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Introduction 

1. This note is the second of two in relation to the SFC’s Forecast Evaluation Report. It focuses on 
revenues from the Scottish rates of income tax (SRIT), on which the SFC published a supplemental 
report on Monday 5th October 2020. This report covers the 2018-19 tax year.  

2. While the forecast evaluation report focuses on the SFC’s own forecasts, it also discusses revisions 
to the block grant adjustments (BGAs), which depend on the difference between OBR forecasts for 
and outturns of rUK (or England and Northern Ireland) revenues.  

3. To summarise: 

a. Revenues from the SRIT in 2018-19 were £621 million lower than forecast in February 
2018. However, £538 million of this shortfall was due to the sample-based estimates of 
the tax base used in this forecast being an over-estimate of the true tax base at the 
point of devolution in 2016-17. If the February 2018 forecast had been based on full 
outturns for the tax base in 2016-17, the forecasts would have been lower and the 
shortfall relative to forecast would have been just £83 million.  

b. This means revenues from the SRIT grew by 7.8% between 2016-17 and 2018-19, a 
little less than the 8.6% forecast by the SFC.  

c. The BGA grew by 6.7% over the same time period. But this was somewhat faster than 
the 4.8% growth implied forecast by OBR forecasts for rUK revenues. 

d. Taken together, the modest SFC overestimate of growth in Scottish revenues and 
somewhat larger OBR underestimate increases in the BGA mean that a negative 
reconciliation needs to be applied to the Scottish budget in 2021-22. This amounts to 
£309 million, but is lower than the £555 million negative reconciliation previously 
expected by the SFC. The reconciliation is smaller primarily because while Scottish 
revenues in 2018-19 were lower than initial forecasts, they were higher than the most 
recent set of forecasts.  

e. It is not possible to breakdown reconciliations into components related “forecast 
errors” and “economic conditions”. By definition all reconciliations are the result of 
outturns differing from forecasts, i.e. forecast errors. However, the reconciliation is due 
to the fact that whereas the underlying Scottish tax base (i.e. stripping out the effects 
of Scotland’s higher tax rates) was forecast to grow more quickly than the rUK taxbase, 
in reality it grew less quickly.   

A. Background on forecasting and reconciliation process  

4. For the SRIT both forecasts for revenues and BGAs subject to reconciliations. The Scottish 
Government does not collect revenues from the SRIT itself, and instead an amount equal to the 
SFC’s revenue forecast prior to the start of the year is transferred from the UK government to the 
Scottish Government. A block grant adjustment based on OBR forecasts for comparable revenues in 
the rUK is used to calculate the BGA for income tax. Revenue figures and BGA figures are only 



reconciled when outturn figures become available around 16 – 18 months following the end of the 
tax year in question. These reconciliations then lead to additions to or subtractions from the 
Scottish Budget in the tax year three years after the tax year in question. The forthcoming 
addendum to the SFC’s forecast evaluation report therefore covers forecasts and outturns for 
2018-19, which will result in a reconciliation deduction from the Scottish Government’s budget in 
2021-22.  

B. SRIT forecasts 

5. In February 2018, the SFC forecast that revenues in 2018-19 would be £12,177 million, after 
accounting for policy reforms. Outturns data show that revenues were in fact £621 million lower 
at £11,556 million.  

6. Of this, £538 million reflects the fact that the February 2018 forecasts were based off data 
containing only a sample of Scottish taxpayers. This data turned out to over-estimate the size of 
the Scottish tax base, and therefore led to inflated forecasts of Scottish revenues. If outturn rather 
the sample data had been used to forecast revenues in February 2018, the forecasts would have 
been £538 million lower. In that case outturns would have been just £83 million lower than the 
February 2018 forecast. This difference (0.7%) is small.  

7. This remaining -£83 million discrepancy can be further broken down in to two components: 

a. If the only thing that differed from when the February forecasts were made were high-
level economic factors (like economic, employment and earnings growth), outturns 
would have been £35 million higher than forecast. This is because average earnings 
increased by slightly more (4.3%) than forecast in February 2018 (4.1%).  

b. This means other factor more than explain the - £83 million difference between the 
adjusted forecast and outturns. In fact they would generate a shortfall relative to 
forecast of £119 million. 

8. The nature of forecast evaluation means that the SFC cannot provide a full breakdown of these 
other factors. But it does highlight two: 

a. It now expects the new 5-band tax system introduced in 2018-19 to raise less revenue 
than it forecast in February 2018. This difference in £22 million in 2018-19, rising to 
£48 million by 2022-23. This could be driven by differences in the shape of the income 
distribution (e.g. due to using the lower outturn rather than sample-based estimates of 
the Scottish tax base), differences in earnings/income growth across the distribution 
and/or different assumptions about behavioural response.  

b. The number of taxpayers fell by 4,200 whereas it had forecast an increase of 29,000, a 
difference of 33,200 (on a base of about 2.5 million taxpayers in Scotland). Just over 
half of this discrepancy arises because the number of taxpayers paying the starter, 
basic or intermediate rates fell by more than expected. The SFC attributes this to the 
increase in the personal allowance by the UK government taking more people out of 
tax than expected. However, it notes that this would have little effect on revenue as 
people close to the personal allowance pay very little tax.  

But the SFC does not actually show the forecast and outturns for the income 
distribution, so we cannot tell whether the lower number of taxpayers are due to more 
people with very low incomes being taken out of the tax system. Moreover, the 
number of higher rate taxpayers increased by less (27,700) than expected (42,200) as a 
result of the freezing of the higher rate threshold. This means fewer taxpayers than 



expected across the income distribution, not just at the bottom. Factors that could 
explain this include faster-than-expected tax-motivated incorporation by small business 
owners, or simply random variation.  

Contrary to what one might expect, subsequent forecasts were no more accurate 
than February 2018 forecasts once accounting for the availability of outturn data for 
2016-17 (rather than sample-based estimates of the taxbase). Forecasts made in 
December 2018 to February 2020 under-estimated (rather than over-estimated) 
revenues by between £70 million and £178 million, with the biggest under-estimate in 
the most recent forecast. However, the relative forecast errors of between 0.6% and 
1.6% were still relatively small.  

9. It is also important to note that while the most recent forecasts from February 2020 were made 
almost a full year after the end of the 2018-19 tax year, they were made without information on 
final tax liabilities for those filing self-assessment tax returns. So, while significant information on 
taxes paid by PAYE was available from the real-time information (RTI) provided to the SFC on a 
monthly basis by HMRC, information on the most volatile component of taxable income (self-
assessment income) was unavailable.  

10. In discussing the £178 million underestimate in its February 2020 forecast, the SFC highlights how 
it had downgraded its forecasts for 2018-19 because of poor performance in revenues in 2017-18. 
But revenues bounced back more strongly than expected in 2018-19. The SFC suggests this could 
have been a ‘reversion to trend’ following the poor performance in 2017-18 and says in future its 
forecasts will pay more head to longer-run trends.    

C. BGAs and impact on the Scottish budget 

11. It is the combination of revenues from the SRIT and the BGA – which is determined by 
comparable revenues in the rUK – which determines the resources available to the Scottish 
Government’s budget.  

12. In 2018-19, revenues from the SRIT amounted to £11,556 million, while the BGA was £11,437 
million. The net effect was to increase the resources available to the Scottish Government by 
£119 million. However, this follows increases in taxes in 2017-18 and 2018-19 that would be 
expected to raise over £250 million. This means the underlying tax base in Scotland has grown by 
less per person than in the rUK since 2016-17, although the difference is only modest. It is worth 
noting that initial SFC and OBR forecasts had implied that Scottish revenues would have exceeded 
the BGA by £428 million – more than the ~£250 million raised by Scottish tax measures. So initially 
forecasts had implied that the underlying tax base in Scotland would have grown by more per 
person than in the rUK.  

13. Because forecasts implied a bigger positive difference between revenues and the BGA (£428 
million) than turned out to be the case (£119 million), a negative reconciliation needs to be 
applied to the Scottish budget in 2021-22 (-£309 million).  

14. This negative reconciliation is due both to Scottish revenues growing by less than expected 
between 2016-17 and 2018-19, and the BGA growing by more than expected during the same 
time period. In particular: 

a. Revenues from the SRIT grew by 7.8% between 2016-17 and 2018-19, a little less than 
the 8.6% forecast by the SFC in February 2018. The reasons for this are discussed 
above. This explains £83 million of the negative reconciliation.  



b. The BGA grew by 6.7% over the same period, more significantly greater than the 4.8% 
implied by OBR forecasts for rUK revenues in November 2017. The reasons for this are 
discussed below and it explains £207 million of the negative reconciliation (£19 million 
in unallocated). 

15. The BGA grew by more than forecast because rUK revenues grew by more than forecast (7.4% 
versus 5.3%). This reflects stronger growth in both employment and earnings in the UK as a whole 
than the OBR had forecast. In particular employment increased by 2.2% while it had been forecast 
to increase by 1.6%. And average earnings increased by 6.3% while they had been forecast to 
increase by 4.5%. 

16. In addition, this means that while total earnings in Scotland were initially forecast to grow at a 
similar rate to those in the UK as a whole (5.9% versus 6.1%), outturn growth was substantially 
slower in Scotland (6.1% versus 8.8%).  

17. While the initial over-estimate of Scottish revenues and under-estimate of the BGA mean a 
negative budget reconciliation is required, this is smaller than subsequent forecasts had 
suggested: £309 million as opposed to £555 million in Feb 2020 (and over £600 million in May 
2019). This is mainly due to the fact that revenues in 2018-19, while lower than initial forecasts, 
were higher than the most recent forecasts (see paragraph 11). This explains £178 million of the 
reduction in the size of the reconciliation required. The other £68 million is due to the fact that the 
BGA did not increase quite as fast as the most recent forecasts from the OBR implied.  

D. Wider issues 

18. Experience in 2018-19 highlights how forecast errors by both the SFC and the OBR contribute to 
uncertainty and volatility in the Scottish Budget. This is because revenues will inevitably differ 
somewhat from SFC forecasts, and the BGA will differ somewhat from the figure implied by OBR 
forecasts for revenues in rUK. When forecast errors are in the same direction they will offset each 
other – lower-than-expected revenues will be roughly offset by a lower-than-expected BGA. 
However, when, as in 2018-19, forecast errors are in opposite directions, the impacts will 
compound.  

19. We would generally expect it to be more likely-than-not that forecast errors will go in the same 
direction, but the extent to which this is the case will depend on two things. First is the extent to 
which the Scottish and rUK economies move in line with each other – the closer the alignment, the 
more likely it is that good or bad economic/revenue performance in Scotland will be mirrored by 
good or bad economic/revenue performance in rUK. Second is how similar the methods and 
assumptions used by the SFC and OBR are – the more similar, the more likely it is that forecast 
errors will be in the same direction (and so offset each other). Ordinarily, we would want to avoid 
the risks of “group think”, but it is interesting considering whether it could be beneficial in this 
instance if it reduces the risk of forecast errors being in opposite directions (which increases the 
size of reconciliations required) and increases the risk of forecast errors being in the same direction 
(which reduces the size of reconciliations required).  

Further reading 

https://www.fiscalcommission.scot/wp-content/uploads/2020/10/Forecast-Evaluation-Report-
September-2020-Income-Tax.pdf   
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