweeney 1998). As in Ireland, it is possible to argue that the benefits of

enhanced competitiveness within a framework of partnership could be

significant (Sweeney 1998).

 This suggests that there could well be lessons for Scotland: growth and

development can be enhanced by a small open economy in a global market

place with few of its own multinational enterprises. But questions of equity and

distribution of the nation’s wealth and resources have to be faced if this is to

be a sustainable growth.
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 6. LEVELS OF INTERVENTION

 Europe and Globalisation

 Having established that it is legitimate for governments to intervene in the

economy, it is often argued that certain functions are best delivered at the

regional or local level, others at a higher level. As the greater openness of

more local economies makes macro-economic management well nigh

impossible, there is claimed to be an economic rationale (King 1984;

Peterson 1995) for the stabilisation and distribution functions being reserved

for the national or higher, supra-national levels. The moves to greater

economic and monetary union in the EU are indicative of this, with the

European monetary system and the Maastricht criteria effectively restricting

the freedom of member states to vary public debt, exchange and interest

rates, and other macro-economic instruments. It is suggested that economic

redistribution and financial targeting powers should be reserved for higher

levels of government, the UK and EU, with ‘national’ and European taxation

and expenditure used to achieve a better balance of economic development.

The MacDougall report3 into some of these areas of economic management

highlighted the partiality of this system however. While making strides to

create a single European market, economic and monetary union, the EU had

not put in place a system of fiscal transfers which could ensure that industrial

activity, unemployment and growth were balanced across the continent.

Nevertheless, even for countries outwith the euro area, or outside of the EU

altogether, there are still very strong restrictions on their independent actions

caused by the actions of this power bloc.

 Scotland and Growth

 On the other hand, there are sound reasons for the allocation and growth

functions being assigned to sub-central government: to regions, provinces

and stateless nations. For a long time the regional level was neglected in

governance structures, Scotland being one of the few exceptions with its

attachment to corporate and consensus bodies. The UK especially became

                        
 3 Report of the Study Group on the Role of Public Finance  in European Integration
(MacDougall Report), Volume 1, Commission of the European Communities, Brussels, 1979.
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ever more centralised in the post-1960s period with the erosion of regional

powers, a general lack of spatial competence by sub-national institutions, the

imposition of top-down policies, and the globalisation of the economy at all

levels. Each and all of these have been blamed for the failure of regional

economic planning to deliver improved growth and regional convergence in

the post-war period in the UK and across Europe. More recently, however,

these have been addressed across and ‘within the European context by a

move back towards enhanced regional autonomy and responsibility’ (Roberts

1997, original italics). The European dimension is significant in generating this

enhanced role for the region, with the Strathclyde European Partnership in

particular having a critical responsibility in demonstrating the value of strong

regional leadership and cooperation. Indeed, the role of the structural funds,

and the gradually evolving partnership model as the preferred delivery

mechanisms, have played a crucial part not only in establishing regional

networks of agencies and authorities, but also in creating the conditions and

environment for quasi-regional governance structures. Across the EU, these

have undoubtedly been instrumental in persuading some national

governments, including the UK government with regard to the English regions,

of the benefits of greater devolution. In the case of Scotland, and Northern

Ireland and Wales, the powers invested in the new parliament and

assemblies have gone further than this.

 Local and Regional Planning

 This approach is echoed by Armstrong (1997) who analyses the economic

dimensions of the proposed English regional assemblies and so has

considered the characteristics of multi-jurisdictional planning frameworks. This

confirms the theoretical case for regional level institutional intervention for the

purposes of regional planning and development, but also stresses the need

for flexibility to allow for the different interests involved. In other words, even

in a Europe of increased economic and monetary union, with pressures from

globalisation, new technologies and multinational enterprises, there is a

significant and clear role for the Scottish Parliament in managing and

developing the economy, independent of the Westminster and EU.
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 Responsibilities are also determined for the sub-regional level, with local

government increasingly stressed within these new forms of regional

constitutional governance as a legitimate and necessary partner in the

creation and delivery of policy (Bukve 2000; Fairley 1999; Sinclair 1997). The

importance of securing the future of local government within Scotland is

significant, therefore, it has a key role to play in the overall structure if

Scotland is to perform effectively in social and economic terms.

 Partnerships and Networking

 With the case made for different levels of government being involved in

economic policymaking and implementation, federalism and the network

approach to national regional policy can be viewed as a means of facilitating

co-operation and/or competition between different national and regional

institutions (Cappellin 1997). Many of the policy developments across the EU

focus on a new public-private partnership approach to regional economic

development policy and planning within a federal arrangement. The aim of the

partnership approach is to create flexible mechanisms of governance of those

public-private relations in order to establish a strategic agenda for change.

And, the establishing of networks which stress the transactions between

institutions and partners promises much of advantage to the regions and

nations of the UK. This can be contrasted with the older prescriptive or

centralised ‘top down’ system, with its subordinated and hierarchical system

dependent on London that has so dominated this country.

 Proactive Intervention

 The experience of regionalism within the federal systems of government in

Germany, Canada and the United States demonstrates the problems in

establishing and maintaining regional coherence in policy and planning

(Haynes, Maas, Stough and Riggle 1997). This shows that the Scottish

Parliament will have to embrace the need for intervention and recognise the

advantages of the powers at their disposal. The benefits of devolution will not

be automatic. Experiences of regional economic development within devolved

and federal systems throw up some important issues which suggest that there

must be planning intervention at the regional (i.e. Scottish) level in a unitary
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state (the UK) if the full potential of the Holyrood Parliament is to be gained. It

is crucial that policymakers acknowledge that they are dealing with

jurisdictions which are in a constant process of dynamic realignment. The

devolution settlement, therefore, should be anything but that; in economic

policy terms flexibility and action are required if the advantages are to be

realised.

 Benefiting Britain

 Also, there are good reasons to believe that interventions by the Scottish

Parliament may also benefit those beyond its own boundaries, including the

wider ‘national’ economy. It is important to stress this as devolution can lead

to ‘backlash’ effects, especially from those English regions where powers

have not be devolved, and this may undermine any universally favourable

developments. Analyses of the experiences of successful and stable models

elsewhere show how even partial devolution can be applied to the advantage

of the country as a whole. This explicitly links the key issues of taxation,

expenditure and economic growth for the Scottish Parliament with the wider

regeneration of the UK.

 Planned Intervention

 This consideration of the forms and levels of intervention confirms from both

centralised and federal systems that there are convincing arguments for the

use of the economic development powers of the Scottish Parliament. In

calling for such moves, Armstrong (1997) sees the bulk of the case in terms

of functional allocation decisions. With a greater emphasis on local self-

sustaining regeneration, increased competition for mobile capital, and the

accepted benefits of regional development agencies and sub-national

governance structures, he demonstrates that economic devolution is

necessary. Further, all the key factors in economic development of the early

21st century - knowledge, expertise, co-ordination, the promotion of linkages

and multiplier effects, innovation and policy economies of scale - are all more

effectively encouraged and located at the local or regional level. Synergies at

the local government or Scottish level can then be transferred to the efficient

delivery of policies, with the promotion of growth of the economy being rested
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with these lower levels of government. The question then is how to use these

powers to promote new business start-ups, endogenous growth and initiatives

to address social and economic exclusion most advantageously for the

Scottish and wider UK economies. It is also critical that the application of

these powers is not at the cost of health, education, housing and other social

services, for the reasons introduced earlier. There is a need to invest in both

public services and economic development.

 Reallocation and Growth

 To achieve this requires that the efficiency of the Scottish budget in allocating

finance to different public services and investments must be improved if

public expenditure is to address the needs both of the economy and of the

community. For instance, over almost two centuries skill shortages and

human capital development have been subject to ongoing market failure in

Scotland and these need the level of intervention that only a Parliament can

deliver (Scottish Enterprise 1999a and b). From these and other studies,

including the Cubie Inquiry into student finance and the McCrone Inquiry into

teachers’ salaries, the need to reallocate more resources to the vocational

education and training budgets is clear. Similar calls for more money to be

directed at helping indigenous medium companies to grow, to challenge more

strongly in export markets and to improve their rates of innovation and

development require resources to be identified. Positive intervention can be

effective in raising the profile and prospects of individual enterprises and

sectoral clusters.

 Social Capital

 But there is a strong caveat, the relevance of social capital and so good

health, education and other public service investments to the attraction and

maintenance of the critical dynamic skill groups in the community and to the

building of cohesion and consensus can be crucial to the growth of the

economy (Storper 1997, Porter 1990, Tansey 1998). There is a need both to

invest in productive public expenditure such as training, business

development support, transport and infrastructure and also in the provision of
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improved housing, health, education and social services. These are not

alternatives but complements.

 Expansion

 Therefore, there is an important need to address the complete system of

taxation and public expenditure in Scotland. Given the restrictions on the

Scottish budget through the Chancellor’s squeeze on spending, his freeze on

direct taxes and the effects of the application of the Barnett formula, more

finance must be raised in Scotland to improve services and to raise

competitiveness; this suggests that innovative ways must be found to address

social exclusion and to promote growth.

 To afford this without damaging public services and civic society, a fiscal

regime will be advocated here based on the principles of income redistribution

and partnership. It will be argued that this could lead to expansion of the

Scottish and wider UK economies, with no adverse effects on employment,

inflation or inter-regional prosperity.
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 7. FINANCE AND FORMS OF INTERVENTION

 At present, the Scottish Executive does not plan to expand the Scottish

economy through increased public expenditure. Although there is to be

growth in the Scottish Budget, this follows automatically from increases at

Westminster and not from any Keynesian, socialist or interventionist

philosophy of the Scottish Government, rather the changes result without any

positive actions from the Executive. It also, until the publication of the

Comprehensive Spending Review, had not been proposing to increase

expenditure in real terms on health, education, housing or local government

services.

 

 Table 7.1: Scottish Public Spending, £million current prices

year 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02
total budget 14910 14772 15341 16213 16702 17443
nominal increase 99.1 103.9 105.7 103.0 104.4
index 1996-97=100 100 99.1 102.9 108.7 112.0 117.0
local authority support 5520 5384 5396 5586 5679 5824
nominal increase 97.5 100.2 103.5 101.7 102.6
index 1996-97=100 100 97.5 97.8 101.2 102.9 105.5
health 4240 4356 4615 5076 5246 5558
nominal increase 102.7 105.9 110.0 103.3 105.9
index 1996-97=100 100 102.7 108.8 119.7 123.7 131.1
enterprise & lifelong learning 1799 1813 1806 1856 1875 1986
nominal increase 100.8 99.6 102.8 101.0 105.9
index 1996-97=100 100 100.8 100.4 103.2 104.2 110.4
inflation 3% pa 103 102.0 106.0 112.0 115.4

 Source: Spending Plans for Scotland, Scottish Executive, 1999

 

 Following the Chancellor's Comprehensive Spending Review, the Scottish

budget has been improved, with subsequent proposals to expand expenditure

in some areas. The recent publication of the Government's spending plans for

the next few years some comparison with the recent past.
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 Table 7.2: Scottish Public Spending Plans 2000-01 to 2003-04 (real terms)

 Sector  2000-01  2001-02  2002-03  2003-04
 Total  18334.3  19743.9  20912.8  22074.8
 index 2000-01 =100   107.7  114.1  120.4
 local government  5527.6  5707.2  5935.2  6030.7
 index 2000-01 =100   103.2  107.4  109.1
 health  5556.2  5836.8  6120.5  6368.7
 index 2000-01 =100   105.0  110.2  114.6
 enterprise & lifelong learning  1926.4  2047.3  2047.0  2061.5
 index 2000-01 =100   106.3  106.3  107.0
 Source: Making a Difference for Scotland: Spending Plans for Scotland 2001-

02 to 2003-04, Scottish Executive, 2000b

So expenditure on health, enterprise and lifelong learning, and local

government will all have increased in real terms by 2003-04 compared with

2000-01. However, taking Tables 7.1 and 7.2 together does suggest that

grant support for Local Government will be no more in real terms than in

1996-97, expenditure on enterprise and lifelong learning will have fallen

slightly, while health spending will have expanded by 25%. With ever higher

demands on the health services from an ageing population and a spiralling

drugs budget, even the NHS growth should be qualified. In the areas where

local authorities and other agencies are most active, providing the human

capital investment and infrastructure for the economy and society, there is

significant cause for concern. Against the needs identified above and the

imperative to restore relative salaries in the public sector, this is inadequate to

meet the expectations of the population in terms of health, education, and

other public services. Current expenditure in local government and enterprise

& lifelong learning have particularly low rates of growth, suggesting not only

stagnating budgets at best with heightened expectations, but also a growing

reliance on ‘initiatives’ and other programmes delivered outwith the normal

channels. The recent history of government interventions in education and

training, economic development and housing markets, raises questions over

the desirability of relying on non-mainstream programmes and policies for

sustainable growth, and maintaining local democratic control over governance

structures.
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 This conclusion is that the Scottish Parliament should be seeking to change

the budget priorities and should expect to be able to influence the allocation

of resources productively within Scotland. This should have real positive

effects on the levels of growth in the Scottish economy and on the provision

of public services. To achieve these benefits, however, will require positive

interventions in the economy (as demonstrated by the fiscal federalist

literature) and an increase in Scottish public expenditure, as we shall argue

below. To do this will require an increase in taxes in Scotland, given the

effective Barnett formula freeze on the block grant coming to Holyrood.

 To address the need for such finance, economists at the respected Fraser of

Allander Institute at the University of Strathclyde (McGregor et al 1997) have

demonstrated that the imposition of higher direct taxes in Scotland could lead

to an expansion both in the number of jobs and in output in Scotland, with no

adverse effects on the Scottish balance of payments, unemployment or

inflation. They conclude that in the long run a ‘tartan tax’ of £390million would

raise GDP and employment by 0.45% and 0.42%, respectively, with

unemployment falling by 0.72%.

 The assumptions underpinning their analysis are not unduly restrictive and

recognise that Scotland has a very open economy, as admitted above. The

critical conditions to achieve this range of benefits are not that stringent and

would not be alien to the politics of the 1960s and 1970s, nor critically to

many other member states of the EU. Simply they require that the Scottish

workforce does not seek to regain their immediate real standards of living

through higher money wages when faced with an increase in direct taxes. In

other words, to invest in Scottish public services taxes must be developed

and there needs to be a recognition by government and the country of the

benefits of resdistribution and investment.

 The need for a new consensus on the priorities of Scotland must include all

social partners, and especially the trades unions. The stronger the belief in

the benefits of enhanced public investment, the higher the long-term impacts

on public services and social inclusion.
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 8. DIFFERENT FORMS OF TAX

 Given the benefits of financing an economic expansion based on a social

contract, an alternative and more efficient way to raise taxes in Scotland can

be discussed. The Polish economist Kalecki (1937), a contemporary and

sometimes critic of Keynes, argued that taxes on capital or property were a

more productive approach to growing an economy than the traditional labour

taxes favoured by supporters of demand management. Indeed, more recently

it has been proposed (Laramie and Mair 1997) that increases in the Council

Tax, or more generally a property based source of finance for the Parliament

in Scotland, could be used to finance a beneficial expansion of the economy,

a similar conclusion to the McGregor et al analysis. However, there would be

questions over the attitude of the Treasury to a potential subsidy to the Scots

Exchequer from the resulting greater flows of Council Tax Benefit to Scottish

households. Also, Council Tax is regressive in nature, much like other indirect

taxes.

 To address these problems, local authorities could be given powers to

recognise the need to protect the poorest from any unfair additional tax

burden, or new forms of land value taxation or a Scotland-wide local income

tax could be established; each of these could reintroduce a fairer degree of

redistribution into the tax system. Again, as with the tartan tax analysis, there

would be a balanced budget multiplier effect on the Scottish economy

(McGregor et al 1997). As much more of the public expenditure would be

purchased form within Scotland i.e. the poor who would benefit from a

redistribution would have a lower propensity to import than the higher paid

taxpayers (McNicoll 1992), the increased and reallocated Scottish

government expenditure would result in an increase in spending on Scottish

goods and services, with a subsequent multiplier effect across the Scottish

economy.
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 9. WIDER BENEFITS

 As significantly, there would also be a expansionary effect on the regional

economies of England. In terms of the economic spillover effects, noted by

Armstrong (1997) as being significant in benefiting the other regions in the

rest of a devolved economy, the advantages to the Scottish economy of

expansion would be transmitted furth to the English regions, and to the south-

east especially. As often claimed, the UK capital region is the most important

trading partner for Scotland, taking much of our exports and supplying many

goods and services, so that managed growth in Scotland would benefit the

south-east of England, but causing only limited inflationary impacts. These

effects should not be underestimated.

 As argued by Kellermann and Schmidt (1997) inter alia experiences in federal

countries such as Germany, the US and elsewhere show clearly that tax-

sharing and similar financial arrangements between regions can benefit all

parts of the country, and not just the apparent areas of subsidy, special deals,

etc. They describe different mechanisms and philosophies for transferring

finance and resources between regions within states with devolved

administrations. Critically, financial flows in these circumstances are

considered to be the costs or the lubricants necessary to maintain the viability

of the federal nation state, but they can also promise advantages to all parts

of the country. Their analysis suggests that a tax-sharing system can lead to

long-term convergence, a more efficient inter-regional allocation of capital

with a possibility of higher national aggregate growth. In other words,

traditional tax and spend policies are not just right for the country as a whole,

but specifically within the devolved UK system, can lead to an expansion of

the Scottish economy at no risk to the rest of the UK economy, just the

reverse in fact.
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 10. A LOCAL INCOME TAX: A SCOTTISH SERVICE TAX

 Having now demonstrated the theoretical benefits of raising taxes both to

expand the Scottish economy and to invest in Scottish services, it is

necessary to explore the particular form of taxes which would realise the

greatest benefits across the community.

 From the arguments above, it is suggested that a form of local income tax is

required to replace the Council Tax. This would be progressive, based on

ability-to-pay and would be set at marginal rates sufficient to increase the

revenues raised to permit an expansion in public investment. It would be

established at the Scottish level, with revenues distributed across local

government areas according to needs. The local income tax would be

dedicated to local government expenditure and the expansion of budgets,

particularly in Scotland’s poorer areas, would lead to significant improvements

in the health, education and housing conditions of Scotland’s citizens. Such

an improvement in essential service provision across Scotland delivers the

name of the new tax proposal: The Scottish Service Tax.

 The Report on Local Government Finance (Layfield Committee)4 considered

a local income tax as a “serious candidate” for financing local authority

expenditure. This “serious candidate” meets many of the requirements of a

“good tax”, the Committee argued:

 “A local tax, with locally variable rates of tax and levied on the basis of the

taxpayer’s place of residence, meets the test of accountability. Further, it

would be capable of producing a substantial yield” (Layfield Committee

Report p.189). For most employees the Layfield proposals for employment

income would utilise the existing PAYE system for collection of national and

local tax. Similarly, for the self-employed taxpayer the Revenue would add the

local to the national tax rate, thus calculating the overall tax rate, and assess

and collect tax accordingly.

 The accepted criticisms of Layfield, according to the Scottish Parliament

Information Centre (SPICE August 1999) in a reply to Tommy Sheridan MSP,

are that a local income tax would:
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• add to the present burden of income tax collection and assessment both

for the Inland Revenue and for industry and commerce

• increase the costs of operation

• establish a change in circumstances in which income tax is used as a tool

of central economic management

• introduce a need for special measures to make it identifiable within the

individual tax-payer’s total local and national income tax

• require a five year setting up period

• be dependant upon a number of simplifications being made within the

national tax system.

 The Government of the day rejected Layfield’s main recommendations.

 In light of these comments from Layfield, it would appear that for a Scottish

Service Tax to comply with the principles of a good tax it would have to

address three major criticisms: fiscal flight, which would violate the need for

fiscal neutrality; costs of administration; and it would compromise the impact

of UK fiscal policy in terms of demand management.

 Fiscal flight: Because the Tax is to be levied throughout Scotland, the

problems associated with fiscal flight will be minor with any avoidance through

taxpayers removing their place of residence to England.

 Costs: The costs of administration would be minimal for earned income by

utilising the current PAYE system, though complications do arise in assessing

total income. With the introduction of self-assessment in the 1990s, taxpayers

with more complicated income streams are already required to fill in individual

tax returns, so that this problem has been largely overcome necessitating a

simple change in tax codes.

 UK demand management: In discussing the problems associated with a Local

Authority setting a rate of Local Income Tax at variance with the UK Treasury

and thus upsetting macroeconomic objectives the Layfield Committee

commented:

 It would be essential to reduce this potential variation to form

a firm basis for local authority budgeting. One way would be

                                                                      
 4 Layfield Committee of Enquiry into Local Government Finance, HMSO [Cmnd 6453], 1976.
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for the local taxable income base to be estimated in advance

and for local authorities to set their LIT rates and receive

income from the Exchequer on this basis. Alterations could

then be made in a subsequent year to adjust the estimated

yield to the actual tax payments.

 The report continues: “Alternatively, the taxable capacity on which the area

would receive income from the Exchequer could be regulated as part of the

redistributive process of the block grant payments” (SPICE 1999). Any

compromising of the demand management capacity of the UK government

not only should be recognised as inevitable with devolution but also, as

described above, there are considerable benefits which can accrue to

Scotland through a devolved approach to fiscal policy.
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 11. ISSUES OF LEGAL COMPETENCY

 Devolution saw the setting up of a Scottish Parliament with tax raising

powers.

 It would appear from the White Paper5 on devolution that the Scottish

Parliament has got the authority and legitimacy to alter the form of taxation for

local authority spending, given that it has the responsibility for determining the

form of local taxation.

 However, according to SPICE “the legal position on whether the Parliament

has the legal competency to legislate for the introduction of a specific local

income tax is not so clear. Schedule 5 of the Scotland Act 1998 sets out

reserved matters that are not within the legal competency of the Parliament.

 Reservations

 Section A1 Fiscal, economic and monetary policy, including the issue and

circulation of money, taxes and excise duties, government borrowing and

lending, control over the UK public expenditure, the exchange rate and the

Bank of England.

 Exception

 Local taxes to fund local authority expenditure (for example council tax and

non-domestic rates).

 No further definition of ‘local taxes' is given therefore this exception alone

does not specifically rule out local income taxes as long as the revenue raised

is used ‘to fund local authority expenditure’”.

 The practical issues of administrating a Scottish Service Tax have been dealt

with already in the mechanisms for handling the changes to the Income Tax

Acts necessitated by an implementation of the Scottish Parliament’s tax

varying power.

 The Scottish Service Tax would specifically and exclusively fund local

authority expenditure. In our opinion, it is therefore legally competent for the

Scottish Parliament to implement such a proposal under the terms of the

Scotland Act.

                        
 5 Scotland’s Parliament, The Scottish Office, HMSO, [CMND 3658] July 1997.
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 12. NON-DOMESTIC TAX

 Until 1990, the rates paid by non-domestic taxpayers were under local

authority control; the poundages levied were those levied from local domestic

ratepayers, except for the reduction applied to domestic poundages through

domestic rate relief. The introduction of the uniform business rate in 1990 has

meant that local authorities no longer have control over the income they raise

from the non-domestic sector, and businesses no longer face different tax

rates in different authorities. The reasons for this switch were essentially

twofold: first, it was argued that differing non-domestic rates caused fiscal

distortions regarding investments, where to locate etc., which had an impact

in terms of local employment. Second, it was argued that non-domestic

taxpayers subsidised the cost to local taxpayers of additional local spending.

 The underlying assumptions of the unified business rate can and have been

challenged. The ‘accountability’ argument ignores other avenues which are

open to business other than voting, including lobbying, pressure group

activity, networking etc. Additionally there is the democratic argument that a

de-centralised, devolved democratically elected authority should have the

right to determine economic activity within its jurisdiction. Evaluations of the

enterprise zones in the UK amongst other studies provided an insight into the

impact of business rates on business profitability and on business location

decisions. The effective as opposed to formal incidence of business rates is

important. The general level of business rates may be reflected as much in

prices as in profits, and differences between authorities are usually

capitalised in land and property prices. Where business rate differentials have

been partly or fully capitalised into land prices, the impact on industrial

location over any time period but the very long-term may have been very

small.

 Further, local spending will yield benefits for non-domestic payers. Clearly,

businesses derive benefits from certain local authority services, such as

refuse collection, roads, police, car parks etc. It follows therefore that for a

more exact concept of financial accountability business should pay in

proportion to its benefit.
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 Whilst an economic argument can be made for returning non-domestic taxes

to Local Authority control a fairer tax system for non-domestic users of Local

Authority services may be a land valuation or betterment tax. A betterment tax

reflects the different advantages which non-domestic taxpayers receive from

being sited in a specific location where the value of a site rises without action

by the owner or occupier. The tax could be levied according to the ongoing

rise in capital values as well as reflecting the increase in values due to the

granting of planning permission, for instance.

 The introduction of the so-called SMART tax in parts of the USA and its

promotion in the UK confirm the view of Lord Rogers of Riverside in the report

of the Urban Task Force (June 1999) Towards an Urban Renaissance.

Considering the longer term and the need to recognise the environmental

value of land as a finite resource, he suggests:

 there is the more fundamental issue of whether our current

system of commercial property taxation - the Uniform

Business Rate - is the best system to help us manage our

scarce land and buildings resources over the first half of the

next century ..... A mixed rating model could provide us with

an alternative way forward.

 For this task force, KPMG assessed land value taxation as one of the most

effective fiscal measures, being ’relatively simple and easy to implement’,

’easy to understand’ and ’flexible’6. Similarly, the Land Reform Policy Group

reports7 in Scotland recommended that there should be serious analysis of

the benefits of land value taxation. The opportunities both to return significant

decision making powers to local government and to improve the efficiency

and effectiveness of capital and land markets is offered by land value

taxation. The Committee would be well served in considering this.

 As a more general reform of local taxation, two other changes should be

addressed, both of which should benefit the rural areas of Scotland in

                        
6 Fiscal Incentives for Urban Housing: Exploring the options, KPMG for the Urban Task
Force, 1999.
7 Identifying the Problems, 1998; Identifying the Solutions, 1998; and Recommendations for
Action, 1999, Scottish Office, Edinburgh.
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particular. In moving to a Scottish Service Tax, a Council Tax should continue

to be levied on second homes, with the local authorities given the powers to

determine the rates of taxation. This would remove the anomaly introduced by

the previous government of higher income and wealth groups being given a

further concession. The introduction of a local income tax leaves the need to

reflect the ownership of second homes and the additional service costs they

impose on local communities, of roads, fire and police services, etc.,

continuing taxation of second homes would address this.

 There is a widespread recognition of the need to eliminate the exemption also

given to sporting estates, which removed a source of income for many rural

authorities, over £3 million across Scotland. Again there is an economic

rationale for bringing these activities back within the local taxation system

explicitly.

 The implementation of the Scottish Service Tax necessitates the return of

non-domestic tax policy and rate levels to local authority control in the

immediate term. Local authorities already bill and collect non-domestic rates

and this therefore creates no problems in relation to the mechanisms

required. The amount of finance raised in each area would be taken into

account in the new distribution formula applied which would be weighted

much more towards tackling deprivation and meeting needs than is currently

the case. The development of a betterment tax proposal should begin

immediately with serious consideration of exemptions being made available to

small businesses with a low turnover and low profit level. A sensible and fair

rebate scheme would assist the small business sector, and would be in

keeping with the business start-up and aftercare programmes of the

Executive, Scottish Enterprise and local government for small and new

businesses, while the betterment tax concept would ensure that appropriate

revenue is raised from larger enterprises and from land speculation activity.
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 13. A SCOTTISH SERVICE TAX: PROPOSED LEVELS

 In the research conducted for this potential tax, a number of conditions were

incorporated into the proposed Scottish Service Tax. In particular, it was

proposed that it should: increase revenues beyond the levels of the Council

Tax; provide exemptions for certain groups; meet the classical criteria for a

local tax (Figure 13.1); and be progressive.

 
 Figure 13.1: Local Tax Criteria

 Practicability
 Can it produce a substantial yield?
 Could it produce a substantial yield on its own or in combination with
other taxes?
 Comprehensibility
 Is it relatively easy to understand?
 Acceptability
 Will it command broad public support?
 Fairness
 Does it relate to people’s ability to pay?
 Is it fair between people of similar means living in different areas?
 Perceptibility
 Would it be clearly perceptible to local taxpayers and electors?
 Accountability
 Would it be paid directly by most people who benefit from the services
provided?
 Cost- Effectiveness
 Could the costs of administration and collection be kept within
reasonable limits?
 Efficiency
 Would it be difficult to evade, and so produce a high percentage
collection rate?
 Predictability
 Would the yield be predictable for local authorities need to plan their
budgets?
 Buoyancy
 Would the yield be predictable for local authorities needing to plan their
budgets?
 Source: SPICE (1999) adapted from Alternative to Domestic Rates,
Green paper and quoted in Wilson, D and Game, C Local Government
in the United Kingdom (2nd edition)

 

 There are a number of problems with the data required to establish the

operation and rates of the Scottish Service Tax:
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• There are no comprehensive figures available which combine all forms of

income, disaggregated into income groups.

• The most recent reliable income statistics are only available for 1997-98.

• There are no comprehensive data on the incidence of Council Tax,

disaggregated into income groups.

In the following analysis, data from the Inland Revenue8 have been applied,

and it has been assumed that (a) the distribution of Scottish unearned income

relative to the UK as a whole is the same as the relative distribution of earned

income; in effect Scots receive less in terms of both earned and unearned

income, and so for both PAYE and taxed investment income; (b) within each

income band, incomes are evenly distributed around the average; (c) the

Treasury increases the Scottish Block Grant by the equivalent of the Council

Tax Benefit foregone with the movement from Council Tax to the Scottish

Service Tax. In 1997-98, this benefit appears to have amounted to £260m9

and it would be unacceptable for the Treasury to remove the equivalent of

Council Tax Benefit from the aggregate of public expenditure in Scotland just

because a different way was being used to raise the finance for local authority

services. Protecting this element of the Social Security system would have no

adverse effects on the UK Exchequer, while the monies would continue to be

dedicated  to Scottish local authority expenditure.

It has been assumed that the threshold at which the Scottish Service would

apply would be £10,000; this would ensure that in effect all those existing on

basic pensions alone or with modest occupational pensions, on state benefits,

those paid less than £192 per week (in 1997-98) and students would be

exempt, and where applicable they would have been released from paying

the Council Tax.

In the current year, the direct costs of collecting Council Tax are of the order

of £33.5m10, with some £35m spent on administering Housing and Council

                        
8 Inland Revenue Statistics 1999.
9 Public Expenditure Statistical Analyses 1999-2000, HM Treasury, March 1999.
10 Section 4(II), Rating Review: Estimates of Income and Expenditure 1999-2000, CIPFA,
August 1999.
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Tax Benefit11. These sums have been fairly stable in recent years, suggesting

that they would continue at these rates in the near future.

Additional costs would be incurred by the Inland Revenue in collecting the

new tax, and it is suggested that these would be met from the Scottish Budget

centrally. According to estimates collated by Jackson12, this would be a

relatively small amount of £15m annualised, with perhaps the same again for

companies. This would be deducted from the block grant estimate for the

Council Tax Benefit equivalent, and would be renamed a ‘deprivation or social

exclusion grant’, it would be calculated annually using the Council Tax Benefit

assumptions and mechanisms. As explained above, it would be politically

unacceptable and, from the arguments following from the fiscal federalism

literature earlier, economically disadvantageous for the Treasury to retain the

Benefit because of a change in the system of funding local authorities in

Scotland.

Applying these assumptions, Table 13.2 shows that the Scottish Service Tax

would have raised about £1.109bn in 1997-98. This compares with actual

Council Tax revenue (excluding Council Tax Rebate grants from the DSS of

£260m) of £1.070bn13, and suggests a gain of about £40m would have been

realised. These figures are for illustration only, given the lack of access to

comprehensive statistics on Scottish income taxpayers. However, they

demonstrate that the actual tax raised would be at least of the same order as

Council Tax revenues, would be raised on grounds of ability-to-pay, and could

be levied at marginally higher but not penalty rates to increase the income for

local authorities.

Projecting forward to the following financial year, and applying a modest 4%

wage growth in 1997/98-98/99, would have realised over £1.2bn in 1998-99;

against an estimated Council Tax collection of £1.154bn14 (assuming Council

Tax Rebate grants from the DSS remain at £260m); an improvement of about

                        
11 Table 1, Benefits, Finance and Housing 1998/99, Accounts Commission for Scotland, 2000.
12 ‘Tax varying powers: the watchdog that will not bark’, in J McCarthy and D Newlands, 1999.
13 Table 3, It Pays to Pay: Improving Council Tax Collection in Scotland, COSLA, Scottish
Executive Committee, 2000.
14 Scottish Executive Provisional Outturn figures for 1998-99, Scottish Local Government
Financial Statistics 1997-98' Scottish Executive, March 2000.
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£50m. It is interesting to note that the Treasury benefited from increased

revenues in 1999 by 9%, due to higher than expected wage rises, bonus

payments in the City and higher sales of drink and tobacco. This would and

the continuing budget surpluses suggest an availability of tax revenues to

meet the modest Council Tax Benefit obligation, while the advantages of an

automatic stabiliser in the Scottish economy could be significant.
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14. A SCOTTISH SERVICE TAX: IMPACTS

To estimate the impact of the switch from Council Tax to Service Tax on

individual families, a series of household types can be considered. As it is

proposed that, like income tax, the SST is levied on the individual, while the

Council Tax is paid by the household, the estimation of the effects of this

change require some calculations based on the household size, composition,

house type, etc.

For those where the total income of the family was below the threshold of the

new SST (£10000, depending on the system adopted), there would be an

increase in their effective disposable income by the amount of any Council

Tax actually paid. For those on incomes above the thresholds, the gain would

depend on the numbers of earners in the household, their incomes and the

Council Tax which would have been paid, less any Council Tax Benefit.

Taking the example of a family with only one income, then for residents in a

typical Band D household in Scotland in 1997-98, Council Tax was about

£783, suggesting that on all incomes up to £24370 there would be a lower tax

payment. In the highest Council Tax area, Glasgow, single earner households

would be better off up to salaries (including any unearned income) of £27200

in that year, while the threshold would be £21100 in the lowest rated areas.

For two earner households, the position would be more complex, as each

would be entitled to the £10000 threshold before paying any Scottish Service

Tax. If both incomes were equal to the median (average) for that year, then

there would be at least a small annual saving (of about £50) for them

compared with the Council Tax if they stayed in the average Scottish Band D

house, while large families could see a more substantial reduction. The

average taxpayer, i.e. the person on the mean income of those who paid

income tax, the saving would have been larger at about £150 for that year.

For households with more than two incomes, the point where they would be

better off under a Scottish Service Tax would be even more complicated, with

three adults all on the average taxpayer’s income paying about £170 between

them more if they occupied the average Band D house.
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In general, the winners under the Scottish Service Tax would those on low

incomes. This would include those on basic pensions and benefits who would

no longer face means testing to prove they were entitled to a reduction

through Council Tax Benefit. The employed on low wages would be in an

improved position, with most part-time workers and the bottom ten percent of

full-time male workers and thirty percent of full-time female workers exempt

altogether and almost all of those on wages below about £22500 in 1997-98

would see a reduction in their contribution to the taxation necessary for local

government. Further, even for those on high levels of Council Tax Benefit,

there would be the advantage  of not having to be means tested. The problem

of relatively low proportions of the elderly claiming their rightful levels of this

benefit would be overcome by the move to the Scottish Service Tax.

The losers under the move to a Scottish Service Tax would be higher income

groups, with those more able to pay faced with greater increases. The

importance of promoting social justice through the introduction of a more

progressive tax is borne out by these changes. In 1997-98, those on the

highest incomes, which overwhelmingly tend to be from unearned sources,

would have marginal rates of 15% applied to their incomes over £70000. This

would still mean the proportion of incomes paid in the new Scottish Service

Tax would be only about 12.5% on incomes of £105000-110000, depending

on circumstances. Together with the existing income tax rates, these suggest

combined rates of tax of under 50% for all but those on incomes over £75000,

the top 0.2% of earners.

When combined with the highest current UK income tax rates of 40%, this

suggests maximum marginal rates of 60%; this can be compared with the

rates applied by the Conservative Government in 1987-88, i.e. eight years

after their election victory, when taxable incomes over £41,200 were taxed at

60%. The savings to the individual from reduced Council Taxes would also be

weighed against this.

Making reasonable assumptions regarding the most important parameters in

calculating Council Tax, entitlement to benefit, incomes, dependants etc., the

proportion of taxpayers being no worse off under the Scottish Service Tax is
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likely to be about 80%, those on incomes above the average wage - whether

earned or gained through investments - would be worse off in most cases.

For a significant number of households, there could be gains or losses -

depending on the number of earners and their employment status, the

number of dependants, house size and valuation, location etc.etc. - but these

would not be large, and would be well within the fluctuations caused by past

movements between tax regimes, business cycles, wage drift, bonuses and

so forth.

It is interesting to note that under the discretionary fiscal powers of the

Scottish Parliament (varying income tax by a maximum of 3p in the pound),

up to £840 could be raised from each taxpayer. This would have raised

£1.323bn in aggregate in 1997-98 from a flat rate, and so regressive, tax. The

advantages of the Scottish Service Tax over other forms of financing local

government expenditure are demonstrated in terms of efficiency, equity and

ability to pay.

Because of the complexities of the Council Tax, the benefit system and the

paucity of data on incomes in Scotland, there are difficulties in providing

definitive analyses of the impacts on areas. However, the move from the local

Council Tax to a Scotland-wide tax would benefit the large cities and poorest

urban authorities: Glasgow, Dundee and West Dunbartonshire, in particular.

Other communities would also benefit directly, including Edinburgh,

Midlothian, West Lothian, Inverclyde, South Lanarkshire and Argyll & Bute.

The higher taxes on higher income groups probably would adversely affect

Edinburgh and its commuting suburbs, but benefit the poorer towns and cities

of these areas.

Other changes proposed in the implementation of the Tax, including the

return of sporting rates, retention and increase in the Council Tax on second

homes, fairer distribution formula for revenue support grant, and the lower

wages and average values of the properties in the more rural areas would see

their positions affected both positively and negatively, so that the overall they

should see improvements.
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The areas where there would be a net loss of local government revenue and

a decrease in personal disposable incomes would be the richer commuting

suburbs around the Central Belt and the East Coast. Able to make use of the

facilities of Glasgow, Edinburgh, Dundee and Aberdeen without being

charged for the leisure and recreation, parks, theatres, retailing demands on

the local authorities and all the other public services provided by these major

centres, these communities have been able to enjoy appreciably higher

standards of living since the reorganisation of local government. The

proposed Scottish Service Tax allows this imbalance to be addressed

effectively, while the return of control over the non-domestic rates to the local

authorities in which they are raised assists in the overall process.

Much of the expenditure currently applied to administering Council Tax

Benefit and to collecting the Tax would be available to local authorities after

the introduction of the Scottish Service Tax. About £50m would be saved, and

this would allow the finance staff involved to be retrained and redeployed to

improve the rates of benefit and grants uptake amongst the elderly and other

disadvantaged groups and small businesses, respectively. The net benefits to

West Dunbartonshire from the local authority withdrawing the threat of

warrant sales and poindings from those in arrears with Council Taxes and

diverting resources to benefit take-up campaigns illustrate further advantages

offered by a mover away from a regressive system towards one based on

ability-to-pay. Also, as the authorities facing the highest costs of collecting the

Council Tax are either rural or those with the greatest concentrations of the

poor15, the beneficiaries would be line with the Scottish Executive’s social

inclusion agenda. Resources could be redirected to improving schools,

homes and services, rather than pursuing Council Tax debtors. Some

measure of the difficulties in reducing arrears is given by the accumulated

debt from the years of the Poll Tax, the disruption caused by local

government reorganisation and the early years of the Council Tax, together

these amount to almost £1bn16.

                        
15 Table 3, Benefits, Finance and Housing 1998/99, Accounts Commission for Scotland, 2000.
16 Benefits, Finance and Housing 1998/99, Accounts Commission for Scotland, 2000.
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The proposals of the Accounts Commission for Scotland17, COSLA and the

Scottish Executive18 to spend more resources on increasing the collection

rates of the Council Tax promise to be only partly successful given past

experiences, would impair civil liberties even further and would not be as

effective in raising finance as the Inland Revenue in implementing the

Scottish Service Tax system. The end of means testing for many people

suffering from social exclusion, especially the old and infirm, is a welcome

advantage of the new tax and again is in harmony with the concepts of social

justice and inclusion. The reluctance of many poor people to claim what is

rightly theirs through social security benefits is a serious weakness of the

welfare system in dealing with these issues. Removing the problem and the

stigma through a move to a progressive Scottish Service Tax should be a

significant factor in promoting the Scottish Executive’s agenda for social

inclusion and justice. It is also an efficient and effective instrument compared

with the blunt weapons of means tested benefits.

                        
17 Benefits, Finance and Housing 1998/99, Accounts Commission for Scotland, 2000.
18 It Pays to Pay: Improving Council Tax Collection in Scotland, COSLA, Scottish Executive
Committee, 2000a.
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15. CONCLUSIONS AND RECOMMENDATIONS

A replacement of the regressive Council Tax with a more progressive Scottish

Service Tax is feasible and appears to be legally competent. Increased

revenues could be raised by such a tax without a significant danger of fiscal

flight, disincentive effects, or unacceptable costs. However, more detailed

work is needed to evaluate the full impacts of such change in the taxation

system, data inadequacies make more comprehensive analysis impossible

here. A range of options is available to policymakers with different exemptions

having implications for the revenues raised and/or the marginal rates to be

imposed.

To address the evolving situation with regard to social exclusion, poor

housing, city region imbalances, and other problems introduced by local

government reorganisation and fiscal flight from the poorer areas, a new

needs assessment is required for local government. In particular, it is strongly

recommended that the grant aided expenditure distributed to councils on the

basis of the ‘client group assessment’ more closely reflects social inclusion

than simple population aggregates.

To improve accountability and to improve the match between the local costs

of providing services to businesses and the revenues raised from those

businesses, a return to a local system of setting business rates should be

explored.

As a series of first steps, there seems no reason why taxation of sporting

estates should be not reintroduced with the revenues being retained by the

local councils involved. With the abolition of sporting rates in 1995, land in

Scotland attracts no tax burden for the first time in a millennium19 and this

anomaly requires redressing.

Similarly, there is a need to ensure that rural communities are compensated

for the additional costs imposed on them by the presence of second homes. It

is suggested that such accommodation should continue to have a Council

Tax imposed, with the local council setting the rate to be levied, and being

relieved of the duty of having to reduce the Council Tax billed by 50%. The
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regulations in England were changed in this regard last year and there is no

rationale for a continuation of the reduction, given the services provided for

such dwellings.

It has been argued that revenues from the uniform business rate should be

retained by the local council in whose jurisdiction they are raised. This would

return a degree of democratic control over local taxation, and ensure that

local government in Scotland had a degree of financial independence; the

significance of power dependency in a devolved environment should not be

lost. The review of the client group assessment recommended above should

incorporate a protection for those areas with relatively few businesses. There

is also the opportunity to examine a system of land value taxation,

incorporating a betterment tax, with a positive rebate system for smaller

businesses with lower profit margins. The experiments in the USA and

elsewhere in split taxes and other innovations mean that many of the

traditional problems of introducing this form of taxation are being addressed.

Introducing a system of land value taxation would also allow local government

to increase the proportion of income raised by its own actions.

The Scottish Service Tax has the potential to increase local authority

expenditure with the positive consequences of increased employment,

improved local services and a raising of standards of education, health and

housing across Scotland. The academic literature, based on experiences

around the world, also points to the positive multiplier effects on the poorest

communities, the regions and also the wider national and UK economies

which can be realised by such expansion.

Critically, the Scottish Service Tax is progressive and re-distributive. It places

income redistribution at the heart of service provision and delivery, and taxes

citizens according to ability to pay. The multiplier effects are enhanced by

targeting financial assistance on low income groups.

The Scottish Service Tax would raise the standard of life for many of the

poorest in Scotland, particularly pensioners and the low paid. Their level of

                                                                      
19 Scotland: Land and Power. The Agenda for Land Reform, A Wightman, Luath Press, 1999.
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disposable income would be increased by the abolition of the standard

Council Tax and its replacement by the Scottish Service Tax.

The number of winners from the Scottish Service Tax far outnumbers the

losers. As the winners will be the poorest and the losers overwhelmingly the

better off, the Scottish Service Tax would definitely be for income

redistribution. The quality of life in Scotland can be improved for the majority

by this proposed move to a progressive tax.
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Subordinate Legislation Committee

18th Report, 2001

Subordinate Legislation [EXTRACT]

The Committee reports to the Parliament as follows—

1. The Committee met on 1st May 2001 and determined that the attention of the
Parliament need not be drawn to the instruments listed at Annexe A.  The Committee
draws the attention of the Parliament to the instruments listed at Annexe B.

2. The report is also addressed to the following committees as the lead
committees for the instruments specified:

Justice 2 The Sex Offenders (Notice Requirements)
(Foreign Travel) (Scotland) Regulations 2001
(Draft)

Rural Development SSI 2001/140
SSI 2001/158
SSI 2001/160

Local Government SSI 2001/164
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Local Government
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22 May 2001
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Draft instruments subject to affirmative procedure

The Sex Offenders (Notice Requirements) (Foreign Travel) (Scotland)
Regulations 2001, (Draft)

Instruments subject to annulment

The Import and Export Restrictions (Foot-and-Mouth Disease) (Scotland)
Amendment (No.4) Regulations 2001, (SSI 2001/158)

The Foot-and-Mouth Disease (Marking of Meat and Meat Products)
(Scotland) Regulations 2001, (SSI 2001/160)

The Milk and Milk Products (Pupils in Educational Establishments)
(Scotland) Regulations 2001, (SSI 2001/162)

The Town and Country Planning (Limit of Annual Value) (Scotland)
Order 2001, (SSI 2001/164)
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LOCAL GOVERNMENT COMMITTEE

MINUTES

15th Meeting, 2001 (Session 1)

Tuesday 15 May 2001

Present:

Trish Godman (Convener) Mr Kenneth Gibson
Mr Keith Harding Mr Michael McMahon
Mr Gil Paterson Iain Smith

Also present:
Angus MacKay, Minister for Finance and Local Government
Donald Gorrie
Professor Arthur Midwinter, adviser on the budget process

The meeting opened at 2.03 pm.

Apologies were received from Dr Sylvia Jackson.

1. Budget process 2002/03: The Committee took evidence from—

Falkirk Council:
Alex Jannetta, Director of Finance
Councillor David Alexander

Scottish Executive:
Angus MacKay, Minister for Finance and Local Government
Neil Rennick, Head of Scottish Executive Local Government Expenditure
and Council Tax Branch

Perth and Kinross Council:
Roddy McArthur, Director of Finance
Harry Robertson, Chief Executive

2. Subordinate Legislation: The Committee considered the following negative
instrument and determined that it had no recommendation to make—

The Teachers’ Superannuation (Pension Sharing on Divorce) (Scotland)
Regulations 2001, (SSI 2001/152)
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3. Local Government Finance Inquiry: The Committee considered whether to bid
for external research funding to investigate the impact or scope of possible
changes to council tax banding and the relationship between the bands.

The Committee agreed that the Convener in discussion with the Clerk, the
Senior Research Specialist and the Adviser bring forward an outline of the
external research proposal for the Committee’s consideration at the next meeting
of the Committee.

The meeting closed at 3.50 pm.

Eugene Windsor
Clerk to the Committee


