
SUBMISSION FROM GERALD HOLTHAM  

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 
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. 

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 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 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. 

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 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. 

January 2011he existing arrangements in Scotland are such that the Scottish 

Parliament can alter the income tax and receive an increment or decrement to its 

revenue equal to the change in rate times the existing tax base.  That is akin to a 

situation in which Scotland is given a devolved tax base but the block grant 

deduction is then indexed to changes in that tax base.  It is a situation that again 

violates risk allocation principles because the Scottish government is cut off from the 

consequences of its actions.  If it reduced tax, for example, and thereby increased 

the tax base by encouraging effort, it would derive no benefit from the increased tax 

base.  Indeed it would be penalised because the increased tax base means, in 

effect, a bigger deduction from the block grant. 

 

 


