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ANNEX A 
 

SUBMISSION FROM GERALD HOLTHAM (CHAIR OF THE INDEPENDENT 
COMMISSION ON FUNDING AND FINANCE FOR WALES) 
 
The Committee requested particular input on the following questions: 

1. What is the right mechanism for grant reduction (who bears what risks and why; 
what period of history to use as a reference point, what, if any mechanism for 
changing it etc)?  

2. Is the transition mechanism proposed the right one and is the length of transition 
right? 

3. Are the borrowing powers the right ones and are the various limits etc justifiable? 
4. What are the implications of the Scottish Income Tax being flat rate rather than 

progressive, and is that right? 
5. Are there any other tax policy (as opposed to administration) questions 

I deal with each in turn.  I hope and believe that the value judgements I make are 
generally uncontroversial and will be shared by the Committee so that where I reach 
different conclusions from others it will be because of different factual judgements or 
analysis.  

1. 

With tax devolution taking the form of sharing a tax base, Canadian style, there is a 
potential for policy spillovers whereby the action of one government affects the 
revenues of another.  The grant reduction mechanism should seek to ensure that these 
spillovers are minimised or compensated automatically. The objective is to ensure that 
risks consequent on the policy actions of a particular tier of government should be borne 
by that tier of government.  

Apart from these endogenous risks flowing from policy action, there are exogenous 
risks.  Prominent are: 1, cyclical risk, both UK-wide macro-economic cycles and purely 
or largely Scottish cycles; 2, differential tax base growth owing to different long-term 
growth rates in Scotland and the UK overall. 

Ideally cyclical risk should continue to be borne at the UK level and this can be arranged 
quite readily in the case of UK-wide cycles.  Purely Scottish cycles are more difficult and 
this risk may have to be borne by the Scottish government, aided by appropriate 
borrowing powers. 

The risk of differential tax base growth should also be accepted by the Scottish 
government because it is impossible in practice to separate the element of the 
differential that is purely fortuitous or exogenous from the element induced by policy.  It 
is most important that the government not be shielded from or robbed of the 
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consequences of its own actions. However, I would advocate a “longstop” mechanism 
to limit this risk without eliminating it (see below).  

In the first year of devolved taxation, the block grant would be reduced by a sum equal 
to the estimated revenue from the devolved tax base, assuming always “standard” i.e. 
unchanged tax rates apply.  The estimate would be corrected when actual data on first-
year revenues became available so that the first-year reduction in the block grant was 
equal to the actual revenue received from the devolved tax in that year. 

Issues arise as to how the grant reduction should be handled subsequently.  The 
Calman proposal was that the reduction should be calculated as a fixed proportion of 
the block grant.  That has a number of undesirable consequences: 

• The initial tax take may have been untypical because of cyclical fluctuations and 
the proportion of the block grant to be cut could be inappropriate; some form of 
multi-year averaging or estimating of cyclically- adjusted revenue would be 
necessary 

• The principles of risk allocation are violated, firstly because the Scottish 
government is fully exposed to UK policy actions that alter its tax base, e.g. a rise 
in basic allowances.  Ad hoc adjustments would have to be negotiated for every 
such policy change – very hard in practice. 

• Secondly, the Scottish government is fully exposed to cyclical risk both UK-wide 
and specific to Scotland. 

The best method for dealing with these difficulties that I have come across is to take the 
actual value of the devolved tax revenues at the standard tax rate in year one as the 
deduction and index that to the growth of the appropriate UK tax base.   

In the case of the Calman proposed proportional or single-rate tax applied across the 
whole income tax base, the appropriate index is simply the growth of taxable income in 
the UK.  The adjustment is carried out on a per capita basis so the absolute size of the 
initial deduction changes with the UK tax base, adjusted for any difference in population 
growth between Scotland and the rest of the UK. Note that this approach transfers UK 
policy risk and UK-wide cyclical fluctuations risk to the UK government.  If, for example 
the UK government increases personal allowances, it reduces taxable income, i.e. the 
tax base. The deduction from the Scottish grant would therefore be reduced, relative to 
what it would have been and the increase in the grant compensates for the reduced 
value of the devolved tax base. 

Similarly, if tax receipts were cyclically distorted when the original devolution occurred, 
that would be automatically corrected. Suppose tax receipts were unusually low 
because of recession so the grant deduction was small.  Rapid growth of the economy 
and the UK tax base as corollaries of the cyclical upswing would result in rapid growth 
of the tax base index and of the grant deduction. 
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This approach would not fully protect the Scottish government from cyclical swings that 
were different from the UK-wide ones and would not protect against a tax base in 
Scotland growing at a different rate from that of the UK.  I see no way to offset those 
risks that does not also remove from the Scottish government the consequences of its 
own policy actions.   

Scottish government policy may well affect the growth rate of its own tax base relative to 
that of the UK, notably if it alters its own devolved tax rate. While it is appropriate, 
indeed essential, for the Scottish government to reap the consequences of its own 
actions, it is possible there could be long-run divergence for reasons beyond its control. 
The integrity of the Union might be questioned if there were a persistent and growing 
divergence between the resources available for public services in one area of the Union 
and those in others.  We have a conflict between the need for devolved government to 
bear or reap the consequences of its own actions and the desire to keep divergences in 
potential public services within some broad limit.  A possible compromise would be 
regular but very infrequent reviews of the tax base of the devolved administration and a 
consequent adjustment to deductions from the block grant.  If this is done at intervals of, 
say,15 years with no compensation for shortfalls or windfalls in the interim, it can leave 
significant, appropriate incentives intact while preventing unlimited divergence in 
resources. 

Differential cyclical risk can be accommodated only by adequate borrowing powers to 
allow tax smoothing, 

2. 

If a mechanism such as that proposed above is adopted, the transition mechanism 
becomes redundant and should be dispensed with. Critics of Calman have pointed out 
that in the period from 2000-2010 public expenditure grew faster than tax revenues.  
Calman arrangements over that period could well have provided less revenue than 
simple application of Barnett.  By the same token over the next five years or more tax 
revenues are likely to grow faster than public expenditure as the UK budget deficit is 
reduced.  The Calman arrangements would therefore result in faster growth of 
resources for Scotland than simple Barnett operation.  I suspect that one, perhaps 
subsidiary, purpose of the interim arrangements is to prevent the latter from occurring 
and to ensure that Scotland takes its share of “austerity”.  They do so by relating the 
block grant deduction to the actual evolution of Scottish revenues at a standard tax rate. 

However the interim arrangements violate the principles of risk allocation by insulating 
Scottish tax policy from any effect it might have on the tax base.  Moreover they 
introduce a marked bias into the incentives facing a Scottish government – raising taxes 
becomes much more attractive than cutting them. Generally altering a tax rate tends to 
move the tax base in the opposite direction through incentive or disincentive effects.  
Higher tax rates may reduce the tax base, for example, though not tax revenues unless 
the base effect has an elasticity exceeding one. The interim arrangement would negate 
this effect on the base because the grant deduction, indexed to the Scottish base, would 
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fall, increasing the grant.  That increases the attraction of a tax increase.  However it 
eliminates any advantage to reducing taxes because any resulting increase in the 
Scottish tax base results in a larger deduction from the block grant. 

The interim arrangements are therefore seriously defective.  Moreover they are 
unnecessary. If the grant deduction is indexed to the UK tax base, the Treasury 
objective of ensuring Scotland fully shares austerity is achieved, without the distortions 
implicit in the interim arrangement.  Ideally the interim arrangement would be 
abandoned.   

3 

The borrowing arrangements should meet two objectives. 

The first is to be able to tide the Scottish government over on occasions when a 
Scottish cyclical downturn is materially worse than a UK one. If a cyclical drop in 
Scottish revenue is proportionately no worse than that for the UK as a whole, there is no 
problem.  But where Scotland is worse hit, resources will fall in an uncompensated way. 
However, one should note in passing that  the fact that much of the Scottish 
government’s resources would still be coming from the block grant implies less volatility 
than if all taxes were devolved and there were no grant. A pooling of risk is one of the 
advantages of a fiscal union. I have not analysed past Scottish cycles in relation to 
those of the UK as a whole to estimate what an adequate borrowing capacity would be 
but I note that the figures in the Bill are not supported by any such analysis. 

The second objective should be to permit the Scottish government to make large or 
lumpy investments that would exceed or strain the capital resources of a single 
budgetary year.  The limit on such borrowing should reflect the debt servicing capacity 
of the Scottish budget. If a limit is set on the proportion of the annual budget that should 
be devoted to debt service, the level of long-term interest rates then determines how 
much debt Scotland could carry.  At current interest rates, even a tight target for the 
debt servicing allowance of a few percentage points would result in a much larger debt 
allocation than is currently projected.  However, I have not conducted any analysis of 
likely Scottish capital requirements to know how serious this constraint is. 

4. 

There has been criticism in Scotland of the flat rate aspect of the proposed devolution of 
income tax.  I believe that the flat rate proposal is unnecessarily restrictive, though not 
mainly for the reasons cited in the Scottish debate. 

Making the devolved tax a flat rate across the whole income distribution does not, as 
has been asserted, leave progressivity of the tax system as something to be determined 
at Union level.  There are several possible definitions and measures of progressivity 
and most of them would be altered if the Scottish government were to alter its flat rate 
tax.  If, for example, progressivity is defined by the ratio of marginal tax rates at different 
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income levels, cutting the Scottish tax would increase progressivity while increasing the 
rate would reduce progressivity.  The flat rate tax imposes a restriction on the powers of 
the Scottish government not justified, therefore, by distributional arguments. 

Scottish critics have pointed out that the flat rate tax is certain to have a lower income 
elasticity than income tax as a whole.  Revenues from such a tax will grow at the same 
rate as taxable income. Whereas total income tax receipts in Scotland have an 
estimated elasticity of about 1.2 with respect to income  over time therefore the share of 
total Scottish income tax receipts going to the Scottish government would tend to 
decline. This effect arises because income tax brackets tend to be indexed to inflation 
rather than nominal income growth so” real fiscal drag” takes more people into higher 
tax brackets. The Calman arrangement gives the Scottish government half of basic-rate 
tax revenues but a lower proportion of higher-rate revenues. The point is correct but one 
could simply respond: “so what?”  UK government expenditure over long periods of time 
will grow at the same rate as all tax revenues combined, not at the rate of growth of 
income tax on its own.  Most other taxes have a lower income elasticity.  In general one 
would expect government expenditure and Barnett allocations to grow at the same rate 
as overall taxes and the same rate as national income (the period 2000-2010 can surely 
be regarded as exceptional).    The Calman arrangements are probably consistent, 
therefore, with Scottish government income tax receipts remaining a stable, or rather 
stationary, part of total government resources in Scotland. 

However, the response of economic activity in Scotland to changes in different rates of 
income tax (i.e. basic as opposed to higher rates) will not be uniform.  It therefore 
seems unreasonable to compel the Scottish government to always change everyone’s 
marginal tax rate by the same amount.  Analysis of the Welsh case suggested that 
raising the higher rates of income tax would raise relatively little additional revenue and 
at worst could reduce the tax take by encouraging cross-border migration.  Hence the 
safest way to increase revenue could be to raise the basic rate alone. The Scottish case 
may be different but, in any event, if the Scottish government were given the same 
share of the tax points in each income tax bracket and the ability to move basic and 
higher rates differentially, that would confer much more policy flexibility.  Since tax 
allowances and thresholds would still be determined at the Union level the increase in 
collection cost and complexity would surely be manageable. 

In that case, the indexation mechanism would need to be adapted since UK taxable 
income is no longer the appropriate index.  A better index I(t) would be: 
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Where B is taxable income in the UK as a whole and the superscripts L and H indicate 
at which tax rate it is taxed, i.e. into which tax bracket it falls (for simplicity this formula is 
written as if there were only one higher tax bracket; adding another raises no difficulty); 
s is the number of tax points devolved to Scotland and the superscripts have the same 
meaning.  Subscripts are time periods. 
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In effect this takes the number of tax points allocated to Scotland for the higher and 
lower rate taxes and uses those to weight together the disaggregated UK tax bases. 
That makes an index to be applied to the grant deduction on a per capita basis,  which 
has the same desirable properties in allocating risk as the simpler index for the flat-rate 
tax. 
 
A predictable objection from the UK government would be that allowing the Scottish 
government these extra degrees of freedom would threaten the UK tax base via 
excessive tax competition.  The Scottish government could conceivably slash the top 
rate of tax to attract high income people and their businesses to Scotland and the Union 
government could not tolerate Scotland acting as an onshore tax haven.  This objection 
has force and could only be countered by a restriction, statutory or conventional, on the 
extent to which Scotland could cut higher tax rates.  If Scotland were to get half of the 
tax points in each bracket, it would “own” 20p of the 40p tax bracket but it would 
undertake never to reduce that 20p by more than an amount agreed with the Union 
government.  That would restrict tax competition to a tolerable degree. 
 
Such an arrangement would imply that Scottish tax receipts would be a growing 
proportion of the total resources available to the Scottish government and that the 
Scottish government could enjoy a constant proportion of total income tax receipts in 
Scotland, which many Scots regard as desirable.  It would be fair to the rest of the UK 
because the excess growth of Scottish income tax receipts over the growth of UK 
government expenditure (consequent on the income elasticity of 1.2) would be 
compensated by the indexation mechanism which would increase the deduction from 
the block grant commensurately. 
 
5. 
 
The Independent Commission on Finance for Wales conducted some work on the 
valuation of different taxes and the appropriate grant offset for each.  That may well be 
of relevance to Scottish legislation since a few small taxes other than income tax are to 
be devolved.  The Commission also did not take the Calman view that devolution of 
corporation tax should necessarily be excluded a priori. It did propose a scheme for a 
form of tightly constrained devolution of that tax.   I will not reproduce that material here 
but I am happy to discuss anything of interest or to refer the Committee to relevant 
sections of the Commission report. 
 
Finally one gap in the proposed legislation for Scotland is the failure to propose a reform 
of the block grant to determine it on a basis of relative needs, although the Calman 
report accepted that such a development was necessary.  It is conspicuous that existing 
Scottish taxation powers have never been used.  Scottish commentators have ascribed 
the non-use to concern that altering tax rates in Scotland relative to England would 
focus attention on the block grant and fuel calls in England for it to be reduced.  If that is 
indeed the case, the best scheme of tax devolution will remain a dead letter unless the 
block grant is reformed.  If you do not have a grant formula that is transparently fair and 
robust, any exercise of devolved fiscal powers will call the grant into question. If you cut 

 
 



SCO/S3/11/2/1 

taxes, for example, someone will claim the tax cut is because the devolved authority is 
getting too much money.  In the case of Scotland that assertion would be accurate and 
reform of the grant would therefore entail some sacrifice for Scotland.  Nevertheless that 
sacrifice may well be a precondition for making tax devolution within the Union a living 
reality rather than being purely formal and too politically contentious to use. 
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SUBMISSION FROM PROFESSOR CHRIS HEADY 
 
Question 1 – The Scotland Bill devolves a few taxes (10p worth of income tax, SDLT 
and landfill tax). Is the latter a practical proposition, and is it seen anywhere else? 
 
There are countries in which sub-central governments have very wide taxing powers, 
covering everything except social security (National Insurance) contributions (I do not 
know of any OECD country with sub-central social security contributions). The best 
examples of such countries are the United States and Canada, but note that it is 
inaccurate to regard these taxing powers as ‘devolved’: these are federations in which 
the fundamental power to raise taxes belongs to the constituent parts and the central 
government has almost no power over taxes levied by its constituent parts. 
 
Having said this, the United States provides a good example of the problems that can 
arise in having sub-central control of taxes on consumption – US sales taxes are very 
inefficient taxes with many loopholes and distortions. The Canadians do a better job 
with their VAT, which has provincial variations, but I believe there are still some 
problems. However, in the case of Scotland, a more important point is probably that EU 
law severely limits (if not prohibits) within-country (which in this case refers to the UK 
rather than Scotland on its own) variation in VAT and excise duties.  
 
This means that neither National Insurance contributions nor the main consumption 
taxes can seriously be considered as possible devolved taxes. 
 
As I presume that local governments in Scotland already have Council Tax, the only 
major revenue-raising tax that is left is Corporation Tax. Several OECD countries do 
levy a corporate tax at the sub-central level but the experience of this has not been very 
positive. It is a very volatile tax and can result in a misallocation of investment. 
 
There are some other small taxes, such as vehicle registration taxes, but I doubt that 
the additional administrative costs and possible economic distortions of such taxes 
would be justified in relation to the revenue raised. 
 
So, overall, I don’t think it is practical to devolve more taxes. Greater autonomy would 
be better achieved by ownership of more of the personal income tax than by adding to 
the menu of devolved taxes. 
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Question 2 – The Scottish Parliament will levy a single rate on income tax additional to 
the UK rate (which will be reduced by 10p for Scottish taxpayers to allow room for this). 
Do you have any views on this and the issues of volatility and the link between 
revenues and economic growth? 
 
The first point here is that a single rate income tax with a personal allowance is 
progressive, in the sense that people on higher incomes pay a higher proportion of that 
income in tax. It also means that Scotland would increase its tax-to-GDP ratio as growth 
occurs because personal allowances are usually adjusted by the rate of price increase 
rather than the (normally higher) average rate of wage increase.  
 
However, a case could be made for having Scotland control the rate structure of the tax 
so that it could make it more progressive and allow Scotland to increase its tax-to-GDP 
ratio even faster. Amongst the OECD countries with sub-central personal income tax, 
some (such as the Nordic countries) limit the sub-central governments to the choice of a 
single rate while others (such as the US and Canada) have more complex sub-central 
rate structures.  
 
The standard theory of fiscal federalism cautions against sub-central control of tax 
progressivity, partly because regions with more progressive taxes will lose high income 
individuals by out-migration and gain low-income individuals by in-migration. Also, in the 
context of the block grant system in the UK, there is a risk that the UK government 
might reduce the block grant if it saw Scotland’s tax-to-GDP ratio rising as a result of 
greater progressivity. There is also the concern that a more progressive tax suffers from 
greater revenue volatility. 
 
So, overall, I do not have strong view on this issue but have a slight tendency to favour 
the single rate approach, which applies in Nordic countries.  
 
 
Professor Chris Heady 
School of Economics 
University of Kent 
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SUBMISSION FROM PROFESSOR ROBIN BOADWAY (PREVIOUSLY CIRCULATED 
ON 11.1.11) 
 
Preamble 
1. I submit these views as a scholar of international fiscal federalism with particular 
knowledge of the Canadian system.  I served as an Overseas Member of the 
Independent Expert Group on Finance of the Calman Commission on Scottish 
Devolution, and provided evidence to the Independent Commission on Funding and 
Finance for Wales.  The views submitted here are mine alone and do not necessarily 
reflect the views of the Independent Expert Group. 
 
2. My submission will mainly address financing issues of the Scotland Bill.  My overall 
impression of the Bill’s provisions is highly positive.  It puts into place financing 
structures that are a major step in the devolution of financial responsibility and 
accountability to the Scottish Government.  At the same time, from a longer run 
perspective, these might be seen as interim measures.  Two longer-run issues are 
particularly relevant.  The first is the future devolution of other parts of the UK, including 
Wales, Northern Ireland and perhaps even England itself.  Aspects of the current Bill will 
serve as models for devolving financial responsibilities in those cases. 
 
3. The second is the need for reform of the grant formula, which is related to the 
previous point.  There is no doubt that the grant formula could be rationalized, and the 
imperative would be even greater with further UK devolution.  There are several models 
available for designing grant (equalisation) systems that preserve the social and 
economic union while enhancing accountability and the efficiency of public service 
delivery.  The sharing of the income tax base between the UK and devolved 
governments along the lines proposed in this Bill fits very well with that ideal.  Besides 
fostering accountability, it also preserves tax harmonization, which is extremely 
important in any federal-like system. 
  
4. Let me now turn to addressing a subset of the Key Questions raised by the Call for 
Written Evidence. 
 
Responses on Key Questions 
 
5. Financial accountability is enhanced by making the Scottish Government 
responsible for setting its share of the income tax so that it can effect marginal changes 
in its own revenue, as well as by expanding borrowing powers, albeit with limited 
discretion. 
 
6. This is an ideal way to decentralise some revenue-raising responsibility to 
Scotland. It puts in place a mechanism that is consistent with the broader aims of the 
social and economic union, and maintains tax harmonization. Most important, it is a 
mechanism that could suitably be mimicked by other devolved governments in Wales, 
Northern Ireland, and potentially even England. 
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7. I have one main concern with the proposed Scottish rate of income tax. Scotland 
seems to be restricted to choosing a single rate denominated in a given number of 
pence in the pound applicable to all income tax bands. This constrains Scotland to 
raising extra revenues in a regressive way.  That is, if a rate of 15p in the pound is 
chosen, the extra 5p represents a declining proportion of income as income rises.  
Thus, it is a regressive tax.  This could be avoided in a couple of ways, albeit at some 
administrative cost. One way is to allow Scotland to choose separate rates for the 
different income bands although this could leave different degrees of tax progressivity in 
Scotland versus the rest of the UK.  (This would be like the Canadian system whereby 
provinces can choose their own rate structures, which in practice has led to less 
progression at the provincial level than at the federal level.) If there were concern with 
Scotland deviating too much from the rate structure elsewhere, there could be limits put 
of tax rate discretion.  The other is to define the devolved tax as a proportion of the UK 
tax base, and then let Scotland define its own tax rate. Probably this is too complex for 
taxpayers to understand, compared with the first option. 
 
8. To the extent that devolved Scottish tax revenues are to be offset against the 
grant, the downturn should be fully neutralized. (See further discussion of the grant 
below.) 
 
9. I have some concern with these devolved taxes. First, from a public finance 
perspective, the Stamp Duty Land Tax is not a particularly good tax. Encouraging 
Scotland to rely on it may not be such a good idea. (The Landfill Tax has some value as 
an environmental levy, so its justification is stronger.)  Moreover, devolving a small 
number of narrow taxes might encourage over-use of these taxes, which is not 
necessarily efficient.  There might also be some concern with the one-off reduction in 
the grant to be perpetuated in future years, if I correctly understand it. It seems to me 
that a more defensible method (though more complex) would be to calculate the grant 
reduction every year based on the revenue that would have been raised in Scotland at 
UK rates. 
 
10. I support the new borrowing powers.  I have a minor concern in that the extent of 
borrowing discretion that Scotland will have is significantly restricted by being forced to 
obtain permission for capital borrowing, and constraining other borrowing as well. 
However, as devolution proceeds, this can be revisited. I have also some concern with 
not allowing Scotland to go to the capital markets for funds, given that capital markets 
do provide effective discipline on sub-national borrowing in other federations. 
 
11. The funding arrangements have not been fully enough spelled out for me to 
understand them.  My view is that in principle the calculation of the reduction in the UK 
grant to Scotland should be straightforward.  In each future year, the reduction in grant 
should be the exact value of the 10p in the pound tax rate applied to the Scottish 
income tax base in that year.  It is not clear from the documentation that this is what is 
being proposed.  A minor concern that I have is that the reconciliation of the estimated 
reduction in grant with the value of revenues that the 10p rate would actually raise in 
each year does not seem to have a forgone interest component. That is, if Scotland is 
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owed money after the reconciliation takes place, this should come with interest for the 
period of time that it takes to do the reconciliation. 
 
12. The form of the proposals is similar to the Canadian system in the sense that from 
time to time the federal government has devolved tax room to all the provinces, and 
allowed them to choose their own tax rates. In some instances the federal government 
has chosen to adjust transfers to the provinces by the value of the tax-point transfer.  
This adjustment took place in the manner stated in the previous point.  Eventually the 
calculation was terminated. Unlike in the UK, the transfer applied to all provinces, so 
there was no need to adjust any given province’s transfer to ensure fair treatment with 
the others. (The reason is that the tax-point transfers were all subject to ‘Equalization’.)  
However, in the case of Quebec, the extent of tax point transfer was greater in the other 
provinces, so its grant had to continue to be reduced by its greater tax-point transfer.  
The exact annual value of the tax-point transfer was used.  In Canada, most provinces 
have their income taxes collected by the federal government as part of the Tax 
Collection Agreements.  The procedure of tax forecasting and year-end reconciliation is 
very similar to what is being proposed in this Bill.  Forecasting has in the past been 
imperfect, and the provinces have complained that shortfalls were not returned to them 
with interest.  Note also that the federal government bears the cost of income tax 
collection, including tax defaults.  It does this as an incentive to have the provinces 
participate, since for them it is voluntary. 
 
13. They seem to me to be agreeable. I am impressed that the principles of social and 
economic union have been important objectives. 
 
14.  No informed views 
 
15.  No informed views 
 
16.  No informed views 
 
17.  I have no strong views about this. One general point about federal constitutions 
might be mentioned, and it concerns the assignment of responsibilities.  Constitutions 
can include powers that are exclusively the responsibility of one level or the other. But 
other arrangements co-exist.  Some powers can be exercised by either level, with one 
level paramount. (In Canada, pensions are jointly occupied powers with the provinces 
paramount.)  The constitution might allow one level to delegate powers to the other. 
There may be very broad principles written into the constitution that justify federal action 
on matters of national interest. (In Canada, the federal government can legislate for 
‘peace, order and good government’.) There may also be broad constraints on 
government, like bill of rights. Perhaps most important are procedures for adjudicating 
conflicts between levels of government.  In some cases, the federal government may 
disallow provincial or state legislation that conflicts with national objectives (such as the 
economic union).  The federal government may be able to impose mandates on the 
states, as in the US and perhaps Germany.  The federal government may also be able 
to use the power of the purse to influence state or provincial legislation.  In Canada, 
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conditional grants have been extremely important in establishing provincial social 
programs that abide by certain national standards.  The courts might also be relied on 
the adjudicate conflicts. The point is that the assignment of powers is never a watertight 
exercise, and this may be relevant in the UK eventually. 
 
18. One final point concerns the interdependence of UK and Scottish tax policies. 
There might be some concern that the exercise of a Scottish income tax rate might be 
influenced what are referred to as fiscal externalities.  Thus, an increase in the Scottish 
tax rate above the UK rate has two confounding influences, in theory.  It could induce a 
loss of tax base to the UK where the tax rate is lower, and on that account could 
discourage Scotland choosing to increase its rate. On the other hand, if an increase in 
the Scottish rate does cause the Scottish tax base to fall, this will reduce the loss in 
grant (assuming it is calculated by applying 10p to the Scottish tax base). So, this might 
encourage an excessive Scottish tax rate.  There has grown up a sizeable economics 
literature on these incentive effects (referred to as horizontal and vertical fiscal 
externalities).  Whilst in theory these effects are possible, in my view they are of minimal 
importance in practice.  There is no reliable evidence that states or provinces use such 
strategic considerations to guide their fiscal policy choices.  No federation takes these 
effects much into account in designing their intergovernmental fiscal arrangements, and 
they should not be used to detract from the broader benefits of devolution. 
 
Professor Robin Boadway, OC, FRSC 
Department of Economics 
Queen’s University, Canada 
27 December 2010 
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SUBMISSION FROM PROFESSOR IAIN MCLEAN FBA (PREVIOUSLY CIRCULATED 
ON 11.1.11) 
 
 
1. I am a Professor of Politics at Oxford University. I was a member of the 
Independent Expert Group on finance (IEG), Calman Commission. The views I express 
are my own, and are not intended to represent those of the IEG or the Commission. I 
have published widely in the Committee’s area of interest including my books The Fiscal 
Crisis of the United Kingdom (Basingstoke: Palgrave, 2005) and What’s Wrong with the 
British Constitution? (Oxford: Oxford University Press, 2010). 

2. Below I comment on those questions in your letter to me of 21 December 2010, 
outlining the purposes of the witness session of 11 January 2011, where I feel 
competent to express a view. My answers bear on some of the broader questions in 
your general Call for Written Evidence, although they are not framed to answer specific 
questions from that document. 

Income Tax 

3. The Bill reserves the balance between the standard and higher rates; access to 
allowances; and definition of the tax base, to the UK Government. It (and the 
accompanying White Paper) offer what I regard as quite generous “no detriment” 
guarantees to the Scottish Parliament. 

4. I have seen few calls for less devolution of tax powers than the Bill proposes (but 
cf Michael Forsyth, quoted in Scotsman 28.12.10). Rejection of this Bill would not, in my 
view, lead to a return to the status quo on finance, because the UK Government would 
then be free to manipulate the non-statutory Barnett arrangements unilaterally. 

5. Should there be more devolution of tax powers than proposed in the Bill?  If the 
UK is to remain a union state, I think that the matters just listed should remain reserved. 
Although more extensive devolution might be good per se, I think that a devolved power 
to change, e.g., allowances or the Income Tax base, would have two bad 
consequences. First, it would increase compliance costs on employers, employees, and 
payroll providers. Second, it would lead to what the public choice economist Jagdish 
Bhagwati calls “directly unproductive activities”, namely attempts to present a taxpayer’s 
affairs so as to maximise tax avoidance. On compliance costs, the Committee or its 
advisers might like to look at Quebec or the states of the USA.  

6. I do, however, think that the Scottish Parliament should have the power to vary 
some other tax bases, and I deal with this below. 

Income Tax volatility and risk 

7. Here the choice seems to be only to accept or to reject the ‘no detriment’ terms on 
offer. To insulate the Scottish Parliament more extensively against volatility would 
defeat the purpose of tax devolution, which all five main parties in the Parliament have 
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stated that they support. To decline the UK Government’s offer would seem to be, as Sir 
Humphrey said, “brave, Minister”. It would also be pointless. 

Income tax: Views on alternative proposals 

8. Although there has been mention in debate of alternative proposals from the 
Scottish Government, and from Andrew Hughes Hallett and Drew Scott, I have seen no 
costed details of them, l am not aware of any other alternative proposals on the table. 

9. However, I assume that references in debate to Professors Hughes Hallett and 
Scott refer to their Scotland: a New Fiscal Settlement.  The copy I have seen, dated 3 
June 2010, considers the proposals of the previous UK Government and much of their 
detailed response is now out of date. 

10. However, the outline of their scheme remains clear. All taxes raised in Scotland 
would be fully devolved (with control of tax bases and allowances, as well as rates, 
being devolved to the Scottish Parliament), except VAT which cannot be devolved 
within an EU Member State. Scotland would remit an agreed amount (they propose that 
it would come out of the share of UK VAT revenue raised in Scotland) to pay for UK-
level services. Otherwise, Scotland would be responsible for both taxing and spending. 
Equalisation would be overseen by a Central Grants Commission modelled on the 
Australian Commonwealth Grants Commission, although I am not clear what their 
proposed Commission would have to do. 

11. In their model, UK-level services include defence and foreign policy; presumably 
debt interest repayment; and state pensions. Scotland-level services would include the 
rest of public spending, including the whole of social protection other than state 
pensions. 

12. Their proposals would involve dramatic constitutional change, but they are 
presented for economic rather than constitutional reasons – it is claimed that their 
proposals would facilitate economic growth in Scotland. They would require a much 
more fundamental Scotland Bill than that currently before your Committee. 

13. I cannot comment on the expenditure side of their proposals, as the June 2010 
version of their article contains insufficient detail to do so. The following comments 
relate only to the tax side. 

14. They criticise the Calman proposals, and state that ‘other regimes are more risky’ 
than the full fiscal autonomy that they propose (quoted from their Executive Summary, 
second page). 

15. Scottish Ministers have, analogously, complained that the fiscal risk in the Bill 
arises from its focus on Income Tax only. I cannot understand these claims. Tax 
receipts in general depend on economic activity and are therefore highly correlated with 
one another. The more taxes are devolved, the more Scotland is exposed to fiscal risk.  
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16. The big-ticket taxes that Hughes Hallett and Scott propose to devolve, apart from 
Corporation Tax (discussed below), are National Insurance contributions and natural 
resources taxes (essentially Scotland’s share of North Sea oil taxation),  

17. National Insurance receipts essentially vary with Income Tax receipts. Any 
volatility that arises from the latter is necessarily magnified if the former are also 
devolved. 

18. The IEG discussed possible devolution of natural resource taxation in its report 
Natural Resource Taxation and Scottish Devolution, available at 
http://www.commissiononscottishdevolution.org.uk/uploads/2009-06-06-ieg-natural-
resource-taxation-1.pdf. 

19. The IEG report concluded at 10.4 that assignment of North Sea Oil revenue to 
Scotland ‘would expose the Scottish Parliament to significant revenue variations, given 
the inherent volatility of oil and gas taxation revenues. Oil and gas taxation revenues 
from the UKCS will also diminish over time given the finite nature of the resource’.  

20. Hughes Hallett and Scott do not challenge this conclusion because they do not 
mention it. If valid, it is sufficient to contradict their assertion that the regime in the 
current Bill is ‘more risky’ than the regime they propose. 

21. In the rest of this evidence, I therefore return to considering the proposals in the 
Bill and White Paper. 

Income Tax on savings income 

22. This is not now to be assigned, as Calman proposed. I would hope that this issue 
could be reopened, either via this Bill or via the Joint Ministerial Committee. 

Borrowing 

23. I think that the Scottish Government should be allowed to issue bonds. The UK 
Government’s arguments against this seem weak to me, e.g., the statement to you by 
the Exchequer Secretary of the Treasury on December 14 that there would be ‘risks to 
do with confusion in the gilts market.’ If market players become confused, that is their 
problem. However, I think that money market professionals are capable of 
distinguishing between a Scottish local authority, the Scottish Government, and the UK 
Government.  

24. In Canada, the yields and ratings of provincial bond issues provide an important 
signal to all market participants (I provided a table of the then-current rates in my Fiscal 
Crisis...). The same disciplines would apply to Scotland. 

Other taxes 

25. I support the devolution of land transaction and landfill taxes. The IEG and the 
Calman Commission reasoned that the most appropriate taxes to devolve are taxes on 
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bases that don’t move. The shape of (any successor to) Stamp Duty Land Tax interacts 
with the two disguised land taxes already in the Scottish Parliament’s control, namely 
Council Tax and business rates. The shape of landfill tax is obviously complementary to 
that of (any successor to) Aggregates Levy. 

26. I am not persuaded by the UK Government’s reasons for rejecting Calman’s other 
two tax devolution proposals, namely Aggregates Levy and Air Passenger Duty. 
Scottish Ministers have pointed out (and I agree with them) that the litigation which is 
given as a reason for rejecting the transfer of Aggregates Levy was already in progress 
when Calman reported. If Scotland is willing to take any revenue risk arising from that 
litigation, it should be allowed to.  

27. Likewise, the fact that the UK government intends to convert air passenger duty 
into a “per plane” duty seems to me to argue for, not against, devolving it. For instance, 
subsidiarity implies that the Scottish Government, not the UK Government, should 
decide how to tax flights originating at small Highland or island airports. Airports don’t 
move. They are a very suitable devolved tax base. 

28. Tax devolution should have at least two good consequences for the devolved 
jurisdiction: it should be encouraged to broaden the tax base and to grow the devolved 
economy so as to increase tax yields. Both of these arguments apply to Council Tax 
and Business Rates, where successive Scottish Governments have not been notable 
for their tax effort since devolution. All tax experts believe that these two are bad taxes 
in almost every respect. The Scottish Parliament should be considering how to reform 
them, in conjunction with designing a successor to SDLT. 

29. It follows that the anomaly whereby Council Tax is devolved, but Council Tax 
Benefit is reserved, needs to be addressed in joint ministerial committees. 

30. Your Committee has discussed the possible devolution of Corporation Tax, as do, 
e.g., Hughes Hallett and Scott. That would be a terrible idea. Experience in Northern 
Ireland between 1920 and 19721 suggests that such devolution would give rise to 
massive tax avoidance: nowadays largely through firms’ transfer pricing practices. 

31. VAT is unsuitable for devolution, for multiple reasons: including EU state aid rules, 
and the undesirability of having huge booze-and-cigarette hyperstores at either Gretna 
or Carlisle. 

                                                       
1 See Richard Perren, ‘Vestey, William, first Baron Vestey (1859–1940)’, Oxford Dictionary of National 
Biography, Oxford University Press, 2004; online edn, May 2008 
[http://www.oxforddnb.com/view/article/36647, accessed 31 Dec 2010]. Incorporation in Northern Ireland 
formed part of the Vesteys’ tax avoidance strategy, that led George V to protest against the first Baron’s 
Lloyd George-sold peerage. 
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32. Any proposals for new taxes under the powers proposed in the Bill should consider 
how immobile the suggested tax base is. 

 
Iain McLean FBA 
Professor of Politics, Oxford University 
31 December 2010 
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ANNEX B 
 

1. The aims of the Scotland Bill and the White Paper (Strengthening Scotland’s 
Future) are that it will “enhance the financial accountability of the Parliament and 
Government in Scotland, improve working arrangements between Westminster 
and Holyrood Parliaments and Governments, and extend the powers and 
functions of the Scottish Parliament and the Scottish Government.“ In your view, 
do the proposals in the Bill and the White Paper achieve these purposes?  
 

2. What is your view on the approach proposed in the Scotland Bill to substituting 
the revenue from taxes levied by the Scottish Parliament for some of the grant 
from the UK Government which presently supports the Scottish budget? 
 

3. What is your view of the proposal in the Scotland Bill for a Scottish rate of income 
tax levied on all income tax bands, and the reduction of UK income tax in 
Scotland by 10p in the pound accordingly? How would this work, are the 
proposals effective and are the proposed inter-Governmental mechanisms 
adequate? 
 

4. How would the framework have performed over the recent downturn, particularly 
in the light of the significant shocks to tax revenues? Is the system robust to cope 
with such challenging periods and return Scotland to economic growth – if not, 
what frameworks are in place to address this?  
 

5. What is your opinion of the proposals to create devolved taxes, Stamp Duty Land 
Tax and Landfill Tax, and the power to create new devolved taxes? 
 

6. Do you have a view on the proposed new borrowing powers set out in the 
Scotland Bill? 
 

7. What is your assessment of the plans for the implementation of this new financial 
system and the risks and costs associated with that and have the UK 
Government adequately quantified these? How would the proposals to revise the 
system of funding work in practice?  Is there sufficient information provided yet to 
enable a full assessment of the proposed funding arrangements?  What key 
decisions remain to be taken? 
 

8. How do the proposals fit with systems from other jurisdictions – particularly in 
relation to more federal or quasi-federal countries? 
 

9. In terms of the non-financial aspects of the Scotland Bill, a number of changes, 
including changes to the legislative powers of the Scottish Parliament and the 
powers of the Scottish Ministers, have been outlined. What is your view of these 
in general terms? 
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10. Additionally, do you have any specific views on the proposed changes to speed 
limits, drink driving limits, air-weapons and other matters (e.g. Scottish Crown 
Estate Commissioner, BBC Trust etc.)? 
 

11. Do you have an opinion on the re-reserving of issues such as insolvency, the 
regulation of health professions etc? Would the proposals be effective in their 
intentions, what would be the consequences and could they be adjusted to 
improve their effects?  
 

12. Do you have a view on the plans by the UK Government to use the Bill for the 
partial suspension of Acts subject to scrutiny by Supreme Court? 
 

13. What further changes to the powers for the Scottish Parliament not currently in 
the Scotland Bill would, in your view, further help to achieve the purposes of the 
Bill and should be considered by the UK Government for inclusion? 
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