


FIGURE 5: SCOTLAND AND UK ANNUAL GDP GROWTH RATES AND GAP, 200104 T0 201003
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CRITICAL MASS RETAINED DESPITE CRISIS

So why has Scotland not suffered disproportionately? One explanation is
that the global financial crisis had very uneven effects across the financial
services industry. The real implosion took place in the banking and housing
sectors with the associated spill over effects into the rest of the financial and
real economy. The banking sector in Scotland was hit very hard with RBS
in effect taken into public ownership; a distressed HBOS was swallowed up
by Lloyds, itself the subject of a public bailout and the customer base and
branches of Dunfermline Building Society was acquired by the Nationwide
after it became clear that it was no longer viable. Figure 7 below shows
movements in the market capitalisation of Scottish headquartered banks vs.
other UK banks listed on the London Stock exchange between 1998 and Q1
2011. It is remarkable given the impact on banking and associated 20% drop
in financial services output that the Scottish economy has not suffered even
more.

FIGURE 7: SCOTTISH BANKS AS % OF UK BANKS
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There are two strong candidates that might help explain why the effects
of the banking bust and the financial accelerator may have been ameliorated.
First, though both RBS and HBOS were headquartered in Scotland, the
asset quality and liquidity problems that contributed to their collapse had
very little to do with regional location of their headquarters. This also
meant that in the case of RBS and HBOS the bulk of their labour force was
located outside Scotland. The second factor relates to the difference between
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weight and critical mass within the Scottish financial services sector. While
the banks undoubtedly played an important role in increasing the weight of
financial services they were by no means the sole contributor to the increase
in its critical mass. Insurance, Fund Management and Support Services are
industries of national and international significance in their own right. They
have made their own independent contributions to the critical mass of the
Scottish financial services industry and have continued to thrive despite the
crash.

Seven UK Insurance companies have their headquarters based in
Scotland, they account for £41.4bn of life and pensions premium or around
249% of all long-term business written in the UK. They also account for around
12% of all of General Insurance premium written in the UK and £414.7bn or
26% of the total assets under management of UK insurance companies. 7> The
assets managed for insurance companies have provided strong foundations
for a thriving Scottish fund management industry. In 2010, the assets
under management (including those managed for UK insurers) of Scottish
headquartered fund managers was £537bn or 16% of total UK AUM. Since
2003, the AUMs of Scottish headquartered firms have risen by 125% from
£238bn or 12% of the UK market.

The extent of the critical mass outside banking can be seen by looking at
the composition of employment within the sector. In 2009, banking accounted
for 39% of employment in the financial services sector compared with 21% in
insurance and 40% associated with fund management and support services’™.
The fact that 61% of employment in the sector is associated with activities
outside banking was a clear source of resilience for both the financial services
sector and the broader Scottish economy.

In their highly regarded and timely study, Reinhart and Rogoff’> show
throughout history financial crises are, on average, followed by drops in output
from peak to trough of 9.3%, where the recession lasts for around two years,
and peak to trough falls in house prices of 35.5% that last on average for six
years. Using this as a benchmark, the Scottish economy has fared reasonably
well and compares very favourably with Ireland, as shown in Table 12 below.
House prices can be seen as a real time bellwether for the health of any
financial centre and it is worth noting that Edinburgh (-11.2%) significantly
outperformed Dublin (-44.9%) and London (-20%) during the crisis. While
the sector may have lost some of the vibrancy it exhibited before the crash and
its weight within the economy has inevitably reduced, its inherent critical mass
provided by its diversification beyond banking has proved resilient, which

72 Source ABI
73 Source IMA
74 Financial Services Skills Council 2010

75 Reinhart & Rogoff 2009
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suggests that financial services remain a core sector for the Scottish Economy.

TABLE 12: ECONOMIC PERFORMANCE DURING AND AFTER THE GLOBAL FINANCIAL CRISIS

% from Peak Region Output House Prices Unemployment Rate

R&R Global 9.3 -35.5 +7%

2007 to 2010

Scotland -5.4 -10.3 +5.0

UK -6.4 -13,1 +2.8

EU 16 -5.4 -2.9 +3.0
Ireland -15.1 -37.2 +10.2
Switzerland -3.2 +14.7 +1.6

SOURCE

Scottish Office, ECB, Reinhart & Rogoff

FADING INTERNATIONAL IMPORTANCE

Financial centres are critical to economic development as they connect
savings with the investment opportunities and innovation that drive growth.
Of particular importance is the fact that the sector connects Scotland with
the global financial community.

According to the Global Financial Centres Index in 2011, Edinburgh
ranked 29th in the world with a score of 600 points and Glasgow 46th with
571. Mainielli suggests that there are five key areas that drive financial centre
competitiveness:-

1.) People - the availability of good personnel and flexibility of labour
markets

2.) Business environment — regulation, taxes and levels of corruption

3.) Market Access — levels of trading, clustering effects of many financial
services firms in one centre

4.) Infrastructure - the cost and availability of property and transport links

5.) General Competitiveness — the concept that the whole is greater than the
sum of the parts

Edinburgh is seen as a deep and broad international centre with a strong
showing in all categories. Glasgow fares less well in terms of market access
and is seen as a strong local centre. While detailed economic data by sector
is sparse, the GFCI produced its first ranking in early 2007 and so provides
some insights into how the world’s financial centres have performed in the
aftermath of the financial crash. Edinburgh, Scotland’s largest financial
centre slipped from 15th place in 2007, when it ranked alongside Boston and
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Toronto, to 29th where it is sandwiched between Dubai and Qatar. Glasgow
ranks alongside Copenhagen and Rome at 46th having slipped from 22nd in
2008. The relative decline of Scotland as a global financial centre is shown
in Figure 8 below. Its reputation as a global financial centre appears to be
fading with only Dublin suffering a steeper decline from a peak of 10th place
in 2009 to 33rd in early 2011, which must be concerning given the differing
degrees of economic dislocation.

Edinburgh’s absolute score has hardly changed from the 605 it
registered in the first survey in 2007, its decline has been relative and others
have simply become more competitive.

So where stands the financial services industry in Scotland post the
global crisis? Although it’s a long way from being the king of the financial
jungle and it isn’t soaring quite as high as it once did, the sector is no sparrow.
Resilient and robust are terms that come to mind and the sector certainly is
a core part of the Scottish economy and a vital component of its connection
with the global economy. It has, however, lost some of the vibrancy and
momentum that propelled it in the run up to the crash. The question facing
policymakers is whether anything can be done to reinvigorate its flagging
fortunes.

FIGURE 8 SCOTLAND RELATIVE TO TOP 3 AND REGIONAL TOP 3 FINANCIAL CENTRES
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POLICY MATTERS - BRAND, PEOPLE & TAX

To be successful, policy needs to recognise that even if the sector fights as
fiercely as Macbeth and Banquo, it will never be a big beast in the world
of global financial services. Policy, like the hare that out manoeuvres the
lion in Sanskrit literature, will need to be nimble and use its wits to win.
In this context, Scotland’s policy makers must first take heed of the fate
suffered by both Ireland and Iceland, which as small economies were forced
to bail out over leveraged and oversized banking sectors with disastrous
consequences for both their national debt and future growth. As such, small,
open economies should concentrate on developing the capital-light side
of the financial services sector, i.e. the components that largely depend on
some combination of human capital and technology to deliver products and
services to clients for their success, rather than balance sheet expansion.

Policy for some time has recognised the importance of people,
technology and infrastructure and the work of Scottish Financial Enterprise
(SFE) and FISAB has helped to maintain the sector’s critical mass by
perpetuating a sound business environment with a strong and respected legal
structure. Access to the world’s capital markets is good, while Scotland may
no longer have its own stock, money market or commodity exchange, in
the digital world these are increasingly de-materialised and location of those
who use (rather than run) the capital markets is becoming less of an issue.
Infrastructure is clearly an area where upgrades are required, as the 2010
issues with the impact of the snow on air and road travel make all too clear.
However, policy is not creating the additional impetus needed to compete
with the other strongly rising financial centres in the world, especially in Asia
where they also have the benefit of strong economic momentum. So what, if
anything can be done? Three areas stand out people, tax and what might be
loosely termed brand.

One of the consequences of the critical mass that has been built up is
that there are no silver policy bullets that will significantly reinvigorate the
fortunes of the sector.

Financial services increasingly operate in the weightless world
where trust counts for a great deal and helps define reputation. The key to
strengthening Scotland’s financial service brand is re-defining what it wants
to be known for — what is its specialism, why should it be seen as a centre
of excellence serving the rest of the world? Hamilton in Bermuda is seen
as a centre for reinsurance. Luxembourg is rapidly establishing itself as a
centre of excellence for fund administration particularly for SICAVs, which
are becoming the international mutual fund of choice. It is far from clear
what Scotland’s specialist offering is and why this should be a source of
future competitive advantage. There are still significant opportunities and
it still has huge strengths in fund management. In the pensions sector, the
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increasing use of defined contribution rather than defined benefit schemes
around the world brings with it the chance for insurance companies to build
on their natural strengths and heritage. Policy makers could build on both
these strengths and opportunities and make it clear that as a long term aim
they wish to see Scotland as a global centre of excellence for these areas and
set about attracting high value added businesses and jobs. There is also little
sense in Edinburgh and Glasgow being seen as separate financial centres
when they are geographically so close and offer complementary services. A
single Scottish financial centre should be marketed to the rest of the world.

A strong brand is required if Scotland is to attract the talent it needs
to build a centre of financial excellence. Mainelli, ’° in his analysis of what
makes a financial sector successful, suggests that for those with critical mass,
people are the key area of competitiveness. “...more and more advanced
skills are required to win and transact more and more complex transactions
— transactions of advanced financial, structural, and legal complexity in
multiple languages”. This suggests that Scotland should start to focus on
what is required to attract talent to come and work in its financial services
industry rather than mainly stressing the quality of its indigenous talent
and strengths of its domestic education system. Centres of excellence create
their own gravitational pull for talent and people networks are essential
components of financial services. Neither New York nor London recruit solely
from their indigenous population, but rely heavily on attracting talent from
the rest of the world. Edinburgh, along with Zurich, offers an almost unique
work/home environment and more should be made of this. Policy also needs
to give thought to what else is needed to attract the talent, ensuring that some
form of international schooling is available for an expatriate community’s
children for instance. Ensuring a welcoming international culture is in place
and a stable political environment where diversity is respected and welcomed
is crucial. Much of this may be in place, but one questions the extent to
which this is understood by the world at large.

Scotland needs to signal that it is not only open for business, but is
also business friendly if it is to attract the talent and companies needed to
build on its strength and increase its competitiveness as a financial centre.
The strongest signal it can give is through its tax regime. Mainelli’” notes that
although the GFCI groups tax in business environment “when you examine
taxation on its own, it tracks business environment almost perfectly”.
Goldberg 7 notes that host countries with lower tax rates tend to attract
more Foreign Direct Investment than those with higher rates. The evidence
that a low tax rate makes a difference is overwhelming for both attracting

76 Mainelli 2009
77 Mainelli, 2009
78 Goldberg, 2007

116



high value added individuals and companies. One needs to look no further
than the European attempts to force Ireland to raise its corporate tax rate
and the Irish resistance to it. That said, a low tax rate by itself will never
provide the spark to improve competitiveness and momentum. However,
when the other building blocks are in place to create a critical mass, as they
are with Scotland, it can make a massive difference for financial services
centres. It is interesting to note that there are almost no poorly regulated
tax havens 7°. Hong Kong and Luxembourg serve as very good examples of
strong governance environments where the long-term commitment is also in
place to a low tax regime. It is the long term commitment, which brings with
it the macro need to maintain political stability around budgetary discipline,
low national debt and a strong credit rating that makes the difference and
provides the spur for improved competitiveness, innovation and growth as
well as the gravitational pull for business and talent.

Scotland’s financial services industry has weathered the global financial
crisis well given the importance of its banks in driving growth during the
boom. The robust and resilient critical mass revealed in recent years suggests
that it is, and should remain, a core component of the Scottish economy not
least because it provides a critical connection with the rest of the world. Also,
financial services may be deeply out of fashion, but the needs of savers have
never been greater and their demands will drive growth. Policy must move
beyond a domestic agenda and operate in a global context. It needs to focus
on attracting the talent and technology needed to build and grow capital
light businesses to serve savers’ long-term needs. Policymakers must accept
that the evidence from the rest of the world suggests that a commitment to a
stable, low tax environment is a key component if the decline in international
importance is to be reversed and savers’ needs met through domestically-
based businesses.

79 Dhamarmapal & Hines 2006
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CHAPTER 10
THE GREAT NORTH SEA OIL SAGA: ALL DONE
OR STILL UNFINISHED?

BY PROFESSOR ALEX KEMP

IMPORTANCE OF OIL AND GAS DISCOVERIES

The discovery and exploitation of large volumes of oil and gas from the
North Sea are among the most important events in the post-war economic
history of the UK. Both the size and nature of the benefits have had major
effects on the UK and Scottish economies. These effects were both direct and
indirect and, given the large values involved, in each case their magnitude
was substantial.

The direct effects of an activity are conventionally measured in terms of
its contribution to gross domestic product (GDP). In turn, this depends on
both the volumes and prices involved. The early discoveries in the Southern
North Sea were of dry gas, and UK government policy at the time was to
use the monopsony buying power of the Gas Council (later British Gas
Corporation) to purchase the gas at cost-related prices rather than market
values. The result over the years was that the very large volumes produced
were not fully reflected in the conventionally measured contribution to
national output. When large reserves of oil were discovered in the 1970s,
their subsequent exploitation and pricing at full market values resulted in the
combined contribution of oil and gas increasing rapidly to reach a peak of
around 6.9% of UK gross value added (GVA) in 1984. The oil price collapse
in the mid-1980s resulted in the share of oil and gas production to GVA
falling rapidly to around 2%. In recent years, with the increase in oil prices
the sector has still been contributing around 2% to total UK GVA.
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ECONOMIC RENTS FROM PETROLEUM EXPLOITATION

But it is the composition of the value-added in the sector which makes its
contribution to the national economy unique and adds an extra dimension to
the policy issues. Over the years, large economic rents have been generated
from North Sea oil and gas exploitation. These have contributed a major
share of the total value-added. A substantial proportion of these economic
rents have been collected to the state principally in the form of royalties
and taxes. These grew very rapidly in the early 1980s to reach a peak in
1984/85 of over £12 billion in money-of-the-day (MOD) terms (£28.7 billion
at 2009/10 prices). Subsequently, they fell at an equally dramatic rate to little
over £1 billion in MOD terms in 1990-91 (£1.6 billion at 2009/10 prices).
In recent years, following the increase in oil prices they have been nearly
£13 billion in 2008/09, but fell to £6.5 billion the following year reflecting
the major fall in oil prices in the second half of 2008. For 2010/11, the
estimate is £8.8 billion. All these example figures are from UK government
sources and thus reflect official accounting conventions. Thus, they exclude
the Gas Levy which existed from 1981 to 1998. The revenues from it were
quite substantial being over £500 million (MOD) annually for several years
in the 1980s. Conceptually, they do represent tax revenues from North Sea
exploitation, but the accounting convention employed by the Office for
National Statistics is to classify the Gas Levy as an expenditure tax incurred
(by BGC) in purchasing gas from a group of old gas fields in the UKCS. Over
the period 1976-2011, the total royalty and tax revenues have amounted to
over £285 billion (at 2009/10 prices).

LARGE INVESTMENT REQUIREMENTS OF SECTOR

While the size of government revenues and their volatility from oil and gas
exploitation have attracted most public attention, other elements of the
activity have also been remarkable. Thus, the investment required has been
on a major scale. Field development expenditures have historically been the
largest element. In 1975, when several major oil fields were being developed
at the same time the expenditures reached an all-time peak of £11.5 billion
(at 2010 prices). Since then, operating expenditures have gradually become
relatively more important as the numbers of fields in production have
grown. Thus in 2009 of a total industry expenditure of over £13 billion, field
development expenditures accounted for just under £5 billion. There has
been a substantial volatility in field investment activity. In 1984 it was just
under £8 billion (at 2010 prices), but in 1986 and 1987 it had fallen to little
more than £4 billion (at 2010 prices) as a consequence of the collapse in
the oil price to $10 in 1986. This was followed by a major rebound and
by 1990 field investment was over £8 billion (at 2010 prices). Following
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the price collapse in 1998, it fell to £3.6 billion (at 2010 prices) in 2000.
It is well known that exploration is very sensitive to oil price movements
as the financing of the activity is dependent on industry cash flows. But,
because the expenditures in question are very much less than those on field
developments, the direct effects on the economy are not so strong.

Investment activity in the North Sea has been important in relation
to the whole economy. Thus in the mid-1970s it exceeded 30% of all
manufacturing investment and in many other years exceeded 20%. The
volatility has been pronounced reflecting the lumpiness of field developments
which, in turn, was linked to exploration success rates and the levels of oil
prices. There were serious repercussions for the oil-related construction
industry in Scotland which has exhibited major fluctuations in orders and
employment.

EFFECTS OF SECTOR ON BALANCE OF PAYMENTS

The exploitation of North Sea oil and gas played a significant role in the
transformation of the UK balance of payments. Natural gas production
from 1967 onwards reduced and then eliminated the need for naphtha as a
feedstock, which the rapid growth of oil production from 1975 onwards led
to a surplus of crude oil and product exports over imports from 1980 to 2004.
In 1985 the trading surplus was a record £8 billion in MOD terms (£17.9
billion at 2009/10 prices) reflecting a combination of high production and
prices. Crude oil production peaked in 1999 and has fallen substantially since
then. The result has been a net deficit in trade in crude oil and petroleum
products of £3.2 billion in 2009.

There are other noteworthy balance of payments effects. In the 1960s
and 1970s large imports of capital equipment and other materials took
place. The UK content in the early 1970s was only in the 30% - 40% range.
The priority of the oil industry and the UK government was to obtain early
production and, although British industry was certainly encouraged to bid
for orders, expensive imports were required to ensure that early production
was obtained. On the capital account there was a large inflow of funds to
facilitate the financing of the huge capital investment. The requirements were
beyond the normal capacity of UK banks which in any case lacked experience
of the special conditions relating to oilfield finance. Much of the investment
in the fields was undertaken by foreign oil companies. They brought both
equity and debt finance from overseas. When the investment bore fruit, there
were then corresponding outflows of loan interest and dividend payments
which often reached very high levels.

By the early 1980s the UK balance of payments was transformed
compared to the position for much of the 1960s and 1970s. The fast growing
oil revenues certainly played a role in this and in the strength of sterling,
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though the extent of their influence was much debated. There certainly was a
popular view that the influence was substantial and it encouraged Sir Michael
Edwardes the chief executive of British Leyland to express the opinion in
1981 that it might be better “to leave the bloody stuff in the ground”.

This view did not find favour with the UK government which had
spent much time debating North Sea oil and gas policies since 1963. The key
objective of licensing policy in the early years was to encourage exploration,
development and production. Thus the original terms were relatively
generous with respect to relinquishment and licence fees. Only conventional
royalties and income tax/profits tax would apply to gas production. Gas
would be rapidly utilised to displace imported naphtha in particular.

EARLY GAS PRICING POLICIES AND EFFECTS

But gas pricing was to be on a cost-related rather than market-value basis
and the monopsony and monopoly powers of the Gas Council/BGC were
employed to ensure that this policy was implemented. The result was a long
period of negotiation over the long term gas contracts between the companies
and the Gas Council with the government taking a particularly tough stance.
The view within government was that gas prices should be kept relatively
low to ensure that natural gas could outcompete naphtha and also permit the
Gas Council to finance the huge expansion of the gas transmission system
and convert all gas appliances from town gas to natural gas. Both of these
activities involved large expenditures.

The consequence of this policy was that the economic rents from the
exploration of North Sea gas in the 1960s and 1970s were effectively diverted
to gas consumers and the Gas Council /BGC rather than to the state and
thus taxpayers as a whole. The main early gas contracts signed in the 1960s
involved very large volumes, with all the fields in question producing into the
twenty-first century. While the initial base prices were not far from the fuel oil
price, and thus arguably not far from a market price, the complex escalation
clauses were very restrictive and over the years the gap between the contract
prices and any realistic market value became very large. The general switch
by households to gas central heating in the 1970s was accelerated by the
pricing of oil at full market values, while that for gas remained on a cost-
related basis. Eventually the difference became so pronounced that in 1980
the Government raised gas prices by 10% in real terms for three consecutive
years and introduced the Gas Levy on BGC. It will be recalled that inflation
was also at very high levels at this time.
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SPECIAL TAXATION SINCE 1975 AND ITS EFFECTS

Oil policies were distinctly different. While only minor use was made of
licence auctions, a special tax system was introduced in 1975 to ensure that
the economic rents from oil exploitation were to a large extent collected by
the government. Little thought was given to the idea of controlling oil prices.
The main instrument was the new Petroleum Revenue Tax (PRT). It may
be described as a form of resource rent tax though it does not conform to
the tax by that name developed in the literature. The essential features of
the resource rent tax are that it is based on the cash flows after a specified
internal rate of return has been obtained on the investment. The PRT has
unorthodox and complex features, but broadly it is a field-based profit-
related tax which is progressive in relation to oil price and investment cost
variations. Over the years it was changed many times, reflecting changing
perceptions about the size of the economic rents.

Royalties and corporation tax were also applied to the North Sea. At
the time of the introduction of the tax package in 1975, these were both
conventional by international standards and did not cause much comment
compared to PRT which was the main collector of the economic rents.

Over the years, many changes have been made to the tax system
in response to changing perceptions of the profitability of the North Sea
activities. Thus the PRT rate was increased from 45% to 60%, then 70%
and then 75% with reductions in the special allowances (investment uplift,
volume allowance, and safeguard). These changes increased the overall yield
of the tax and accelerated its timing and involved considerable controversy
with the industry. But this was little in comparison with the introduction of
a fourth tier of tax (Supplementary Petroleum Duty (SPD)) in 1981. The
high oil prices prevailing after the Iranian Revolution and the outbreak of the
Iran-Iraq war were the ostensible reasons for this substantial new tax which
was levied at 20% on gross revenues minus a volume allowance. But the
need to reduce the escalating Public Sector Borrowing Requirement (PSBR)
was clearly a main motive. The top marginal rate of tax now exceeded 90%
and there is little doubt that investment suffered as a consequence. In 1981,
a record year for oil prices, there were no new field development approvals
by the Department of Energy.

The subsequent collapse in oil prices led to the abolition of SPD and
royalties on new fields as well as the introduction of enhanced allowances
for PRT. The overall government take fell substantially with oil prices, with
production also falling as a consequence of declining output in the first
generation of giant fields and the limited additions from the smaller newer
fields. The Piper Alpha disaster in 1988 subsequently diverted priority
investment into safety enhancement measures. Exploration was incentivised,
however, with reliefs for the expenditure being available at over 83%, with
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much lower rates applicable to the income from modest-sized discoveries.

All the above, resulted in the government take from PRT falling
to negligible levels. The examination by the UK government of these
developments resulted in the decision to abolish PRT on new fields in 1993
and reduce the rate to 50% on established ones. This astonishing move did
actually increase revenues in the short term through the abolition of the
generous relief for exploration, but it also meant that only corporation tax
was levied on the profits of new fields. At the time, the government argued
that there were no foreseeable circumstances in which tax increases on new
fields would be justified. In other words, further substantial economic rents
were not anticipated.

Subsequently, exploration activity suffered a decline as a consequence
of the rate of relief being dramatically reduced. But new field development
activity and thus production increased substantially. Both oil and gas output
grew strongly in the 1990s to reach peaks in 1999 and 2000 respectively. The
tax yield remained at moderate levels due to the relatively low prices for both
oil and gas as well as the relatively low tax rate.

RECENT TAX INCREASES

The major increase in world oil prices this century rekindled government
interest in the tax yield. The result was the introduction of the Supplementary
Charge (SC) in 2002 at 10% with increases to 20% from January 2006 and
then to 32% in 2011. The combination of price increases and tax hikes have
greatly increased the yield. It is noteworthy, however, that taxable capacity
has not increased in line with the oil price increase. Thus, between 2003 and
2008 development and operating costs have broadly doubled. Currently, for
new fields under examination for development in the UK Continental Shelf
the average field development costs is around $18 per barrel of oil equivalent
(boe), with some being very much higher. When lifetime operating and
decommissioning costs are added, the average total (undiscounted) cost is
$33 per boe with some being in excess of $100 per boe.

As noted above, the UK government via the royalty and tax system
has collected very large sums from the UKCS. There is ample room for
debate on how efficiently the economic rents have been collected. The many
discretionary changes reflect both design faults and the perceived need
either to obtain short term revenues or to give incentives. By international
standards the level of take was moderate in the early years, relatively high
in the late 1970s and early 1980s, moderate from 1983 for a ten-year period,
low from 1993 to 2002, and moderate but increasing from then onwards.
But this does not indicate very much about its effects on the industry. The
growing maturity of the industry with smaller field sizes and relatively
high investment and operating costs per boe have a major influence on the
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profitability of operations, especially when the materiality of returns (as
measured by the size of expected net present value) is a main determinant of
investment decisions.

UTILISATION OF ECONOMIC RENTS FROM PETROLEUM PRODUCTION

Given their importance in absolute terms and as a share of the value-added
in the oil and gas sector, the use of the tax revenues has been a subject
of much interest since the 1970s. There was a lively debate in 1977, both
publicly and within the UK government, on the subject. Unfortunately, the
level of debate was not very sophisticated and some of the options were
not given adequate consideration. While it was recognised that oil revenues
constituted a windfall there was no emphasis given to the view that these
revenues were conceptually different from, say, income tax or VAT. The case
for an Oil Fund which, if properly managed, could ensure that the income
from a non-renewable resource was invested rather than consumed to procure
inter-generational equity, was inadequately discussed. There was some
recognition that oil and gas reserves were part of the nation’s capital stock
and their depletion was akin to depreciation of that stock, but the debate did
not emphasise the need for policies and mechanisms which ensured that the
stock was maintained or enhanced.

The view which prevailed was that promoted by the Treasury by which
the oil revenues should simply be considered as part of the general budget and
used to bolster macroeconomic policies. Thus they would enable other taxes
to be cut and/or the PSBR to be reduced. Interest rates would be lower than
they otherwise would have been, and, as a consequence, investment would
be higher than in the absence of the oil revenues. In practice the revenues
were certainly treated as any other tax, but it is doubtful whether, when they
were at their peak in the first half of the 1980s, they significantly enhanced
investment. The investment to GDP ratio remained stubbornly low until the
later 1980s. The conventional view is that the oil revenues were used for
normal budget purposes and, as this was at a time of high unemployment,
they helped to finance public consumption rather than investment.

DEBATE ON DEPLETION POLICY

In the 1970s and 1980s a major debate also took place on depletion policy,
particularly with respect to oil but also to a lesser extent with respect to gas.
As early as 1974, before the first barrel from the North Sea was produced,
it became clear that potential oil production would grow very rapidly from
1975 to the early 1980s and the UK could become not only self-sufficient in
oil but be a substantial net exporter for a number of years, then become a net
importer again in the 1990s. The policy issue was whether to intervene and
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reduce the depletion rate in order to enhance security of supply in later years
and possibly profit from increasing oil prices. In the 1970s and early 1980s
when the debate on depletion policy was at its height there was a view that
oil prices would continue to rise in real terms.

There was sympathy for an interventionist policy within the UK
government in the second half of the 1970s and elaborate measures were
put in place which enabled the government to delay the development of new
fields and to order production cuts within limits and guidelines. The main
perceived benefits were to enhance security of supply in the longer term
and benefit from the expected higher oil prices. At the macroeconomic level
there was limited support for the view that a reduction in oil production in
the early 1980s would reduce the rate of appreciation of sterling which was
perceived to be a problem for exporters.

In the event little active intervention on depletion policy took place.
The only stated case was a two-year delay to the development of the Clyde
field, but this was more a device to provide short-term alleviation to the PSBR
because the British National Oil Corporation (BNOC) was the operator and
major shareholder in the field, and delays to its development meant that
public expenditure as defined for PSBR purposes was reduced in the two-
year period. The deciding factor in the decision not to curtail the growth
of production was the short-term loss of tax revenues associated with any
cuts. In the early 1980s it would have been possible to have disallowed the
so-called “upward profile variation” from field development plans requested
by operators, as well as to impose cuts to agreed profiles, but the resulting
losses in short term tax revenues were felt to be more important than any
longer term benefits of enhanced security of supply or from higher oil prices.

In general, the non-interventionist policy has been correct. Cuts
in production increase unit cuts above what they would otherwise have
been. Delays in the receipt of revenues whether from production cuts or
development delays are non-optimal if these receipts are wisely employed. If
depletion rates had been curtailed in the early 1980s there would have been
lower revenues at a time when oil prices were higher in real terms than at any
subsequent date until 2007. Extremely low discount rates would have been
required to justify slower depletion as an investment.

With respect to gas the early gas contracts were on a long-term life of
field depletion basis. The details including the annual contract quantities
were essentially determined by BGC’s perception of its long term market
plans. The Corporation was very concerned about security of supply in the
UK market and to enhance this was keen to purchase imported gas. The
Frigg contracts (UK 40% and Norway 60%) made a major contribution
to supplies for the UK market. BGC in effect used its monopsony powers
to pay relatively low prices to producers for the Southern North Sea and
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other British sources while paying higher prices for Norwegian gas where its
monopsony powers did not apply. Arguably, given the scale of the volumes
from Frigg, this retarded the further development of fields in the UK sector.
This issue reappeared when BGC attempted to purchase very large volumes
from the Sleipner field in the 1980s. This precipitated a major debate, with
UK licensees arguing that this would greatly retard the further development
of the UKCS. Eventually, the UK government refused to ratify the Sleipner
agreement which then had to be cancelled. This was perhaps a risky policy at
the time, but the result was a dramatic increase in gas production from the
British sector and justified the decision.

CURRENT MATURITY OF SECTOR AND IMPLICATIONS

The current position is personified by an underlying situation where oil and
gas production are declining steadily, with net gas imports being required
on a substantial and growing scale. Net oil imports are small but expected
to increase. Licensing policies are geared to fostering exploration and
development. There has been a plethora of new initiatives over the past
decade including Promote Licences to encourage very small companies
with new ideas at the early exploration stage, the fallow block and field
initiative to encourage licensees to work their acreage or trade it on, tougher
relinquishment obligations, and the stewardship initiative, designed to
ensure that licensees in mature fields are investing adequately to maximise
economic recovery from their fields.

Third party tariffing for transportation and processing is now very
common in the UKCS and the negotiation of tariffs between asset owners
and potential users has often been very prolonged. A revised Infrastructure
Code of Practice introduced in 2004 has been only partially successful in
speeding up the negotiation process. Currently DECC can only intervene to
made a determination when one of the parties makes a request for this. A new
Energy Bill currently in Parliament will give DECC the power to intervene on
its own initiative including the right to determine terms. But this will only be
on an individual case by case basis. The government has shown little interest
in full scale regulation of tariffs as applies to gas (but not oil) transportation
in the Norwegian sector of the North Sea.

CURRENT EMPLOYMENT GENERATED

The current onshore impact of activity in the UKCS remains very substantial.
For the UK as a whole direct employment (by oil companies) has been
estimated at 32,000 and indirect employment (by the supply chain) at
207,000. Induced employment via the spending by employees directly and
indirectly employed in the sector is estimated at 100,000. Over the years the
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supply chain has become increasingly competitive in international markets
and total UK export-related employment is estimated at 100,000.

For Scotland direct and indirect employment relating to the UKCS
have been estimated at 110,000. Induced employment is estimated at 41,000.
Total export-related employment is estimated at 45,000.8° Within Scotland
the oil-related activity is heavily concentrated in the North East or Grampian
Region. For many years the GVA per employee in this region has been very
high in relation to the Scottish average, and the unemployment rate has
been very low by national standards. An important contributory factor in the
continuing high levels of employment in the oil and gas cluster in Scotland
has been its sustained success in penetrating export markets. Thus over the
period 1997 to 2009 exports from a consistent and fairly comprehensive
sample of Scottish companies in the sector (though not 100% coverage)
have increased from around £1 billion to £7.2 billion (in MOD terms).
Export markets (including sales by foreign-owned subsidiaries) now account
for over 42% of total sales of the Scottish oil and gas cluster compared to
around 25% in 1997 and 31% in 2002.%!

IMPLICATIONS OF ALTERNATIVE CONSTITUTIONAL ARRANGEMENTS FOR
TAX REVENUES

The above discussion has highlighted key features of the development of the
UKCS under the current constitutional arrangements and policies pursued
by the UK government. In this section the situation under alternative
constitutional arrangements whereby major powers are devolved to a
Scottish government are discussed. Currently rights over the exploitation of
oil and gas in the UKCS rest with the UK government. If the rights had been
given to a devolved Scottish government the question arises over which areas
of the UKCS such devolution would apply. In practice with neighbouring
independent countries the boundaries would be settled by negotiation. There
is a presumption that the median line would be employed, but divergences
from this have often occurred. An example in the North Sea relates to the
boundaries between Germany, Denmark and the Netherlands. In the case of
Scotland and the UK the median line has been employed to determine the line
of demarcation for fisheries management purposes. This has been followed
by Kemp and Stephen in two studies which have quantified the hypothetical

80 For all of the above estimates see Oil and Gas UK (2010), Oil and Gas UK 2010 Economic Report

81 For details see SCDI/Scottish Enterprise (2011), Survey of International Activity in the Oil and
Gas Sector, 2009-2010
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Scottish shares of expenditures and revenues from the UKCS.®2 These studies
separate the activities of exploration, development and production according
to the respective geographic areas of the UKCS attributable to Scotland
and the rest of the UK. The studies also calculate the tax allowances and
revenues attributable to these activities in the Scottish sector. This involved
much detailed modelling and the validation of the results with the published
data on tax revenues for the whole of the UKCS. The results for the revenues
attributable to the Scottish sector are shown in Figure 9.

FIGURE 9 HYPOTHETICAL SCOTTISH ROYALTY AND TAX REVENUES FROM THE UKCS
(£M. AT 2009/10 PRICES)
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For the period from 1976/77 to 2010/11 inclusive the total tax and
royalty revenues amount to £257 billion (at 2009/10 prices). Apart from
their absolute size a key feature of the results is their volatility over the years.
This is a function of several factors, particularly the behaviour of oil and gas
prices, production, and the investment and operating costs, as well as the
elements of the tax system itself. For many years the tax system has been
predominantly profit-related and so the price sensitivity of the revenues is
particularly marked.

82 See A.G. Kemp and L. Stephen (1999), “Expenditures in and Revenues from the UKCS:
Estimating the Hypothetical Scottish Shares 1970-2003”, North Sea Study Occasional Paper No. 70,
University of Aberdeen, and A.G. Kemp and L. Stephen (2008), “The Hypothetical Scottish Share
of Revenues and Expenditures from the UK Continental Shelf 2000-2013”, http://www.scotland.gov.
uk/Publications/2008/06/UKContinentalShelfRevenue.
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It is clear that, if a Scottish government had control over these
revenues, other things being equal, there would be a transformation in the
public finances of Scotland. (It is, of course, by no means obvious that other
things would remain unchanged if the oil tax revenues were devolved). The
volatility may be expected to continue and there will be an inevitable long
term downward trend despite the remaining substantial potential. Volatility
of a substantial revenue source causes problems as the experience of Norway
highlighted when the oil price collapsed in 1986. To deal with this problem two
measures are desirable. The first is to have borrowing powers to deal with the
problem when the revenues are low. The second is to have an Oil Fund into
which oil monies are fed. The rules of the Oil Fund can be designed to put
limits on the extent to which the monies can be used for normal budgetary
purposes. At least some would be invested separately and the capital would
not be available to the government for normal budget purposes. Only the
income from the capital invested would be available for use. This procedure
could procure inter-generational equity and help to maintain the nation’s
total capital stock as the oil and gas reserves were depleted.®

CASE FOR DEVOLVING OIL AND GAS REVENUES

There are several arguments in favour of devolving revenues from oil and gas
exploitation in the case of Scotland. The industry is now an important one
for the Scottish economy. But it is a non-renewable one and eventually the
economic activities associated with its exploitation will run down as well.
Measures then have to be taken to deal with this situation. The experience
of the Scottish Highlands is illuminating in this respect. The employment in
the oil construction yards exhibited enormous volatility in the period from
1970 to 2000 with disruptive booms and busts being experienced in local
economies. These yards are now mostly closed and little or no permanent
benefits have been received by some of the local economies. The availability
of monies from an Oil Fund could play a useful role in preparing local
economies for the post-oil era. The disruption payments negotiated by the
Shetlands Council and the fund which has been established from these
monies is a live example of the concept.

Sharing of oil revenues among different tiers of government is quite
common around the world. In countries with federal governments the state
or provincial government often has the mineral rights and royalties or taxes
are justified on that account. There are also examples where a government
which does not have the mineral rights either has taxing powers or obtains
a share of oil revenues levied by another tier of government, to reflect the

83 For a detailed discussion of this see R. Hannesson (2001), Investing for Sustainability: the
Management of Mineral Wealth, Kluwer Academic Publishers
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importance of the industry to a particular region. This happens in Nigeria,
for example. The concept of sharing of oil revenues is known in the UK. In
1968 under the Miscellaneous Financial Provisions Act it was established
that the royalties and licence fees from the UKCS were to be shared with
the governments of the Isle of Man and Northern Ireland on a per capita
basis. Part of the thinking at the time was that the UKCS was enlarged by the
existence of Northern Ireland and the Isle of Man. Provided that the Isle of
Man government did not claim a continental shelf of its own it was felt that
some sharing of the revenues in question was reasonable.

APPLICATION OF DERIVATION PRINCIPLE COMMON

Around the world with respect to the petroleum sector there are many
examples of either royalty/taxation rights being devolved or revenue sharing
arrangements between different tiers of government.® In the literature the
derivation principle has been used to justify such arrangements. In the
case of Scotland this principle can be employed to support the case for
sharing or devolving revenues from the UKCS between the UK and Scottish
governments. Thus when Scotland joined the Union in 1707 it brought with
it what subsequently became a large and productive part of the UKCS. In
essence the concept was recognised by the UK Government to a limited
extent in the 1960s as noted above.

PRACTICAL TAX ISSUES

There is a clear difference between sharing of revenues with the powers
over the tax system being retained by the UK government and devolving tax
powers over the Scottish part of the UKCS to a Scottish government. Sharing
the revenues in practice would be quite complex but not impossible. While
PRT is levied on a field basis corporation tax and Supplementary Charge are
levied on a UK ring-fence basis. Thus tax allowances generated by a field
development can be utilised against the income of other fields anywhere in
the UKCS. Procedures would have to be put in place to deal with this issue
in order to find the appropriate division of the tax revenues between the two
jurisdictions.

Devolution of taxation powers over the oil and gas sector would raise
other issues, particularly if the Scottish government wanted to introduce

84 For details of several examples including Nigeria, USA, Brazil, Australia and India see Evidence
from the Independent Expert Group to the Commission on Scottish Devolution (2009), Natural
Resource Taxation and Scottish Devolution, http://www.commissiononscottishdevolution.org.uk/
uploads/2009-06-06-ieg-natural-resource-taxation-1.pdf
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tax terms different from those of the UK government. Some tax competition
is in general desirable. A Scottish government might be more development
oriented in its thinking as the onshore importance of the oil and gas cluster
is very much greater to Scotland than it is to the UK as a whole.

While taxation policy is clearly of major importance to the industry
the licensing arrangements are also important, particularly when the
encouragement of activity in the sector is involved. It would be rather
odd, though workable, if licensing policies were in the hands of one tier of
government while taxation powers were held by another tier. A Scottish
government, mindful of the importance of oil activities to the Scottish
economy might be more reactive to changing conditions.

What a Scottish government would have achieved had it been in
charge of the oil revenues from the Scottish sector can only be a matter of
speculation. Clearly the opportunity for the transformation of the public
finances of Scotland was there in the first half of the 1980s. Today the
revenues remain very substantial though volatile. Much skill would have
been required to utilise the revenues to good long term effect historically.
The same can be said for the remaining possibilities if the opportunity
were available.

SUBSTANTIAL FUTURE POTENTIAL FROM UKCS

The remaining potential from the UKCS is still very substantial. The most
recent estimates of reserves and the ultimate potential published by DECC?
have a central estimate of over 21 billion barrels of oil equivalent (bn boe) and
an upper estimate of over 35 billion. These figures can be compared with 40
billion bn boe produced to date. The present author has recently undertaken
independent detailed economic modelling of the long term prospects®. The
resulting production under two plausible scenarios is shown in Figures 10
and 11 for the period to 2042.

85 See DECC (2011) UK Oil and Gas Reserves and Resources, https://www.og.decc.gov.uk/
information/bb_updates/chapters/reserves_index.htm

86 See A.G. Kemp and L. Stephen (2011), The Short and Long Term Prospects for Activity in the
UK Continental Shelf: the 2011 Perspective, North Sea Study Occasional Paper No. 121, University
of Aberdeen, pp.61. http://www.abdn.ac.uk/~pec144/acreef/
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FIGURE 10 POTENTIAL HYDROCARBON PRODUCTION $70,/BBL AND 40P/THERM
HURDLE : REAL NPV @10% / DEVEX @10% > 0.3
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FIGURE 11 POTENTIAL HYDROCARBON PRODUCTION $90/BBL AND 60P/THERM
HURDLE : REAL NPV @10% / DEVEX @10% > 0.5
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The results are shown by geographic areas of the UKCS, namely
Southern North Sea (SNS), Central North Sea (CNS), Moray Firth (MF),
Northern North Sea (NNS), West of Shetlands (W of S), and Irish Sea (IS).
The fields in the NNS, MF, and W of S are all in the Scottish sector as defined
above as are the great majority of the fields in the CNS. All the fields in the
SNS and IS are in the non-Scottish sector.

In the $70 per barrel and 40 pence per therm (real) price case, while
production continues to fall, over the period to 2042, 15.2 bn boe are
produced. In the $90, 60 pence case 20.6 bn boe are produced over the period.
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These figures are well within DECC’s estimates of the future potential. Their
realisation does require sustained substantial investment over a long period,
but is consistent with that achieved in the 1990’s.

The tax revenues which would be produced under these scenarios will
clearly be very substantial. There will undoubtedly be some volatility. From
Figures 10 and 11 it is clear that the great majority of the tax revenues will be
attributed to the Scottish sector as defined by the median line. Over the next
decade the annual values could be in the £5 - £10 billion range in real terms.
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CHAPTER 11
IS THERE A NEED FOR A SCOTTISH EXCHEQUER?

BY BEN THOMSON

INTRODUCTION

This chapter explores the need for a Scottish Exchequer. It looks at how a
Scottish Exchequer might be structured to run all of the treasury, financial
policy, tax administration and collection, revenue and expenditure functions
that might be transferred to the Scottish government.

The Scottish government does not currently have a treasury. This is
not surprising as with no significant powers either to set and collect taxes
or to raise borrowing, the Scottish Parliament simply has had no need for
one under its existing devolved powers. The remit of the current Scottish
government finance department is to set the allocation of budget received
through the block grant from Westminster and to collect and analyse financial
data.

Under the limited transfer of powers proposed in the new Scotland Bill,
there will be a need for some treasury functions, particularly with regard to
the new borrowing powers. However the level of fiscal powers transferred is
less than 10% of current public sector expenditure and the main tax power
to be devolved is setting up to 10p of income tax with no responsibility for
tax collection or setting thresholds. Therefore, it is not really viable to do
anything more than expand the current Finance Department of Scottish
Government to handle the additional powers.

However, the Scottish government has announced its intension to hold
a referendum within the term of this parliament and indicated that there are
likely to be three options put to the electorate; Independence, some form
of Home Rule, or the Status Quo. If either of the former two options are
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supported by the electorate and the UK government implements the chosen
option, then significant fiscal powers will be transferred to Scotland.

This would present Scotland with an opportunity to create its own
treasury, which I have called The Scottish Exchequer to avoid confusion
with HM Treasury (Treasury). This chapter first looks at what role the
Scottish Exchequer might take under Home Rule and how this might affect
financial management and policy formulation in the Scottish government. It
then goes on to extend the role the Scottish Exchequer might take should
Independence be the preferred option.

In creating a new Scottish Exchequer, Scotland has a number of
advantages. First, it starts with a blank sheet, so it is not locked into the
history of development that leads to idiosyncratic practices. Second, there
are plenty of examples to copy from around the world of where treasury
functions have been made to work efficiently, as well as learn from the
mistakes of those that have not worked. The creators of a new system should
be shrewd enough to borrow the best of other systems and learn from the
mistakes of others. Third, the Scots have a tradition for being bold and
innovative thinkers: it comes as no surprise that President Obama quoted
Adam Smith in his speech to the Westminster Parliament in 2011 or that
Adam Smith is a favourite author of Deng Xiaoping, demonstrating Scots’
influence on economic thinking in the world. Lastly Scotland’s size with 5
million people should make it much more manageable to implement new
systems.

In the debate over the referendum and the options put to the electorate,
there needs to be clarity about how each option would work including how
to manage borrowing powers and responsibility for revenues. If a Scottish
Exchequer is formed it should be flexible enough to change as the relationship
with the rest of the UK changes and should set the principles that will drive
it. Part of the future debate should be about what those principles should be.
It is my belief that an effective Scottish Exchequer should be driven by the
following four principles:

1. Integration

Many of the functions of Treasury have been divided in the past into
different non-ministerial government departments or quangos. The
Treasury has already started the process of integrating these into bigger
quangos such as HM Revenue and Customs (HMRC) but still struggles
with the legacy problems of the separate entities that were merged into it.
It would be easier to consolidate the full responsibility for these functions
into one central entity from the start so that the system of tax collection
and benefits is better integrated. In addition given Scotland’s population
it does not need a separate Companies House, Stamp Office, Registers of
Scotland and Inheritance Tax office.
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2. Simplicity

Tolles guide of tax legislation has doubled in length since 1997 to 11,520
pages, making it one of the longest tax guides in the world. It therefore
comes as no surprise that 74% of MPs require accountants to help with
their self-assessment tax returns. One does not need to be an expert to
understand this is a system that is struggling under its own complexity. A
key principle of a new Scottish Exchequer should be to simplify many of
the financial structures. There is also an advantage to the rest of the UK,
as UK tax guidance would no longer need to explain various Scots law
differences in its forms and guidance.

3. Transparency

There should be clear and honest reporting that allows ministers and their
civil servants to take decisions and incentivises them to be efficient. It
should also allow the public to analyse clearly and judge the performance
of Scottish government. Adopting, for example, a corporate accounting
approach to government with a proper profit and loss account and
balance sheet would focus the administration on the difference between
long-term capital expenditure and balancing current expenditure.

4. Efficiency
There is far too much inefficiency, both between different layers of
Government and within each layer of Government. The role of an efficient
treasury is to determine clearly the department or level of Government
responsible for spending including procurement and provide suitable
ways to incentivise efficiency without creating more bureaucracy or
centralisation.

In summary, The Scottish Exchequer should be driving the finance functions
of Scottish government and its ministers, led by the Treasurer, with the task
of raising and managing the public sector finances of Scotland.

BACKGROUND

HISTORY

The last Scottish Treasury was abolished in 1708, a year after the Acts of
the Union. The Treasurer of Scotland, or to give him his full title, “Lord
High Treasurer, Controller, Collector General and Treasurer of the New
Augmentation,” was responsible for all income from the Crown, Church and
taxes, as well as for ensuring sufficient finance for the royal household and
other public sector expenditure. In short, the Lord High Treasurer controlled
the combined functions of raising funds and managing budgets, which is
what would now be described as an “exchequer”.
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Since 1708 it has been HM Treasury that is responsible for developing
and executing the UK government’s public finance and economic policy
across the UK including Scotland. The Treasury holds the public sector purse
strings and as such has huge influence over other government departments as
well as the devolved governments of Scotland, Wales and Northern Ireland,
through its ability to allocate budgets.

The First Lord of the Treasury is the Prime Minister whilst the
Second Lord of the Treasury is known as the Chancellor of the Exchequer
or usually referred to as simply the Chancellor. It is the Chancellor who is
responsible for running the Treasury together with the five other Ministers
with responsibility for differing aspects of Treasury.

HM TREASURY

One could argue that the Treasury is both integrated and dysfunctional at
the same time. The function of the Treasury has over time become broad,
to create, manage and deliver the UK government’s finance and economic
policy. It formulates both the government’s long-term economic policy as
well as the short-term budgets. It negotiates with all the departments on
expenditure and determines welfare payments. It is responsible for revenue
collection principally through agencies such as HMRC. It is also responsible
for regulation with the Bank of England and Financial Service Authority
(FSA) reporting into the Treasury. The Treasury authorises the issue of
money and Government debt. In short, the tentacles of the Treasury reach
into every area of Government as well as UK economic control and regulation.
Therefore, one could argue the Treasury is highly integrated.

However, at the same time the history of the Treasury has been one of
merger between underlying government quangos that have often struggled to
cope with the complexity of their history. For example the FSA was created
from six underlying regulatory authorities including the Securities and
Futures Authority, in turn an amalgamation of six more regulatory bodies.
Or another example is HMRC, which was the merger of Customs and Excise
and HM Inland Revenue. Often these amalgamations do not manage to
integrate in a way that delivers a coherent service to the underlying user.

HOME RULE OPTION

Home Rule is a broad definition of how a subsidiary state or states defines
the relationship within a principal state. In Chapter 1 it has been given a
narrower definition by Sir Donald MacKay, however it can range from
Fiscal Devolution, also known as Devolution Plus, where tax powers are
transferred to a subsidiary state to cover most if not all of its responsibility
for expenditure (such as in the US or Germany) to Fiscal Autonomy or
Devolution Max where all tax powers are held by the subsidiary state and a
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payment is made to the larger state, such as the European Union. All of this
can either be under devolved powers, where one state retains the right to
change the constitution, or Federalism, where both principal and subsidiary
states need to agree to a change in the constitution. This is different from
Independence or Con-federalism where the subsidiary state becomes fully
responsible for changes in the constitution.

This chapter assumes that the Home Rule option, whether devolved
or federal, would leave responsibility for defence, foreign affairs, monetary
policy, banking regulation, elements of welfare, borrowing and tax with the
UK government, and that the rest, including the borrowing, tax setting and
collecting powers needed to meet its expenditure, be passed to the Scottish
government.

Home Rule would require most, but not all, of the treasury functions
that would be required by an Independent state. The key areas such as banking
regulation, including monitoring the Bank of England, and monetary policy,
including determining interest rates, inflation targets and borrowing limits
would still be determined by Treasury. However, Scotland would still need to
have its proportionate level of influence over such areas as part of the UK.

A Scottish Exchequer would also require a restructuring of how the
current Scottish government is organised, in particular how policy is created
in Scotland within a new financial framework.

THE STRUCTURE OF SCOTTISH GOVERNMENT UNDER HOME RULE

How does one create a structure for a Scottish Exchequer without the
department taking over too much control over the functioning of the rest
of government whilst at the same time integrating the service it provides to
both government and the public? The basic proposal in this chapter is for
the Scottish government to have three departments in addition to public
sector departments such as health, education, business development and
rural development. These are a Scottish Exchequer, a Scottish Policy Unit
and a Regulatory Department. These additional departments would replace
the existing Finance and Justice departments.

The Scottish Exchequer would be responsible for government finance
including all aspects of setting and collecting the taxes that are transferred
to Scotland, raising debt, setting and agreeing department budgets as well
as accounting and audit of government finances as published in the annual
budget. Each of these aspects is discussed below.

Creation of policy would be driven through a newly formed Scottish
Policy Unit, as described below, and all functions of regulation of financial,
legal and accounting bodies be passed to the Regulation Department, an
extension of the current Justice Department’s portfolio.
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THE SCOTTISH POLICY UNIT

One fundamental problem with the Treasury is that it is often in conflict on
policy with other government departments and the Prime Minister’s Office.
The Treasury has a huge influence on all other ministerial departments to
ensure they live within their budgets and this creates a natural and largely
healthy tension to ensure efficiency within all parts of government to spend
efficiently. However there is also a deeper reason for the tension that is less
healthy. At present, economic policy is set by the Treasury and the Prime
Minister’s Strategy Unit (now part of the Cabinet Office) as well as each
ministry also setting policy for its particular area of responsibility. All of
these policy units will have economists determining what effect the impact of
their policies will have on the economy and the efficiency of public services.
One can understand the logic for this system but it has led to inefficiency and
a lack of clear authority on long-term policy creation. This was particularly
accentuated in Gordon Brown’s years as Chancellor with the economic
unit within the Treasury widening its sphere of influence into departmental
policy of other ministries and controlling it through the budget process. In
particular there was a culture of antagonism between the Prime Minister’s
Strategy Unit and the Economic Policy Unit of the Treasury.

The problem with the Treasury setting policy through the budget
process is that it tends to predispose towards a short-term approach to
government. The management of government finances is predominantly
focused on the next year and does not tend to look beyond a three-year time
horizon. The very nature of the Treasury means the type of civil servants
who are attracted into the department are those that are risk adverse. This
means that long-term reform proposals put forward by other ministries can
be, and often are, squashed by the Treasury. Take for instance the policy of
Foundation Hospitals supported by the Prime Minister’s Strategy Unit but
strongly resisted by Treasury. Another example would be the local income
tax proposal by the Scottish government that Treasury opposed.

Therefore, in structuring a new Scottish Exchequer it is important
to have clear lines on how policy is created and managed between the
different departments of government. In order to create integrated policy
across government, the economic policy unit should be separated into its
own department that should also integrate the policy units in other parts of
government ministries.

This new Scottish Policy Unit (SPU) would be responsible for setting
the government’s long-term strategy and monitoring the delivery of the
strategy against both its results on the delivery of public services as well as
its effect on the economy. The SPU should be directly responsible to the First
Minister. The Scottish Exchequer should have direct input into the SPU as to
the financial consequences of policy, including the macro-economic impact
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on the Scottish economy, but not control policy creation.

One of the problems with Westminster and now increasingly at
Holyrood is the growth of the number of special advisers. It is partly due to
a frustration amongst politicians about delivery on policies that they want
from civil servants who are not accountable to the Ministers that they serve.
A Scottish Cabinet Minister does not have responsibility for hiring the senior
civil servants that report into the Minister. In Scotland senior civil servants
are appointed by Westminster. Therefore in order to ensure that political
policies are being promoted within government departments, ministers
appoint special advisers to represent their political position.

The SPU is, particularly at the senior level, highly political; probably
more so than any other government department. Therefore, in recognition
of this it would make sense for the senior members of the SPU to be direct
appointments by the Scottish government in power and subject to change
with each new administration. The SPU would work with other departments
to set the long term strategy of government, taking into account both the
needs of each department but also the financial delivery, economic and social
impact. This would integrate policy across all government and provide less
potential contradictions between departmental policy and treasury policy. It
would also remove the need for many of the special advisers as the party in
power can ensure its long-term policies are being implemented through the
SPU.

REGULATION DEPARTMENT

The formation of the FSA and the relationship between government and
the banks has been one of the exacerbating factors that caused the financial
crash in 2008. The creation of one regulatory unit and its aim of principle-led
rather than rule-based regulation was sensible. However, the implementation
of so many regulatory mergers created a dinosaur of an organisation that
became predominantly rules based. This system of regulation was particularly
unsuited to proactive management of systemic risk resulting in lack of
controls and quick response to the financial over-leverage in 2007.

Scotland already has devolved powers for regulation of the accounting
and legal professions. Monetary policy under Home Rule would remain the
responsibility of the UK government and the Treasury would also need to
have responsibility for regulation of the banks. However, all other professions
including private client and institutional fund management, pensions,
insurance and broking would be better served by a more local regulatory
authority that can better assess risks on a principle rather than rules basis.

Therefore a new Regulatory Department would be responsible for
the Scottish legal, accounting and tax professions as well as any financial
regulation devolved to Scotland.
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THE SCOTTISH EXCHEQUER

Removal of policy and regulation functions would leave the Scottish
Exchequer with the functions of revenue collection, borrowing, budget
allocation, welfare payments, government accounting and audit at a Scottish
government level. The objective of the Scottish Exchequer is to create a
balanced budget, matching expenditure with funding within borrowing
limits.

The Scottish Exchequer would need to liaise both with the Treasury
and the finance departments of each local authority to ensure that taxes set
and collected at other levels of government were co-ordinated. It would also
need to have a proportionate influence on monetary policy, such as setting
interest rate levels and ensuring deficit controls and borrowing limits are
agreed between different levels of government and properly enforced.

The process of revenue collection should be a highly automated service
for taxpayers. The responsibility for ensuring that tax is collected should lie
with the Scottish Exchequer although it might want to contract out part of
the collection process, particularly the IT, to a third party. It should also build
on the principles of self-assessment.

The Treasurer would be the head of the department directly accountable
to the First Minister and Parliament for delivering a balanced budget.

THE FUNCTIONS OF THE SCOTTISH EXCHEQUER UNDER HOME RULE
SETTING TAX AND REVENUE

The objective in setting tax is to create a fair system, which helps create an
environment for fiscal growth and is simple to administer. For the Scottish
Exchequer to be able to create such a system it will need full control over a
range of taxes so that it can use certain taxes as fiscal levers but adjust others
to ensure a balanced budget. In addition it would make sense to transfer tax
powers that can influence economic growth. The benefits of creating the right
fiscal environment have already been described in Chapter 3 by David Simpson,
and their relevance to the banking and financial sectors in Chapters 8 and 9 by
John Kay and Keith Skeoch.

The current proposals under the Calman commission would make it hard
for a Scottish Exchequer to create much in the way of fiscal levers or to simplify
the current system of tax. The main proposal under Calman is to leave income
tax collection and the setting of bands to Westminster and for Holyrood to have
a fixed band of 10% that it can increase or decrease. This system will need to be
constantly adjusted as thresholds change which will affect the budget formula
and put the Treasury into constant negotiation with the Scottish Exchequer.
Neither does it create a range of taxes to create a fiscal package suitable for
economic growth as described in Chapter 5 by Drew Scott.
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The opportunity for a Scottish Exchequer is to create a much simpler
tax system particularly for personal taxes such as income tax, capital gains,
inheritance tax and corporation tax removing many of the anomalies and
attracting business growth. In addition the structure of Home Rule should
transfer those revenues that particularly relate to business development in
Scotland such as the revenue of the Crown Estate that is a key institution for
developing tidal and wave energy. The Scottish Exchequer should be solely
responsible for collection of taxes and payment of welfare for Holyrood, but
would agree with the SPU how taxes might be made simpler and which taxes
should be adjusted downwards to stimulate the economy and which taxes
adjusted upwards to ensure a balanced budget.

TAX AND REVENUE COLLECTION

In 2005 the UK did the sensible thing and combined the two separate agencies
of HM Customs and Exercise with the Inland Revenue to form HMRC.
However, this process could go much further and a Scottish Exchequer could
ensure that all revenue responsibility came under its direct control. The
HMRC is responsible for about 84% of all revenue raised by Westminster.
The merger of the different functions was budgeted to reduce staff by 12,500
(14%) and costs by 8% and in 2011 there was a further reduction of 12,500
staff. However the merger has not been without huge integration problems.

It would be most efficient if a Scottish Exchequer were responsible for
100% of all revenue raised directly within the department. Certain functions
for the collection of revenue could be raised under contracts with third
parties. One huge advantage Scotland has in this respect is that it starts from
a clean sheet in creating a tax revenue collection department and can use the
benefit of IT created in other countries.

Fach tax payer, whether corporate or individual should have a unique
tax code, mostly logically one’s existing National Insurance number, that
is cross referenced across all the system (including benefits) to ensure that
tax collection is both efficient and fair. This will be particularly important
for income tax to establish residency tests to pay Scottish income tax, and
corporation tax to tax profits on the Scottish business of companies.

Tax help desks and on line guides should be provided to help the tax
payer to easily address any problems that they encounter.

Wherever possible, tax should be deducted from source as this tends
to meet much less resistance from the tax payer and is more efficient. Tax,
benefits and bank accounts should be cross referenced so tax avoidance and
benefit scams are reduced to a minimum.
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GOVERNMENT DEBT

The Scottish Exchequer under Home Rule would need to agree with Treasury
maximum debt levels that are acceptable for prudent management of the
government finances and for the Scottish economy.

There are two key limits that should be applied on borrowing. The first
is the level of government debt. There is a strong argument that the ratio of
government debt should be measured against government income however
it is more normal to look at it as a percentage of GDP. Gordon Brown whilst
Chancellor introduced as one of his golden rules that government debt should
not exceed 40% of GDP and as a rule it was a sensible proposal. However
unfortunately the public sector deficit has allowed government debt to run
away with itself and represented 76% of GDP in 2010 with the expectation
that it will go over 100% GDP by 2013. It also does not include the unfunded
element of public sector worker pensions and the liabilities to PPP, which are
estimated to represent in the region of another 100% of GDP.

The second key limit is the total level of debt within a country against
its GDP. The UK’s total debt in 2008 against its GDP was 468%. This figure
had more than doubled since 1990 and is higher than any other G20 country.
A prudent figure for total level of debt would be 200% or less.

The SPU would be responsible for determining and agreeing with
the Scottish Exchequer levels for government and total Scottish debt in
collaboration with the UK Treasury so that Scotland has a prudent level of
gearing both at a Scottish level and on a consolidated basis with the rest
of the UK. Once these levels had been determined, the Scottish Exchequer
would be responsible for managing the debt within these levels.

The Scottish Exchequer should have full freedom to issue notes, borrow,
take on other forms of long-term liabilities, including provide guarantees,
provided that the total extent of liabilities is properly registered as borrowing
against its limits. The Scottish Exchequer should also be responsible for
managing the term and refinancing of the debt.

CONTROL ON EXPENDITURE

The age-old problem with any government or for that matter any business
is how to control departmental expenditure through the budget process. In
most business however the product is very directly linked with the revenue.
In government, revenue collection from the public whether through personal,
sales, corporation or other taxes, is seen as remote from the public service
that is provided to individuals and businesses.

One way to help remedy this is firstly to pass down responsibility and
therefore fiscal powers to local government to meet the spending on services
it is responsible for. Local government spending is about 20% of total public
sector expenditure in Scotland excluding health and almost 40% if health is
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included. Passing revenue responsibility down to match responsibility for
expenditure creates an important incentive for politicians to consider how
best to provide quality and efficient public services to the public. In addition,
it makes them more directly accountable.

ACCOUNTING AND AUDIT

Governments are good at legislating on how other organisations should
prepare their accounts, with balance sheets, profit & loss accounts and cash
flows which are independently audited, but are not prepared to eat their own
cooking. The UK government’s approach to accounting philosophy is little
better than how one might run a corner shop. Governments such as New
Zealand and Singapore have adopted a more corporate style of government
accounting. In these countries the government does produce a balance
sheet that at least attempts to value the national assets against the total
government debt to get some measure of the country’s net worth. Once this
is established it then becomes possible to review how to work the asset base
more efficiently. The balance sheet also provides a proper reference to off
balance sheet liabilities such as unfunded pensions and long term contractual
liabilities for instance on PPP projects.

Due to the current cash based approach to accounting, governments
are not incentivised to recognise the difference between long term capital
expenditure and the net balance of income and current expenditure to
produce a current surplus/deficit. In order to address the deficit in the
Europe Union and North America many countries adopt a policy that slashes
a disproportionate amount of long-term capital expenditure at the expense of
future growth. For instance the reduction in the Irish deficit reduced current
expenditure by around 10% but capital expenditure by 50%. Reporting on
Standard Accounting Practices (SAPs) that other UK organisations are
required to do would force government to address the current account
deficit, rather than the cash deficit, which tends to be cut through reducing
long-term capital expenditure.

A Scottish Exchequer could demonstrate its commitment to transparent
accounting practices by broadly adopting SAP accounting for its accounts
and implementing an independent audit of its accounts. This would provide
politicians with reliable information but also incentivise them to work their
balance sheet and focus on balancing current expenditure with income
rather than reducing capital expenditure. It would also provide the public
with a much clearer picture of government finances giving greater openness
and thereby making government more accountable.
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ADDITIONAL FUNCTIONS OF TREASURY UNDER INDEPENDENCE
INDEPENDENCE

Under independence all government powers would be transferred to Scotland
including full self-determination. This can be done with a joint sovereign or a
change of sovereign or a move to a republic.

Therefore all powers including all tax powers would move to Scotland
and a Scottish Exchequer would need to expand to cover all areas of tax,
policy and regulation including banking regulation. Scotland would need its
own central bank and would need to determine whether it stayed in Sterling
and controlled its own monetary policy. The choice of currency has been set
out in Chapter 7 by Andrew Hughes Hallett and this chapter looks at it from
a treasury perspective and arrives at the same conclusion, that remaining
part of Sterling is preferable to the other options.

MONETARY POLICY

Monetary policy is inextricably linked to currency and fiscal controls. As
can be seen with the Euro, a single currency across a region with either
significantly different fiscal controls or monetary policy will create tensions
that exacerbate over time. Fixed currency rates have tended to fall apart
unless accompanied by a united monetary policy. The UK has entered into a
number of agreements to fix or peg its currencies, but eventually the pressure
of differing economic pressures between members have forced participants
to leave the schemes. The UK left the Gold Standard in 1931, left Bretton
Woods in 1971 and left the Exchange Rate Mechanism (ERM) after only
two years in 1992. As the Euro is currently finding out, single currency
agreements can only work over time if the functions of monetary policy and
fiscal controls are held centrally.

If Scotland were to gain Independence it is likely that it will remain part
of Sterling given the level of economic integration between the two countries.
The only feasible alternatives would be either to join the Euro or to establish
the Scottish pound as a separate currency. The former of these two options
would be difficult until the current problems have been sorted out and the
consequences of the changes within Europe would mean ceding greater
powers to Brussels, which is at odds with the notion of Independence. The
logical decision for full Independence would therefore be to create a separate
Scottish currency, however that would have a major impact on business in
the British Isles.

Assuming Scotland stayed within Sterling, whether within the Union
or Independence, then the functions of setting interest rates and issuing
currency would be retained by the Bank of England, which has delegated
authority from the Treasury. Scotland currently has representation on the
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Monetary Policy Committee responsible for setting interest rates and issuing
currency.

Monetary union only works with a sufficient degree of fiscal controls
at the centre. Therefore, inflation targets for monetary policy, borrowing
levels and fiscal controls should be set centrally to ensure harmony across
the currency zone. Any Scottish Exchequer would need to fit into these
arrangements. Borrowing limits and fiscal deficits would be required to be
agreed by Treasury and the Scottish Exchequer.

If Scotland did become Independent as well as having its own currency
then the roles of monetary policy, note issuance and fiscal controls would
then fall to the Scottish Exchequer. This has various consequences in terms of
central banks, currency issuance, government bonds that, although fascinating,
go beyond the scope of this chapter. However, it would be the responsibility of
a Scottish Exchequer to formulate how a Scottish currency would work.

SUMMARY OF RECOMMENDATIONS

1. There should be a Scottish Policy Unit and Regulation Department
separate from the Scottish Exchequer and these departments would
replace the Finance and Justice departments. The SPU would be
responsible for setting the government’s long-term strategy and
monitoring the delivery of the strategy against both its results on the
delivery of public services as well as its effect on the economy. The SPU
should be directly responsible to the First Minister and the senior civil
servants should be appointees made by each new government. The
Regulation Department would be responsible for all regulation already
devolved and subsequently transferred to Scotland.

2. A new Scottish Exchequer should have responsibility for both funding
and expenditure directly and not through agencies. A review of all
government tax, law and registration services should be undertaken as a
first step. If work such as the collection or administration of a particular
tax is transferred, it should be on an arm’s length basis whether to another
government, third or private sector organisation with a service contract
for delivery. In addition, the Scottish Exchequer should be responsible
for the delivery of any welfare payments that are transferred to Holyrood.

3. One of the aims of the Scottish Exchequer would be to simplify tax
collection and benefits whilst improving the quality and availability of
guidance. Local tax help centres should be established in each local
authority area. Each individual and corporation should have a unique tax
and benefits code.
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4. The Scottish Exchequer should report financially under corporate style
accounting standards providing an annual report each year with a full
report of the finances for the previous two years including a balance
sheet, profit & loss account and cash flow statement.

5. There should be a separate internal audit process to review and monitor
the Scottish Exchequer.

6. The Scottish Exchequer should be responsible for setting broad budgets
for the expenditure of governments departments. But departments
should then take responsibility for spending to achieve their policy and
operational objectives, which would limit ring fencing and detailed
budget allocations within departments.

CONCLUSION

In reality, governments and their treasuries have little control over short-
term fluctuations in their economies. In the long-term however there are
certain actions that governments can take that will promote economic
growth. Ensuring that there is proper long-term capital investment in areas
such as transport, digital infrastructure and a skilled work force; ensuring
that the state does not impose constrictive levels of taxation that impede
commerce, and simplifying the processes of undertaking business such as
obtaining planning permissions and reducing regulation. A new Scottish
Exchequer together with a SPU has the opportunity to operate in a different
way to the Treasury that will promote a far more co-ordinated, integrated
approach to managing government finances and providing economic policy
that is right for Scotland.
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CHAPTER 12
WHAT DOES HOME RULE MEAN FOR
ECONOMIC POLICY?

BY PROFESSOR SIR DONALD MACKAY

INTRODUCTION

This chapter is an exercise in the Scottish tradition of ‘political economy,’
this being a much more fruitful approach than the dry tedium and irrelevance
which infects so much of modern ‘economic science’. The classical
economists, of whom the main British proponents were Adam Smith, David
Ricardo, Thomas Malthus and John Stuart Mill, saw political economy as a
discipline which analysed how economic, social, cultural and political issues
and institutions interacted with each other and recognised that the interaction
is not unidirectional. Thus, federalism is a very flexible construct but, at root,
it must recognise that some government functions are best exercised at a
federal level. These are extremely important but few in number. Once these
are defined, the remaining functions are best left to the building blocks of
the federation eg states or provinces or territories. In the UK, the federal
level might be called, reflecting its history and its institutional structures, the
United Kingdoms - the ‘s’ being deliberate and it being understood that the
kingdoms continue under the Crown. The obvious building blocks should be
called the Home Countries, as long as it is understood that the latter is not a
spelling mistake with a superfluous ‘r’! The Canadian concept of ‘territories’
could encompass the Channel Islands, the Isle of Man etc.

In the last analysis a federal constitution is only workable if there is a
widespread acceptance that some matters are better treated at a federal level,
but others are more fruitfully treated below the federal level. Governments
at both levels must understand that, while they are sovereign within their
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own defined jurisdictions, they each have a duty to have regard to the
expectations and interests of the other governments and peoples within the
federal union. Provided this fundamental understanding exists, then the
federal arrangement should be capable of responding flexibly to meet the
needs of the UK and those of the Home Countries. For example, there is
a need to establish how these bodies should relate to the European Union,
particularly in regard to direct discussions with the European Commission.
These discussions should be normally headed by a UK minister, but there
would certainly be cases where the minister should be a minister of one of
the Home Countries. This would force the federal government and the Home
Countries’ governments to agree policy objectives more clearly and more
openly, which would be a distinct improvement on past practice! To take one
example, it is simply inconceivable that any Scottish government would have
agreed to the implementation of the Common Fisheries Policy in the 1970s
and this opposition would have been well founded. In what follows I have
selected a number of areas, some of which are matters commonly treated as
federal in nature and some of which may be treated more appropriately by
allowing greater freedom of action below the federal level. The discussion
covers defence, the currency, the banks, taxation and fiscal policy, economic
structure, the business environment, planning and house building, and
comparative advantage.

DEFENCE

To the classical economists the defence of the realm was regarded as “the
first duty of the Sovereign”. This has a modern echo in that the British
armed forces owe their first allegiance to our Head of State - the Queen.
This is a useful fiction as it reflects a reluctance to cede unfettered control
of a standing military to any political party in charge of any parliament(s)
at a particular moment of time. So, if foreign policy is the responsibility
of a federal government, then the British military must be subject to the
federal government under the Crown. If this, the most crucial of all federal
responsibilities as it relates to matters of “life or death,” is not a federal
concept then there is no future for the Union.

The classical economists saw defence as the most evident example of a
public good - that is, defence must give protection to all citizens and to all the
federal territory. Before the fall of the Iron Curtain a nuclear missile would
have tracked down to the UK from the north and, today, the Russian bear still
tests the readiness of the UK’s air defences from that same direction. Would
any government be happy to leave the defence of its backdoor to a separate
military which was not in NATO? Norway is a member of NATO because
its history and offshore interests demonstrate her need to be a member of
a wider European alliance. Scotland has the same needs and her military
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history demonstrates that the defence of the UK is likely to best be met by a
unified response in a collective interest.

There are clear economies of scale in defence (excepting the Ministry
of Defence!). This is most evident in the case of the nuclear deterrent
based at Faslane, which could only be feasible for armed forces managed
at a federal level. The location often creates problems for Scots, but they
should console themselves that Faslane offers the best available operational
base in the UK. There are alternatives, the most obvious being Barrow-in-
Furness, but Faslane is the preferred option because it best meets the needs
of MAD (Mutually Assured Destruction) strategy. With present technology,
a submarine based nuclear deterrent maximises the ability to strike back at
an aggressor if so required.

Faslane is the preferred location for a submarine based nuclear deterrent
because it:

* provides quick access to the deep waters of the North Atlantic
* is remote from the major shipping lanes

» offers a base which is more easily secured against terrorist attack from
land

« offers access to a suitable labour force and other shore based services

There are two further considerations which we should touch upon. First,
an independent Scotland, even with very substantial expenditure, could
not provide a credible defence policy except through a wider alliance. The
current SNP policy is that Scotland would not be a member of NATO but
would join the Organisation for Security and Cooperation in Europe. Its
last military operations involved conflict between two members - Russia and
Georgia! Second, the chief European contributors to NATO are the UK and
France and it is not evident that a weakening of the UK’s contribution would
serve Scotland’s best interests.

If only short term economic interests were considered then a case could
be made for minimal defence expenditure by an independent Scotland with
membership of NATO. Scotland would be turning her back on more than 300
years of military history, this including a battle for survival which threatened
the continued existence of the Union within some of our own lifetimes. Any
serious defence of a relatively small group of islands must be subject to a
single high command capable of determining the deployment and use of the
armed forces at home and abroad. All existing and new military bases would
need to be federal government territory and freed from any planning regime
which inhibited the uses made of that territory, access or the movement of
troops and material. As far as the deployment of troops abroad, we must
expect the history of our intervention in Iraq, and the apparently more
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successful intervention in Libya, should result in a recognition that the UK
is no longer a world power and should only seek overseas deployment within
a NATO led operation. In these circumstances continued membership of
NATO appears appropriate.

CURRENCY

Andrew Hughes Hallett makes the essential point - ‘adopting the currency
and monetary policies of another country when the trade links are with a
partner within the union,....is a recipe for disaster’ and ‘This speaks for
staying with sterling on purely economic grounds, for as long as the UK
remains Scotland’s dominant trade and investment partner.’” This is likely to
remain the case for the foreseeable future. Both the history of the UK (and of
Germany and Italy) and the unfolding economic and financial turmoil which
is the Eurozone, offer strong support for the proposition that monetary
unions should only be attempted where underlying economic, cultural and
social considerations are strongly supportive.

In recent years I have attempted a rather haphazard straw poll of
economists to ask whether they know the date at which the UK became an
effective monetary union. Unsurprisingly, given the minimal importance now
attached to the teaching of economic history, barely a handful had a clue.
Adam Smith noted that, at the beginning of the 18th century, Scotland had
been a poor country with few reserves of gold and silver. The development
of joint stock banking and the wide acceptance of Scottish bank notes as a
means of settling debts, allowed the banks to extend the necessary credit to
finance rapid economic growth from 1750 onwards. The Scottish banks had
their own spectacular failures but they were less frequent than in the rest of
contemporary Europe. Smith noted that the banks had contributed a ‘good
deal’ to the rapid growth of trade and industry, but all this happened before
the Bank Charter Act of 1844. From that date (actually 1845 in Scotland) all
new notes issued had to be backed on a one for one basis by Bank of England
notes which were the only legal tender. Effectively, the Bank of England had
acquired a monopoly of the note issue.

Monetary union came after the transformation which made the UK
the leading economic power in Europe. Now consider the Eurozone. It
was meant to promote economic convergence, but no attempt was made
to provide the monetary and fiscal conditions which could have helped
convergence triumph over divergence. Was it sensible to put in to a monetary
union, Germany with a folk memory of the evils of hyperinflation and now
the strongest manufacturing and trading country in Europe, and Greece,
with a folk memory of high spending governments, a leaky tax collection
system and a history of sovereign defaults? Greece is now faced with years of
grinding austerity whether she remains in the Eurozone or defaults and exits.
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The Irish might say, in their own case, that to exit from their own
present difficulties they should not be starting from where they are now!
The Irish government consistently pursued a prudent fiscal policy which was
business friendly and was rewarded with the economic miracle of the “Celtic
Tiger” - and, make no mistake, it was a miracle! Ireland has built a much
stronger industrial and tradeable services base and still has a substantial
trade surplus because of the rapid growth of these sectors from the 1980s.
She was undone by the reckless behaviour of her banks. Portugal, Spain
and Italy (and in the wings, Cypress and Belgium) all have their individual
circumstances, but share a Eurozone which was conceived in haste but will
be repented at the enforced leisure of many of its citizens.

It is not credible to consider that Scotland should seek membership
of the Eurozone in preference to membership of the sterling area. Nor is it
to play games by implying that Scotland should remain in the sterling area
but should join the Eurozone when conditions are right. ‘Never Say Never’
said the Bond film with that famous Scottish actor but, for most politicians,
never is a period beyond the next election. Those who consider that the
Eurozone might suit Scotland better than continued membership of the
sterling area are blind to the evidence that the UK monetary union has been
a success. Monetary union in the UK came only after the transformation of
the UK economy. It could only have been attempted successfully after that
transformation and its operation has stood the test of time. Leave well alone.

BANKS

A monetary union has only one monetary policy and, if it not, it would not
long survive as a monetary union. In the UK the central bank is the Bank of
England and the name is not always favoured by Scots! It has been pressed
on me that in a federal structure this is not an appropriate name but, then,
the Bank of Britain is not an appropriate name either (the name does not
encompass Northern Ireland). It seems sensible to continue with the name
which reminds the world of the track record of a successful monetary union.
Moreover, as the Bank of England was founded by a Scot, we should regard it
as an example of the missionary work for which we have long been renowned
and forget that the same person visited on Scotland the Darien Disaster!
Sometimes we get it right and sometimes we get it wrong!

The Bank of England was founded in 1694 to finance an expensive
war with France. One must hope that in today’s world more useful activities
could be pursued, given that in that period we tended to side with the French
through the Auld Alliance. In modern day parlance the Bank of England’s
function was to oversee government borrowing and manage the national
debt. In that sense it was the “government’s bank” from its inception, but
its monopoly power over the note issue came only in 1845 and its role as
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the “government’s bank” was not formalised until it was nationalised by the
Bank of England Act, 1946. Scotland would also need a central bank, but its
role with the Scottish government would be restricted to the management of
its debt as per the initial role of the Bank of England. As Drew Scott puts it,
‘Scotland’s government would also be responsible for financing any deficit
of income over expenditure by issuing debt instruments and, subsequently,
of managing its own domestic debt levels.” The debt instrument would be
Scottish government bonds, but government borrowing would be conducted
in accordance with the rules governing agreed debt limits. That is, the central
bank in Scotland would not have the responsibility for managing monetary
policy because that has to be a federal function. The central bank in Scotland
would then be responsible for ensuring that Scottish government borrowed
efficiently and should help secure fiscal stability at the macro UK level. These
rules would need to be “Golden Rules,” in practice as well as in name!

A central bank’s authority depends on its present conduct and on its
record and history. The latter aspects have been dented by the recent history
of the “Scottish banks” but they were the heirs to a celebrated history. After
all, it has long been said of Scots that they are good at looking after the money
of other people because of a long experience of looking after their own! That
is precisely the attitude which any central bank should nurture! The Scottish
central bank should also be responsible for establishing the regulatory
structure to ensure that all commercial and retail banks in Scotland operate
independently of investment banking activities, that is, they should have
different shareholders, depositors, managements and boards; and should
not engage in a process which transfers their capital to investment banking
activities.

The governance and management of a Scottish central bank must
be seen as assisting the Scottish government to manage its debt within a
framework of agreed rules and procedures. Like Caesar’s wife, the Governor
must be beyond reproach. This means that the Governor should not be a
politician or strongly associated with any political party. Again, the central
bank’s physical presence is a visible signal of its importance and prestige. So
it could be called the Central Bank of Scotland (the Lord Lyon permitting)
and would have to be a nationalised institution. It should be located in full
view of the inhabitants in the main financial centre of Scotland and two
sites seem to meet this criterion best -the building at the top of The Mound
(which should only be chosen if a price can be agreed with its present owner)
or the building on Calton Hill which once housed the Royal High School.
The physical setting would recall the echoes of Scotland’s long history of
banking. Either building could co-locate the Scottish Futures Trust and the
Audit Office. The former has the responsibility to deliver value for money
across all public infrastructure investment and the latter is tasked to consider
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how public sector bodies can make more effective use of public funds. Co-
location would better ensure that their combined efforts could assist in
framing their strategies so that a more secure base is established to ensure
macro stability and micro efficiency in the use of public funds.

As “manufacturers of money,” clearing banks, often called commercial
and retail banks, are a critically important component of the financial sector.
Scottish banks enjoyed a deserved reputation for being cautious, but that
caution was allied to a history of innovation in banking best practice. The
Scottish banks lost their way when they succumbed to the notion that they
could successfully manage financial conglomerates (often called universal
banks) which embrace a very wide range of activities within the same
institution. In these circumstances, a chief executive needs a split personality
and one of those personalities will become dominant - think Dr Jekyll and
Mr Hyde! In the case of the Scottish banks the wittiest illustration of the
new dominance of universal banking, is the answer to the question ‘Who
was the odd man out amongst Terry Wogan and the two chairman and two
chief executives of the Royal Bank of Scotland (RBS) and Halifax Bank of
Scotland (HBOS).” The answer is Terry Wogan because he was the only one
to have passed his bankers’ exams!

As John Kay puts it...‘clashes of culture and conflicts of interests:
contagion within (financial) institutions has meant that failures in relatively
small parts of their operations have jeopardised the survival of the entire
company. The government guaranteed retail deposit base has been used as
collateral for speculative trading in wholesale financial markets.” Both the
UK and the US government have misunderstood the lesson of the 1930s. The
stock market crash on Wall Street led to a wave of retail bank failures in the
US and a catastrophic fall in the domestic money supply. As a consequence,
a government guarantee of bank deposits was intended to safeguard banks
engaged in commercial and retail activities. It is not the function of the
government to underwrite the far riskier activities of investment banking
within a universal bank who use the government guaranteed retail deposit
base ‘as collateral for speculative trading in wholesale financial markets’. To
use the American idiom - in a clash between Main Street and Wall Street the
government must only be on the side of Main Street which is dependent on
commercial and retail banking. Investment banking must fend for itself - it is
entitled to its profits if risk and reward are managed appropriately, but if they
are not then investment bankers are on their own.

The 2007-2008 crash demonstrates, yet again, that a recession
originating in the financial sector commonly results in a sharper and
more prolonged fall in real income than a recession originating in, say,
manufacturing. “Managerial capitalism” is nowhere more dangerous than in
banking. This is an outcome where the senior executives of a business run it
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in their own interest, rather than in the interest of their private shareholders
and retail depositors. In the UK there is systemic agency risk as most banking
shares are held by financial institutions whose senior executives have similar
attitudes to the senior executives of banks. Over some 15 years the ratio
of senior executive to median reward has increased hugely, as has the ratio
of senior executive return and shareholder return. Historically, commercial
and retail banks pyramided credit on a broad base of cash and liquid assets,
with a narrow taper of the riskier assets at the top of the pyramid. In the
financial conglomerates which came to characterise the banking sector, the
dominant investment banking culture resulted in massive leveraging, creative
off balance sheet accounting, wholesale lending and trading in packages of
“assets” with the hope that if things did go wrong the package would explode
in someone else’s ownership. The largest banks were considered “too big
to fail,” but given any sensible definition of the word “fail” that is precisely
what some of them did. The government passed the parcel to the British
taxpayer as it exploded.

Andrew Hughes Hallett argues that ‘a properly functioning banking
system with reliable credit/lending channels is an essential component in any
monetary regime.....(and this)...implies a local banking system, and a hand
in its regulation, will be needed to make monetary policy effective.” John Kay
also sees the structure of banking as the key issue. Recent history should
convince us of one conclusion - that it is not safe to attempt to contain two
very different cultures and practices within the same business. In Scotland’s
case its fundamental requirement in banking is to ensure that commercial
and retail banks operating in Scotland should be separate institutions from
investment banks. That is, a licence to operate such a bank in Scotland
should ensure that its capital, its depositors and operation should be separate
from investment banks - that means really separate and not “protected” by
ring fencing, firewalls and the rest of management speak. And if ever we
needed yet another lesson it has been provided by the news that UBS has
suffered another substantial loss through unauthorised trading in exchange
traded funds (EFTs). This follows on from the Swiss government bailing
out, at a very great cost, UBS trading in asset-based securities only four
years ago. So the regulator is the guardian of the structure of commercial
and retail banking in Scotland. The outcome in Scotland would be a handful
of boutique investment banks which is what is actually needed. If London
wishes to keep or attract more investment banking of the “thundering herd”
variety, then they should be free to do so. But watch out for the china shops!

TAXATION AND FISCAL POLICY

The American colonists believed that there should be no taxation without
representation and the founders of the Scottish Parliament that there should
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be representation without taxation. Thus Holyrood is funded by a block
grant from Westminster. It has the power to vary the standard rate of income
tax by 3p in the pound but has chosen not to use it. This is wise as the
costs of tax collection would be high and any increase in tax revenue would
almost certainly result in a corresponding reduction in the block grant.
Public expenditure per capita on devolved functions in Scotland is high
relative to the English average and is higher than can be justified by the best
single measure of need (income per capita). The same outcome is evident
for the other devolved UK administrations and even for London — where the
“justification” is that high local wage and salaries make the costs of public
sector provision very high! There are major difficulties with this funding
approach. As with quangos, those responsible for the Scottish budget are
under pressure to spend all of the block grant - an underspend is taken to
indicate that need has been less than the finance provided by the block grant.
This favours programmes where annual expenditure is easier to predict
and the bias is compounded by the inability of the Scottish government to
borrow to fund capital expenditure. The chief victim is public expenditure on
infrastructure projects - the area where the longer term needs of the Scottish
economy are least well met.

The case for full fiscal responsibility rests on the following
considerations. First, if the Scottish Parliament is not responsible for raising
taxation to cover government expenditure in and on behalf of Scotland, then
it is always going to press for a larger block grant. Second, the present system
favours programmes which produce short-run political benefits, rather than
those which promote long term economic development. Third, the UK is a
highly centralised economy and while each UK government declares it is in
favour of more localism, its deeds fall far short of these words. Thus, the
UK is only one of two countries in Europe in which the central government
sets and collects more than 90% of public sector taxes - the other country
is Greece. Somehow I don't find this comforting! Fourth, there is a strong
secular trend toward government expenditure and revenue increasing as a
percentage of national income. Fifth, there is an increasing feeling that if the
powers of the Scottish Parliament are to be extended, and this is the present
position of all the parties represented at Holyrood, then a greater part of
devolved expenditure should be funded by taxes levied on persons and
activities resident in Scotland. Full fiscal responsibility simply takes the final
step, so that a Scottish Parliament would be solely responsible for raising
its own taxation and there would be no needs transfer from Westminster to
Holyrood.

The logic of full fiscal responsibility is that a Scottish government
might be better able to implement an economic policy appropriate to Scottish
conditions, indeed this can be stated more strongly. Full fiscal responsibility
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means that the Scottish government will have the direct responsibility for
establishing a fiscal framework which promotes long run economic growth
- as Bill Clinton’s campaign slogan put it, ‘it’s the economy, stupid’. Any
Home Rule arrangement would presumably require that Scotland would
have to accept a fair share (population based) of UK national debt and meet
a similar share of federal government expenditure on foreign affairs, defence
and any other federal activities. To manage the inherited debt effectively
a Scottish government would have to have the ability to borrow but this
would have to be on a macro basis consistent with the RUK. A Scottish
government would be likely to take the view that the share of oil and gas tax
revenues accruing to Scotland from the North Sea should be based on the
Geneva Shelf Convention as applied to the littoral North Sea states. In this
circumstance full fiscal responsibility would require the Scottish government
to be responsible for licensing, planning and taxation and there would be a
Scottish Crown Estate, presumably located within a Scottish Exchequer as
proposed by Ben Thomson.

It is often suggested that Scotland should emulate the low corporation
tax rate of Ireland as this was a critical element in the birth of the Celtic Tiger.
Of course, the Celtic tiger is now facing a major recession but that was not
caused by fiscal irresponsibility but, instead, by the reckless policies pursued
by the banking system in Ireland. Yet, while a low corporation tax regime
would help developed industry and traded services based in Scotland, the very
success of the first mover make it inconceivable that a similar low corporation
tax rate for Scotland would be regarded as acceptable competition within the
UK or the EU. If it were, then any RUK (Rest of the UK) government would
follow the Scottish corporate tax rate down. A more sensible policy would
seem to be that the Scottish government should determine that corporate
tax levels, except for new starts and small businesses, should match those
in the RUK and that their future path, where downward, should match that
of the Coalition government. A major consideration behind this is that the
accountancy profession believes that the tax authorities throughout the
UK, faced with different corporate tax levels and more complexity, would
face major problems in tax shifting. Limiting this would substantially raise
the costs to business of demonstrating compliance. There is an additional
problem in that a significantly lower tax rate in Scotland might well result in
a substantial shift of the brass plates of larger businesses (mostly the larger
incorporated businesses) without this leading to a significant geographical
shift of employment and income creation.

Full fiscal responsibility must mean that the Scottish government
should have the freedom to develop its own tax system. It would not be
sensible to create change and complexity for their own sake but the Scottish
government must learn that lesson for itself. What it must understand
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immediately, however, is that there will have to be a macroeconomic balance
between taxation and revenue which is reasonably consistent with that for
the RUK. After all, we have a vivid example at hand of the manner in which
irresponsible fiscal policies in a small part (2%) of the Eurozone (Greece)
have destabilised the Eurozone itself. In a UK context, Scotland would have
a much greater weight and an added responsibility to strike an appropriate
fiscal balance.

This requires effective oversight of political behaviour rather than,
simply, warm words. This was meant to be provided by the Office for Budget
Responsibility and the person appointed to the post of head had all the
required personal qualities and professional experience necessary for this
task. However, the OBR seems to be regarded as providing an improved
economic forecasting unit for HM Treasury and little else. What was required
was that the economic policies pursued by the UK government applied the
“Golden Rules” which were meant to end “boom and bust” in our lifetimes.
However, the policies followed trashed the “Golden Rules” comprehensively.
For example, the timing of the trade cycle was altered to suit a political rather
than an economic agenda, there was an attempt to conflate government
expenditure with investment when much of it represented consumption, and
there were some spectacular examples of off balance sheet accounting in PFI
and the treatment of public sector pensions.

Full fiscal responsibility implies there must be a Scottish Exchequer
and its assumptions, rules and procedures must be subject to a regular annual
review by, say, an Office for Fiscal Responsibility, placed before the relevant
Scottish Parliament committee. The reporting structure must ensure that
the assumptions, rules and procedures underlying fiscal policy are subject
to the light of day. Consideration should be given to the OBR and OFR with
the latter reporting annually to the appropriate committee of the Scottish
Parliament. The objective is not to ensure that a Scottish government and a
UK government should have exactly the same fiscal policies but to recognise
that in an economy sharing the same monetary system there would have to
be some ‘Golden Rules’. Of course, we have the unfortunate example of such
rules in the recent past but that was not because the rules themselves were
inappropriate but that the politicians who formulated them had no intention
of abiding by them. Oversight, transparency and full reporting to parliament
are required so that the “Golden Rules” are observed.

ECONOMIC STRUCTURE

Arguably the most influential UK economic text of the 1970s (Bacon and
Eltis, Britain’s Economic Problem: Too Few Producers) began with a quote
from Adam Smith:

‘Great nations are never impoverished by private, though they
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sometimes are by public prodigality and misconduct. The whole, or almost
the whole public revenue, is in most countries employed in maintaining
unproductive hands....Such people, as they themselves produce nothing, are
all maintained by the produce of other men’s labour.’

It can be fairly argued that this reasoning led Smith to his greatest error,
that labour was the only source of value. Smith, it has been said, ‘loaded
Marx’s gun for him.” But no reader of Smith could overlook his general thesis
that the dynamic of a market economy was critical to economic progress
and that an overbearing state was often the root cause of economic waste
and failure. This notion, that the macroeconomic balance of the economy,
specifically the relative weight of the market and non-market sectors, was
central to the ‘Bacon and Eltis thesis’. The market sector produces goods and
services for sale and the non-market sector is tax financed. Bacon and Fltis
argued that, in the 1970s, the non-market sector had simply got too big and
that this “crowded out” market activity resulting in slower growth, cost push
inflation and a deteriorating balance of trade.

Unfortunately the policy errors of the 1970s were repeated in the
period from 2000, leading to a large expansion of non-market activities,
an increasingly imbalanced economy and eventually a financial crisis and
the most severe recession since the 1930s. The ‘Bacon and Eltis thesis’
has particular relevance to Scotland and, indeed, to the poor economic
performance of all the slow-growing regions of the UK economy. They are
dominated by non-market activities. Public policy has supported these regions
through enhanced public expenditure programmes which have increased
non-market activity, while the market sector has continued its absolute and
relative decline. The creation of a Scottish Parliament, funded through a
block grant, simply entrenched the behaviour of the previous 30 years and
aped the behaviour of many quangos - the budget is balanced by spending all
the budget and then arguing for more. Lacking all the major instruments of
economic policy no other behaviour should have been expected of Holyrood.
The Westminster parties have also failed to grasp that there is no purpose
in a devolved parliament unless it is capable of taking a different view as to
how to discharge its social, including its economic responsibilities. The view
that Westminster/Whitehall knows best no longer butters any parsnips in
Scotland.

THE BUSINESS ENVIRONMENT

Bacon and Eltis argue that the macroeconomic structure of the economy is
critical to understanding its long term economic performance, specifically
that an economy with a small market and a large non-market component is
likely to experience a lower rate of economic growth. Scotland is just such an
economy, as is the North of England, South West England, Wales and Northern
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Ireland. For this very reason, a Home Rule government should understand
that measures which are considered appropriate for Scotland might well be
appropriate for other regions and Scots should encourage emulation as being
in their own and a wider common interest. In the discussion below I attempt
to set out a framework which, if emulated, would encourage a substantial
increase in market based activity both in Scotland and the other areas of the
UK where market based activities are comparatively weak.

The remedy must lie in creating a business environment in which more
people see a business career as their preferred choice. I will concentrate on
the economic initiatives which might be most helpful, although it should
be evident that success will also depend on educational, cultural and social
changes which are supportive of and encourage the development of a
business friendly environment. After all, we tend to think that we are rather
like the Scandinavians. In terms of understanding the crucial importance of
the small businesses we are not in the same league!

Now let me try and stitch together Adam Smith, Bacon and Eltis and
David Bell to suggest that they all point in the same policy direction. The
section on ‘Economic structure’ contains a quote from Adam Smith which
implies that in the non-market sector you may find a lot of “jobsworths.” As
I point out in that section you can, and Adam Smith did, take this too far. He
saw all services as unproductive and only the production of goods as useful.
In a modern economy there is a need for the state to intervene and to ensure
that it provides or finances an adequate supply of public services. But the
problem is that the state may over -provide as well as under-provide and the
former will lead to slower growth and other economic problems. These are
compounded if government expenditure is tilted increasingly in the direction
of present consumption against investment, as this impacts adversely on the
long term rate of economic growth.

The structural problems we confront are well illustrated by David Bell’s
analysis. For example, ‘85% of the growth of 212.9 thousand jobs in Scotland
between 1995 and 2008 can be attributed to three sectors - Health and Social
Work, Education and Administration, Defence and Social Security. Most of
these jobs are in the public sector. If such jobs are debt-financed... (and, in
recent years, many of them have been)... this is clearly not a sustainable
long-run growth path for the Scottish economy.’ Again, in Scotland,
‘production has become increasingly focused on the domestic market’ and
‘the decline in (employment) in the manufacturing sector has gone further
and faster than almost everywhere else in Europe.” One might add that with
some honourable exceptions, above all in financial services, Scotland also
has noticeable weaknesses in tradeable services i.e. services which can be
sold outside, as well as inside Scotland.
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This is a case of what is now termed “crowding out”. That is,
employment in the non-market sector funded by the taxpayer has been
increasingly preferred to employment in the market sector. In a wholly
market based economy prolonged differences in net advantages would be
unusual. As Smith put it, ‘If in the same neighbourhood, there was any
employment evidently any more or less advantageous than the rest, so many
people would crowd into it in the one case, and so many would desert it in
the other, that its advantages would soon return to the level of the other
employments.” But we live in an economy with a large and historically
growing non-market sector funded by the taxpayer. The net advantages of
labour are increasingly favourable to many in the non-market sector in terms
of life time earnings, pensions, working conditions, security of employment,
hours of work, holiday entitlements and the ability to turn up less frequently
at work! These outcomes are less favourable for those employed in the
market sector and, above all, for business start ups and small businesses. If
we really wish to create a more dynamic and prosperous economy then we
must develop policies which increase the incentive to and the net advantages
from, employment in the market sector.

In the section on ‘Taxation and fiscal policy’ I suggested that the tax
treatment of new businesses should be regarded as a special case. The
relevant considerations are:

* as David Bell points out the ratio of business numbers to population is
very low by UK and European standards

* this problem is evident in the main centre of population, the Central Belt,
particularly in the west

 the life cycle of start - ups is much the same in Scotland as in the rest of
the UK, with a high exit rate in the first two years and a similar pattern of
subsequent survival and growth thereafter

* in short, the critical problem is that over many decades the birth rate of
new businesses in Scotland has been low by UK standards

To put this in Adam Smith’s language, the net advantages of starting
up or managing a small business are regarded by many as inferior to the
net advantages of seeking employment elsewhere, particularly employment
funded by the taxpayer. This employment structure is not likely to support
a more rapidly growing economy and a shift toward a more market based
economy will not be successful, unless we accept that the risk-reward ratio
needs to move toward being more favourable for new starts and small
businesses. I outline below some suggestions, it being understood that they
indicate the nature of the changes required and, by no means, a detailed
agenda.
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Governments are not good at handling small businesses. Compared
to the great majority of new and small businesses, a government is a large
bureaucracy which expects the business to organise itself to meet the
requirements of their departments, rather than that their departments should
organise themselves to meet the requirements of business. For new start ups
and small businesses this should be reversed - as far as is possible there should
be a single door entry for all tax and regulatory matters, because the successful
business will be lean on management time. The single door of entry should
then coordinate the response of that department and other departments where
necessary. The business is the customer and the government department
should be the servant of the customer and must first serve his/her needs.

For the new start and small business existing processes are too complex
and expensive of scarce management time. There are too many levels of
compliance eg.

* PAYE, NHI, VAT, P11D, P45

* Corporation Tax

* Annual Returns and Annual Accounts
e Pension Schemes

*  Employment Legislation

* Sickness Benefits

* Maternity/Paternity Benefits etc, etc

Complexity means that small businesses often have to pay for expert
advice, especially accountants and lawyers. One possibility would be to create
a new class of limited liability company, specifically designed for start - ups
and businesses moving people from being a small trader or partnership. There
may be a requirement for more than one category and many of the suggestions
below could be tweaked to embrace a multi-tiered approach, but my own
preference would be for a single, simple process which each company must
observe. Provided these standards are met then any business can add as many
bells and whistles as it likes, after all they will have to pay for the extra cost.

The characteristics of a new class of limited liability company should be:

» Their denomination (eg SCorp) is intended to advise that this is a limited
company operating with reduced governance (the underlying principle
being that applied to the Alternative Investment Market)

* Each business should have a unique tax/regulatory reference and any
government response should be coordinated through a nominated
individual/government department
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* SCorps would be new starts in the first three years or ongoing businesses
with less than £3 million in annual sales and less than 10 FTEs

e The VAT turnover threshold should be raised to £250,000 (presently
£75,000)

* Corporation tax should be set to
— 0% for the first three years of new start-ups
- thereafter 10%

— all complicated allowances should be abolished and standard
depreciation rates applied

* A standard and drastically simplified Articles of Association should be
adopted which a non-expert can understand

» Straightforward instructions on issuing shares should be provided
* SCorps should have no requirement to

- file accounts

— produce annual reports

It should be understood that these would be the legal minimum
requirements to trade as a SCorp but they would be free to exceed those
standards and the extent of disclosure if they so wish. If the customer wants
to drive a Rolls Royce instead of a Skoda, then remember that the customer
is always right!

PLANNING AND HOUSEBUILDING

The recovery of the UK economy from the Great Depression of 1929-32 was
driven by the “new industries” and by one old industry in a “new” form -
housebuilding. We have just been through another great boom and bust and, as
always, the housebuilding industry has been part of that process. It is unlikely
that we have yet reached the bottom of the recession in house prices in real
terms but may be there by around 2014/5. Housebuilding is always going to be
an activity which will be particularly subject to the business cycle but, unless
we enjoy this process and are happy to bear the economic costs, we need to
transform the planning process and ensure that it responds to market signals.

Sometime in the mid 1970s I got an informed and informal tutorial lesson
from a man who had been born within the sound of the Bow Bells of London,
but who had travelled the world in the navy and in the pursuit of his profession
as an urban planner. He explained that the initial delineation of the green
belt for Edinburgh had been done in rather a rush, so the residential areas
were given one colour, the industrial areas another and the rest was coloured
green, as it was to be the greenbelt. The map was reviewed from time to time
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and there was always some nibbling at the edges and, now and then, a more
substantial excursion in to the greenbelt. But my instructor wondered what
would happen if Edinburgh experienced a sustained increase in population.
Would somebody have the vision to find and let loose the genius of a James
Craig, the architect of the New Town, who enabled Edinburgh to escape the
bounds imposed on its growth by the confines of the Old Town?

We are near that point now. The general Registry Office for Scotland has
suggested that, on recent trends, the population of Edinburgh might increase
by some 70,000 people by 2033. Now the Registry Office understands that
extrapolation should not be a substitute for thinking and that such an
increase in population will only be possible if we provide the housebuilding
industry with an effective planning framework. What these projections
demonstrate is that Edinburgh has the opportunity to grow quickly but can
only do so if it anticipates the opportunity and creates a policy framework
which encourages sustainable development. A failure to do this will lead us
back to the familiar cycle of slow response, inadequate housing provision,
rising prices and, consequently, a housing downturn. Borrowing from the
wisdom of our forefathers, the city has to expand from the confines imposed
by the green belt with the intention of housing a substantial proportion of
the increased population to the west of the city, to create the Green Town, as
a place to live, work and enjoy.

This is an occasion on which, as suggested in Chapter 1, we should
“out-English the English,” read the Draft National Planning Policy
Framework for England and consider how it might apply to our own
condition. It is said to replace 1,300 pages of planning rules by text of 52
pages. I am not able to verify the arithmetic underlying this statement but
it is certainly a pleasure to read having just emerged from enduring ‘The
Government Economic Strategy’ for Scotland, which says nothing of note
in 99 pages. The English document is clear as to its intentions and expresses
the major issues succinctly. It states a presumption in favour of sustainable
development but its planning framework will be fiercely resisted in the Home
Counties at which it is mainly aimed.

The essential problem is that the south east of England is one of the
most densely populated areas in the world. Its population continues to rise
rapidly and the successive governments have succumbed to the notion that
a continuing contraction of our industrial sector can be ignored so long as
our financial sector keeps on expanding. An efficient financial sector with
the global reach of the UK, and particularly London, is a huge asset but
continuous expansion of this sector with continuing decline in our industrial
sector is not likely to provide a stable long term base for an economy with
60+ million people. An advanced economy also needs to be able to make
many things and not only a small number of things in the same place. The
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difficulty is that London is displaying increasing signs of the diseconomies of
agglomeration and, if one attempts to minimise this by decanting more people,
businesses and houses into the rural areas of the south east, then the existing
population may well fear that this process will seriously diminish their quality
of life.

What are these diseconomies of agglomeration? The most obvious is that
London is an extremely expensive place to live and provide public services.
Hence, the estimate for planned public expenditure per capita in London is
marginally ahead of Scotland and only just behind that for Northern Ireland.
On this measure Scotland has been better treated than the other regions except
London and the latter has been given a similar settlement because it has high
wage and salary costs i.e. it has serious agglomeration diseconomies. In the
short run this is perfectly understandable, even acceptable, but in the long run
this is not a sensible response, as it is neither acceptable nor efficient. The UK
is one of the most centralised economies in the world and a major cause of this
is that it is very centralised in political terms. Rather like Tokyo it is extremely
common to find functions, which could easily be managed remotely, continuing
to operate in high cost locations, particularly those in the non-market economy.
Think of the BBC as an enduring example of how a non-market institution can
survive with a top-heavy management structure and a high fixed cost base!

The rural areas in the home counties will fiercely resist the National
Planning Policy Framework for England fearing that if they give an inch the
government will take a mile. But the cities of the North of England could well
benefit from a policy which was less London-centric, as would Scotland, Wales
and Northern Ireland. There are some policy proposals which would be suitable
for the Scottish condition, some of which should be relevant for the slower
growing regions of the UK. These include:

* the New Homes Bonus, introduced in England, matches the funds raised
from additional council taxes on new properties and properties brought back
in to use, for a period of six years, with additional funding for affordable
homes; this is likely to be most effective in areas where there is some spare
infrastructure capacity and where the project does not introduce large
population centres eg in smaller developments in cities or small towns.

» a recent Audit Scotland report has found that the cost of planning has
increased at a time when planning applications have been falling: this is
useful corroboration of Parkinson’s Law, that work expands to fill the time
available and appears to be an affliction of Scottish local authorities; a
detailed study in the mid-1990s found that function by function Scottish
local authorities had a higher number of employees per thousand population
than their English counterparts.

166



» the planning system has target timetables for dealing with the stages
of the planning process but the Scottish local authorities have a poor
record of meeting these timetables; as the “name and blame scenario”
has conspicuously failed it is time to add financial benefits and penalties
to separate the sheep from the goats.

e planners need to get away from basing housing targets and locations
mainly on measures of “need” and understand how to interpret price
signals which indicate what people want; for example, returning to the
Edinburgh scene, the relative price movements of flats and family housing
indicate that there is significantly greater unmet market demand for
family housing; there is also a general shortage of modern housebuilding
as Edinburgh accounts for 9% of all Scottish households but only 6% of
new housing.

So, returning to the Green Town concept, we need: to establish a James
Craig Award (say £5million) for the best master plan for the Green Town,
take this through the required planning process and, on the understanding
that this represents the sustainable development and living environment
which the city and wider economy requires, establish a programme for public
and private investment to complete the Green Town by 2030.

COMPETITIVE ADVANTAGE IN ACTION

So how would the classical economists have approached economic policy?
They would have begun from the notion that each economy should identify
and build on its comparative (both natural and acquired) advantages and
then trade with other economies to their mutual advantage. Adam Smith
had the initial idea, observing that Scotland could grow very good grapes
but that they would be much more expensive than grapes grown in France.
Ricardo formulated the underlying idea more elegantly and precisely.
Each country should concentrate on where its comparative advantages lie
and trade accordingly. Today, the benefits of freer trade have been hugely
increased because new technologies have shrunk the cost of distance and the
time period in which new technologies are applied in new settings. Classical
economists also recognised that economic life is shaped by a shared history,
a shared culture and proximity and, yet, that economic welfare is unlikely
to be enhanced by larger, more centralised governments and bureaucracies.
Coordinated monetary and fiscal policies are necessary requirements for
short term stability but, for long term growth, economic policy needs to be
directed toward those activities in which a country has clear comparative
advantage.
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Scotland has a number of important industries which have
demonstrated the importance of exploiting natural and acquired advantages.
Two examples are the food and drink industry and financial services. The
former has developed the supply chain upstream in to fish farming and
downstream in to processing and production resulting in substantially
expanded output and exports of high quality products - and this from the
land which still has a reputation for the deep fried Mars bar! The latter,
as Keith Skeoch demonstrates, has shown remarkable resilience despite
the implosion of the “Scottish banks” and remains what he calls a ‘core
sector.” Both sectors share one characteristic which will be necessary for
the comparative advantage of the embryo sector I discuss below. That is,
these sectors were driven by people who understood that success would only
accrue from consistent long term policies aimed at enhancing natural and
acquired advantages. This is a concept which economists often find difficult
to manage. Most of the financial models we employ heavily discount the
future so that after a 10 year period all future returns are heavily discounted.
However, if you take the view that each generation has a duty to act as if we
are tenants of a world with a full repairing lease, then we have an obligation
to leave to our succeeding generations a world which offers an economic,
social, built and natural environment at least as good as we have enjoyed.
Here our best guide is to look to our natural and acquired advantages and
frame our policies accordingly.

In the 1977 publication, I recalled that in the early 1970s it was
‘remarked, jocularly, that the amount of assistance each area received from
the (then) EEC regional development fund should be positively related to
its length of coastline divided by its population ..... (and)... that this very
principle is a central feature of the Geneva Continental Shelf Convention.” If
this principle had been applied to Scotland and England as it was to the other
littoral states of the North Sea, then, as Alex Kemp demonstrates, the great
bulk of the taxation revenues would have accrued to a Scottish government.
Economists have no unique insight in to what might have been an equitable
division but they could see that a higher real price of oil was always likely to
create political tensions because it would produce high economic rents; that
is, a return over that required to induce businesses to undertake exploration
and production. In a highly centralised tax system this meant that these rents
could accrue to the UK exchequer, while in a federal system (eg Canada)
a substantial part of these economic rents would accrue to the producing
regions.

The UK is now well past the point of maximum tax revenue from oil
production and it is extremely unlikely that we shall ever return to the very
high tax revenues which accrued in the 1980s. However, as Alex Kemp
observes, it is probable that North Sea production will continue at a higher
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level than previously expected. The floor to the price of oil will be under
significant upward pressure from the fast growing developing economies
with large populations and an energy intensive economic structure. If the
future real price of oil is around $100 dollars per barrel, then tax revenues
to a Scottish government could be in the range $5-10 billion per annum. At
this point we need to consider the notion that each generation should act as
a tenant abiding by the terms of a full repairing lease. In energy policy we
have failed lamentably in this regard and we now need to consider how this
could be put right.

Suppose we take the concept of “peak 0il” and adapt the underlying concept
to UK domestic energy production:

* peak coal was in 1913 and is now less than 5% of that level

» peak electricity from nuclear was in 1998 and is now less than half that
level

* peak oil was in 1994 and is now 45% of that level
» peak gas was in 2000 and is now some two-thirds of that level

By the early 1970s the UK energy deficit was, in financial terms, some
5% of GDP before rapidly rising North Sea oil and gas production turned
this in to a surplus of 2% by the mid-1980s. As of today, the value of our
energy deficit accounts for the bulk of our trade gap and is growing rapidly.
This has been the most obvious failure of economic policy in our modern
history.

Consider how UK oil and gas production is treated for national income
accounting purposes. An increase in output is taken as an addition to national
income, which it is in the period in which it occurs. That income can be
used to finance current consumption or invested to provide future energy
production. As oil and gas reserves are a depletable resource, the income of
future generations will be adversely affected unless some part of that present
increase in income is invested in developing alternative sources of energy.
The core to any sustainable energy policy lies in a comparative (the word
comparative is critical) advantage in nuclear power in England and Wales
and a comparative (and absolute) advantage in renewables in Scotland.
Scotland can produce nuclear power as cheaply as England and Wales but
not more cheaply and, politically, any increase in nuclear stations would be
even more contentious in Scotland than in England and Wales. A classical
economist might have wondered why the Scots were so obtuse about nuclear
power but, ever the realists, they would have drawn the obvious conclusion
- Scotland should specialise in developing its comparative advantage in
renewables and trade electricity through the market mechanisms already
established for that purpose.
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Before proceeding further let us consider the resource base of
renewables. The length of coastline and population size are critical variables,
as is the wind climate. The position of Scotland between the North Atlantic
and the North Sea provides strong and predictable tidal streams, above all
in the Pentland Firth. And tidal power will be important for the islands to
the north and the west. Contrast this with Germany. Scotland has a good
wind climate with 6,158 miles of coastline and 5 million people, against the
German equivalents of 1,493 miles and 83 million. The potential for renewable
production in Scotland is much greater relative to its population than that of
any other country in north west Europe and, possibly, in Europe as a whole.
Scotland has acquired upstream advantages in servicing North Sea oil and
gas production and what is currently missing from the supply chain can be
supplied by existing businesses and/or from inward investment.

The development of Scotland’s renewable resources will require
substantial up-front investment and a higher real price of energy compared
with our historical experience. But success will require consistency of purpose
which has been conspicuously absent from energy policy these last 30 years
- the intentions have been admirable, the delivery awful. Quite simply we
have been coasting along because of the comfort blanket provided by North
Sea oil and gas. For example, the UK was comparatively early in developing
nuclear power for commercial purposes but never managed to emulate the
clarity and coherence of French policy in terms of establishing and proving
the preferred technology, controlling construction costs, establishing an
appropriate planning framework which set down clear national goals and a
process for ensuring local support within that framework. I have the personal
scars to prove this having laboured, without success, to persuade a succession
of government agencies of the benefits which would accrue from learning from
French experience in establishing a deep level repository for nuclear waste.
Any future construction programme will have to depend heavily on imported
technology (from France) but the costs of building new nuclear power stations
will be extremely high unless the UK can adopt a much more focussed national
and local planning framework for this process. On the basis of our historical
record the time period for and costs of commissioning, constructing, operating,
delivering, decommissioning and disposing of the nuclear waste will be much
longer and the costs much higher than any present estimates.

The public debate on renewables has been stuck in a groove about wind
power, and especially onshore wind farms, that debate failing to recognise
that any substantial increased electricity production in the period to 2020
must depend largely on this source as, given its historic record, it is extremely
unlikely that the UK government will be able to push through a major nuclear
plant production programme within the required time frame. The Scottish
government’s targets are that onshore wind will reach a capacity to 7GW by

10



2020, offshore wind 6GW, hydro power and biomass 2GW and wave and tidal
streams 1GW. Industry sources think these targets may be overoptimistic but
not wildly so. They do not dispute the potential for rapid development or the
determination of the Scottish government to drive this forward. The most
important points are these:

» if there is a UK case for the development of more onshore and offshore
wind farms in the UK then it is entirely sensible that a very large
proportion of these should be based in Scotland - she has a clear natural
advantage in the best wind resource and, in the case of offshore wind,
a clear acquired advantage in the upstream and downstream industries
which were developed to support North Sea oil and gas

* the “cherry in the cake” is hoped and expected to be wave and tidal
streams to the north and west of the Scottish mainland, particularly
offshore the Scottish islands - the potential is well established but the
issue is whether we can develop the technology to harness this resource
and the funding which will be required to finance the substantial public
sector investment which will be required. Here again is a natural
advantage which needs to be capitalised by our acquired advantage in
marine and offshore engineering particularly.

Is there any evidence that the Scottish government has a joined up
policy which can help deliver this policy? Let us consider what is happening
instead of being fixated by the “motherhood and apple pie” statements which
often pass for economic planning in the modern era. The objective is not to
generate electricity to meet all of Scotland’s energy needs domestically by
2020 but to produce, by that date, energy equivalent to Scottish consumption.
Some electricity generated in Scotland would be transported via the national
grid to the rest of the UK and Scotland would import some base load
electricity from England. We know this because it is the only outcome which
makes sense of the planned increase in the inter-connector capacity between
Scotland and England. That capacity has increased from 0.8GW in 1990 to
2.8GW today and is expected to rise to 4.4GW by 2016. Beyond this the
so-called “eastern and western bootstraps” are expected to increase inter-
connector capacity to around 8GW by around 2020.

Renewable resources will produce energy at a much higher cost than
hydrocarbons. Production and distribution is only feasible after heavy up
front capital expenditure and there will be no economic rent which can be
appropriated by higher taxation as was the case with North Sea oil. Instead,
electricity prices can be expected to be above historic levels in real terms.
While the main short term financial burden will fall on energy consumers,
the stream of future North Sea tax revenue could be directed to help fund the
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additional public investment required to enhance the supply bases onshore,
the transport infrastructure within and to the Highlands and Islands, and the
national grid system.

Most ambitious of all is the North Sea grid, a project on which ten
European countries have signed a memorandum of understanding. As far
as the UK is concerned, any substantial investment, will not take place until
it can be demonstrated that large volumes of electricity can be generated
from wave and tidal stream power. The chief market for this will be north
west Europe serviced by the proposed North Sea grid which will almost
certainly require an important element of public sector funding. However,
while the downstream distribution system will require very substantial new
investment, it will also be able to service future electricity production from
onshore and offshore wind production. Most important of all, the upstream
supply chain on which renewable production will depend (eg major and
forward supply bases, installation, operations and maintenance support,
project management and engineering, cable laying, safety and maintenance)
is largely in place as a result of the experience acquired in servicing North
Sea oil and gas production.

As far as renewables are concerned the position today is not dissimilar to
that which faced the nascent North Sea oil and gas industry in the late 1960s
- the resource base was to prove much bigger than anyone had anticipated
and its successful exploitation required massive technological gains to drive
down costs. The same is true of renewables today except that we already
know that the scale of the renewable potential is very large, we know that
Scotland has the best renewable resource and we have the experience of
building a supply chain which meets most of the major requirements of the
supply chain which will service the renewables industry. Unfortunately we
will not enjoy any stream of economic rents, as was the case for North Sea oil
and gas production, and so we are unlikely to emulate Saudi Arabia in this
regard! However, if the technology can be developed to harness tidal streams
and wave power then the future tax revenues from the North Sea appear
sufficient for us yet to help put in place the necessary supply and delivery
infrastructure. As a young engineer put it to me some four years ago, ’it is not
a case of if, it is a case of when.” Others may consider this overoptimistic but
those businesses which were instrumental in helping to meet the formidable
challenges of North Sea oil and gas production appear to agree with the
young engineer.

Now while Scotland will not be a Saudi Arabia in terms of earning high
economic rents, there are a number of upstream and downstream businesses
which could add value to the supply of electricity and a supply of pure water
substantially in excess of domestic consumption requirements - as to the
latter, Scotland accounts for the great bulk of the UK’s fresh water supply,
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reflecting the fact that the average loch contains much more water than the
average lake. This is evidently renewable - we have a lot of rain - and is
another natural advantage to add to the mix.

Often the natural or acquired resource has to be taken to locations
close to the final consumer to ensure the lowest cost base. However,
electricity cannot be readily stored, the distribution system requires heavy
capital expenditure and power losses are some 2.5% in transmission and
some 3-10% in distribution. With fresh water these problems are magnified
many times over because of its high weight to value ratio and the fact that
our natural reservoirs (lochs) are located in very sparsely populated areas So
we should now consider what upstream and downstream activities might be
established close to the source of this enhanced electricity and fresh water
supply. That is, if the mountain will not go to Mohammed, then Mohammed
must go to the mountain. So, in the downstream and upstream supply
chain, where might the opportunities lie to add value to these comparative
advantages? I have consulted widely with colleagues and friends and would
emphasise that while these judgements are informed, they will include a
number of “fliers” which will probably not work as well as a number which
are very likely to do so. But remember the health warning!

UPSTREAM

It is estimated that a 20MW offshore wind farm would have a capital cost of
million some £3million per installed MW. Proximity to the farm would be a
major advantage if allied to a natural harbour and good port and industrial
facilities. During installation the major cost items which could be captured
by such a port would be turbines (some 50% of costs), foundations (15%),
vessels (12 ) and cables (4%). During operation, expenditure would be
much lower but there would be an ongoing expenditure on operating costs
which might be captured at the same location.

The best natural harbour on the east coast north of the Caledonian
Canal, with an assured electricity supply, an excellent natural harbour, port
facilities and a rail head, is the Cromarty Firth. You must understand that
my mother and father were educated at Cromarty School and I received
most of my primary school education there. But the ideas set out below
have been discussed with someone who understands the potential of the
Cromarty Firth better than I do, so I believe that my head may be in synch
with my heart!

The Cromarty Firth has the natural location advantages for large
scale, marine based operations - a deep, safe harbour and adjacent flat land,
and a labour supply with the mix of skills and experience. The primary
requirement for an Enterprise is to marine operations, is to reopen the Nigg
yard which formerly produced steel jackets for the North Sea fields. The
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production facilities now required would be for fabrication (turbine, towers
etc) and for offshore and specialised marine operations. With respect to
North Sea oil and gas, the market opportunities are oil related repairs and
refurbishment.

DOWNSTREAM

The other obvious site which should form part of this Enterprise Zone is
Invergordon, formerly an EZ with its anchor project an aluminium smelter.
There is a warning here and it is that the smelter eventually failed because it
was an electricity intensive project whose viability depended on delivering
competitively priced electricity to the site. This did not prove possible and,
eventually, the smelter closed. As ‘The Proclaimers’ put it, ‘Invergordon no
more!‘ Yet, if wave and, above all tidal stream electricity can be delivered
at a competitive price to the Cromarty Firth, then there are a number of
electricity intensive industries which could readily be accommodated at
Invergordon and add value to this stream of electricity.

Here there are a number of possibilities which fall in to two broad
categories. First, industries which are electricity intensive and whose
products have a high weight to value ratio which will require good ports
based on the east coast to export mainly to Europe and a rail head to transport
goods south to the UK market possibly routing through Eurocentral. Their
proximity in relation to substantial and more reliable supplies of electricity
suggest that these possibilities could not be realised earlier than 2020
- batteries, especially car batteries; pulp and paper production; chloro-
alkali chemicals,cement and arc furnace steel. And the second category is
electricity intensive and weightless including cloud computing (which would
utilise another natural advantage - a cold climate) and back office and call
centre activities.

These activities require 24/7 electricity supply at a competitive price
and if this cannot be assured then we should not start down this path.
However, By 2020 we will know whether we can harness the tidal stream in
the Pentland Firth and if energy intensive industries are established in the
area of the Cromarty Firth then adding value there would save a lot of capital
in further extending the capacity of the national grid.

A clear spatial plan and a funding programme for the public
infrastructure will be required. Although we are presently stuck with the
label of Enterprise Zones (which, too often have resulted in simply shifting
the deckchairs on the Titanic) we should be clear that the purpose is to
implement a strategy like that underlying the 1961 Toothill Report. This
was to widen our industrial and our trading service base and to support the
growth and marketing of goods and services through public investment in
the built environment and the transport infrastructure. On this basis, two
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other production, transport and communication hubs are worth serious
consideration, as their establishment as Enterprise Zones would facilitate the
expansion of Scotland’s industrial and tradeable services base - Edinburgh
and Glasgow Airports specialising in high value to weight tradeable services
and weightless services.

Let us be clear. The engineering and planning challenge will be
formidable but, if renewable energy cannot be exploited with the formidable
natural and acquired advantages of Scotland, then it is unlikely to be viable
anywhere else in Europe. Consider the factors which should determine the
mix of non-renewable and renewable energy sources. The opportunity cost
of non-renewables is their cost relative to renewables. If the non-renewable
base is large relative to future demand then it is unlikely that substantial
investment in renewables will be required. However, non-renewables have
a finite life and, as they diminish in scale, their cost of extraction is likely
to rise relative to that of renewables. We are in an unprecedented period
in the world economy in that the growth rate of economies with very large
populations is outstripping that of the richer, more mature economies and
the former will be heavily dependent on non-renewable resources. In this
circumstance would it be sensible to bet the house on an energy policy which
is heavily dependent on non-renewable resources?

The above argument would be strengthened if future reliance on
non-renewables resulted in substantial adverse externalities - the obvious
candidate is global warming. However, the existing science on global
warming is very unconvincing as to the certainty or timing of any impact.
There is a case for appropriate action at a global level on prudential grounds
but success would depend on the major economies adopting appropriate
policies - what Scotland does will have little global impact. So the case for
a Scottish government pressing ahead with renewables is (a) that Scotland
has major advantages in terms of natural and acquired advantages (b) the
Scottish government has a clear commitment and plan to develop renewables
(c) on the historic evidence the UK energy policy stance is unconvincing and
appears likely to result in a rapidly widening energy trade gap until at least
2020 (d) the skills and expertise developed in the North Sea are directly
relevant to renewables (e) there will be a need for public capital investment
in the early stages of development, but it surely makes sense to use some
substantial part of future North Sea oil and gas tax revenues for this purpose.
Sometimes we economists have to stop obsessing as to what will happen this
week or year and do what the classical economists would have done - look to
our competitive advantage and decide what is appropriate to meet the terms
of our full repairing lease.
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CONCLUSIONS

In the 1977 publication I suggested economics could not and should not be
the decisive factor in determining constitutional questions. Such questions
can only be answered by the electorate based on a clear understanding
of what terms such as devolution max, home rule, independence lite and
independence imply. As Shakespeare put it ‘Aye, there’s the rub’ as each
of these terms seem to mean very different things to different people and,
sometimes, very different things for the same person! So what do I mean by
these terms and, in particular, what do I mean by Home Rule?

Administrative devolution dates back to the creation of the Scottish
Office in 1885 and the so-called “democratic deficit” (meaning a lack of
direct Scottish parliamentary oversight) was not addressed until the creation
of the Scottish Parliament in 1999. The Scottish Parliament is a subsidiary
body as the legislation specifically asserts the continuing right of the UK
Parliament to legislate on Scottish matters. Devolution max (or Devo Max)
would simply mean more of the same. As far as economic policy is concerned,
the parliament would still be funded mainly through a block grant which is
hardly going to emphasise the need to act responsibly and with the longer
term in mind. The polar extreme is independence but, in the modern world,
economic independence is seldom very polarised, except for the basket cases
such as Burma, North Korea and a raft of underdeveloped countries with
poor natural resource endowments and marked institutional weaknesses.
Given Scotland’s economic, social and political history I find it difficult to
see why it would advantage Scotland to turn her back on the Union, instead
of seeking to reform it to serve better the needs of Scotland and the UK in
the modern world. This leaves the two intermediate cases of Home Rule
and independence lite (or Indy Lite). As far as I can see, these are similar
concepts in all important regards, though I must state an instinctive dislike
of modern abbreviations such as Devo Max and Indy Lite. Hence I choose
the name, Home Rule, which embraces the basic idea which lies within Indy
Lite, but which resonates to a long history. Remember ‘he who knows no
history is condemned to repeat it’ and if we do repeat it we may be revisiting
a difficult period at the end of the 19th century.

Yet we still have a dilemma in that some authorities often appear
somewhat confused as to what Home Rule means. Wikipedia tells us that
in the UK it ‘has traditionally referred to self-government, or devolution or
independence, of constituent nations (namely Scotland, Wales and Northern
Ireland)....” It is not entirely clear as to why England is excluded from the
list of constituent nations but this Anglo eccentricity may explain why
Wikipedia also believes, erroneously, that home rule is not compatible with
federalism. Irish home rulers saw an Irish Parliament as being within the UK
and the Scottish Covenant sought ‘in all loyalty to the Crown and within the
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framework of the United Kingdom, to do everything in our power to secure
for Scotland a parliament with adequate legislative authority in Scottish
affairs.’

Federalism shares powers between a federal government and national,
regional or state governments. The division of powers is defined in a written
constitution and entrenched for both levels - that is, it cannot be changed
by simple legislation, so that each government is sovereign or independent
within its defined area of competence. In the UK this could be a federal
government and Home Rule governments for the RUK and Scotland,
or a federal government and Home Rule governments for the four Home
Countries. Either would resolve the paradox first posed by Tam Dalyell
and named by Enoch Powell as the ‘West Lothian Question’, in that in
both cases there would be no Scottish representation except at the federal
level. Critics tend to consider this as asymmetric (which it is) implying it
would be unstable. However, most federations are asymmetric but stable,
except for Belgium which is not asymmetric but never seems to have a stable
government. The evidence suggests that federalism is a flexible concept
which can provide stable government. There is only one guarantor - that the
constituent parties may wish some independence of action but understand
that on certain critical matters the Union will be greater than the sum of its
parts. Like most successful partnerships a fruitful federation is built on vive
la difference and an understanding that the whole is often greater than the
sum of the parts.

And how should these constitutional questions be settled? Certainly
not by economists, as the economic issues cannot be seen clearly enough to
be decisive. Nor by constitutional experts who claim to be able to interpret
a constitution which is famously unwritten. So let me appeal to recent and
more ancient history. The 1997 referendum on devolution was put to a
Scottish electorate and another constitutional question relating to Scotland
must be put to the same electorate. Whatever choice or choices are put, their
implications must be clearly set out to allow an informed judgement to be
made. That judgement must be final, as for the Scottish people, the essential
constitutional principle is written down. In the Declaration of Arbroath the
most iconic of Scottish kings was informed that he only exercised power
lent to him by his people and that they reserved the power to take it back if
they so required. Hence, the ultimate sovereign power rests with the people
and not any parliamentary body. If the Scottish Parliament is responsible
for framing the question(s) then they must be clear as to what terms like
devolution, Home Rule and independence mean and the terms on which
these will be negotiated. If the subsequent vote is decisive then, whatever
it is, it must be put in place on the terms indicated. So all views must be
freely expressed, all options clearly explained and the electorate must know



that whatever alternative they vote for will be negotiated and settled in the
manner this has been put before them. The people are sovereign. So, if there
is a case for Home Rule, then the question has to be put clearly before the
people and they will expect their answer to be binding on all the parliaments
involved. As the Americans say, “go figure”!
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