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What follows is a confidential memo to the Scottish Cabinet from John Swinney.
You can read the contents for yourself but we have added notes throughout to
help you understand what each paragraph means for an independent Scotland.

They did not want the Scottish people to see this but we think that Scots need
the full facts so that we can make an informed decision at the referendum.

What the SNP say privately that they won’t tell us in public:

* That their budget plans are based on oil and that it is both volatile and
declining. Privately they acknowledge this but publically they pretend it will
pay for everything.

* That Scotland would start life saddled with debt. Again, the SNP pretend
there would be no difficult decision to cut the debt in an independent
Scotland but privately they admit it.

* They are planning for public sector job cuts, cuts to old age pension and
admit that no additional public spending would be possible. In public they
promise everything to everyone, in private their plans are very different.

* That increased volatility means more risks on welfare and pressures from an
ageing population. In public they play politics with welfare, in private they
are looking for cuts.

* That the rest of the UK would have an effective veto on Scotland’s budget. In
public they attack Westminster, in private they admit their plans would give
Scots less power.

* That Scotland would face huge costs in setting up a separate state, including
£600m for a new tax service. In public they claim Scotland would save
money on administration. In private they admit the costs would be huge.

* That Scotland would have to spend less on defence. Publicly this week the
nationalists have attacked the UK for not increasing the number of troops
based in Scotland by a large enough number. In private they are planning big
cuts.

The following pages are taken from the secret Scottish Government paper. Read
for yourself and see what they say behind the closed doors of the cabinet room.



lr{dependom natlons address these issues - gatiing the balancs right betwean our

approach ‘comes fo & and, and our expenditure, where we wili have more
opportunities for innovation and pricritsstion but also more responsibifty, for

6. Scotland has nothing to- fear and everything to gain in grasping thess
opporlunities - but we need o understand the Implications and take a ‘whole of
govemment’ view so that our compelling narrafive sats thess Important issues in the
context of how we will manage them in an indspendent Scotland,

7. In particular, difierent cemands and pricrites may emerge from our
consideration of constitutional opportunities across government, and we will want to
consider these In the light of the whole canvas. In charting our way forward, and in

anticipstion of extemal challenge on the public finances and affordabllity, we should

explore - the Issues sooner rather than later and develop strong, well-founded

8. The firet section of this Paper assesses the publk: finances, looking st the kay
challengas, risks and oppartunities from & position of reasonabie knowlsdge and

wyaboulrmdsw-apendhgmtozmc-ﬂ,mdhoydnd'!hattoapeﬂod‘

where there is a wider spread of possible economic and fiscal conditions, This

saction provides important financisl contaxt for colleagues’ papers setting out the

opportunities and challenges flowing from constitutional change. The secend saction

of this paper sets out our emerging thinking on Scotfand's futurs macroeconamic
framewiork.

architecture and u\e'hsthtlionq
Section 1 - Financial Overview

Forward Look — gxpencityre

8. The period to 201617 is dominated by the fiscal consalidation being pursued
by the UK Gavernmant, the scale and duration of which is Unprecedented. By 2016~
17, spending cuts and tax rises implementad by the UK Govemment wil iotal £123
billion, egqulvalent to 8% of GDP. - c

10. The implcations for Scotland are significant In cash terms, the Scottish
Government's DEL (Deparimental Expenditure Limit) buaget will fall from £29,2
billion in 2010-11 to £28.3 biflicn In 2011-12, befora s rising to £28.7 bllian in
2014-15. ‘Whilst the Scottish DEL bldget will du?lﬁ'i‘%v‘m%een 2011-12 and
201416, inflaticnary pressures mean that the purchasing power of our budget will be
reduced, In real terms (ie. adjusted for inflation), the Scottish Government's DEL
budget will decrease by 11.1% in real tarms betyean 2010-11 and 2014-15.

11, This is a challengs that we have found ways to manage and we-have made
our difficult cholces in setting out spending prans through to 2014-15. The UK Budget
.2012 has indicated that budget pressures wil continue beyond this Spencling




Review. Unlzss there are further reductions In welfars budgeats, UK rescurce and
capital DEL are set to reduce by an average of 3.8% and 2.7% a year respoactively In
real terms over 2015-16 and 2016-17. The reducticns would be greater if weffare
budgets were reducad, a scenario which cannot ba ruled out this stage. Although
precise figures will not ba confirmed untdl the next UK Spending Review, this means
that real spanding power will continue to fall until 2016-17 as Scotland's budget is
to that of tha UK through the Bamett farmula. Although the powers
ootland Act will provkie us with the abllity to raise  additional revenues from 2015,
our approach at this point should ba o develop taxes that support economic growlh,
rather than explicitly raies additional revenue.
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12 Using the forecasts of the UK public finances published by the Office for
Budget Responsibility (OBR) at the March 2012 UK Budgst It Is possible fo project
forward the estimates of Scotfand's public finances in Govemment. Expanditure &
Revenue Scotland (GERS) to 20168-17. The projections take into account a¥ tax
revenues ralsed in Scotland and all expenditures undertaien for the benefit of
Scoffand. This Inciudes all spsnding by the Scotlish Govarnment and Local
Authorities, UK Govemment spanding on the Social Security system in Scotland and
a population share of UK wide public servicss such as defance and UK debt Intarest
payments. Detailed GERS projections are set out In Annex A

13.  Chart 1 shows Scotland's net fiscal balance in cash terms from 2010-11 to
2016-17. This measures the diference betwsen the total tax receipts raised in

»  Scotland, including & geographical share of North Sea rewenue, and the total public
spending undertaken on behalf of Scotland. Chart 2 shows the net fiscal balances
for Scotland and the UK as a share of GDE. -

14.  Inciuding a geographical share of North Sea revenues, both Scotfand and the
UK are expected to run'e net fiscal deficit in each of the years o 2018-17. Before
2016-17, Scotland is projectad to have a !malerdoﬂal. as a share of GDP, than the.

UK. " 'y .-,' fore e a

Chart 1 ~ Net Fiscal Balance: Scotfand (€ Chart 2 - Net Fiscal Balance: Scotland and UK
’ Billions) (% GDP)
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15. The forecast change in Scotland’s fiscal position redative to the UK over the
period to 2016-17 reflacts the fact that the OBR expact Morth Sea recsipts, which
account for a farger share of total tax revenue in Seatland than In the UK, to fal

cash tarms by 50% between 2011-12 and 2016-17. There s howsver 3 high degre, e

of uncectainty around future North Sea revenues, reflecting considerable volatility | - Se oy

production and oll prices. WO"(ZO/ o Angy

a Sc’ln 2 art L
W&mz Cor, rate re Qg
following independence wil of course depend on b “tr, 5 b
L This section concentrates on the position fo Y a/eb Uiy
P, UK public sector net debt wil L. ” Cney

pesk in 2014-15 at 78.0 per cent. By 2016-17, UK public sector nst debt s forecast | Al
{0 be 75.8 per cent of GOP (£1.5 trilion) Y

17. Scotland’s population share of UK public saclor net debt In 2016/17 would be WO g
woah £422 billon, equivalent to approximatsly 70.per cant of Scotish GDP in this Wly tee
! s & share of GOP, Scatlands population share of UK nat debt s lawer than ac Weaw
the equivalant UK figure, This is because, when North Sea production is included, : €
Scotland's shars of UK GDP excseds its share of the UK popuiation. /

18. In GERS, Scotland s assigned a population share of the intorest payments
tmtmeUKGovommntpayseachyeuonhdebL,AspubncsmdaNB
projecied to increass over the next five years, there is 2 corresponding increase In
intarest payments. As llustrated in Chant 68 's poputation share of debt
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7. This represents a_40 par cent rise in cash temms, mirroring the gromth in
overall UK debt Interest payments, As a share of total public spending for Scotiand,
dommtomlpaymﬂmpmpctedbdwﬁomepercmttosperoemmn
2010-11 and 2016-17. K
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Chart 3 - Public Sector Dabt Interest Payments: | Chart4 - Public Sector Debt Intérest Payments:
Scottand (£ Billions) Scotiand and UK {% Total Expenditure)
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Scottish Tax Recelpts

19.  As the composition of onshere tax recsipts is very similar in Scotland and the
UK as a whole, Scotland's share of total onshore tax receipis is assumed to remaln
largely unchanged at between 8.2 per cent and 8.3 percent of the UK total This is
broadly in line with Scotland's share of the UK pepulation (betwesn 8.3 per cent and

8.4 per cent).

' 20,  Nerth Sea tax revenues are a key source of tax receipts in Scotland. Based

&

¢~ _Per cent in 2011-12 8.8 per cent in 2076-17.

on the OBR's forecasts, Stoffand's geographi

¢ share of North Sea. tax re ‘is

expected to increase from £8.0 billion In 2010-11 to £10.1 bllllon in 201112, K is

then forecast to fall to £4.8 bilion in 2016/17, as outined in paragraph 12. Including
orth Sea receipls, a receipts I8 projected to fall from 9.6

1o 2016-17 as a whole, the North

ger share of tax receipts
Over the period 2011-12

Sea is expected to account for 13 per cant of
Scotfish tax recelpts,
Chart 5 ~ North Sea Tax Recelpts: Chart 6 ~ Morth Sea Tax Receipts:
.~ Scotfand (£ Billions) Scotland and UK (% Total Receipts)
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22, | Sea tax recsip N Mmoo s
Fo :.-: ml_sﬂ' Lole —-?nm;;g Dé e
v ”'Tm“u%ﬂ%n shore forecasts. Fo - gxampie the M 1 SUogel Torecast,
hal The Nerth Sea would _geners € £31.3) billion in tax revenlies betwes en 201152
Bnd 201516, By Budget 2012 thess Torecasts had be "’“‘_u;ii
“Billion, a reducfion o ‘billion (28%). ‘These do d revisions (T
to production being lower than previcusly envisaged and higher cperating and
exploration costs.

————
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nty in projecting fiscal’
260 5 . - or by independent commentators.
volatiity slso msana. thal o _North Sea recaipls .can. also be highér than
forecast. For example at Budget 2008, the UK Govermmant foracast that the North
Sea would generate £20 billlon in tax recaipts between 200810 and 201112

Oulturn raceipts cver this period were ulimately £26.5 bllllon.

il to be g_rven to managing this revenue while ensuring effective and
competent oversight of ‘public finances over fime. One approach s to reduce

dependence on ofl revenues to support annual expenditurs budgsts, by using oil
ravenues to accy il fund, r this would, on present ¢

25 | an independant Scotiand we will have full borrowing powers which will gve - eng;
us scope to decids on' the scale of our capital programme, and 1o manage 0/ %ct
fluctustions in the public finances. Bomowing jevels and resultant debt are ksy

" lesues In achieving a balanced fiscal approach, and | will lock to the Fiscal

Commission to develop principles and guideines on borrowing.
) . 3 \l

26. The{amrdpmiogﬁpnaofmlmoryovemlnscalenvdcpepmddoa
challenging context. However by 2016-17 the Scotfish public finances are expectad
1o have returned to a sustainable position with tax recaipts broadly matching public

spanding and public sactor net debt slowty dedining as a share of GDP.

27.  From 2017-18 omamm.puspendinglsﬂ\arefom expecied to grow in line

with the aconomy. niswouuinp!ymaltomgmmhhsmhpuhhsmMof
batwean 1.6% and 2% 8 yaar, There il therafore be sorme opportunities fo provide 2z
additional resources to priorty areas. However, Hhams #re. 50 Inherent mal tan
ost pressires wiliin pubic Setor Budgets. One of these —dEbtimp
have slready set out. There is aleo Bkely to be an Increase In the real s t =
roviding exislina pubRo sarvicas in Scotiand sher 2016-17._We will need to be ell y Wou
i

preseurss could reduce the resources “avallabl 10 proviie s U~
o Dl sarice L T th
addficnal public SeTVTCES Pan, ng Y are

[
28, Redl terms incrasses in the cost of providing existing public senvices can be Publy, For

expected to oocur for two reasans. Firstly, in the long run, wages generally rise in c .
raal terms, reflecting the growth in GDP per persan. Whilst the Scottish public sector Cb(ts ok\/ob

may be sble to imit Individual pay increases over the shart term and constrain total :

increases [n paybill costs through mansgament of the size of the wiarkfores, in the \
“fong run public sector wages Wil ‘Yave ts grow &t @ similar rate to private secter f

calarles to ensure that appropriate staff can be recruited and retainad.



29.  Secondly,
C o g pensions and QO' We faCe

¢ sectar pansionsis 0y an bv demo phics, anc u‘tm.oﬂllw gke
being equal, this means that some budgets will have to rise in real ferms simply to atekPk
ensure that demand for existing public services can be met. We can mest some of Yon, €SS h
this pressure through pelicy choices, improved efficiency &nd preventativa spand. g ei €s
. Wa must. drive these programmes forward now to ensure that long tem cost POP Vl@
pressures can be addressed early. : ¢ HLQ&L’OyL £
he v, - hat

‘remains that carefu mansgement wil bo mportant. how M"Vledge
31, In an independent future we will of course have access to all economic levers cﬁkn’es

fo promote growth. As with other pations, Scotland would rely entirely on 'ifs

" economic performance to drive public sector revenues: revenue growth would or s Fig
ol pipmbclior T i . RGO cornyin koD Cotla,

; publle Yth
revenues also emphasises the central importance of sustainable economic growth & ey, - Cg
a policy objective not only fo provide employment and incomes, but to generate i 5 LE, \‘
tax revenues necessary to suppart quality public services and Investment In
infrastructure, >

32, As papers come forward to Cabinet on the opportunities in porifolio areas
arising from constitutional reform, | encourage colleagues to.demonsirate haw their
policy proposals will contribute to economic perférmance and therefore to the publc
finances, so helping forward both sustainable economic growth and the innovative
public services that all want to see. ‘ '

Section 2: Macroeconomic Architecture and Institutional Framework

33.  Crucial to ensuring Scotland's economy and public finances remain-on a
sustainable footing, is the need to establish a credible macroeconomic framework for
an independent Scotland. Independence provides the cpportunity to tallor this
framework-and asscciated institutions 1o meet the needs of the Scottish econcmy.

34, The Scollsh Gowernmen: has already arficulated a strong and coherent
sconomic narrative in favour of maintaining Sterfing following independence through
entering a formal monetary unicn with the rest of the UK. There are clear benefits to
Scotland from entering this formal monetary union, such @8 prometing price. and



h N

financlal stabiiy and faciiitating inra-UK trade. In additlon, It will preserve the highly
Integrated UK financisl services industry. v

35. An independent Scotland in & formal monetary union would have the fiscal
and wider economic

38, As part of the broader Constitutional Reform work, each work stream s
considering the fiscal and economic opportunities available 1o an Independent |

- Scofland. Decisions over changes fo spacific texes, expenditure or wider economic
policies, will need fo be taken within the overall context of ensuring Scotland's

financas remain on a sustainable fowng +

37. As with any new structure, there are a number of practical issues i
establishing a Sterfing Zone and the framewiorks needed to ensure is successful
operation. The Scottish Government therafore set up the Fiscal Commizsion Working
Group on 25 February 2012 to oversee the detailed techmical work officials are taking
forward to establish the monetary and fiscal architeciure for Scotland post-

. 0 sh
38. The Working Group is & sub-group of the Council of Economic Advisars and
consists -of Professors Joseph Stightz, Andrew Hughes Hallett, Jim Mimless and
Frances Ruanne. y

39. The Working Group will also support the engagsment with key business
Institutions and extemnal experts fo help develop the Scottish Govemment's
proposals. The Scottish Government has already had informal mestings with officials
at the Bank of England and a number of the major Scodtish financial institutions to
discuss the praciicalifizs of an Independent Scotland operating within a Stading
Zone. These discussions will continue and will help bulld on the economic propoaals
aiready outlined by the Scottish Govemment. | will also sk that officials supporting
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40,  Work is akeady underway to examine how other countries arange their
macroscanomic framework and we continue to explora what would ba the most
efficiant institutional structure for an independent Scotfand.

41, Part of this work wil consider not only the Scottish Govemment's approach to’

taxation. but also the most appropriate and efficiant way of colecting and
acdministering taxation In an independent Scotland.

42.  The decision around whet currency an independent Scotland wil uze enablss
us to move forward to develop and arficulate & clear piclure of the futwre
macroeconomic framework and the financial and econamic functions that we will

freedom to tallor policies to enhance the perfarmance of

* the Working Group ensure that other ministerial interssts are factored . fony
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have to discharge In an independent Scotland. Thers will be a wide range of new
functions that we will have to competently discharge from tax policy development
and soversign debt managemsnt, through to economic and financial regulation.

D& @ oost sssociatad with settin unning the

finstitutions 2nd In some cases hese fre likoly 1o be icart. [nitial
work has shown that we will have 2 number of choicas around how we setup and
design owr economic and financial instfutions based arcund best practice and
degree of Ministerfal control. | have been clear that we will need to focus on the
functions rather than fcoking &t the institutions. This will provide opporiunities to think
creatively an innovatively around the way we design institutions to ensure that they

43, Undeubledly thers. will

will be as efficlent and low cost a3 possible using new tachnelogy and an enhanced

digital servica. .

taxation in Secotland,and the principles which would govem dedislons
over the setiing and administering of tax In Scotiand.

45.  The Scottish Gevernment will build on this work to develop proposals, drawing
on intsinational best practice, for a modem and efficient tax system for an
independent Scotland. Taking Ireland and New Zealand a3 examples of intsmational
best practice, tax authority running costs in Irelend are approximately £320m a year
= approximately 1.15% of the total revenue raised, whiles In New Zealand they are
approximately £350m, about 1.25% of total revenue raised, Tax revenues in

Aare spp u_v‘ =18 A '
Scotland -~ -f,“'""-.";.",' - 4-4' T —— i 75
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46.  We will continue-to develop our understanding of the cheicas to be made In
~ developing Revenue Scofland, a modem, efficlsnt tax adm Inistration. | will also make
‘sure that my officials continua to work with thosa in the welare workstream, o that
“we can explore the possibility of & combiied tax and beneflls service in the more
medium term. Qur present experience of collecing non-domestic rates and councl
tax in Scotland Is relevant, and our preparations for collecting the taxes davolved in
the Scotland Act are alzo helpful in this regard.

.47. R is clear that clarlty and simplicty In taxes help- reduce the cost of
administration. * So too does a public cimate thal regards tax avoidance as
unacoepiable ~ costs of ensuring compliance ara less, and the fax gap’ between the
amount of tax estimated as being due and that actually collected is minimised. New
Zealand offers a particularly usefu example in this respect. Use of on-line systems
for data gathering and crosschecking, and for interacting with taxpayers, is also
important in improving efficiency, and we ehoud pursue an approach bssed on

‘digital first. .

48.  In operstional terms, International best practice is that tax authoritiss should
“be under the day to day control of appointed officials 80 &3 to distance Ministers from
the affairs of Individual tax payers or groups of taxpayers, This is & penciple that |
will wish to follow In Scotland also. Ministers would of courss retain oversight of and
responelbllity for tax policy, the level of tax revenues required, the direction of tax

44, 5 - and
mlamutdmhgmymtanemummton [23] May our vision for
the




administration as a whole, and issues such as efficiency targets and overall levels
-service to taxpayers. :

PAS part of this work | wil alsc be looking to
my S 1o provide an overview cn the skills we will nesd fo maintaln ow new
Institutional framework.

Conclusion
80.  linvite colleagues to note:

+ The dynamic environment of public finances including potential
velatility in Scottish revenues in future;
¢+ The impact of additional .spending responsibilites, and the
pressures likely to bear on public spending after 2016;
¢ The likely broad pesition on debt and debt servicing;
¢+ The importance of ensuring that our constitutional reform polley
- options demonstrate how they will contribute to sustainable
oconomic growth and thus 'support the revenues available for
public sarvices; i . '
¢ The work under way on our macreeconomic and fiscal framework -
and the new institutions we will require to eatablish to discharge
effectively our new responsibilities - including the major new task
of tax administration, :



Further information on the four largest elements of resenved spanding for Scotland is
provided below. '

Social Protection: The largsst component of social protaction is spending on
the UK scclal sacurity system. The estimats of resenved gpending on social
protaction in 2010-11 reflects ‘the benefit payments raceived by Scottish

residants. The projections from 2011-12 cawards assume Scotland's share of

the UK sccial security spending remains constant at is 2010-11 level. The
forecasts take into account the im?act of all the changes to the benef? and
pension system announcad to date’.

Dabt Interast: Scotland is assigned a per

It share of UK debt interest

&

payments. As such the estimates do not reflect Scotland’s histeric fiscal
position.

~ U

%s represeniz (he cost of defe scliviies underiaken by the 1
Govemment for Scottish residents. Histarically defence spending in Scotian

has besn lower than Scotland's population share of the UK defenca budgd.

Intemational Secvices: This covers spending on intémational aid and
overseas representation, - Scotiand Is assigned a population share of UK
spending on both categories. :Scotland's notional share of the UK's EU
contributions s included in the ‘other' reserved spending cat=gory. The
p assurne that the UK achisves its target of increasing overseas aid
to 0.7% of GNI from 2013 and that spending is maintained at this laval in
future, This target is ehared by all EU15 members with agreemant that it will
be reached by 2015, d wishe

' Tha eatimates of reserved socll protection axpsndilurs clude the sddificsl ccats leumsd threugh
inirecusing e Universel Credit. These set up costs are axpected 1o be £1.8 blllon in 2015-15 and
£2.5 bikion In 201817. A population shers has baan ssaigned % Scotiend in the sbove analysis,
MMMsuwdmmmmnucwhmnMMnincbdodnl'euomnal
expectad 1o ooy undl post-2016-17,



ANNEX A

CONSTITUTIONAL REFORM: PUBLIC FINANCE AND MACRO-ECONOMIC
poLicY . -

Table A1 provides the forecasts of tax raceipts and total public sector expenditure for
Scotiand which underpin the projections of Scotland’s public finances in section 1 of
this cabinet paper, The net fiscal balances for Scotiand and the UK, expressed as a
percentage of GDP, are provided in Table A2,
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Table A3 provides detailed Information on the spending projections which underpin
the GERS foracasts provided In section 1 of this Cabinet Paper. )
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Table A4 provides detalled information on the revenue projections which undempin
the GERS forecasts provided in section 1 of this Cabinet Paper.

Tabla'As ~ Curront Raventie: Scotland 2010-11 to 2016-17
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ANNEX B

CONSTITUTIONAL REFOR!‘: PUBUC FINANCE AND MACRO-ECONOMIC POLICY

-Scotland’s Macroeconomic Framework
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