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Summary

This note is a response to the consultation from the Finance and Constitution Committee
of the Scottish Parliament concerning the funding of devolved competences which are
currently funded at a European Union (EU) level, and options available for how these
funds will be distributed across the UK.

The key points made by this note are:

e EU funds are currently either pre-allocated to member states or in the case of
structural funds particular regions within them according to formulae based on
state/regional characteristics; or are competitive funds that can be bid for by
governments, universities, businesses and other organisations.

e Scotland is due to receive 5.6 billion Euros in funding from the pre-allocated funds
for the 2014-2020 EU budget period. It has recently received more than a
population share of funds from some of the main competitive funds.

¢ The UK (and therefore Scotland) will continue to operate existing EU schemes until
at least the end of 2020 (and perhaps June 2022 in the case of farm payments). But
beyond that decisions will need to be taken about whether to replace these
schemes, and if so, the level of funding and the way that funding is allocated.

« The Barnett formula is simple and well understood. The Scottish Government also
has significant flexibility over how it spends annual increments to its funding as a
result of the application of the Barnett formula. But the formula has design flaws
which mean its use in the allocation of funding to replace current EU schemes
should be avoided. In particular it takes no account of differences in population
growth, or differences in the initial levels of funding. The latter results from its use
of nominal cash-terms changes in English budgets per person as the basis of
changes in allocations to devolved governments. This can lead in the long run to
spending levels to converge between England and the devolved nations: the so-
called Barnett squeeze.

¢ AnIndexed Per Capita (IPC) formula could be used that avoided this problem. But
the UK and Scottish governments may want to allocate funding in ways that
account for more than just relative population growth and initial levels of funding.
This could include using local, regional or national level characteristics, and
competitive bidding processes. There are also decisions to be taken as to whether
funding schemes will be designed and operated at the UK level, devolved
government level, or some other level (e.qg. city-region).

¢ Different ways of allocating money would involve different incentives - including
for growth and development and environmental improvements. They may also be
associated with different outcomes. The optimum allocation method and
governmental level for allocation decisions is likely to differ between funding
purposes (e.g. between regional development funds and research funds).



1. Introduction

This note is a response to the consultation from the Finance and Constitution Committee
of the Scottish Parliament concerning the funding of devolved competences which are
currently funded at a European Union (EU) level, and options available for how these
funds will be distributed across the UK. This response covers the following areas:

* How existing EU funds are allocated and how much Scotland receives.

e The Barnett formula, including how it works, and its appropriateness as a way of
allocating replacement funds.

e Some of the pros and cons of other ways of allocating funding post-Brexit.

At the start, it is worthwhile highlighting that the likely ending of the UK's current
contributions to and receipts from the EU budget is only one of the effects Brexit is
expected have on the UK's (and hence Scotland’s) public finances. Indeed, if Brexit
affects the size and composition of the economy, the effect of this on the public finances
(via both spending and revenues) could be larger than the impact of changes in
contributions to and receipts from the EU budget. Indeed, in its assessment in the 2016
Autumn Economic and Fiscal Outlook, the Office for Budget Responsibility (OBR)
forecast that in 2020-21, the economic effects of Brexit would lead to an increase in
borrowing of £15 billion - larger than the UK's net contribution to the EU budget of
around £10 billion.” Note also that in the draft agreement with the EU, the UK has agreed
to take part in EU programmes until the end of 2020, and continue contributions to the
EU for liabilities incurred up until the end of this period The OBR estimates that
incorporating these, the UK will still be contributing a net £5 billion to the EU in 2022-23.?
This wider fiscal context should be borne in mind when considering the likely impact of
Brexit on government spending in Scotland, and the funding available for schemes to
replace existing EU programmes.

2. An overview of major EU funding schemes

Broadly speaking, there are two different types of funding that the UK and Scottish
governments may want to replace post-Brexit: pre-allocated funds, such as the common
agricultural policy (CAP) and the structural funds for economic development, that are
agreed to at the outset of the EU’s seven year budget cycle (the multi-annual finance
framework (MFF), and; competitive funds, e.g. Horizon 2020 and Erasmus+, which
involve competitive bidding for funding against other projects across the EU.

Pre-allocated funds are largely aimed at disadvantaged geographical areas or
economic sectors. Therefore, pre-allocated funds are most likely based on some

' Office for Budget Responsibility, Economic and Fiscal Outlook November 2016, 2016, available at:

http://obr.uk/efo/economic-and-fiscal-outlook-november-2016/. Note that the £15 billion figure was based on
a relatively smooth transition - in a ‘no deal’ scenario, in which the UK reverted to World Trade Organisation
rules, the economic effects could be much larger. And they could continue grow beyond 2020. See, for
instance, Dhingra et al, The costs and benefits of leaving the EU: trade effects, Economic Policy, Vol 32. Pp 651-
795: https://academic.oup.com/economicpolicy/article-abstract/32/92/651/4459728?redirectedFrom=fulltext.

Office for Budget Responsibility, Economic and Fiscal Outlook March 2018, 2018, available at:
http://obr.uk/efo/economic-and-fiscal-outlook-march-2018/.




characteristics linked to specific needs or priority areas (for instance, promoting growth in
less developed regions, or investing in agricultural sustainability). Conversely,
competitive funds are aimed to support the best projects available across Europe,
sometimes regardless of needs or location. For example, high-quality research might have
significant positive externalities from which the entire EU - and indeed world - can benefit.

Table 1 shows the amount of EU funds pre-allocated to the UK over the 2014-2020 period.
The sources of EU spending are divided into two broad categories: European Structural
and Investment Funds (ESIFs), and Common Agricultural Policy (CAP).

Table 1. Pre-allocated EU funding in the UK over the 2014-20 period

€bn 2014-20
European Structural and Investment Funds 17.2
European Regional Development Fund 5.8
European Social Fund 4.9
Youth Employment Initiative 0.2
European Maritime and Fisheries Fund 0.2
European Agricultural Fund for Rural Development / CAP, Pillar 2 5.2
European Agricultural Guarantee Fund / CAP, Pillar 1 22.5

Source: Table 1 from Ayers and Brien (2018).

Structural funds

The European Regional Development Fund (ERDF) and the European Social Fund (ESF)
together are referred to as the structural funds. The ERDF is focused on innovation and
research, support for SMEs, improving digital infrastructure and decarbonising the
economy. Meanwhile, the ESF funds projects to increase labour market mobility, education
and skills and enhance institutional capacity. How these funds are spent depends on
both decisions taken at a European and national (and sub-national) level. After initial
allocations of funds are made by the EU, member state governments (and sub-national
governments to which authority is devolved to) have significant autonomy in managing
the allocated funds.

Structural funds are allocated by the EU to regions within member states largely
depending on their GDP per capita:

* Regions with GDP per capita below 75% of the EU average are designated as ‘less
developed regions’ and are receiving 52% of total structural funds in the current MFF

period covering the period 2014-2020;

¢ Regions whose GDP per capita is between 75% and 90% of the EU average are
designated ‘transition regions’ and are receiving 12%;

e Regions with GDP per capita above 90% of the EU average are receiving 16%.



There are other elements to the rules for determining exact regional entitlement to
these funds which depend on a combination of regional employment rates, number of
unemployed people, population size and density, and educational attainment.’

Importantly, these rules can create big discontinuities, as slight GDP or GNI per
capita increases can lead to dramatic drops in funding. The discontinuity between less
developed and transition regions is particularly salient. Governments can however re-
balance how structural funds from the EU formula are allocated with the consent of
the European Commission. For instance, during the 2014-2020 allocation of structural
funds, the UK Government deviated from the framework set out by the EU formula by re-
allocating funds to devolved governments, due to the considerable budget cuts to these
administrations that would have otherwise occurred following the new EU formula used
for that MFF period.

Common Agriculture Policy

Pillar 1, the European Agricultural Guarantee Fund, supports farmers’ incomes in the
form of direct payments and market-support measures according to the regulations set
by the EU; while Pillar 2, the European Agricultural Rural Development Fund,
provides more flexible support to promote development objectives in rural areas.

CAP funds are allocated to member states and are then distributed within the member
state. There is also an option to transfer funding to, or from, their respective national rural
development allocations. In the UK, CAP budgets are first allocated by Westminster,
after which these are administered by the devolved governments. They can then decide
which of the various direct payment schemes to finance from this allocation subject to
certain legislative limits. There are also a set of fixed rules that apply to all member states:

* 30 percent of payments must be conditional on farmer engaging in ‘greening activities’
covering at least 5 percent of the eligible area.

* Member states must increase payments to young farmers by at least 25 percent,
though these payments must not exceed 2 percent of the total spending on direct
payments.

e Member states must undertake some form of redistribution between those entitled to
large and small direct payments.*

The joint aims of the two Pillars of the CAP are to: support viable food production, with a
particular focus on income support for farmers; promote sustainable management of
agricultural land, including boosting biodiversity and reducing greenhouse gas
emissions; and lastly, boost employment and growth and tackle poverty in rural
areas. It is worth noting that although the first pillar is entirely financed by the EU, the
second-Pillar programmes are co-financed by EU funds, and regional, national or local

funds.?

* The detailed selection criteria for allocating structural funds can be found in Annex VII of the official

regulation: http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R1303&from=EN

For a summary of the selection criteria, see Section 4.1 in Browne, J., Johnson, P. and Phillips, D., ‘The budget
of the European Union: a guide’, IFS Briefing Note BN181, 2016 available at:
https://www.ifs.org.uk/publications/8225.

See Section 4.2 of Browne, J., Johnson, P. and Phillips, D., ibid, 2016.
See: http://www.europarl.europa.eu/atyourservice/en/displayFtu.html?ftuld=FTU 3.2.6.html.




Although the rules for determining how much each country receives from the overall CAP
budget are not published, allocations to EU member states for direct payments were
historically based on farm production. However, this practice was ended in the early
2000s, and allocations are converging towards a common amount per hectare of
agricultural land.®

Other Funds

Other pre-allocated investment funds include the Youth Employment Initiative (YEI)
and the European Maritime and Fisheries Fund (EMFF), which promote labour market
outcomes for under 25 year olds and support fishing communities, respectively.

In addition to the pre-allocated funding for Member States to manage, there are many
different competitive funds that connect programme participants directly to the source
of funding (there are no designated country allocations). In general, organisations apply
to agencies of the European Commission for funding from these streams following calls
for applications. Some of the most important programmes of the 2014-2020 period are
Horizon 2020 (H2020) with a budget of €77 billion, the Connecting Europe Facility with
€22 billion and Erasmus+ with €15 billion.”

3. Current EU funding in Scotland

Table 2 shows the main areas of European funding in Scotland between 2014 and 2020. At
€3,729 million, the majority of EU funding comes from Pillar 1 of the CAP.? €941 million was
allocated to structural funds to promote economic development in Scotland, although as
of 2016 nearly €530m of this was still to be committed. €845m was allocated towards CAP
Pillar 2 and €108m to the European Maritime and Fisheries Fund. Total funding over the
2014-2020 period amounts to over €5.6 billion.

Information on EU competitive funding secured by Scottish organisations is scarce
although, at least recently, Scotland has been relatively successful in accessing
competitive funds. Mclver and Wakefield (2016) found that by July 2016, Scottish
organisations had secured €250 million of Horizon 2020 funding, which represents 11.4
percent of the total secured by the UK.’ Scotland has also benefitted from €65 million in
Erasmus+ funding over the 2014-2017 period, which represents 12.8 percent of the total
secured by the UK.™

The distribution is based on historical entitlements but with an adjustment over the current MFF period such

that member states who previously received less than 90% of the average payment per hectare make up one
third of the gap to 90% of the average by 2020, and all member states receive at least €196 per hectare in the
same year. This is offset by a reduction in the per hectare amount for those member states who receive more
than the EU average.

On top of the abovementioned programmes, the EU’s budget also provides funding to other areas, where it
often shares responsibility with national governments including: science and technology; market regulation;
consumer protection; transnational policing; border control, migration and asylum; and foreign aid. Central
administrative costs make up around 6% of the budget - a figure which excludes the costs countries
themselves bear to administer EU spending and policy.

Note that this figure and the figure for Pillar 2 of the CAP account for the fact that the Scottish Government
decided to transfer €367m from Pillar 1 to Pillar 2 funding.

Mclver, 1. and Wakefield, S., ‘European Union Funding in Scotland 2014-2020’, SPICe Briefing Note 16/89, 2016,
available at: http://www.parliament.scot/parliamentarybusiness/102000.aspx.

Erasmus+ statistics: https://www.erasmusplus.org.uk/statistics.




Table 2. EU Funding in Scotland, 2014-2020

€m 2014-2020
European Structural and Investment Funds 1,894
Structural Funds 941
European Maritime and Fisheries Fund 108
European Agricultural Fund for Rural Development / CAP, Pillar 2 845
European Agricultural Guarantee Fund / CAP, Pillar 1 3,729
Total 5,623

Note: Structural Funds are comprised of the ERDF and ESF combined. The figures account for €367m transferred
from Pillar 1 to Pillar 2 of the CAP.

Source: Mclver and Wakefield, ibid, 2016.

4. Should the Barnett formula play a role in allocating funding to
replace existing EU funding streams?

The draft agreement between the EU and UK on the UK’s withdrawal from the EU states
that the UK will continue to take part in EU programmes until the end of the current MFF
in December 2020." Furthermore, the UK government’s Environment Secretary has said
that direct payments to farmers would be guaranteed at their current level until the 2022
UK general election in England, with funding for devolved governments to continue with
their schemes until this date too. However, beyond that point there are big decisions to be
taken about how to allocate any funding that will replace these EU schemes.

The consultation issued by the Finance and Constitution Committee asks for views on “the
extent to which the Barnett formula would provide an appropriate mechanism for
funding competences returning from the EU to the Scottish budget”. In this section
we briefly discuss the Barnett formula and its appropriateness as a mechanism for
allocating funding that is returning from the EU.

What is the Barnett formula?

The Barnett formula was introduced in 1979 to mechanically determine the year-to-year
changes in the block grant funding the Scottish Government receives from Westminster.
Since the devolution of a number of additional taxes, commencing in 2015-16, this block
grant has been adjusted to account for these new revenue streams. However, the Barnett
formula continues to be used to determine the changes in the underlying block grant
(prior to these adjustments) each year.

The underlying block grant in any year consists of the prior year's block grant plus a
change in the amount calculated using the Barnett formula. Under the formula, the

"' Source: ‘Draft Agreement on the withdrawal of the United Kingdom of Great Britain and Northern Ireland
from the European Union and the European Atomic Energy Community’, available at:
https://ec.europa.eu/commission/publications/draft-agreement-withdrawal-united-kingdom-great-britain-
and-northern-ireland-european-union-and-european-atomic-energy-community-0 en.




change in the block grant depends on changes in the departmental expenditure limits
(DELs) of UK government departments; the share of that department’s functions that are
devolved to Scotland (summarised by a ‘comparability percentage’); and Scotland's
population as a proportion of England’s (or England and Wales).

Cash change in DEL Department’s ,
- Scotland’s
of UK government X comparability X .
population share
department percentage

The overall change is then the sum of the changes implied by changes in the DEL of each
UK government department.

The Barnett formula is inappropriate for allocating replacement funding

The Barnett formula therefore aims at providing an equal pounds-per-person increase in
funding for the Scottish Government as the change in funding for comparable public
services in England. But this can be a problem, and there is another flaw which means that
the Barnett formula is inappropriate for use in allocating funding to replace existing
EU funding streams. To summarise, the key issues with using the Barnett formula are:

e First, the Barnett formula simply calculates changes in funding year-to-year. It does not
say how the initial level of funding should be determined.

o Second, if initial allocations were similar to existing EU allocations, Scotland’s allocation
per person would be substantially higher than England’s. If the replacement funds
increased in cash terms over time, the equal pounds-per-person increase provided by
the Barnett Formula would represent a smaller percentage increase in Scottish
funding. Thus, over time, funding per person in Scotland would converge towards
funding per person in England. This convergence is known as the ‘Barnett squeeze’'.

o In practice, lower population growth in Scotland has largely prevented the “Barnett
squeeze” from happening for existing funding allocated according to the Formula. This
relates to another flaw in the formula: it does not properly take into account
(differences in) population growth.” Under the Barnett formula, the funding per
person received by Scotland would be lower the higher is population growth relative to
England’s.

So over time, the use of the Barnett formula could lead to a relative squeeze on the
amount of funding Scotland receives to replace EU funding; and the amount received per
person would be sensitive to relative population growth in Scotland. This all seems
undesirable.

5. The pros and cons of different post-Brexit funding options

It would be possible to use an amended formula that did not suffer from the issues
identified above. For instance, if one wanted to deliver the same percentage change in

2 This reflects the fact that while the population shares used to calculate changes in the block grant are

updated, the existing level of the block grant is not updated as relative population shares change.



funding per person in Scotland as in England, the Indexed Per Capita (IPC) formula used
as part of the new Fiscal Framework could be adopted.

However, this is not the only option available. And the choice of how to index any
replacement funds over time is just one of several choices that need to be made. Other
key choices include:

« How to determine the initial level of replacement funds for the UK as a whole, and
how to allocate these funds between different parts of the UK;

* Whether funding allocations are hypothecated for particular purposes (as under
current EU programmes) or whether they become part of general funding;

« Whether existing political geographies are the most appropriate basis for any funding
calculations and allocations or whether new political geographies should be used
instead (e.g. based on functional economic areas);

* And whether the UK (or perhaps parts of the UK) continues to take part in particular
European funding programmes.

Different options will have different pros and cons, and will entail different fiscal incentives
for the replacement schemes. The best choice seems likely to differ between funding
purposes (e.g. between regional development and general scientific research).

In this section we discuss the issues and options for different funding areas: regional
development; agricultural funding; and research and innovation. We motivate this
discussion by discussing the pros and cons of using the IPC method to index the
replacement funding (putting to the side, to begin with, the other key decisions that need
to be taken).

The pros and cons of indexing funding using the IPC method
There would be a number of benefits from using the IPC approach to index the
replacement funding over time:

« Simplicity: Similar to the Barnett formula, it provides a quite simple mechanical
framework that could help avoid disputes over year-to-year budget allocations.

« Flexibility. If based on the Barnett formula, the funding increments provided under
this approach could be spent by the Scottish Government as it saw fit, providing
maximum budget flexibility and discretion.

¢ Changes in population: In contrast to the original Barnett formula, it would account
for needs arising from population changes over time in Scotland.

* No disincentives for growth: By basing the formula on population growth and public
spending in England, it doesn’t create disincentives for economic growth that could
arise under more complex formulas that took into account updated socio-economic
conditions (note that this also applies to the Barnett formula).

However, there are also some more drawbacks worth considering. These include:
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* Needs and disadvantage: By basing changes in funding only on changes in funding in
England and changes in population, such an approach would not take account of
changes in Scotland’s relative need for funding. For instance, if areas of Scotland
became relatively more economically disadvantaged, there would be no increase in
funding for regional economic development (unlike under existing EU schemes).

e Other policy objectives: More generally, such a mechanical approach means the
allocation to Scotland would not really take into account the purpose for which the
funding is ultimately being used for. This includes things like promoting economic
growth, environmental sustainability, or more broadly areas which might have positive
externalities. There could also be scope for more competitive or outcome-based criteria.

There is therefore a trade-off between simplicity, flexibility and discretion on the one
hand, and targeting of funding at particular areas or particular outcomes on the other. We
now discuss considerations related to these for the different policy areas currently funded
by EU programmes.

Options and issues for regional development funding

The first question to address is whether EU funding aimed at promoting economic
development, particularly in disadvantaged regions, should be replaced by new UK or
devolved government schemes. Related to this it will be important to consider what the
objectives of any such funding are such as: promoting and supporting economic growth;
reducing regional disparities; reducing intra-regional socio-economic inequalities; and
promoting environmentally sustainable development; etc.

Alongside this it will be important to consider how any post-Brexit funding sits alongside
other elements of UK and Scottish economic and regional policy. This includes schemes
operated by the UK Government (such as City Deals and the Industrial Strategy) and
schemes operated by the Scottish Government (such as the Scottish Business Pledge,
Scottish Economic Strategy and Highlands and Islands Enterprise). Bachtler and Begg
(2017), highlight how regional development policy has suffered from instability and
inconsistency in approaches.”

There are further practical issues that would need to be addressed in designing regional
funding policy:

* What characteristics should be used for assessing ‘need’ for regional funding, and
at what geographical level should such assessments take place? As already
mentioned, allocations of EU funding to regions are based on GDP per capita, as well as
regional employment and unemployment rates, population size and density,
educational attainment and geographical remoteness. An obvious question is therefore
whether these are the right characteristics to base funding allocations on, or whether
there are other characteristics that should be used. This could include measures of
deprivation (such as the Index of Multiple Deprivation), inequality measures (such as
inequalities in earnings, or household incomes) and updated measures more suitable
for UK or Scottish contexts (such as different measures of population sparseness or
geographical remoteness).

Bachtler, J. and Begg, 1., Cohesion policy after Brexit: the economic, social and institutional challenges, Journal of
Social Policy, Vol. 4, pp 745-763.
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There is also then the question of the geographic level at which assessments should
take place. Currently, allocations of EU funding are based on so-called NUTS2 regions,
of which there are four in Scotland: Eastern, South Western, North Eastern, and
Highlands and Islands. The larger the geographical areas used, the greater the extent
to which there could be significant inequalities within areas. If it were felt economic
disadvantage is determined by local characteristics, and that positive (and negative)
spillovers between locales are fairly limited, assessment and allocation of funding to
smaller geographical areas may be beneficial. On the other hand, if it were felt that
spillovers are greater, and there are benefits from choosing from the bigger pool of
potential projects larger areas can support, there may be benefits from keeping
relatively large geographic areas. There would remain the question of whether existing
geographies are appropriate or some other geographies - such as functional economic
areas - would be more appropriate.

How redistributive/'targeted’ should the funding be? Current EU schemes have a
high degree of targeting at areas with low levels of GDP per capita. This reflects the
splitting of regions into three categories - less developed, transitional, and more
developed based on their GDP per capita. In particular, there is a cliff-edge in support at
75% of GDP per capita: the threshold where regions move from 'less developed' to
'transitional’ status. Figure 1 below illustrates this for the UK as a whole, with the two
less developed regions (West Wales and the Valleys and Cornwall) receiving much
higher levels of funding per capita than other regions. Highlands and Islands is a
transitional region; the other Scottish regions are classified as more economically
developed.

Figure 1. Regional GDP per capita (2015) and funding per capita (2014-2020)
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Note: Data excludes London and Scotland (except Highlands and the Islands). Funding decisions were based
on GDP per capita in the period 2007-2009. If based in 2015 figures, two further regions (Tees Valley and
South Yorkshire ) would have been defined as less developed regions, while Cornwall would have been
defined as a transitional region.

A system that was less redistributive across the UK and, in particular, did not have such
a cliff edge, would likely benefit Scotland financially. However, depending on which level
funding allocations were assessed and allocated to, it might not benefit all Scottish
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regions, with big differences in GDP per capita and funding allocations between the
Highlands and Islands (allocated 386 Euros per person under current EU schemes)
and the rest of Scotland (allocated 132 Euros).

The question of how redistributive/targeted the funding should be links to its purpose:
e.g. whether it is aimed at reducing geographical socio-economic inequalities, or
boosting growth more generally.

At what level of government should decisions on allocations of funding to broad
thematic areas and particular projects be taken? Currently, for instance, the Scottish
Government'’s European Structure Fund Division makes allocations (each of more than
€15 million) to other government departments, agencies and local authorities,
structured around specific themes and aims. These organisations (termed ‘lead
partners’) then allocate funds to particular projects and other organisations
(‘implementing partners’). Post-Brexit there will be a decision of whether this approach
is correct. Should strategic decisions be taken at a higher level (e.g. the UK level) or at a
lower level (e.g. a regional level within Scotland)? Should decisions about specific
projects be taken at a higher or lower level than now (e.g. at the Scottish Government
level, or at sub-local authority level)? One benefit of taking decisions at a higher level is
that it may allow better value for money and greater impact as the best projects from a
wider geographic area will be considered and funded. However, taking decisions at a
lower level may allow funding to be targeted more at particular areas, and local
knowledge to be taken into account when allocating funds.

Should the funding be ring-fenced for developmental purposes or should the
organisations (such as Scottish Government or local authorities) to whom funding
is allocated have much more discretion over its uses? Ring-fencing funding for
projects with a clear focus on socio-economic development may aid in the evaluation
and transparency of funds. However, allowing greater discretion would allow
government bodies (such as the Scottish Government or (groups of) local authorities)
to spend money on areas they deem to be local priorities. This could include services
not generally thought of as being related to economic development (such as health,
social care, or general education) but which nonetheless could have significant impacts
on economic and more general wellbeing.

How frequently and to what extent should allocations be updated to account for
changing socio-economic conditions of different areas? Currently, EU funds are
allocated for seven year periods based on characteristics measured several years prior
to the start of the funding period: for the 2014-2020 period, these years were 2007-
2009." A new assessment is made prior to the start of each MFF period, and the
characteristics (and often the rules) are updated at that point, which could lead to
changes in the relative funding allocations for different regions. Damping
arrangements mean that in the current 2014-2020 period, regions receive at least 60%
of the amount they received during the previous MFF period if their updated
characteristics imply they would otherwise receive less.

There is provision for a reassessment based on GDP in the period 2012-2014, but this does not appear to have
been utilised.
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It would be possible to update the assessments more or less frequently under a
replacement scheme. There is also the possibility of undertaking partial rather than full
reassessments, so that changes in characteristics are only partially taken into account
when updating funding assessments. A key trade off here is between
redistribution/targeting on the one hand, and incentives on the other.™ More frequent
and fuller updates mean that funding is targeted more closely at areas based on the
characteristics felt to reflect their ‘need’ for funding. But this also reduces the incentive
for the public bodies allocated funding (such as the Scottish Government and local
authorities) from taking action to improve socio-economic characteristics: such
improvements see reductions in funding levels in future.

e Is there a role for ‘outcomes’ as well as ‘characteristics’ in determining funding
allocations? One way to address this concern would be to base some of the funding on
‘outcome’ measures as well as local/regional characteristics. For instance, a fairly
mechanical approach could be that as well as negatively depending on the /evel of GDP
(some years prior), re-assessed allocations could depend positively on the growth rate of
GDP. They could also depend upon evaluations of the projects funded by previous
funding rounds, and more generally, of the economic and other policies of the areas in
guestion: although the more subjective the assessments are made, the greater the
scope for disagreement and a lack of transparency.

o Is there a role for competitive bidding between areas for funding allocations, as
well as being projects within those areas? Under present arrangements, funding is
allocated to regions, and formal or informal competitive bidding is used to determine
which projects to fund within that region. It would be possible to keep some (or all)
funding back under a replacement scheme for competitive bids between regions. This
would provide maximum flexibility for the government operating such a scheme (which
could be the UK Government or Scottish Government) and could improve value for
money, but could lead to funding being less targeted at the most disadvantaged areas.
Choices in this area should again reflect the overarching aims of any replacement
regional development funding.

Finally, it is worth noting that the Conservative Party 2017 election manifesto committed it
to a Shared Prosperity Fund. It said this fund would be:

“...specifically designed to reduce inequalities between communities across our
four nations. The money that is spent will help deliver sustainable, inclusive
growth based on our modern industrial strateqy. We will consult widely on the
design of the fund, including with the devolved administrations, local
authorities, businesses and public bodies. The UK Shared Prosperity Fund will be
cheap to administer, low in bureaucracy and targeted where it is needed
most.”"

As yet, no further details on how the scheme will operate and at what level it will operate
have been published.

> Another trade-off is between targeting and stability/certainty. Fuller and more frequent resets mean funding

could be less certain, which might discourage organisations receiving funding from planning long-term
interventions, instead going for ‘quicker wins’, in case funding is not continued.

'S Conservative Party, Forward, Together: Our plan for a Stronger Britain and a Prosperous Future, 2017.
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Options and issues for agricultural funding

The replacement of CAP funds in the UK is a broad and complex issue which has already
been covered in greater detail elsewhere.” As highlighted already the UK Government has
pledged to maintain the “same cash funds” of support for farmers (as they receive under
the CAP) until the 2022 UK general election. What system will be in place beyond that is as
yet unclear - although a transition period involving some direct payments is expected to
last until at least 2024, and the UK Government has stated that future payments to
farmers will be based on their contribution to “public goods”, most notably environmental
enhancement.” It has also stated that it will work with the devolved governments to
ensure the overall framework for funding to replace the CAP “works for the whole of the
UK".

This brings us to some of the key questions that need to be addressed when designing
this replacement funding:

o What are the purposes of agricultural funding? The UK Government has clearly
highlighted the provision of public goods - including environmental enhancements. But
there are other potential objectives from such funding, which include: supporting
farmers’ incomes; broader rural development; food security; improving animal welfare
standards; boosting productivity; and export promotion. There may be trade-offs
between these different objectives. For instance, it is possible that environmental
enhancements and improved animal welfare standards might reduce agricultural
production and therefore impact food security and exports. Transfers aimed at boosting
farmers’ incomes may discourage exit of less productive farmers, limiting the scope for
entry or expansion of more productive farmers, impacting on productivity.

* How much flexibility should devolved (or local) governments have over funding?
The most appropriate balance between these different objectives might differ according
to local characteristics and preferences. There is therefore a question of how much
flexibility devolved (or indeed local or regional) governments should have in the
allocation of agricultural funding. The CAP increasingly allows for such flexibility and
there is a question of whether a UK scheme should allow more flexibility or less
(perhaps on the grounds of ensuring fair competition within the UK market).”

* How should funding be allocated across the UK? As discussed, the EU has been
aiming to move towards allocating funding to member-states using a common per
hectare basis. However, in part as a result of historic allocation systems based on
production as opposed to land area, the amount per hectare currently varies
significantly across EU member states and within EU member states, including the UK.
Scottish Government statistics indicate that Scotland was host to one third of UK
agricultural land in 2016 but it received just 17% of CAP Pillar 1 payments in that year.”
This reflects the fact a large fraction of Scottish agricultural land is grass and rough
grazing rather than crop-land, which is concentrated in England.

Downing, E. and Coe, S., Brexit: Future UK agriculture policy, Briefing Paper No. 8218, House of Commons
Library, 2018.

HM Government, A Green Future: Our 25 Year Plan to Improve the Environment, 2018.

Downing, E. and Coe, S., ibid, 2018, argue that under the CAP, the systems in operation in England, Scotland,
Wales and Northern Ireland have diverged significantly to reflect differing needs and priorities.

? Chapter 10 of the ‘Agriculture in the United Kingdom datasets’, available at:

https://www.gov.uk/government/statistical-data-sets/agriculture-in-the-united-kingdom.
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The Scottish Government has challenged this allocation of CAP funding and it therefore
seems that the rules for determining allocations to devolved governments / parts of the
UK are likely to be contentious.

Finally, it is worth noting that the replacement of CAP is just one of several key issues
posed by Brexit for the agricultural sector, including tariffs, and market access between
the UK and the EU for agricultural products.

Options and issues for research and innovation funding
The last area of funding we discuss in this note is research and innovation funding.

° What is the purpose of science and innovation funding? There are different ways in
which science and innovation funds can be allocated depending on the objectives of this
funding. Possible objectives include:

o Producing public goods: making sure the projects that benefit wider
society the most are being funded.

o Promoting regional development: ensuring that organisations engaged
in research and innovation in disadvantaged regions benefit relatively
more from funding, in an effort to reduce geographical inequalities.

o At what level should decisions about funding allocations for research and
innovation be made? If the aim of policy is to fund research with the highest potential
for delivering public goods, then there would be a clear benefit from having competitive
funding covering the largest possible geographic area. This could mean funding being
determined at the UK level - supplementing the budget of UK Research and Innovating,
for instance -, or the UK remaining in existing EU schemes (or their replacements) such
as Horizon 2020 and Erasmus+. Some non-EU countries participate in these schemes
(such as Norway or Turkey), generally making GNI-based contributions to the schemes
overall costs. The possibility of the UK taking part in such arrangements depends upon
agreements between the UK Government and EU.

As noted previously, Scottish-based organisations have traditionally been relatively
successful at winning such funding. In financial terms, Scotland might therefore receive
more funding from UK-wide or EU-wide competitions than a Scotland-specific allocation
(e.g. based on population), although the Scottish Government would then have
relatively little control over funding priorities and decisions.

Note that a UK-wide scheme (as well as a Scottish scheme) could take into account
issues such as the promotion of research and development in disadvantaged regions, in
addition to scientific quality and overall costs and benefits. However, the UK will have
less influence on the priorities and design of future EU schemes from outside the EU
even if it takes part in these schemes.
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