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FRASER ECONOMIC COMMENTARY

The Fraser of Allander Economic Commentary was first published in 1975. The new association between PwC
and the University of Strathclyde’s Business School provides the Fraser of Allander Institute with the support to
continue the Commentary, and we gratefully acknowledge this support. The Fraser of Allander Institute is a
research unit within the Department of Economics at the University of Strathclyde in Glasgow. The Institute
carries out research on the Scottish economy, including the analysis of short-term movements in economic
activity. Its researchers have an international reputation in modelling regional economies and in regional
development. One-off research projects can be commissioned by private and public sector clients. If you would
like further information on the Institute’s research or services, please contact the Institute Administrator on 0141
548 3958 or email the Institute at fraser@strath.ac.uk.

The Fraser of Allander Institute was established in 1975 as a result of a donation from the Hugh Fraser
Foundation. We gratefully acknowledge the contribution of the Buchanan and Ewing Bequest towards the
publication costs of the Commentary.

PwC support the production of the Economic Commentary but have no control of its editorial content, including, in
particular, the economic forecasts. PwC produces its own regular review of UK and international economic
prospects, the next issue of which will be published on their website:
http://www.pwc.co.uk/eng/publications/uk economic_outlook.html

Notes to contributors

The editors welcome contributions to the Economic Perspectives section. Material submitted should be of interest to a predominately
Scottish readership and written in a style intelligible to a non-specialist audience. Contributions should be submitted to Cliff Lockyer
c.j.lockyer@strath.ac.uk

Articles accepted for publication should be supplied electronically and conform to the guidelines available from Isobel Sheppard
fraser@strath.ac.uk

The copyright for all material published in the Economic Commentary rests with the University of Strathclyde.

If you are interested in receiving copies of press releases and being kept informed of other publications associated with the Commentary
please click on the following link: http://www.strath.ac.uk/frasercommentary/registration and complete the registration form.

Fraser of Allander Institute
Department of Economics
University of Strathclyde
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FRASER ECONOMIC COMMENTARY

Outlook and Appraisal

Overview

The growth of the Scottish economy continues to be weak, the labour market
especially. GDP in constant prices fell by 0.4% in Scotland during the second
quarter, the same loss of output as in the UK. Both the Scottish and UK
economies have contracted for the three quarters up to the second quarter. But
data for the third quarter show the UK economy to have expanded by 1%. We
consider this to be an 'Olympics bounce' which is unlikely to affect Scotland to
the same extent. Positive Scottish retail sales figures for the third quarter need
to be set against the reports of several business surveys which depict growth as
largely stagnating with household spending depressed and business confidence
weak.

By the end of the second quarter Scottish GVA stood at -4.4% below the pre-
recession peak four years ago. In contrast, the figure for UK GVA is -3.8%. This
is despite the fact that the depth of the recession was a little greater in the UK,
at -6.3%, than in Scotland, -5.8%. The recovery of UK GDP has been
somewhat faster than in Scotland, all be it a weak recovery overall.

Manufacturing and electricity & gas supply contracted in the second quarter.
The contraction in electricity & gas supply is likely to have been temporary for
technical industry reasons. But the recent performance of manufacturing
remains a cause for concern, especially in the light of recent weak export
performance, with export volumes around 14 per cent below their 2007 peak
and close to the 16.5 per cent fall experienced in the 2007-09 recession. The
service sector has exhibited a more sustained recovery. But GVA is still nearly 3
per cent below pre-recession peak compared to 0.9 per cent below in the
service sector in the UK as a whole. Within services there are some
encouraging signs of a recovery developing in business and financial services.
A look at the public sector shows government services GVA contributing to
recent growth in the UK but not so in Scotland. The UK performance of
government services appears anomalous. The construction sector appeared to
halt its precipitate decline with growth of 2 per cent in the second quarter. But
GVA in the sector still languishes 16 per cent below its pre-recession peak,
much the same as UK construction.

The performance of the Scottish labour market and unemployment in particular
IS giving rise to increasing concern, both in itself and in comparison to the UK.
Our analysis suggests that over the longer period of recession and partial
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recovery, the main reasons for a rise in unemployment compared to the UK
appear to be the somewhat stronger fall in output and the much greater decline
in the demand for labour due, it would appear, to an economy-wide
improvement - or lesser deterioration - in relative labour productivity. The
reasons for this can only be speculated upon. One is the decline in oil and gas
production which has high labour productivity and which is fully contained in the
UK GDP data but only partially in the Scottish data. Another is the possibility
that the internal labour markets of Scottish firms are less flexible on average
than in the UK, with firms less willing to offer flexible working conditions and
workers less willing to supply labour flexibly. This might also extend to a lesser
willingness to seek and accept a reduction in real wages, or the price of labour,
than their UK counterpart firms and workers. But we have no hard evidence for
this.

The further deterioration of Scottish unemployment relative to the UK in the
latest quarter to August seems, in the absence of published GDP data, to be
because output growth was probably weaker here; productivity probably rose
faster here, or fell by less, and hence jobs growth was disproportionately
weaker here. Furthermore, the supply of labour rose disproportionately in
Scotland relative to demand so worsening the outcome for unemployment.

Against this background of weakening domestic and foreign demand compared
to earlier expectations we have revised down our forecasts. So, we are now
forecasting GDP growth of -0.1% in 2012, 1.3% in 2013, and 2.2% in 2014. For
employment, net jobs are forecast to contract by -1.1% in 2012, then grow by
0.8% in 2013, and by 1.3% in 2014. The number of employee jobs in Scotland
is forecast to decline during 2012 by more than 25,000 jobs. The vast majority
of these job losses are projected to be in the service sector (22,750) and
construction (2,550). For unemployment, on the ILO measure we are projecting
the number to reach 225,134 at the end of 2012. The unemployment position is
expected to deteriorate slightly in 2013 compared to 2012 due to weaker output
and employment growth. Unemployment is now forecast to be 234,603 by the
end of 2013. In 2014, unemployment falls to 228,740 as growth and job creation
pick up during the year.

Recent GDP performance

GDP in constant prices fell by 0.4% in Scotland during the second quarter, the same loss of output as in
the UK. Both the Scottish and UK economies have contracted for the three quarters up to the second
quarter as Figure 1 shows.

This is clear evidence of a recession, although thankfully not as steep as 2008-09. We wouldn't expect it to
be as steep of course. Because what we are experiencing is effectively an aftershock of that Great
Recession.

Over the year, the Scottish economy has experienced zero growth compared to slight growth of 0.4 per
cent in the UK. It seems unlikely that there will be much improvement in that annual growth by the time we
reach the end of the year, unless there is a mini-boom in output in the second half of the year. However, all
the indications are, from surveys and casual empiricism, that that will not happen in Scotland. The
provisional estimate for UK GDP growth in the third quarter was an encouraging 1%. However, around
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0.2% to 0.3% points of this can be ascribed to the contribution to GDP of Olympic ticket sales. In addition,
GDP growth was temporarily lower in the second quarter because of the Jubilee holiday. So, while subject
to revisions, the data do suggest that the UK economy moved out of recession in the third quarter, it is
likely that underlying growth is not strong. There are some straws in the wind but it is difficult to escape
from the conclusion that the UK economy is largely stagnating, or bumping along the bottom, despite the
evidence of a move out of recession.

Figure 1: Scottish and UK Quarterly GDP Growth, 2007q1 - 201292

Percent
'
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Up to the second quarter both the Scottish and UK economies have still a considerable way to go to reach
peak output prior to the 2008-2009 recession as Figure 2 shows.

Figure 2: GVA in recession and recovery Scotland and UK to 2012qg2 (Relative to pre- recession
peak)
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By the end of the second quarter Scottish GVA stood at -4.4% below the pre-recession peak four years
ago. In contrast, the figure for UK GVA is -3.8%. This is despite the fact that the depth of the recession
was a little greater in the UK, at -6.3%, than in Scotland, -5.8%. The recovery of UK GDP has been
somewhat faster than in Scotland, all be it a weak recovery overall.

Figure 3: GVA ex oil & gas, recession and recovery to 2012Q2
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Figure 4: Scottish and UK Services GVA Growth 2007q1 to 2012q2

2.0 7

151

1.0 1

0.5 1

0.0 1

107 EScotland BEUK

-1.5 1

-2.
a9

0-
S8 P T T e e

A final point on the aggregate output figures is that, as we noted in the previous Commentary, the Scottish
recovery is flattered by the statistical quirk that the UK figures include all of oil production whereas the
Scottish data do not. With oil production weak this has affected the Scottish-UK GDP relative as CPPR
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previously pointed out. As the data excluding oil and gas production show, presented in Figure 3, the
Scottish recovery from the Great Recession has more evidently been weaker than the UK.

Turning now to individual sectors of the economy, we see that the Scottish service sector, which accounts
for 73% of GDP, grew by 0.2% in the second quarter, compared to a fall of -0.1% in UK services - see
Figure 4. But UK services sector grew by 1.2% over the year while the growth of Scottish services was a
little weaker at 1%. This underlying weakness of the recovery in Scottish services is again highlighted in
Figure 5.

Figure 5: Services GVA in recession and recovery Scotland and UK to 2012qg2
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Figure 6: Scottish and UK Manufacturing GVA Growth at constant basic prices 2007q1 to 201292
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So, by the second quarter of this year, Scottish services GVA was still -2.7% below its pre-recession peak
compared to -0.9% in the UK. On revised data the loss of Scottish service sector output in the recession
was -4.5% a little more than the -4.1% output loss in services in the UK.

One issue that stands out from the latest Scottish data is the weakness of the production sector here.
Output fell by 3.8 per cent compared to a fall of 0.7 per cent in the UK. The key reason for this was that the
performance of Scottish manufacturing weakened considerably in the quarter as Figure 6 shows.

Manufacturing GVA fell by 2.2% in Scotland whereas in the UK the fall was 0.8%. In addition, Electricity
and Gas Supply, which accounts for around 13% of production output in Scotland, fell by 15.1% in the
quarter compared to a rise of 5.1% in the UK. This may have been due to the effect of high gas prices
making Scottish gas fired power plants more marginal to UK energy supply. As the weather gets colder
output should pick up again in this sector as more capacity is brought on stream as demand rises. So, it is
the weakness of Scottish manufacturing that is the biggest concern after a stronger performance than UK
manufacturing over the previous five quarters. As Figure 7 shows the fruits of that stronger recent recovery
have been eroded by the latest setback. Scottish manufacturing GVA now stands at -7.2% below the
2009-09 pre-recession peak, while the figure for UK manufacturing is -8.8%.

Figure 7: Manufacturing GVA in recession and recovery Scotland and UK to 2012q2
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The recent second quarter weakness in Scottish manufacturing appears to have been mainly due to a fall
in production in the engineering sector, specifically Electronics (-5.5%), Textiles, Leather & Clothing
(-3.8%), Other Manufacturing Industries including Repair (-3.1%), and Refined Petroleum, Chemical &
Pharmaceutical Products (-2.4%). Within manufacturing, only mechanical engineering, transport
equipment and food production showed positive growth in the second quarter in Scotland.

We noted in the previous Commentary that the construction sector was going through a very difficult time
in both Scotland and the UK. Figure 8 charts the recent growth performance.

The good news is that after six quarters of negative growth Scottish construction bounced back in the
second quarter with growth of 2% compared to a fall of 3% in the UK. But over the year, Scottish
construction output fell by 10% compared to a fall of 3.2% in the UK. Figure 9 shows the performance of
GVA in construction in Scotland and UK during the recession and recovery.

On revised data, the 2008-09 recession in construction was larger in Scotland than the UK with GVA
falling 18.6% here and by 17.9% in the UK. Scottish construction did bounce back more strongly than its
UK counterpart, until 2010 quarter 3 and then contracted for 6 successive quarters. If the stronger Scottish
bounce back was the consequence of the Scottish government bring capital spending forward then it
clearly didn't last. The subsequent fall in Scotland may well be related to fiscal consolidation where, so far,
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the bulk of the cuts have fallen on capital expenditure and buildings especially. In the UK where there have
been similar cutbacks in government capital expenditure, the impact on overall construction output might
have been somewhat muted by the expenditure on construction projects associated with the Olympics. But
even here the decline in construction output after the second quarter last year has led to both UK and
Scaottish construction output being not much higher than it was at the trough of the recession.

Figure 8: Scottish and UK Construction GVA Volume Growth 2007q1 2012q2
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Figure 9: Construction, Recession and Recovery to 2012q2
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Within services, the most important sector by contribution to GDP, business and financial services - 26% of
overall GDP and 36% of service sector GVA - grew by 1.9% in Scotland while remaining flat in the UK
during the second quarter. Over the year, the sector grew by only 2.6% in Scotland compared to slightly
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weaker growth of 1.8% in the UK. Figure 10 shows the path of GVA in the sector during the recession and
recovery relative to its pre-recession peak.

Figure 10: Business & Financial Services: Recession and Recovery to 2012q2
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Figure 11: Government and Other Services: Recession and Recovery to 2012q2
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As noted in the previous Commentary it is clear from the chart that this important sector experienced both
a stronger recession in Scotland and a weaker recovery. On revised data, GVA fell by -5.6% in UK
business and financial services during the recession whereas in Scotland the contraction was -9.5%. But
since the end of last year, and since we last reported, it does appear that the sector in Scotland has
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started to recover more strongly, which is encouraging. By the latest quarter the sector in the UK was
-2.2% below its pre-recession peak but its Scottish counterpart was -4.1% below.

Elsewhere in services Distribution, Hotels and Catering was weaker in Scotland in the second, contracting
by 1.5% compared to unchanged output in the UK. However, over the year the Scottish sector grew faster,
by 1.9%, compared to 0.2% in the UK. Transport, Storage, Information & Communication contracted
similarly in Scotland and the UK in the second quarter, with GVA falling by 1.5% in the former and 1.3% in
the latter. But over the year output fell by 1.1% in the sector in Scotland while rising by 0.6% in the sector
in the UK.

Government & Other Services GVA grew slightly by 0.1% in Scotland compared to growth of 0.3% in the
UK. But over the year measured value added in the sector fell by 0.3% in Scotland compared to a rise of
1.5% in the UK. A closer look at the data for this sector reveals the UK position to be somewhat
anomalous.

Since the first quarter 2008 output in the sector has grown by 5% in real or volume terms whereas in
Scotland output is about the same at 0.3% higher. Now, in view of the fact that Government accounts for
about 88% of the output in the sector, we need to ask how has such an increase come about at a time of
fiscal consolidation? Is it a genuine increase in the real value of UK government output over the period? Is
it due to measurement differences between the UK and Scottish government production? Or, is it due to
measurement error? Either way it is important to resolve this issue because the comparative size of the
government sector means that the difference in performance is a not insignificant factor in the aggregate
GVA differential between Scotland and the UK.

The Labour Market

The latest labour market data (see Overview of the labour market below) show jobs in Scotland falling by
1,000, and unemployment rising by 7,000 in the latest quarter to August. Over the year, jobs were up by
16,000 but unemployment was higher by 10,000. In the UK employment rose, resulting in the 16-64
employment rate rising over the year to 71.3 per cent, above Scotland's 71.2 per cent which remained
unchanged over the year. The contrast in the unemployment performance between Scotland and the UK in
the most recent quarter is even more marked. Unemployment in Scotland rose by just over 3 per cent. In
the UK, in contrast, unemployment fell by 50,000, a fall of just under 2 per cent.

What accounts for the difference in the labour market performance between Scotland and the UK both
during recession and recovery, and in the most recent quarter?

We start to answer these questions by considering a framework within which to place the factors that
generally determine changes in the labour market in general and unemployment in particular. This in turn
helps us to draw some, we hope, interesting conclusions.

Figure 12: The Determinants of Unemployment
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What Figure 12 suggests is that changes in unemployment reflect movements in both labour demand and
labour supply. Taking demand first, we can see that when GDP changes - let's say falls - then jobs will fall
proportionately if productivity remains unchanged. And productivity can change due to new technology but
also if the price of labour - wage rates - changes relative to the price of other factors used in the production
process. The fall in jobs, with average hours worked unchanged, will then translate into an equal rise in
unemployment providing there are no changes on the supply side: the numbers active/inactive and new
entrants, including individuals deciding to take on more than one job, both influenced in part by any
changes in the return from work i.e. wage rates.

Therefore, holding productivity and supply factors constant, a comparable fall in GDP in Scotland and the
UK should result in a comparable fall in jobs and a comparable rise in unemployment. There may be lags
as employment adjusts to output change and unemployment to job change but for simplicity we abstract
from those.

So, in principle, a rise in Scottish unemployment relative to the UK should be explained by differential
movements between Scotland and the UK in one or more of the following:

. GDP,
. productivity (with differential movements in jobs and/or hours), and
. labour supply (influenced by wage payments, job opportunities.)

Specifically, weaker GDP growth, faster productivity growth, and a faster growth in the supply of labour
should, severally, or collectively, account for the relative rise in Scottish unemployment.

We consider labour market performance in Scotland and the UK during the Great Recession and recovery
and begin by looking at labour demand.

Figure 13: GDP and Employment, Scotland and UK, Recession and Recovery
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Figure 13 charts the performance of GDP and employment in Scotland and UK from the pre-recession
peak to the latest data point in the second quarter of this year. We see the weaker recovery of Scottish
GDP compared to UK GDP as shown in Figure 2. By the latest quarter Scottish GDP was more than 4 per
cent below its pre-recession peak, a somewhat bigger shortfall than the UK where GDP is less than 4 per
cent below the previous peak. But not that much differences between the two. The same, however, cannot
be said when it comes to the labour market, except that the jobs position is stronger in both the UK and
Scotland than output.
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Scottish employment stands at around 2 per cent below its pre-recession peak. In the UK, in contrast,
employment is almost back to the previous peak and is currently only 0.2 per cent below.

On the face of it, these figures suggest that productivity per worker has fallen by much more in the UK than
in Scotland: that is, a larger amount of jobs are required to produce a given output in the UK than in
Scotland compared to the pre-recession position.

But as Figure 12 shows, jobs are not the only dimension of labour demand. Average hours worked is also
critical. Jobs may rise and fall but if average hours fall and rise proportionately the demand for labour will
be unchanged. So can we reconcile the apparent UK-Scotland difference in labour demand from the jobs
position alone by looking at total hours worked? One ingredient here could be the evident switch from full-
time to part-time and self-employment as noted in the Overview of the labour market below. A greater
switch away from full-time employment in the UK could bring the demand for labour in terms of total hours
worked more into line with the change in output and between Scotland and the UK. But Figure 14 shows
this not to be the case.

Figure 14: Total Hours Worked, Scotland and UK compared to Pre-Recession peak - Oct 2007- Sep
2008 = 100
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Figure 14 reveals that total hours worked in the UK dropped by 1.4 per cent compared with the previous
peak, which is clearly greater than the 0.2 per cent fall in jobs suggesting a fall in average hours and
therefore likely switch away from full-time employment. But with GDP 4 per cent below its peak this is
certainly evidence of a fall in labour productivity per hour worked as well as productivity per worker.
Moreover, the drop in total hours worked in Scotland is significantly greater at 6.25 per cent.

This suggests firstly, that the fall in the demand for labour in Scotland since the pre-recession peak is
much larger than in the UK. Second, the drop in the demand for labour in Scotland is greater than the drop
in GDP, suggesting that productivity per hour has risen even when productivity per worker has fallen.
Third, compared to the UK, Scotland's productivity per worker has fallen by less. Fourth, compared to the
UK, Scotland's productivity per hour worked appears to have risen while it has fallen in the UK. Fifth, for
whatever reason, there is no evidence of a sustained recovery in the demand for labour in Scotland, which
contrasts markedly with the UK. Sixth, the stronger Scottish productivity position compared to the UK
cannot be explained by a greater move to part-time working in the UK. This is because it appears from our
preliminary analysis of the data that the growth in part-time workers (employees working part-time and self-
employed working part-time) has been greater in Scotland not the UK. Figure 15 illustrates.
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Figure 15: Share of part time workers in total, Scotland and UK compared to pre-recession peak
period
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Seventh, a fall in labour productivity may be due falling real wages leading to labour being substituted for
capital and other factors of production. It is possible that there has been a greater relative fall in real wages
in UK than in Scotland. This is a subject for further work. But we doubt that this 'pricing into' work effect is
sufficient to explain the fall in labour productivity in the UK because of the technical difficulties of
substituting labour for capital in production processes that often require a fairly rigid balance of labour to
capital. However, even given that there could be substitution at the aggregate level in favour of more
labour intensive activities. So, it is a possibility, but unlikely to be of sufficient scale to produce the changes
in relative labour demand and productivity identified. Nor does it seem a likely candidate to explain the
differences between Scotland and the UK.

We are therefore left with the tentative conclusion that a relative rise in labour productivity for structural
reasons over the period of recession and limited recovery is the main explanation for the difference in the
pattern of labour demand between Scotland and the UK given the relative similarity of the path of output in
the two jurisdictions.

But we still have to get from labour demand to unemployment. And for that we need to allow for changes in
labour supply as well as labour demand.

Figure 16 charts the activity rate of 16 plus individuals in Scotland and the UK compared to the pre-
recession peak.

What Figure 16 shows is that labour supply, as measured by the activity rate, fell slightly in both UK and
Scotland since the start of the recession. The Scottish rate has been more volatile but appears to have
fallen a little more than in the UK. So, to the extent that unemployment has progressively moved higher
than in the UK it does not appear to be because of supply side reasons. (It is worth noting that we have no
accurate and up-to-date measure of working population to gauge the relative scale of new entrants to the
labour market.)

Over this longer period, the main reasons for a rise in unemployment relative to the UK appear to be the
somewhat stronger fall in output and the much greater decline in the demand for labour due, it would
appear, to an economy-wide improvement - or lesser deterioration - in relative labour productivity. The
reasons for this can only be speculated upon. One is the decline in oil and gas production which has high
labour productivity and which is fully contained in the UK GDP data but only partially in the Scottish data -
see above. Another is the possibility that the internal labour markets of Scottish firms are less flexible on
average than in the UK, with firms less willing to offer flexible working conditions and workers less willing to
supply labour flexibly. This might also extend to a lesser willingness to seek and accept a reduction in real
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wages, or the price of labour, than their UK counterpart firms and workers. But we have no hard evidence
for this. (For a similar argument and more for the UK as a whole see Chris Dillow's recent article in the
Investors' Chronicle here.) Clearly, we require more evidence and thinking before we can fully understand
this issue.

Figure 16: Activity Rate of 16 plus, Scotland and UK Pre-recession peak to Apr- Jun 2012
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A final comment on the unemployment figures in the latest quarter which to recapitulate show
unemployment rising by 7,000 in the latest quarter to August, an increase of just over 3 per cent. In the
UK, in contrast, unemployment fell by 50,000, a fall of just under 2 per cent.

There has been speculation in the media that this is due to an 'Olympic bounce' favouring London and the
South East but not Scotland. Others cite the different movements in part-time and full-time employment
between Scotland and the UK. Some mentioned weaker Scottish growth, measurement error and the
effect of lags.

All of these explanations may hold some truth. And, we certainly can't give a definitive explanation either.
In the latest quarter, on the demand side the employment rate fell in Scotland by 0.1 per cent while rising
by 0.5 per cent in the UK. On the supply side, the activity rate in the UK rose by 0.3 per cent as more
people offered themselves for work in the UK but it also rose very slightly in Scotland. In the UK, the rise in
the activity rate was less than the rise in employment, so unemployment fell. But in Scotland the rising
activity rate meant that a weak fall in employment translated into a bigger rise in unemployment.

Finally, we can't be definitive about the recent changes. The latest jobs and unemployment data published
refer to the period June - August. Unfortunately, we don't have GDP data for this period. The latest
Scottish GDP data cover the second quarter, that is April - June. There is only an overlap of 1 month. So,
we must await the third quarter data to see if there is evidence of an 'Olympic bounce' because, if it exists,
it will be picked up in the GDP figures. So, the strong jobs growth of 0.72 per cent in UK employment in the
quarter, compared to a fall of 0.06 per cent in Scottish jobs, might be largely the result of a strong output
differential due to the Olympics.

We can conclude, tentatively, that the explanation of the large rise in unemployment in the most recent
quarter in Scotland compared to the UK is as follows: output growth was probably weaker here;
productivity probably rose faster, or fell by less, here, hence jobs growth was disproportionately weaker
here. Moreover, the supply of labour rose disproportionately in Scotland relative to demand so worsening
the outcome for unemployment.

The third quarter GDP data release, when it arrives, should throw more light on this important issue.
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Forecasts

Background

The provisional estimate for UK GDP growth in the third quarter was an encouraging 1%. However,
underlying growth is likely to have been appreciably weaker. Around 0.2% to 0.3% points of this can be
ascribed to the contribution to GDP of Olympic ticket sales. In addition, GDP growth was temporarily lower
in the second quarter because of the Jubilee holiday. So, while subject to revisions, the data do suggest
that the UK economy moved out of recession in the third quarter, it is likely that underlying growth is not
strong.

The pressure is on the UK government to alter its fiscal stance after the IMF Outlook report in early
October suggested that the fiscal multipliers used behind projections in the advanced countries were too
low in the present conjuncture. A fiscal multiplier of 0.5 tended to be the norm in such projections. This
implies approximately that a fiscal consolidation amounting to a 1% cut in GDP should lower GDP by
0.5%, which in turn under conventional assumptions should raise the fiscal deficit by 0.2%, resulting in a
net fall in the fiscal deficit of 0.8% of GDP. However, if as the IMF suggests the fiscal multiplier lies in the
range 0.9 to 1.7 then fiscal consolidation is more likely to promote low growth and possible recession with
only limited improvement in the fiscal balance. For example, a multiplier of 1.7 would lead to a drop in GDP
of 1.7% given a 1% GDP cut in fiscal outlays. This in turn should raise the fiscal deficit by 0.68% thus
producing only a small net fall in the fiscal deficit of 0.32%. The result is low growth, a probable recession
and little improvement in the deficit. On these figures the approximate 6% fiscal consolidation being
applied by the UK government would lower GDP by more than 10% and only improve the deficit by under
2% of GDP.

The econometrics underpinning the IMF work have been challenged but the conclusion vindicates those
who subscribe to the Keynesian view that in the aftermath of a severe financially based recession, with
interest rates at the zero bound, fiscal policy will have high leverage on GDP. This is because there will be
no offsetting change in interest rates as the monetary authority seeks to attain its monetary target. Put
bluntly, in these circumstances there is a big GDP bang for the fiscal buck and only limited GDP benefits
from monetary policy. This would appear to precisely describe the situation we are presently in. But UK
government macroeconomic policy seems reluctant to acknowledge this to say the least.

Figure 17: Scottish Manufacturing Export Volumes since 2002 - Seasonally Adjusted - 20072 =100
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In Scotland, GDP has been broadly tracking the UK if a little weaker, but as we discussed above the same
cannot be said for labour demand. GDP fell by 0.4% in the second quarter. Domestic demand was clearly
weak if retail sales is a proxy, while fell in volume terms by -0.2%. So too was foreign demand, with
manufacturing exports falling by a huge 4% after rising by 1.7% over the year. The situation in
manufacturing exports does raise concerns as Figure 17 shows, especially given the likely continuing
distress in the Eurozone economies and general weakness in international markets.
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Manufacturing export volumes now stand at just under 14% below the 2007 peak, close to the 16.5% drop
experienced in the 2007-09 recession. Moreover, it can be seen that the present situation is worse than
the position in the early 2000s after the shock to Scotland's manufacturing exports of the collapse of the
electronics industry. Although, in mitigation the downturn then was structural affecting mainly one sector,
whereas today the malaise is more general.

We do not have GDP data for the third quarter until January next year. What we do have are the recently
published data on retail sales, business survey evidence and anecdote. Retail sales bounced back in the
third quarter rising by 0.9%. This is close to the 1% growth in GDP experienced in the UK. But it seems
unlikely, though, that GDP will grow by as much as 1% in Scotland in the third quarter as it did in the UK.
The 'Olympic bounce' seems likely to be less strong in Scotland, for fairly obvious reasons, principally
because the vast bulk of the events were located in London and the south east and so presumably were
the visitors.

Business surveys support the view of weak growth in the Scottish economy in the third quarter (see
Review of Scottish Business Surveys below) with depressed household spending and business confidence
weak. The oil and gas sector appears to be an exception but this is after a period of significantly declining
output. From the PMI surveys Scottish performance appears weak compared to the UK, Wales and most
English regions. The latest Lloyds TSM PMI suggests that Scottish economic activity is at a 21 month low
compared to a 2 month low in the UK. The short-term prospects do not seem good either with further weak
growth expected in a stagnating economy. It is against this background that we have prepared our latest
forecasts.

GVA Forecasts

For our latest GVA forecasts we continue the presentational procedure adopted in the previous
Commentary. We present only a central forecast but use estimated forecast errors to establish the likely
range that the true first estimate of the growth of Scottish GVA will lie between.

Table 1 presents our forecasts for Scottish GVA - GDP at basic prices - for 2012 to 2014. The forecasts
are presented in more detail in the Forecasts of the Scottish Economy section of this Commentary below.

Table 1: Forecast Scottish GVA Growth, 2012-2014

GVA Growth (% per annum) 2012 2013 2014
Central forecast -0.1 1.3 2.2
June forecast 0.4 1.6 25

UK median independent new -0.3 1.1 1.9
(October)

Mean Absolute Error %
points +/- 0.296 +/- 0.492 +/-1.216

Table 1 shows that we have revised down our GDP forecast for the three years 2012, 2013, and 2014. For
2012, we have revised down our forecasts for to -0.1% (from 0.4%). We noted in the previous
Commentary that survey evidence suggested the possibility of a quarter of negative growth in the first half
of 2012. In the event the GVA data revealed that in both Q1 and Q2 the output of the Scottish economy
contracted. The scale of the contraction in activity through the first half of 2012, combined with weaker
survey evidence for business intentions through to the end of 2012 and into 2013 means that — on the
balance of probabilities — we think it is now likely that output will contract over 2012 on an annual basis.

Table 1 also compares our GVA forecasts with the median of latest independent forecasts for the UK in
2012 and 2013 and the average of the new independent medium-term forecasts for 2014 that are
published by the UK Treasury. These show that we expect Scottish growth to continue to be a little
stronger than UK growth. So, we are now forecasting growth of -0.1% in 2012, 1.3% in 2013, and 2.2% in
2014. Given our previous forecast errors the lower and upper bounds for growth in 2012 are expected to
be -0.4% and 0.2%, for 2013, 0.8% and 1.8%, and for 2014, 1.0% to 3.4%.
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After the predicted fall in output this year in all major sectors, production and manufacturing continue to be
the main sectoral drivers of growth in 2013 and 2014. Production is forecast to contract by 0.2% this year
compared to a fall of -0.1% in both services and construction. In 2013, production is projected to grow at
3.3% but this is a reduced forecast from the 3.6% projected in June. Stronger growth is projected for
services and construction of 0.9% apiece but the two sectors still continue to recover slowly and the
forecast is reduced from 1% in June. Again, it is not until 2014 that we see much pick-up in growth. GDP is
forecast to rise by 2.2%, while production growth rises appreciably to 5.71%. But the growth of the service
and construction sectors, while increasing to 1.5% and 1.4% respectively, still remains moderate in 2014.

Employment Forecasts
Table 2 presents our forecasts for net employee jobs for the 3 years 2012 to 2014 in terms of a central and
upper and lower forecasts.

Table 2: Forecast Scottish Net Jobs Growth in Three Scenarios, 2012-2014

2012 2013 2014
Upper -19,350 27,100 53,350
June forecast -5,200 41,000 61,750
Central -25,750 16,950 29,450
June forecast -14,950 19,950 36,050
Lower -32,050 5,500 5,850
June forecast -25,350 -1,700 10,450

Table 2 indicates that our year-end employee jobs forecast are much reduced compared to the June
Commentary. This reflects the lower GDP forecast and the clear weakening of the Scottish labour market
that is evident in the recent data. On the central forecast, net jobs contract by -1.1% in 2012, then grow by
0.8% in 2013, and by 1.3% in 2014. The number of employee jobs in Scotland is forecast to decline during
2012 by more than 25,000 jobs. The vast majority of these job losses are projected to be in the service
sector (22,750) and construction (2,550). The production sector loses 400 jobs, while agriculture sheds
100 jobs. Through 2013 and 2014 we continue to forecast (lower) increases in employee jobs in our
central forecast, with annual increases of around 17 thousand and just under 30 thousand respectively. In
2013 there are job increases across all the main sectors, with a majority (10,200) being created in the
production sector, compared to 3,800 in services. Service sector jobs growth strengthens in 2014 with
more than 10,000 forecast while production jobs grow by 14,000. Construction employment is forecast to
rise in 2013 and 2014 by 2,300 and 3,300, respectively, as spending on (private) investment projects
begins to return as confidence builds in the recovery.

Unemployment Forecasts
The key unemployment forecasts are summarised in Table 3 below.

Table 3: ILO unemployment rate and claimant count rate measures of unemployment under each of
the three forecast scenarios 2012-2014

2012 2013 2014
ILO unemployment
Rate (ILO un/TEA 16+) 8.5% 8.8% 8.7%
Numbers 225,354 234,603 228,740
Claimant count
Rate (CC/CC+total job) 5.1% 5.3% 5.3%
Numbers 139,720 147,800 148,681

The ILO rate is our preferred measure since it identifies those workers who are out of a job and are looking
for work, whereas the claimant count simply records the unemployed who are in receipt of unemployment
benefit. We have again revised down our forecasts for unemployment at the end of 2012, despite the
deteriorating labour market conditions. As the analysis above in the section on the Labour Market implies,
the variation in the link between output and labour demand and the unanticipated changes in labour supply
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makes unemployment a difficult number to predict. Our projection for unemployment on the ILO measure
at the end of 2012 is now 225,134. We are expecting the unemployment position to deteriorate slightly in
2013 compared to 2012 due to weaker output and employment growth. Unemployment is now forecast to
be 234,603 by the end of that year. In 2014, unemployment falls to 228,740 as growth and job creation
pick up during the year.

Brian Ashcroft
2 November 2012
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Forecasts of the Scottish economy

Summary

The Scottish economy has contracted in the first two quarters of 2012, marking three consecutive quarters
of negative growth. While quarter three for the UK has seen an uplift of 1 per cent, this is not likely to be
replicated in Scotland. It is therefore possible that the Scottish economy could contract in 2012 overall, and
we now forecast a contraction of -0.1% over 2012 (down from 0.4% growth forecast in June 2012).
Worsening forward-looking indicators on business confidence and export orders, in particular with trouble
returning to major (core and periphery) economies of the Eurozone, continue to suggest that the return to
pre-recession levels of economic activity is likely to be slow. Weak domestic demand from consumers and
on-going fiscal consolidation are not sufficient to offset uncertainty around what was anticipated to be a
recovery led by exports and investment. The silver lining appears to be that indexes suggest that a return
to overall recession (a “triple-dip”) appears to be unlikely. In our central forecast we have revised down
growth in 2013 and 2014 to 1.3% and 2.2% respectively.

Fiscal policy

The Chancellor will make the Autumn Statement on the 5 of December. Before this, the OBR will produce
its forecasts for the UK economy over the coming years. In Scotland, the Finance Secretary laid his draft
budget plans for 2013-14 during September, committing £28.6 billion across current and capital spending
projects. While spending continues to fall in real terms as the (coalition) UK government imposes its policy
of fiscal austerity, the spending fall in 2012-13 is smaller (-1.7%) than the real terms reduction in 2011-12
(-5.3%) which was particularly focused on reductions in capital spending. As the Scottish budget document
makes clear, with announcements that austerity could continue into 2016-17, it is possible that the annual
spending available to the Scottish Government could be £5.3 billion less (in 2016-17) than it was in 2010-
11 (in 2012/3 prices). By switching spending from current to capital spending the Scottish Government has
set out its aim to offset some of the reductions in funds available for infrastructure and repair projects,
while using other financing measures available to it. With public budgets squeezed at all government
levels, the UK Government’s Plan A continues to offer scant help to struggling economies across the UK.

The programme of welfare changes to start in April 2013, directly affecting the incomes of many
households, will be examined in the next Commentary. Analysis by the IFS from March 2012 indicated that
over £9 billion of spending reductions will hit in 2013-4, with the two largest negative impacts coming
through reductions to Child Benefit eligibility and linking benefit and public pension increases to the
Consumer Price Index (CPI).

Monetary policy

Inflation continues to fall as was expected in summer 2012, although recent energy price increases mean
that the anticipated decline through to the end of 2012 might be slower than expected. Falling inflation had
been anticipated to offset some of the slow nominal wage growth and help to support household spending
in real terms. Higher oil prices continue to be the main culprit for these price increases, with a barrel of oil
trading during September on spot markets around $95 dollars per barrel, up by around $10 since mid-2012
but down by the same amount from the higher prices during winter 2011-2012.

The Bank of England’s Monetary Policy Committee met in the first week of October and, while holding the
interest rate at 0.5% it unanimously agreed not to extend the asset purchase programme it has continued,
and which has reached £375 billion. The minutes note that while “there were, as ever, limits to what
monetary policy could be expected to achieve...there was agreement that there was little to be gained at
this meeting in changing the current programme of asset purchases”. It would not be inconceivable that
were there to be continued weak data on UK economic activity that the bank could increase this
programme.

Output

Scotland saw a third consecutive quarter of negative growth in the second quarter of 2012. The decline of
0.4% mirrored the latest estimate for growth across the UK in the same period. As noted elsewhere in the
Commentary, the level of Scottish GDP is 4.4% below its pre-recession peak from the second quarter of
2008. Scotland has recovered slower than the UK as a whole, which is 3.8% below its pre-recession peak
(which was one quarter earlier). Negative growth in both Scotland and the UK over the last three quarters
has likely delayed the point at which the output lost during the Great Recession will be recovered.

At the sectoral level, the pattern of output decline in 2012Q2 was quite different from the two earlier
quarters of negative growth (2011Q4 and 2012Q1). In earlier periods, construction declines led the
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economic deterioration as business and private investment contracted (the path of investment is discussed
in more detail later in this section). The other main categories of output in Scotland — production and
services — did not decline in these quarters, but saw slow or flat output growth. Contradicting this recent
pattern, the most recent quarter saw a rise in output in construction (2.0%) while output in production
sectors (roughly 17 per cent of the Scottish economy) fell by 3.8%. Service sector output grew slowly
(0.2%) in the same period.

Within production, there was a sharp reduction in electricity and gas output (-15.1%) while manufacturing
contracted by 2.2%. The manufacturing change is more important for the aggregate figures, given its
relative share of the Scottish economy (12.4%). Across all the categories of manufacturing which are
reported, output contracted — with the exception of the food and tobacco sector, which saw growth of
1.7%. Worryingly, there was a second quarter of negative growth in the “Engineering and allied industries”
and a third consecutive quarter of decline in output in the “drinks” sector (the drink sector currently displays
growth over the year, but will only preserve this with strong performance to the end of 2012).

While we do not have figures for Scotland during the third quarter of 2012, preliminary figures for the UK
as a whole showed that the UK economy grew by 1.0 per cent. This exceptional single-quarter growth rate,
however, comes with health warnings attached, due to two “special factors”. The first is the one-off value
of sales of Olympics tickets purchased in earlier periods, and is estimated by the Office of National
Statistics to contribute 0.2 per cent to Q3's figures. Secondly, the extra bank holiday for the Queen’s
Diamond Jubilee in June is likely to have resulted in some “time-switching” of GDP into quarter three’s
figures that would otherwise have been in quarter two.

We do not anticipate the Scottish GVA figures for Q3 to be affected by the Olympics in the same way as
the UK figures as a whole, principally due to the relatively low total value of tickets sold for activities
occurring in Scotland. The additional work day however in Q3 would similarly be expected to positively
boost Scottish activity in the third quarter.

The OBR will update its forecasts for UK growth in 2012 before the Autumn Statement on the 5" of
December 2012. The earlier forecast of 0.8% growth is likely to be revised downwards, perhaps
significantly. Forecasts for the UK as a whole have been markedly reduced since the OBR last forecast in
March 2012. For example, the IMF cut their 2012 and 2013 growth forecasts by 0.6% and 0.3%
respectively, and now predicts growth of -0.4% and 1.1% in each year. Similar revisions were made by the
OECD. The Treasury report that the median of UK forecasts made prior to March 2012 was 2.0%. In
October 2012, the median of new forecasts for 2012 was -0.3%, with a range from -0.6% to 0.3%.

Households

Figures for wage growth across the UK as a whole — a comparable figure for Scotland is not available -
show that (private sector) average weekly earnings growth continues to be muted at around 2%. With
inflation falling but remaining above this rate, earnings continue their real terms decline. As households
repair their balance sheets by cutting expenditures and paying down (or not increasing) credit, falling real
wages are likely to prolong the point at which households feel their finances to be “sustainable”.

While the UK stock market has generally continued to record rises in the prices of equities since we last
reported, other measures of household financial wealth, in particular housing assets, show a more sombre
picture. Data suggest that individuals across the UK have little confidence in house prices increasing in the
short or medium term. Survey evidence confirms little expectation of the current value of homes
increasing, and since March 2012 it appears that households have generally become less optimistic about
the change in value of their homes over the next year.

On a positive note, respondents to this survey in Scotland were among the most optimistic across the
regions of the UK with regard to recent changes in their house prices, but across all regions there was
consensus that recent house prices were falling.

Some recent data produced for UK households— also not available for Scottish households'— show the
relationship of households’ financial liabilities to household disposable income. This shows that from 1988
to 2001, this ratio was broadly constant between 1.0 and 1.2. Over the mid-2000s this increased rapidly to
a peak of 1.75 in the first quarter of 2008. Since then, steadily declining household liabilities and (slowly)
rising household income has brought this ratio down to a value of 1.5. This remains above previous long-
term values. Two principle factors might contribute to this decline since 2008, which coincides with the
peak of house prices in both Scotland and the UK. Principally, the household savings ratio (defined as
gross savings divided by gross disposable income) has increased sharply as households have restrained
their consumption spending and paid down debts (reducing the value of liabilities).

Figure 1 shows how the savings ratio has evolved in both Scotland and the UK. These data imply that
Scottish households have made more significant adjustments to their savings pattern than UK households.
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What is interesting is that the savings rate has been increasing in Scotland while for the UK as a whole this
has been falling in recent quarters.

Comparable Scottish and UK data on household income and consumption growth are available up to
March 2012 (the end of the first quarter of this year). These show that spending increased through the first
quarter, making two periods of positive growth in aggregate household expenditure for the first time since
the first half of 2010 (See Figure 2).

The Scottish Retail Sales monitor reported that sales in September 2012 were flat in real terms and that
overall sales growth in

Figure 1: Scotland has been slower
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Figure 2:
Quarterly growth in real household consumption, Scotland and UK, 1998Q1 to 2012Q1
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The most recent data on Scottish consumption — the Retail Sales Index from October 2012 — suggests that
household spending growth picked up in the third quarter, and at a faster rate than in Great Britain as a
whole, although slower than GB over the last year.
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Investment

While the most recent quarter showed an increase in the output of the construction sector, activity in
construction had been significantly damaged by the concurrent downturns in private as well as public
capital spending through 2011-12. As the Fiscal policy section above notes, the largest decline in public
spending on capital appears to have past, although it is likely to take some time before projects are
contributing to activity in the sector. Domestic house building remains flat, while, as is noted in the
Business Surveys section of this Commentary, the market appears to be firmly in “contraction territory”
through the third quarter of 2012, and there was limited expectation of significant improvements in the
market over the next twelve months. Figure 3 shows that real investment spending (including public and
private spending) remains significantly below its pre-recession values.

Figure 3: Real gross fixed capital formation, Scotland and UK, Q1:1998 to Q1:2012
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Sources: (Experimental) Scottish National Accounts Project data (Scottish Government) and UK Quarterly
National Accounts (National Statistics).

Trade

The latest data on non UK exports from Scotland — available from the Index of Manufactured Exports,
published in October 2012 — show that during the second quarter of 2012 Scottish exports fell by 4.0 per
cent, and rose 1.7 per cent over the year. This was the sharpest contraction in (this portion of) Scottish
exports since the final quarter of 2008, and marks the third consecutive quarterly decline in Scottish
manufacturing exports. With the exception of the (small) “wood, pulp, etc.” exports, all categories of
manufacturing exports saw a decline in the second quarter. This includes sectors which had previously
performed reasonably well since 2009, including “Food, drink and tobacco” (down 5.4% in Q2 2012), and
“other manufacturing” (down 3.0%).

As these most recent data suggest, the international market for goods is showing major distress signs as
we end 2012. The International Monetary Fund, OECD and European Commission have all significantly
cut their growth forecasts for the Euro area and its constituent member since forecasts earlier this year as
business and consumer confidence has ebbed away and forward indicators of economic activity have
moved downwards. October’s Purchasing Managers Index survey for the Eurozone continued the recent
trend of major trauma in the European markets; falling for a third consecutive month, registering a new 40
month low, and with manufacturing and services sectors (combined) falling at their fastest rate since June
2009. While Germany appears to only be suffering “mild” (output) downturn by this measure, France
appears to be recording its steepest decline since the start of the Great Recession. Markit (who collate and
report on the PMI index) note that indicators at the start of the fourth quarter are consistent with a
contraction of over 0.5% across the Eurozone. It is especially in the “periphery” countries of the Euro area
where it appears likely that recession has returned, including Spain and Italy. These are both far larger
markets than Greece placing the Euro area under its greatest test since the start of the Great Recession in
2008.
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Aside from being the world’s largest economy, the US is also the largest (first) destination for non-UK
exports from Scotland. The most recent US GDP figures showed an (annualised) rate of growth of 2.0% in
the third quarter of 2012, up from 1.3% growth in Q2. Consumer and government spending helped this
quarterly increase, while investment spending and exports fell. Labour market indicators in the US have
continued a slow positive trend since the turn of the year, with employment increasing and the
unemployment rate declining below 8% for the first time since 2009. In addition, as noted by the Bank of
England, there were positive signs across production indices into autumn in the US, while the US housing
market appeared to be recovering some of the (massive) contraction since 2008. Consumer confidence
indices for the US appear to have rebounded positively since the end of 2011, however slow income
growth could dent increased consumer spending through 2013.

One of the first jobs for the US president after November’s election is to address the fiscal changes coming
into US law on the first of January 2013. After this point a series of tax increases and spending cuts will
reduce the US government deficit by over $600 billion in a single year. At around 4.1% of US GDP, this will
withdraw a huge amount of spending from the economy and impact on US growth in 2013.

Without any agreed changes to US fiscal policy the US Congressional Budget Office estimate that the
impact on US growth, particularly in 2013, will be profound. At one extreme, if policymakers decided to
reverse all of the tax increases and spending cuts the CBO predict the US could grow by 4.4%. At the
other extreme, if the “fiscal cliff’ is reached with no agreement, growth during 2013 is forecast at 0.5%,
with a recession in the first half of 2013.

Table 1: Economic growth forecasts for 2012 and 2013 for major Scottish export markets, plus UK,
China, Euro area and world, including changes from earlier forecasts where available, %

2012 2013
IMF (October Change from July IMF (October Change from July

2012) 2012 2012) 2012
USA 2.2 +0.1 2.1 -0.1
Netherlands -0.5 n/a 0.4 n/a
France 0.1 -0.2 0.4 -0.5
Belgium 0.0 n/a 0.3 n/a
Germany 0.9 0.0 0.9 -0.5
Ireland 0.4 n/a 1.4 n/a
UK -0.4 -0.6 1.1 -0.3
China 7.8 -0.2 8.2 -0.2
Euro area -0.4 -0.1 0.2 -0.5

Source: World Economic Outlook, International Monetary Fund (October 2012). The OECD publishes its Economic
Outlook on the 27" of November 2012.

Forecasts for the Scottish economy: Detail

On the domestic side of the economy, with continued fiscal contraction at the UK level, we must focus on
the outlook for household and investment expansion. Household spending growth continues but remains
weak, as employment falls slightly and earnings growth remains slower than the rate of increase in prices.
In our central forecast, households continue to unwind their debt levels from the unprecedented highs at
the start of the Great Recession, leading to continued slow spending growth, and decreased activity
across the high streets of Scotland. Recent surveys point to continued depressed levels of household
spending growth.

Business confidence remains dented through to the end of 2012, with weak signs of increasing private
investment in the final half of the year. Construction indexes point to continued weak demand and low
rates of orders growth, both from the public and private sector intentions. Commercial construction activity
remains weak through 2012 and into 2013 on our central forecast, albeit with an increase towards the end
of 2013 as capacity is expanded in advance of a return to (close to) trend growth in household spending in
2014.

The external market for Scottish goods and services has considerably worsened since June 2012 when
we last reported. Major indexes indicate that the Euro area may have entered recession in the second half
of 2012, driven by declines in production and construction sectors across major periphery economies of
Spain and ltaly. Rapidly worsening growth and labour market data indicates that the optimism of summer
2012 has passed and that growth through 2013 and 2014 will be weaker than was anticipated earlier in the
year. We anticipate however a return to growth in the Euro area in 2013 and 2014, however the reduced
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growth rate, particularly due to household spending contraction amid on-going uncertainty about incomes,
is likely to continue to have a depressing effect on Scottish exports.

Results

In this issue of the Commentary, we are forecasting the year-on-year real growth in key economic and
labour market variables, including aggregate Gross Value Added (GVA) and employment and
unemployment, over the period 2012 to 2014. The forecasting model used is multi-sectoral, and where
useful, results are reported for sub-aggregate sectors.

We begin with the (central) forecasts for growth in the Scottish economy. Our new forecasts for 2012,
2013 and 2014 are shown in Figure 4. This also shows for comparison purposes only, a number of
different sources forecasts for the UK over the same period. These sources are the Office for Budgetary
Responsibility (OBR) which last forecast in March 2012, and will release new forecasts later in November
2012, as well as the median of recent forecasts produced by professional forecasts for each year of the
forecast window.

Figure 4: GVA growth for Scotland, 2012 to 2014, and comparisons toIUK forecasts, annual real %
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Sources: Fraser of Allander Institute forecasts, Office for Budgetary Responsibility and HM Treasury (various months).

We have revised down our forecasts for 2012 to -0.1% (from 0.4%). We noted in June 2012 that survey
evidence indicated that there might be a quarter of negative growth in the first half of 2012. The GVA data
now available indicates that in both Q1 and Q2 the output of the Scottish economy contracted. The scale
of the contraction in activity through the first half of 2012, combined with weaker survey evidence for
business intentions through to the end of 2012 and into 2013 (described elsewhere in this Commentary)
means that — on the balance of probabilities — we think it is now likely that output will contract over 2012 on
an annual basis. This will be confirmed with the release of Q4 2012 data in April 2013.

With worsening evidence of business and consumer leading indicators through 2013, we have also revised
down our forecasts for Scottish output growth in that year. We have revised this to 1.3% (from 1.5%
forecast in June 2012). As we have mentioned consistently the upturn in Scottish economic performance
will be significantly affected by growth returning to export markets for Scottish goods. Outside of the UK,
this means the US and the Eurozone countries, principally (see our discussion in June 2012’s
commentary). It is worrying for the short-and medium-term outlook for Scottish exports that there have
been recent downturns to output and employment indicators, as well as forward-looking surveys of
business and consumer confidence, in core, as well as peripheral Eurozone countries.

In addition to the aggregate growth forecasts, Table 2 also presents our forecasts for GVA growth by
broad industrial grouping, i.e. for the “production”, “services” and “construction” sectors.
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Table 2: Growth (%) by sector in the Scottish economy, 2012 to 2014

2012 2013 2014
Gross Value Added -0.1 1.3 2.2
Production -0.2 3.3 5.1
Services -0.1 0.9 1.5
Construction -0.1 0.9 1.4

Source: Fraser of Allander Institute forecasts

As recent GVA data for Scotland suggests, the impacts of the on-going recession are being felt across the
Scottish economy, i.e. in many manufacturing sectors, as well as more cyclical downturns in construction
and household spending on durable goods. This is occurring concurrently with continued consolidation of
UK public finances and real terms spending reductions through to the end of our forecast horizon. As we
noted in June’s commentary, the construction sector is likely to respond quickly to upturns in private
investment, where this occurs, but recent survey evidence indicates a continued weak outlook for Scottish
corporate sector making significant new investments — above those already announced.

We use our calculated past forecast errors (e.g. the difference between aggregate growth forecasts and
what outturn figures were) to show the potential range of outcomes around our central forecast.

We use the estimated errors for “Winter” forecasts published over the last ten years (Allan, 2011). The
mean absolute error for forecasts previously made within the last third of the year for growth in that year is
0.296 percentage points, while for growth the following year we have had mean absolute errors of 0.492.
These give the ranges around the central estimates of Scottish GVA growth shown in Table 2 above.
Again, we use the mean absolute error for the longest forecast period from Allan (2011) for 2014, of 1.216,
as we do not yet have a long history of forecasts of growth over a three year horizon. The estimated range
around our central forecasts of GVA growth in each year is shown in Figure 5.

Figure 5: GVA growth for Scotland, 2012 to 2014, possible range of outturn growth
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Figure 6, Figure 7 and Figure 8 show the forecasts of GVA growth in each of the aggregated sectors
(“production”, “services” and “construction”) in each year under the central and the lower and upper
forecasts.
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Figure 6: _ _ Figure 7:
GVA growth forecasts for “Production” sector in GVA growth forecasts for “Construction” sector in
central, upper and lower cases, 2012 to 2014 central, upper and lower cases, 2012 to 2014
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Figure 8:
GVA growth forecasts for “Services” sector in central,
upper and lower cases, 2012 to 2014
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Employment

The most recent data for employment indicate that the Scottish labour market has weakened since
improving during the first half of 2012. Employment of people of working age fell by 6000 in the most
recent three month period, while the unemployment rate rose above 8 per cent and there was a 7000
increase in the numbers in the labour market but out of work. Detailed commentary on recent
developments in the Scottish labour market is available in the Labour Market section.

The most recent data on the number of (employee) jobs in the Scottish economy are available to the end
of June 2012. These currently suggest that the number of jobs in Scotland has increased during the first
half of 2012 by over 50,000, increasing in both Q1 and Q2. We forecast — and this is supported by more
recent data on changes in employment — that there will be a decline in the number of jobs through the
second half of 2012. Our 2012 forecast is for the number of jobs at the end of 2012 to be down by 25,750
from the end of 2011.

Our forecasts for employee jobs in 2012, 2013 and 2014, including a breakdown by broad sectoral groups,
are shown in Table 3. The number of employee jobs in 2012 is forecast to fall in 2012, largely due to a fall
in jobs in the “services” sector, but with reductions in jobs seen across all broad categories. Through 2013
and 2014 we expect the number of jobs to increase each year (by 0.8% and 1.3% respectively), with most
of the job gains seen in the “Production” sector as the domestic-facing services sector continues to
struggle to create employment opportunities in the face of slow or zero household spending growth.

The employee jobs forecasts consistent with our upper and lower forecasts for GVA growth are given in
Table 4.
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Table 3: Forecasts of Scottish employee jobs (000s, except where stated) and net change in

employee jobs in central forecast, 2012 to 2014

2012 2013 2014
Total employee jobs (000s), Dec 2,232 2,249 2,279
Net annual change (jobs) -25,750 16,950 29,450
% change from previous year -1.1% 0.8% 1.3%
Agriculture (jobs, 000s) 32 32 34
Annual change -100 650 1,500
Production (jobs, 000s) 237 248 262
Annual change -400 10,200 14,050
Services (jobs, 000s) 1,841 1,845 1,855
Annual change -22,750 3,800 10,550
Construction (jobs, 000s) 122 125 128
Annual change -2,550 2,300 3,300

Note: Absolute numbers are rounded to the nearest 50. Source: Fraser of Allander Institute forecasts

Table 4: Net annual change in employee jobs in central, upper and lower forecast, 2012 to 2014

2012 2013 2014
Upper -19,350 27,100 53,350
Central -25,750 16,950 29,450
Lower -32,050 5,500 5,850

Note: Absolute numbers are rounded to the nearest 50. Source: Fraser of Allander Institute forecasts

Unemployment

We present our forecasts for unemployment in Scotland for 2012, 2013 and 2014 in our central scenario in
Table 5. As with previous forecasts we report the ILO unemployment measure and the number forecast to
receive unemployment benefits (“claimant count”). The ILO measure is preferred as it gives a more
complete indication of the extent of labour resources available for work but unable to find work, and so is a
better measure of the level of spare capacity in the labour market.

As is discussed elsewhere in the Commentary in the most recent quarter the level of unemployment has
risen on the ILO measure, while the claimant count measure continues to record declines in the numbers
receiving unemployment benefits.

Table 5: Forecasts of Scottish unemployment in central forecast, 2012 to 2014

2012 2013 2014
ILO unemployment 225,354 234,603 228,740
T
Rate 8.5% 8.8% 8.7%
Claimant count 139,720 147,800 148,681
Z
Rate 5.1% 5.3% 5.3%

Notes: Absolute numbers are rounded to the nearest 50. * = rate calculated as total ILO unemployment divided by total
of economically active population aged 16 and over. * = rate calculated as claimant count divided by sum of claimant
count and total workforce jobs. The most recent labour market figures are detailed in the Labour market section of the
Fraser Economic Commentary.

Our forecasted levels and rates of unemployment in Scotland at the end of 2012, 2013 and 2014 are given
in Table 5. We have again revised these down — both in levels and rates — as the Scottish labour market
continues to display unusual (low) productivity changes — e.g. more robust employment measures while
output has been declining over recent quarters.
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We show the history of both ILO and Claimant count unemployment rates, and our forecasts for these
variables, between 1992 and 2014 in Figure 9.

Figure 9: Scottish ILO and claimant count unemployment rate, history and forecast: 1992 to 2014
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Review of Scottish Business
Surveys

Overall

A wider sense of despondency was evident amongst business surveys commenting on the third quarter
results, with the exception of the oil and gas sector, the emphasis was on a weakening economy, with
weak consumer demand, output down in construction, declining export activity and more concerns as to
activity over the year ahead. Both the latest Scottish Chambers Business (Q3) and Lloyds TSB Business
Monitor survey (Q3 to August) commented on the ‘stagnating’ Scottish economy. The Bank of Scotland
PMI (September data) noted a decline in private sector output, reflecting a declining trend in new work, a
reduction in backlogs and accelerating input price inflation due to rising fuel and commodity prices. The
CBI data for Q3 similarly noted a decline in both new orders and output. Declining trends in export orders
and Eurozone uncertainties were seen as contributing to a decline in orders was reported by Scottish
Engineering (Q3).

Scottish Chambers’ of Commerce Business Survey (SCBS) respondents reported that the continuing
weakness in the Scottish economy was more widespread in Q3 than in the first half of 2012 as the trends
in demand in manufacturing and in tourism weakened. The outturn in all sectors in Q3 was weaker than
expected and weak in all main sectors. Business sentiment weakened in all main sectors, furthermore in
all sectors the main trends in activity remain weak, reinforcing the sense of weak, stagnating demand and
continuing negative growth. The percentage of respondents in all sectors expecting an improvement in
demand in Q4 is limited; the majority anticipate either no change or a weakening in demand, suggesting
few, if any signs of an improvement in the Scottish economy over the short term. In the SCBS report for
the second quarter the findings concerned the sense of a slowdown in economic activity across our major
markets together with the adverse effects of on-going reorganisation and cutbacks in the UK public
services influencing both consumer and business sentiment and activity in Scotland and in the rest of the
United Kingdom. At the end of the third quarter they reported more signs of a slowdown and a wider
sense of an economy stagnating with weak and inadequate performance.

Similarly the latest Lloyds TSB Scotland Business Monitor (June- August 2012) showed an economy
continuing to stagnate although stressed that there were no signs of a return to deep recession. The
Scottish Engineering Quarterly Review reported that uncertainties as to the Eurozone economy was how
impacting on the order intake of Scottish engineering firms although noted the encouraging figures from
the Oil and Gas sectors, but reported large firms were now less confident.

Oil and gas services

Globally the outlook for the oil and gas sector in 2013 remains positive, notwithstanding continuing political
and economic uncertainties. The increasing global interest and potential of shale reserves is beginning to
influence both national energy policies and the global oil market. The techniques applied to the
development of shale gas are now being applied to shale oil fields and related areas. In the US this has
led to rapid production and shale and Canadian oil sands could, according to some industry figures, help
make the US self-sufficient in oil by 2020 — 2025. Both oil companies and a number of countries in Europe,
Asia and South America are exploring the shale gas and oil potential. In the medium term an increased
supply of lower cost gas could ‘crowd out’ the development of renewables and or nuclear energy
generation and affect the supply of LNG from conventional gas reserves with impacts on the cost of gas in
some countries. However, the conditions for the successful exploitation of shale gas may limit its
development, and environmental concerns have to be overcome, but there is much to suggest the
development of shale gas will revolutionise the global gas industry, possibly leading to differing models of
development across the globe and will impact on the energy policies and prices (IHS CERA 2012).
Estimates of the economic and employment opportunities from shale gas in the UK vary considerably, and
it is uncertain whether the current ban on drilling for shale gas in the UK will be lifted by the end of 2012.

Notwithstanding the drive towards renewable energy generation hydrocarbons will continue to be the
dominant source of energy, providing over 1/3 of EU energy needs in 2030 and almost all energy used in
transportation. The past eighteen months has witnessed a number of changes to the UK'’s tax regime. The
Budget in 2011 increased the Supplementary Charge, but post budget changes improved Ring Fence
Expenditure Supplements. The 2012 Budget and post budget changes included: increased allowance for
small fields and for large deep water activities, the introduction of a brownfield and large shallow gas

NOVEMBER 2012 PAGE 30



FRASER ECONOMIC COMMENTARY

allowance and initiated consultation on measures to provide decommissioning certainty, all of which
heralded a more positive environment.

The latest Aberdeen & Grampian Chamber’s oil and gas survey (October), the Oil & Gas UK quarterly
index and Deloitte’s review of drilling activity all indicated rising confidence in the sector reflecting more
positive tax changes, continuing demand, high oil prices and potential developments in the UKCS, Eastern
Mediterranean and Africa.

However, as Oil & Gas UK noted that whilst the signs of a recovery in new field approvals and merger and
acquisition activity indicate investor confidence is returning following the announcement of measures by
the Government aimed at boosting activity, but it is important to see the rising confidence in the context of
low levels of exploration activity in 2011 and more changes are arguably necessary to boost long term
drilling activity.

Private sector

The Bank of Scotland PMI paints a picture of a continuing slowdown in the Scottish economy; momentum
had picked up slightly during June 2012 but then growth started to falter again in July and August and
turned down in September. Increased concerns as to trends in exports, weak consumer demand, and
rising cost pressures were evident in surveys covering the third quarter.

Production

The Lloyds TSB Scotland Business Monitor reported that the overall net balance of turnover for production
firms in the three months to end August this year was -2%; slightly down on the +4% of the previous
quarter and the 0% of the same quarter one year ago.

Manufacturing

According to SCBS manufacturing respondents business confidence weakened in significantly in quarter
three with a net balance of 22% of firms reporting reduced confidence levels. Business optimism remains
weaker than a year ago, reflecting concerns as to the continuing Euro zone weaknesses, a theme echoed
in the latest Scottish Engineering’s Quarterly Review, but less so in the latest CBI report.

During the three months to the end of September, the trend in total new orders declined by more than had
been expected for a net balance of SCBS firms. Respondents are also more cautious as to the trends in
orders in the fourth quarter. Scottish Engineering reported a downward trend in the total order intake for
the first time since the Q4 2011 although electronics, oil & gas and machine shops performed more
strongly, but there were marked differences both in the outcome and expectations between small, medium
and large firms. Encouragingly forecasts for Q4 2012 anticipate an improvement although the turnaround
is limited to small and medium size firms as large firms expect orders to remain negative. The trend in
export orders remained negative (for all sizes of company). Engineering respondents are anticipating that
exports will continue to decline but the decline will slow.

Average capacity utilisation improved although was down on the same quarter of 2011. The underlying
weaknesses in demand remain evident with more than half of firms reporting working below optimum
levels.

Turnover is expected to decline for a small net balance of firms (respondents in the previous quarter had
forecast a rise). The net trend in profitability is also weaker than in the second quarter with a net balance
expecting a fall in profits.

Although remaining weak, the trends in investment in plant/machinery improved slightly during quarter
three for a net balance of SCBS manufacturing firms with around 60% expecting no overall change. New
investment was again mainly directed towards replacement or to improve efficiency. Scottish Engineering
firms reported positive trends in investments.

A net balance of SCBS firms reported a decline in total employment levels although around two thirds
continued to report no change to overall levels. Slightly fewer than 12% of firms increased pay during the
three months to September and the average increase was 3.5%. 43% reported seeking to recruit staff, and
difficulties remained limited. Scottish Engineering respondents reported and expect a rise in overall
employment levels and continued to report skill shortage in relation to project engineers, design engineers,
IT specialists, technicians, welders and CNC machinists. Scottish Engineering also reported deep
concerns regarding the ageing workforce.
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Construction

Business confidence weakened further in the third quarter for SCBS respondents; however, although the
rate of decline worsened compared to Q2 it was less severe when compared to Q3 2012. The latest data
available from the Scottish Building Federation’s Scottish Construction Monitor (SCM) is for Q2 2012 and
indicates that their business optimism index declined further and now stands at -40.

SCBS Orders continued to slow at much the same rate as in the previous quarter and further declines are
forecast for Q4. With very few new contracts evident construction firms continue to rely on repair and
maintenance work. The decline in public sector orders steepened slightly. More than three-quarters,
compared to 70% in the previous survey, reported working below capacity. Cash flow trends continued to
decline for SCBS firms. Turnover and profitability are still expected to be weak over the next 12 months
together with continued pressure on margins. Average capacity used declined marginally from 75.7% to
74.6% although was broadly in line with the Q3 2011 level. The downward trend in employment continued
in Q3 with few SCBS firms reporting a rise. Once again few recruitment difficulties were evident. Average
pay increases fell from 2.3% in Q2 to 2.0%.

Markit/CIPS noted the UK construction sector ‘remained rooted in contraction territory’ in its report for
September 2012. The survey found that an upturn in civil engineering was offset by further declines in
house building and commercial activity.

In Q2 2012 the Scottish Building Federation asked a series of questions to their members regarding the
submission of PQQs for public procurement. The results indicated that most firms with a turnover of less
than £2 million did not submit any PQQ's for public procurement during the past three years. Many of the
smaller firms indicated that they were dissuaded from participating in public procurement due to
prohibitively high associated costs. The survey found that the average construction firm had to submit 36
pre-qualification questionnaires for every successfully secured public contract, indicating an average
success rate of 3%.

Logistics and wholesale

Data from the SCBS business survey showed that business optimism amongst Scottish wholesale firms
continued to decline with slightly fewer than half of firms reporting a decline in business confidence.
Business confidence however, was less depressed compared to one year ago. The downward trend in
sales was broadly in line with expectations from the previous survey; a net balance expect the decline to
continue, though ease, in the final quarter of 2012. More than 80% of SCBS wholesalers continued to
report increased pressures from transport costs. Pay settlements were cited as a pressure for 16% of
firms. More than 60% of firms expect to increase prices over the next three months. Cash flow trends
weakened although concerns over turnover and profitability remained high. Once again most firms
reported no change to investment plans; nevertheless there was a decline. Wholesale respondents on
balance, reported an unexpected net increase in overall employment levels during the third quarter of 2012
although a net balance expected to shed staff in Q4. A third sought to recruit staff; largely for replacement.
The average pay increase in Q3 was 2.2% compared to 1.8% in Q2.

Retail Distribution

Weak sales trends were consistently reported over the summer months, with discounting, multiple retailers
planning to reduce the numbers of stores and a spate of retail closures (see PwC Report) being widely
reported; and the high street vacancy rate of 14.5% being marginally higher than at the end of 2011. The
widely reported low levels of business confidence continued to ease marginally in the third quarter of 2012
for SCBS firms, and although the net balance remains negative it is marginally better compared to Q3
2011.

The SCBS retail survey base is primarily small/medium independent outlets and only 11% reported and
only 8% expect increased sales, as continuing concerns over consumer confidence remain evident in Q3.
Cost pressures remain historically high, although those concerned with increasing suppliers costs eased
from 61% to 56%. Transport costs and utility costs also continued to be of particular concern. Pressures
on margins remain widespread with over half expecting declining profitability and turnover over the next
year. Labour market activity continued to decline with only 8% reporting and 10% expecting an increase in
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overall employment levels. Recruitment problems also eased. Only 12% of firms reported increasing pay,
and the average increase was 3.4%.

The Scottish Retail Consortium reported sales up by 1% in September, but this was again driven by rising
food sales, overall sales still remain lower than a year ago. Whilst the Scottish Retail Consortium had
reported al.2% increase in June sales, Scottish sales were reported as ‘dire’ in August when they fell by
0.9% (compared with August 2011 which saw a decline of 0.7%). After accounting for inflation, the
Olympic month recorded a real terms decline in total sales of 2%, suggesting little, if any, ‘bounce’ in retalil
sales as a result of the Olympics.

Tourism

The latest available Scottish Hotel Occupancy Surveys (July 2012) reported bed and room occupancy
fractionally lower than for the comparable months in 2011, 2010, 2009 and 2008 — with only Aberdeen &
Grampian, Fife and Scottish Borders reporting improvements in both room and bed occupancy compared
to a year earlier. April and June figures were better than the preceding years.

Weak consumer demand continues to affect the sector with insolvency studies reporting higher numbers of
restaurants and restaurants at risk and higher levels of hotels for sale.

Business confidence among SCBS tourism respondents declined during the third quarter of 2012 although
optimism levels were not as depressed compared to Q3 2011. More than half of hotels reported a fall in
visitors during the three months to the end of September; and more than half anticipate a further decline in
the final quarter of 2012. The trend was much worse than had been forecast by respondents from the
previous survey. Average occupancy rose from 64% to 68% although was down on the same quarters of
2011 and 2010. During the three months to the end of September 2012, trends in bar/restaurant trade and
for conference/ function facilities continued to decline. A net balance of firms had expected to increase
daily room rates in the three months to the end of September but the pattern was one of continued
discounts. These ‘special offers’ seem set to continue with a net balance of 23% expecting to decrease
room rates in Q4 2012. More than three-quarters reported that the lack of tourist demand remained the
primary business constraint. Poor transport infrastructure, high fuel costs and weak marketing of the area
also remained a concern to hotels. Fewer than 20% of hotels sought to recruit staff and employment
trends, as forecast, continued to decline. A net balance of 29% of tourism respondents 29% employment
levels to ease in Q4 2012.

Outlook

The latest data from the Lloyds TSB England Regional PMI suggests Scottish performance remains weak
compared to most English regions and to the UK and Wales, and at a 21 month low compared to a two
month low for the UK. At the UK level there are signs of weaknesses ahead with rising input price inflation,
weak consumer demand and continuing pressures on margins. Increasing activity and investment are set
to continue in the oil and gas sector and this continues to impact positively both in manufacturing and in
the Aberdeen and Aberdeenshire economies, but generally weak domestic and export demand continues
to undercut these effects.

The latest Aberdeen Chamber oil and gas survey, Oil and Gas UK and A Deloitte report all highlight the
shortage of skills in the oil and gas sector, and this is echoed in the latest Scottish Engineering’s Quarterly
Index. Concerns as to shortages of skilled staff coupled with an ageing workforce suggest that firms may
be hoarding labour and this might contribute to the current changing relationship between employment and
productivity (see the Labour Market Section).

At the end of the third quarter there are more signs of a slowdown in the Scottish economy and a wider
sense of an economy stagnating with weak and inadequate performance. Increasingly business
organizations are calling for changes to UK government policies to drive the economy, but there are few
signs of any change in national policy and the current age of austerity seems likely to continue.
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Current trends in Scottish Business are regularly reported by a number of business surveys. This report draws on:
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Aberdeen & Grampian Chamber of Commerce Survey no 17 November 2012;

The Confederation of British Industries Scottish Industrial Trends Survey for Q2 and Q3 2012;

IHS CERA. IHS Upstream Operating Costs Index (2012);

HIS Unconventional Gas. Transforming the Global Gas Industry2012);

Lloyds TSB Business Monitor Issue no. 58 and 59;

Markit/CIPS UK Construction PMI for July, August and September 2012;

Scottish Engineering’s Quarterly Review Q2 and Q3 2012;

The Bank of Scotland Markit Economics Regional Monthly Purchasing Managers’ Indices for July, August and
September 2012;

Lloyds TSB England Regional PMI for August and September 2012;

The Scottish Retail Consortium’s KPMG Monthly Scottish Retail Sales Monitors July, August and September 2012.
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Overview of the labour market

Inevitably interest in the Scottish labour market continues to focus on the levels and trends in employment
and unemployment and again we return to these themes. In addition the UK Government proposals to
reform public sector terms and conditions of employment have emerged (see the Public Sector
employment section of this Commentary). The employment law proposals emanating from in the Beecroft
Report continued to surface at the recent Conservative Party conference (see the February and June
issues of the Commentary).

Employment law issues

As we noted in the June Commentary the Beecroft Report contained recommendations to change/simplify
employment legislation in a number of areas. In September the Government announced it was considering
introducing ‘settlement agreements’, where staff would leave voluntarily and not seek unfair dismissal or
other compensation, and would consult on streamlining unfair dismissals procedures and on the
suggestion of a cap on unfair dismissals (although latest data suggests that only 1 — 2% are awarded
compensation in excess of £50,000).

In October plans for employees to accept reduced employment rights in exchange for shares were
announced. In return for shares valued between £2 — 50,000 employees would give up rights to unfair
dismissals, statutory redundancy payments and the right to request flexible working or time off for training.
This was generally seen as essentially a niche idea, relevant to high value business start-ups, but of little
relevance elsewhere. Recognition that the value of shares could rise or fall coupled with the diminished
attractiveness of such conditions to potential employees and the potentially adverse impact on employee
engagement and motivation meant the scheme seems set to fade into obscurity. However, proposals to
reform and change the terms and conditions of civil servants (see the Public Sector section) may well
influence employment policies in the private sector in the longer term.

The existence of blacklists of employees, a feature of the 1960s and 1970s, re-emerged following action
by the Information Commissioner’'s Office which exposed a blacklist used by a number of construction
firms. The ICO invited those who were concerned that their names might be on the list to contact the ICO.
This has currently led to action in the High Court by some 84 claimants (Financial Times 19" October
2012).

Recent trends and statistics

The latest figures Comparable figures on the labour market between Scotland and the United Kingdom in
the quarter to August 2012 are summarised in Table 1. Labour Force Survey (LFS) data show that in the
quarter to August the level of employment in Scotland fell by 1 thousand, to 2,490 thousand. Over the year
to August 2012, employment in Scotland rose by 16 thousand. For the same period, UK employment rose
by 510 thousand. The Scottish employment rate (16 — 64) — those in employment as a percentage of the
working age population — was 71.2 per cent, unchanged compared to one year earlier. For the same
period the UK employment rate was 71.3 per cent, up 0.9 per cent compared to one year earlier. Scottish
unemployment, in the quarter to August, rose by 7 thousand to 222 thousand, a rise of 10 thousand over
the year.

In considering employment, activity and unemployment rates it is important to remember the bases and
relationships of these figures. LFS data (estimated) is provided for: (1) all aged 16 and over and (2) for all
aged 59/64. The first measure (all aged 16 and over) leads to higher numbers in employment, in the total
economically active and economically inactive — but reduces the economic activity rates and
unemployment rates, but at the same time increases the economically inactive rate. Conversely the
second measure (all aged 16 to 59/64) leads to lower numbers economically active, in employment and
economically inactive — but leads to a higher economically active, employment and unemployment rates
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but lower economically inactive rates. Figures derived from the Labour Force Survey differ slightly from
those derived from the Annual Population Survey.

The relationships between employment, unemployment, totally economically active and inactive are
important in appreciating changing levels of employment and unemployment, and changes in the
employment rates should be seen in conjunction with changes in the activity rates. If people leave
employment and become unemployed (but are still economically active) the unemployment rate increases,
but the economically active rate remains unchanged. However, if people leave employment and do not
seek employment, as seems to be a continuing pattern, they are categorised as economically inactive, as
such the unemployment rate remains unchanged whilst the activity and inactivity rates change. Equally the
changing pattern between full and part time employment is of interest and we return to this issue later in
this section. This is clearly shown in table 1. Over the year to August 2012, the numbers employed rose by
16 thousand, whilst unemployment rose by 10 thousand — and the numbers of those aged 16-59/64 who
are economically inactive fell by 11 thousand and the numbers economically active rose by 1 thousand.

Table 1 shows that for Scotland the preferred International Labour Organisation (ILO) measure of
unemployment rose to 222 thousand, between June — August 2012, a rise of 10 thousand over the year.
The ILO unemployment rate rose in the three months to August 2012 and now stands at 8.3 per cent. This
represents a 0.2 per cent rise over the last quarter and a 0.3 per cent rise relative to the same period a
year earlier. The comparable ILO unemployment rate for the UK stands at 7.9 per cent, and is down 0.2
per cent over the most recent quarter and also down 0.3 per cent over the year.

Figure 1: Trend in Scottish unemployment 1992 — August 2012 (thousands)
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Source: Labour Market Statistics (First Release), Scotland and UK, September 2012

Figure 1 illustrates the trend in unemployment in Scotland since 1992. Unemployment peaked in October —
December 1992 at 268,000, it took almost five years - to August - October 1997 - to be consistently below
200,000 and a further five and a half years - to February — April 2003 - to be below 150,000 and reached
the lowest number (111,000) in May — June 2008. If the same pattern is repeated, and unemployment
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does not rise in future months, then it may take approximately three years for unemployment to fall below
200,000.

Table 1: Headline indicators of Scottish and UK labour market, June — August 2012 (thousands)

Changeon  Change on United Change on Change

Jun - Aug 2012 Scotland quarter year Kingdom quarter on year
Employment* Level (000s) 2,490 -1 16 29,590 212 510
Rate (%) 71.2 0.1 0.0 70.3 0.5 0.9
Level (000s) 222 7 10 2,528 50 50
Unemployment**
Rate (%) 8.2 0.2 0.3 7.9 -0.2 0.3
. Level (000s) 758 2 -11 9,024 -138 -314
Inactivity***
Rate (%) 22.3 0.0 0.3 225 -0.3 038

Source: Labour Market Statistics (First Release), Scotland and UK, September 2012

* Levels are for those aged 16+, while rates are for those of working age (16-59/64)

** | evels and rates are for those aged 16+, rates are proportion of economically active.
*** | evels and rates for those of working age (16-59/64)

The economically active workforce includes those individuals actively seeking employment and those
currently in employment (i.e. self-employed, government employed, unpaid family workers and those on
training programmes). Between June — August 2012 the numbers economically active (16+) rose by 5
thousand and the activity rate rose by 0.1 to 63.4%. There were 2,712 thousand economically active
people in Scotland during June — August 2012. This comprised 2,490 thousand in employment (2,418
thousand aged 16 — 64) and 222 thousand ILO unemployed. The level for those of working age but
economically inactive fell by 2 thousand in the latest quarter, and fell by 11 over the year thousand to 758
thousand people; this indicates a fall of 1.4 per cent in the number of people of working age economically
inactive over the last year.

Table 2: Employment rates thousands (%) People by age for July 2004 — June 2012

All aged 16 - 64 16 - 17 18- 24 16-24 25-34 35-49 50 - 64
16+

Jul 04 - Jun 05 59.4 72.6 43.4 69.1 63.4 79.3 82.0 62.1
Jul 05 - Jun 06 59.7 73.0 43.1 68.1 62.7 79.5 82.9 63.0
Jul 06 - Jun 07 60.6 73.9 43.1 68.7 63.2 811 83.7 64.2
Jul 07 - Jun 08 60.8 74.2 39.4 68.5 62.2 81.6 83.9 65.5
Jul 08 - Jun 09 59.8 72.8 38.0 65.9 60.0 80.3 82.3 64.8
Jul 09 - Jun 10 58.3 71.0 30.4 62.2 55.6 78.3 81.0 64.4
Jul10 - Jun 11 58.2 70.9 33.6 61.2 55.6 79.0 81.5 63.3
Jul 11 - Jun 12 58.0 70.9 29.0 59.9 53.7 79.6 81.3 64.2

Source: Labour Market Statistics (First Release), Scotland and UK, September 2012

Data on employment by age, derived from the Annual Population Survey, is available up to June 2012. In
the year to June 2012 employment rates fell for all age groups except those aged 25 — 34 and those aged
over 65, with the employment rate for those aged 16 — 64 remaining unchanged, and with the largest
percentage point falls being recorded for those aged 16 -24. Employment rates for women (16 — 64) again
fell more than those for men. Table 2 illustrates the changing employment rates by age group for July —
June 2004 onwards.
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Table 3: Employment, unemployment and inactivity rates by Local Authority Area 2007, 2008 and
July 2011 — June 2012 (%)

Employment rates Unemployment rates 16+* Economic inactivity rates
July July July
2011/ 2011/ 2011/
Geography June June June
(Residence Based) 2007 2008 2012 2007 2008 2012 2007 2008 2012
Scotland 76.0 75.6 70.9 47 49 7.9 20.1 20.3 22.9
Local Authority Area
Aberdeen City 79.1 79.4 77.9 3.7 3.6 5.2 17.3 17.6 17.0
Aberdeenshire 82.6 82.2 79.3 25 2.6 3.7 15.6 15.5 174
Angus 79.1 80.0 734 45 4.6 6.2 16.2 15.6 22.0
Argyll & Bute 80.0 77.6 715 4.0 43 6.5 16.3 18.4 23.3
Clackmannanshire 69.4 70.9 66.4 55 5.4 10.0 25.3 25.4 252
Dumfries and Galloway 774 76.2 69.4 42 45 7.7 19.1 19.5 232
Dundee City 72.1 715 66.2 6.6 6.3 9.9 22.4 23.9 26.8
East Ayrshire 73.1 74.6 66.5 6.3 6.1 11.0 215 20.4 25.2
East Dunbartonshire 78.9 776 73.8 3.1 39 6.2 19.0 18.7 209
East Lothian 79.2 77.9 74.0 35 35 6.9 18.0 194 20.8
East Renfrewshire 772 76.5 73.8 34 3.6 5.7 19.1 205 217
Edinburgh, City of 774 76.6 715 43 45 6.5 195 19.8 24.0
Eilean Siar 79.4 78.7 67.5 42 4.6 71 17.7 16.3 24.6
Falkirk 78.1 78.9 70.4 4.6 44 8.9 185 18.3 224
Fife 75.9 76.5 70.8 5.6 5.8 8.8 18.8 17.7 22.2
Glasgow City 66.9 66.6 63.2 6.8 6.9 10.8 28.2 28.8 28.7
Highland 82.0 81.7 80.0 3.2 35 4.7 16.0 16.3 17.5
Inverclyde 68.4 725 65.5 7.1 6.4 122 24.8 23.0 226
Midlothian 80.7 79.9 77.2 42 42 7.0 15.1 16.2 17.7
Moray 80.4 81.8 77.1 35 3.8 5.1 17.2 15.0 19.4
North Ayrshire 715 71.8 60.1 6.4 74 12.9 235 22.0 30.0
North Lanarkshire 732 71.0 68.2 5.4 5.9 111 22.6 23.8 22.5
Orkney Islands 86.4 83.9 80.2 2.7 2.9 4.2 11.2 14.2 17.2
Perth and Kinross 78.1 78.7 743 35 3.7 6.1 18.8 17.9 19.2
Renfrewshire 75.0 76.0 69.4 5.1 5.5 9.3 20.9 18.9 23.8
Scottish Borders 81.4 80.6 77 3.1 3.6 6.0 16.2 15.8 238
Shetland Islands 88.1 88.0 81.3 2.6 2.8 33 104 10.8 16.8
South Ayrshire 77.2 75.4 69.3 5.0 5.4 8.9 18.9 20.5 22.8
South Lanarkshire 78.9 76.7 73.0 42 4.4 8.0 18.5 20.6 214
Stirling 76.8 75.2 70.8 3.9 45 71 19.2 20.2 24.3
West Dunbartonshire 73.9 712 66.7 6.3 6.9 112 20.8 23.3 24.9
West Lothian 71.8 79.1 743 4.8 4.6 6.9 17.7 17.4 21.9

Source: 2007 and 2008 data from Annual Population Survey (Jan to Dec); July 2011 — June 2012 data from Labour Market
Statistics (First Release), Scotland and UK, September 2012 (Source Annual Population survey, Job Centre Plus administrative
system and Annual Business Inquiry)

Note: See sources for definitions and original sources

Inactivity for men aged 16 — 64 fell by 20 thousand over the year. Inactivity for women rose by 9 thousand

over the year. In the year to June 2012 the changes in the reasons for inactivity were: student up 10
thousand, looking after family/home down 10 thousand, retired down 1 thousand and long term sick down
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8 thousand. The numbers temporarily sick fell by 1 thousand. The majority 589 thousand did not want a
job — but 188 thousand were inactive but wanted employment.

The most recent (seasonally adjusted) figure for Jobseekers allowance claimants (16+) in Scotland stood
at 139.9 thousand in September 2012, down 4.1 thousand or 2.8% over the year (these figures are taken
from table 7 in the Labour Market Statistics [First Release] September 2012. The claimant count rate at
September 2012 stood at 5.1 per cent, or 6.6% for men and 3.4% for women (note these figures are taken
from table 7 in the Labour Market Statistics and measure the number of claimants on the second Thursday
of each month). The latest unemployment data at the Scottish constituency level is available in a SPICe
Briefing.

Table 3 indicates the continuing significant differences in employment, unemployment and inactivity rates
at the local authority level. In the year July 2011 — June 2012 employment rates varied from over 80% in
Shetland, Orkney and Highland to between 65 - 70% in nine local authority areas and below 65% in two
local authority areas. Likewise unemployment rates were again lowest in Aberdeenshire, Orkney and
Shetland and highest, in East and North Ayrshire, Inverclyde, and North Lanarkshire.

Table 4: Total workforce jobs* by industry, Scotland, June 2005-2012 (thousands)

Industr June June June June June June June June
4 2005 2006 2007 2008 2009 2010 2011 2012
A Agriculture, forestry and fishing 51 54 60 60 59 66 50 50
B : Mining and quarrying 25 28 30 30 29 31 30 35
C : Manufacturing 233 226 228 212 201 187 189 196
D: Electricity, gas, steam and air conditioning
10 10 13 16 19 21 18 19
supply
E: Water supply; sewerage, waste
16 18 17 16 14 113 19 19
management etc
F: Construction 181 194 203 199 185 173 179 172
G: Wholesale & retail trade; repair of motor
) 382 384 380 396 398 380 388 374
vehicles etc
H: Transportation and storage 125 118 123 123 111 112 112 118
I: Accommodation and food service activities 189 190 188 191 186 179 190 199
J : Information and communication 72 73 79 69 68 69 74 81
K : Financial and insurance activities 114 107 91 98 100 91 92 89
L: Real estate activities 25 29 30 32 32 27 31 31
M: Professional, scientific and technical 183 219
- 145 154 161 176 174 171
activities
N: Administrative and support  service 191 201
- 174 180 192 200 185 197
activities
O : Public administration & defence; social 154 155
. 180 177 181 177 146 162
security
P : Education 199 200 192 208 208 197 200 196
Q: Human health and social work activities 384 399 383 398 401 381 372 371
R : Arts, entertainment and recreation 75 81 75 84 71 78 76 80
S : Other service activities 63 65 63 58 59 68 74 64
Source: Labour Market Statistics (First Release), Scotland, September 2012; * Workforce jobs are a measure of jobs

rather than people
Note: There are revisions from previous figures and as of September 2011 ONS are highlighting figures with a coefficient of
variation greater than 25%

Total workforce job figures are a measure of jobs rather than people. Total seasonally adjusted jobs for the

quarter ending June 2012 (the latest available figures) stood at 2,668 thousand 2,309 thousand employee
jobs, 343 thousand self employed jobs, HM forces and supported trainees 15 thousand). Table 4 indicates
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the sectoral breakdown and provides some indication of both the impact of the recession and the recovery
on sectors, although the trends need to be considered with some caution.

Table 5 outlines the changing patterns of full time and part time employment, and highlights the growth in
the numbers of part time workers in Scotland, the latest data (July 2011 — June 2012), over the past year
the number of employees has fallen by 25 thousand whereas the numbers of self-employed have risen by
25 thousand.

Table 5: Trends in total, full, part time, temporary and part time who could not find a full time job.

All in employment

Workers
with Could not
Self Full-time  Part-time second Temporary find full-time
Total Employees employed workers  workers jobs  employees job
Apr 2007 - Mar 2008 2,533 2,248 267 1,900 630 96 126 60
Jul 2007 - Jun 2008 2,544 2,254 271 1,912 629 98 125 61
Oct 2007 - Sep 2008 2,550 2,262 269 1,916 631 98 119 61
Jan 2008 - Dec 2008 2,529 2,243 268 1,900 626 99 116 64
Apr 2008 - Mar 2009 2,527 2,245 267 1,899 624 101 117 65
Jul 2008 - Jun 2009 2,515 2,235 264 1,880 632 103 123 73
Oct 2008 - Sep 2009 2,502 2,219 265 1,855 644 101 127 81
Jan 2009 - Dec 2009 2,492 2,210 265 1,844 645 102 133 84
Apr 2009 - Mar 2010 2,471 2,186 267 1,816 652 101 132 90
Jul 2009 - Jun 2010 2,464 2,181 265 1,804 657 99 126 96
Oct 2009 - Sep 2010 2,469 2,187 264 1,801 664 98 127 99
Jan 2010 - Dec 2010 2,472 2,185 268 1,796 672 97 125 107
Apr 2010 - Mar 2011 2,474 2,185 270 1,799 671 98 126 110
Jul 2010 - Jun 2011 2,471 2,181 274 1,796 672 95 131 114
Oct 2010 - Sep 2011 2,464 2,167 283 1,789 672 96 126 114
Jan 2011 - Dec 2011 2,464 2,167 283 1,785 676 96 121 114
Apr 2011 - Mar 2012 2,464 2,156 293 1,776 684 97 125 118
Jul 2011 - Jun 2012 2,473 2,156 299 1,779 687 100 118 115

Source: Labour Market Statistics (First Release), Scotland, September 2012
Note: 1. Includes people who did not state whether they worked part time or full time
2. The split between full time and part time employment is based on respondents’ self classification

Table 5 indicates the numbers of full time workers in Scotland since the peak in employment have declined
by 135 thousand whilst part time employment numbers recovered very quickly and are now 56 thousand
higher and self-employed 28 thousand higher. The changing trends in full and part time employment since
October 2007 — September 2008 are shown in figure 2. The rising number of self-employed indicates
some substitution of self-employment for employment. The number of those working part time because
they could not find a full time job is 55 thousand higher than the peak in employment, suggesting that
increasing numbers of workers were taking part time employment in the absence of full time work.

Figure 2 illustrates how the employment ‘recovery’ has been driven more by an increase in part time and
self-employment. This changing pattern of employment may help to explain why the link between
employment and GDP seems different to previous recessions. Table 6 (2) of the first release indicates that
the usual hours of work of self-employed are both lower than for full time employees and have declined.
The service sector has not regained the level of productivity that was reached before the crisis, and staff
may well be working as hard, although the volume of business had declined, or that the costs of closure of
the business outweigh the losses of continuing to trade. Alternatively companies may well continue to
‘hoard’ labour due either to perceptions of skill shortages and recruitment difficulties, or due to the costs of
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redundancy. Alternatively structural changes in energy and extraction may be contributory factors, as
might the belief that the economy is moving to a less skilled and to a period of lower productivity.

Tables 6 and 7 of the Labour Market statistics [First Release] provide information of the claimant count.
The figure for September indicates a total of 135,700 thousand claimants, down 4.3 thousand for the year.
Of interest are the differing trends in the claimant count for men and women. The claimant count for men,
92 thousand was down 4 thousand over the year, whereas the comparable figure for women, 43.8
thousand, was 0.3 thousand lower than a year ago.

Figure 2: Trends in full, part time and self-employment since Jan 2004 (Oct 2007 — Sept 2008 = 100)
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Table 6 provides some limited indications of the experience of unemployment in terms of claimant count by
age and duration. The latest figures suggest that 38.5 thousand have been claiming benefit for more than
a year, up 14,900 over the year and 12.3 thousand have been claiming for more than 2 years, up 6.6
thousand over the year.

Table 6: Total claimant count and computerised claims by age and duration (Numbers and
percentage change over year to September 2012)

All computerised All computerised All computerised All computerised

claims claimsUpto 6 claims Over 6 and up claims All over 12

months to 12 months months

All 16+ numbers 135,400 73,200 23,700 38,500
All 16+ % change over year -2.9% -13.4% -24.4 63.0%
All 18 -24 37,900 24,300 6,400 7,200
All 25- 49 75,000 38,400 13,400 23,200
All 50 and above 21,700 9,800 3,800 8,200

Source: Labour Market Statistics (First Release), Scotland, September 2012

Concerns as to the rates of pay increases amongst senior executives reflect wider concerns as to the
increasing gap between the low and high paid. Wilkinson's and Pickett's analysis of the social
consequences of inequality (2009) offers a wide ranging analysis of the impact of inequality. Data from the
OECD (2011) indicates that income inequality amongst working age persons has risen faster in the UK
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than in any other OECD country since 1975 as is now well above the OECD average. The share of the top
1% of income earners increased from 7.1% in 1970 to 14.3% in 2005; in 2012 this has increased to 15% of
all income.

Trends in public sector employment are now considered in more detail a separate section in the
Commentary. As the section indicates public sector employment in Scotland continues to decline, although
at a slower rate than previously. The latest data at the time of writing this section (Q2 2012) indicates that
there were 580,100 (548,100 excluding public sector financial institutions) employed in the public sector in
Scotland, a decrease of 16,700 (2.8%) over the year. Employment in the devolved public sector declined
by 11,400 (2.3%) to 487,600, due mainly to declines in health (1,900), further education (1,900) and local
government employment (7,000).
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Public Sector
employment in Scotland

Protest action against government cutbacks took place in October, and this, together with action over pay
claims and changes to terms and conditions of employment, may well herald more action over the winter
months. The UK Government has announced proposals, to be detailed in the forthcoming Public Services
Pensions Bill to increase the retirement age and to effectively reduce pensions for the majority of public
sector staff, although ring fencing those within 10 years of retirement.

Table 1: Number of people employed in Scotland (headcount)

Total employment Private sector Public sector Public sector
Excluding public
sector financial

institutions
Level Level Percentage Level Percentage Level Percentage
Q2 1999 2,245,000 1,699,600 75.70% 545,100 24.30% 545,100 24.30%
Q2 2000 2,306,000 1,756,400 76.20% 549,400 23.80% 549,400 23.80%
Q2 2001 2,335,000 1,782,800 76.30% 552,400 23.70% 552,400 23.70%
Q2 2002 2,332,000 1,771,400 75.90% 561,000 24.10% 561,000 24.10%
Q2 2003 2,396,000 1,822,000 76.10% 573,700 23.90% 573,700 23.90%
Q2 2004 2,441,000 1,853,900 76.00% 587,000 24.00% 587,000 24.00%
Q2 2005 2,429,000 1,831,500 75.40% 597,500 24.60% 597,500 24.60%
Q2 2006 2,467,000 1,865,600 75.60% 601,300 24.40% 601,300 24.40%
Q2 2007 2,553,000 1,957,000 76.70% 595,600 23.30% 595,600 23.30%
Q2 2008 2,536,000 1,941,000 76.50% 595,100 23.50% 595,100 23.50%
Q2 2009 2,480,000 1,849,500 74.60% 630,900 25.40% 591,400 23.80%
Q2 2010 2,448,000 1,825,900 74.60% 621,700 25.40% 585,000 23.90%
Q2 2011 2,489,000 1,891,700 76.00% 596,900 24.00% 563,100 22.60%
Q2 2012 2,465,000 1,884,700 76.50% 580,100 23.50% 548,100 22.20%
Source: Quarterly Public Sector Employment series, Scottish Government, Office for National Statistics
Notes
1  Figures have been rounded to the nearest hundred. Total employment has been rounded to the nearest thousand.

2 Public sector financial institutions include Northern Rock (classified to the public sector from Q4 2007), Royal Bank of
Scotland Group plc and Lloyds Banking Group plc (both classified to the public sector from Q4 2008).

3 Between Q3 2010 and Q2 2011 estimates for the civil service include temporary field staff recruited to carry out the
2011 census.

As table 1 indicates public sector employment (excluding public sector financial institutions) rose between
1999 and 2006, but since 2006 has declined by 53,500. Although the movement of local authority staff
both in and out of arm’s length organizations, typically charities, makes comparisons slightly harder.

Public sector employment in Scotland continues to decline, although at a slower rate than previously. The
latest data at the time of writing this section (Q2 2012) indicates that there were 580,100 (548,100
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excluding public sector financial institutions) employed in the public sector in Scotland, a decrease of
16,700 (2.8%) over the year. Employment in the devolved public sector declined by 11,400 (2.3%) to
487,600, due mainly to declines in health (1,900), further education (1,900) and local government
employment (7,000) (see table 2).

Table 2: Public Sector employment by National Accounts classification (headcount) all Q2 figures

National Accounts Central Government Category Public
Total .

: . Other Further Total Local ~ Public  Sector

Public Civil 8 Armed 8 G [ Fi ial

Sector Service Public NHS Forces Education  Central ov. orp Inanciai

Bodies Colleges  Gov. Inst.
1999 545,100 48,500 13,600 129,100 14,900 15,700 221,800 293,500 29,900
2000 549,400 48,100 14,500 129,900 15,100 15,700 223,200 296,400 29,800
2001 552,400 48500 14,700 131,400 14,500 15,700 224,700 296,400 31,200
2002 561,000 51,200 14,300 134,200 13,500 16,000 229,000 301,800 30,200
2003 573,700 51,400 15900 139,100 13,800 16,000 236,200 308,100 29,500
2004 587,000 52,300 17,000 142,100 14,200 16,000 241,600 315,900 29,400
2005 597,500 52,000 18,700 144,900 13,200 16,700 245,500 321,700 30,300
2006 601,300 52,800 18,600 148,300 12,900 16,600 249,200 323,700 28,400
2007 595,600 50,600 19,800 152,700 12,400 16,700 252,300 318,100 25,200
2008 595,100 49,600 21,800 155200 12,100 16,900 255,600 313,700 25,800

2009 630,900 51,100 21,600 159,300 12,000 16,900 260,800 306,300 24,400 39,500

2010 621,700 50,100 20,800 160,100 12,200 16,000 259,300 301,900 23,800 36,700

2011 596,900 48,700 19,500 155,300 11,900 15,900 251,300 289,000 22,700 33,800

2012 580,100 46,000 19,000 153,400 11,000 14,600 244,100 282,000 22,000 32,000

Source: Quarterly Public Sector Employment series. ONS.
Notes
1 Figures have been rounded to the nearest hundred. Total employment has been rounded to the nearest thousand.
Public sector financial institutions include Northern Rock (classified to the public sector from Q4 2007), Royal Bank of
Scotland Group plc. and Lloyds Banking Group plc. (both classified to the public sector from Q4 2008).
3 Local Government category revised to include SPT.
4 A number of local government staff have transferred to arm’s length organisations which are part of the private sector.
This largely explains the decrease in local government employment between 2008 and 2009.
5  Information for further education colleges is based on actual information from Q4 2010.

Table 3 indicates the changes in headcount by local authority and indicates both a decline in Local
Authority employment of 7,000 (2.4%) over the year. As we have noted in previous Commentaries
pressures on spending levels will lead to reductions in employment levels, increased charges for services
and reductions in the range and depth of services. In September a number of councils announced
proposals for further reductions in staffing levels and services together with proposals for increased
charges. Glasgow Council was reported as seeking a further 1000 voluntary redundancies and North
Lanarkshire some £74 million in cuts.
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Table 3:Local Government employment by local authority (headcount) Q4 2006 — Q2 2012 (Not

seasonally adjusted)

Year 2006 2007 2008 2009 2010 2011 2012 Annual  Annual
Quarter Q2 Q2 Q2 Q2 Q2 Q2 Q2 Change Change
%

Local Authority / Joint Board

Aberdeen City 11,700 11,700 11,600 9,500 9,400 8,900 8,700 -200 -2.3%
Aberdeenshire 13,900 14,000 14,000 14,700 14900 14,400 13,900 -500 -3.4%
Angus 5,600 5,600 5,700 5,700 5,600 5,600 5,500 -100 -1.5%
Argyll & Bute 5,700 5,600 5,400 5,500 5,200 5,100 4,800 -300 5.3%
Clackmannanshire 2,700 2,800 2,900 2,900 2,800 2,600 2,600 0 -1.8%
Dumfries & Galloway 8,400 8,300 7,700 8,000 8,300 7,900 7,700 -100 -1.6%
Dundee City 8,500 8,400 8,400 8,200 8,100 7,800 7,300 -400 -5.6%
East Ayrshire 6,900 6,800 6,800 6,800 6,600 6,500 6,300 -200 -3.3%
East Dunbartonshire 4,900 4,800 4,900 5,000 5,000 4,400 4,500 100 1.9%
East Lothian 4,800 5,000 4,900 4,900 4,800 4,700 4,700 0 -0.8%
East Renfrewshire 4,600 4,600 4,700 4,800 4,500 4,500 4,400 0 -1.0%
Edinburgh, City of 21,000 20,800 20,200 19,300 18,800 18,100 17,700 -300 -1.8%
Eilean Siar 2,500 2,500 2,600 2,500 2,500 2,500 2,500 0 -1.7%
Falkirk 7,600 7,900 8,000 8,200 7,800 7,900 7,400 -500 -5.9%
Fife 24,400 23,900 23,000 23300 23,100 21,900 21,400 -600 -2.6%
Glasgow City 37,800 32,700 32,200 23,800 23,100 21,700 21,300 -300 -1.6%
Highland 12,700 12,800 12,700 13,000 13,000 12,400 10,100 2,300 -18.8%
Inverclyde 5,200 5,200 4,900 4,900 4,700 4,500 4,400 -100 -2.8%
Midlothian 4,400 4,500 4,800 4,700 4,800 4,600 4,800 100 2.7%
Moray 5,100 5,100 5,100 5,300 5,100 5,000 5,000 0 -0.3%
North Ayrshire 7,400 7,400 7,400 7,300 7,200 6,700 6,700 -100 -0.8%
North Lanarkshire 18,400 18,300 18,000 17,900 17,500 16,700 16,300 -400 -2.5%
Orkney Islands 2,200 2,200 2,100 2,400 2,400 2,400 2,400 0 0.2%
Perth & Kinross 5,800 6,000 6,100 6,300 6,100 5,900 5,900 100 1.2%
Renfrewshire 9,400 9,200 8,900 8,900 8,400 7,600 7,600 0 0.6%
Scottish Borders 5,800 5,800 5,800 5,800 5,700 5,700 5,500 -200 2.7%
Shetland Islands 3,600 3,700 3,800 4,000 4,200 4,100 3,900 -200 -6.0%
South Ayrshire 6,000 5,900 5,800 5,600 5,600 5,400 5,300 -100 -1.1%
South Lanarkshire 16,500 16,500 15,700 15,900 15800 14,700 14,800 100 0.8%
Stirling 4,600 4,600 4,400 4,400 4,400 4,000 4,300 300 6.7%
West Dunbartonshire 5,900 6,000 6,300 6,500 6,300 6,200 5,700 -400 -1.2%
West Lothian 8,200 8,300 8,400 8,500 8,500 7,900 8,000 100 1.1%
Total Fire Joint Boards 5,800 5,800 5,800 5,800 5,700 5,600 5,500 -100 -2.0%
Total Police Joint Boards 24,400 24,100 23,300 24,700 24,800 24,000 5,500 -100 -0.5%
Total Valuation Joint Boards 600 700 700 700 600 600 23,900 0 -2.8%
Total Regional  Transport

Partnerships (SPT) 700 700 700 700 700 600 600 0 6.7%
SCOTLAND 323,700 318,100 313,700 306,300 301,900 289,000 282,000 -7,000 -2.4%

Source: Joint Staffing Watch Survey, Scottish Government
Notes: 1. Figures are rounded to the nearest hundred.

2. Totals may not add up to the sum of the parts due to rounding
3. Figures for fire service staff exclude volunteer and retained fire-fighters
4. There are minor adjustments to police numbers for Dumfries and Galloway and Fife
5. Figures for Dundee City and Falkirk reflect some transfer of staff to charitable trusts
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Education

In secondary education proposals to increasing working hours have been announced, essentially
eliminating ‘protected time’ the time allowed for marking and for preparation. Although data from the OECD
suggests that Scottish teachers work above average hours compared to counterparts in other countries.

Within the education sector the numbers employed in Scottish Further education colleges had declined by
1,300 over the year to Q2 2012 to 14,600, and by 2,300 since Q2 2009) and further reductions are
inevitable. As noted in the previous Commentary the publication of the Scottish Government’s Reform of
Post 16 Education and subsequent consultation paper outlined the Government's proposals for a very
rapid restructuring of 35 colleges into 12 regions with a programme of mergers, collaboration, sharing
services and courses. Of concern has been the rapid introduction of the changes, with a series of mergers,
new structures and revised delivery of courses. There is much to suggest that rapid changes can be less
effective.

Reform continued in the Higher education sector with a number of universities continuing to restructure,
reduce costs and continuing with voluntary severance schemes. In September there were calls for
industrial action to be considered by university staffs over the pay offer of 1% for 2012/2013. A further
problem for universities has been the reduction in the numbers of overseas students and hence income,
due in part to the UK Government seeking to reduce numbers of migrants seeking to enter the UK and to
delays progressing applications by the UK Border Agency.

Health

The numbers (headcount) employed in the NHS fell by 1,900 to 153,400 Q2 2011 — Q2 2012 (see table 2).
Notwithstanding political claims a significant proportion of recent job losses are nursing staffs. Pressures
on the NHS appear to be increasing, in September there were concerns that hospitals were discharging
patients earlier and this was leading to increased pressures on GPs who already were experiencing
increased pressures and targets. Proposals to introduce performance appraisal of doctors was announced
in October. At the UK level there are concerns that cutbacks to the NHS are leading to increased migration
of doctors leaving the UK.

A study of the funding of the NHS to 2021/22 (IFS and Nuffield Trust published July 2012) highlights
concerns as to the sustainability of free care and hospital services in Scotland in the medium term. Their
analysis of the situation in England suggests:

“Combining the Dilnot Commission recommendations with keeping English NHS spending constant as a share of
national income, public spending on the NHS and social care would increase by 2.8% a year in real terms. All other
areas of public service spending, however, would grow at just 0.3% a year over the seven years from April 2015, in the
absence of any tax increases, borrowing increases or further cuts to welfare spending.”

“Public funding for health is set to be tight until at least the end of the decade. If NHS productivity does not increase
sufficiently fast to bridge the gap between funding and demand pressures, then access to and quality of care is likely to
deteriorate. Serious thought must be given to options for the NHS. These include reconsidering the range of services
available free of charge to the whole population or the level of taxation needed to finance those services in the future.”
(IFS 2012:5).

Currently NHS spending in Scotland is roughly a third of the annual Scottish budget. As the Audit
Scotland’s report noted the NHS budget rose by £232m in 2011-12 in cash terms. "The Scottish
government's 2011 spending review outlined a 4.2% real-terms decrease in NHS funding in the five years
to 2014-15." There are clearly pressures building in the system from increasing costs, rising expectations
and increasing demand, and changes to policies are increasingly inevitable. Concerns as to the rising
pressures and spending constraints confronting the Scottish NHS were more evident in the latest Audit
Report who noted ‘it will be difficult to reduce costs while maintaining high-quality services’ and it was
uncertain as to whether the current cost cutting measures would be successful.

Welfare

In September proposals to close the Remploy factories in Edinburgh and Aberdeen were announced, this
is part of national policy of closing, over time, all 54 Remploy factories across the UK. In the year to
September 2011 there were some 45,400 disabled workers in Scotland who are economically active but
unemployed (GMB analysis, Brighton Conference). The unemployment rate at September 2011 amongst
economically active disabled was 11.2%, compared to 7.5% for non-disabled unemployed.

Emergency Services
As noted in the previous Commentaries the background to the Police and Fire Reform (Scotland) Bill and
the current concerns are well summarised in A SPICe Briefing published 20" February 2012. Financial
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issues of the proposed reforms have been discussed in the Police Reform Programme, Outline Business
Case September 2011 and more recently the issues have been summarised in a SPICe Briefing (20th
February 2012).

In Scotland the appointment of the new chief constable for the national police force led to some
clarification as to the scale of initial job losses, with up to 3,000 mainly support jobs (in HR, finance and
procurement etc.) to be lost, mainly by voluntary redundancies and early retirement, and to proposals to
reduce police estates by 20%, implying some reductions to the number of police stations. It is likely that
some of the civilian job losses will lead to police officers taking back some of this work, and the trend
towards a more porous divide between police officers and civilian staffs, a feature of future years, reduced
in the period to 2015. The protection of police officer numbers may well be by standardising terms and
conditions and at the expense of reductions in hours, overtime and conditions.

The plans by West Midlands and Surrey police forces to contract out up to £1.5 billion worth of services
(see the June 2012 issue of the Commentary) are under some reconsideration following problems
experienced by G4S at the Olympics.

Transport

Threats of industrial action had surfaced over possible changes to west coast ferries currently operated by
Calmac, however, in September it was announced that the tender process was to be delayed by three
years to 2016. Serco, awarded a six year contract in May 2012 to operate Northlink ferries, has announced
reductions to services and up to 36 job losses, notwithstanding initial claims that there would be no
redundancies and no changes to timetables.

Pay and Conditions

Major possible changes to public sector terms and conditions of employment for staff below the level of
senior civil servants emerged in a letter sent to all civil service HR directors, leaked to the Guardian (10th
October 2012). This asks HR directors across the civil service to have outline plans ready by the end of
the year to consider: cuts in holiday entitlements; lengthening working weeks and reduce flexible working.
In addition the Guardian article suggests the document includes other areas that could be changed:
including annual and occasional days’ leave; hours of work; probationary periods and sick pay. Also the
document requests a review of family friendly flexitime, travel and expenses, disciplinary procedures and
performance management.

The broad objectives would appear to seek to reform terms and conditions of employment to make them.
The Guardian article quotes the director of the civil service human resources and capability group as
stating the “civil service reform plan states that each department will undertake a review of their terms and
conditions. Your review should ensure that your department.... Continues to be a good employer, offering
terms and conditions comparable, but not beyond what a good employer would provide.” The implication
is that staff will become more ‘flexible and collaborative’ in a ‘transformed civil service’.

Notwithstanding the apparent declining UK Government support for regionalising public sector pay a
number of consultancy and interest groups have cited ‘apparent’ differences between public and private
sector pay rates and the benefits to be derived by restraining public sector pay rates until they match
comparable average private sector rates. We noted in the June Commentary a number of well-founded
reservations to such proposals, and cited both the conclusions in the Incomes Data (2011) ‘Location-
based pay differentiation. We noted that in many respects national pay structures with orderly variation are
the least bad option from all perspectives, they are simple and less time consuming to manage, minimize
claims of unfairness, limit competitive bidding for scarce skills, can recognize labour market segmentation,
that some occupations have national and even international labour markets, whilst others operate in local
labour markets. The Office for National Statistics noted several reasons why differences between the
public and private sector employment would contribute to differences in average earnings:

1. ‘The public sector has a higher proportion of skilled jobs — widening in recent years as lower
skilled jobs have been outsourced;

2. ‘The public sector has a higher proportion of older employees and earnings tend to increase with

age and experience;

‘The public sector workforce contains more people with a degree or equivalent qualification;

4. ‘The gap between the highest and lowest earners is higher in the private sector than the public
sector;’

w
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In addition:

1. There are certain aspects relating to earnings that are not collected by either ASHE or the LFS,
including data on self-employed and on bonuses;

2. An appreciation of the segmented nature of labour markets would further indicate why relating
pay of some occupations to only local labour markets would be inappropriate.

‘After accounting for gender, age, occupation, the region the job is located in and factoring in qualifications,
the public sector, on average, earned 8.2% more per hour (excluding overtime) than the private sector in
2011.... Despite using a detailed level of occupation classification in order to remove many of the
differences in jobs between the public and the private sector, some differences remain meaning that the
pay in the two sectors for certain occupations may not be directly comparable.’

Wider concerns

In the years 2009/2010 and 2010/2011 it is estimated that spending on R & D in Government departments
declined considerably, with spending on R & D in Transport down 47.8%, Education down 12.1% and in
Environment and Rural Affairs down 15.5%. Whether reductions in research spending coupled with limits
on pay increases will have an adverse effect on staff turnover is unclear, however, staff turnover rates of
28% in 2011 in the Treasury have been reported.
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Introduction

Different methods and criteria exist for determining ‘key’ economic sectors. The Scottish Government
identifies a number of ‘key’ sectors, although it is not clear which metrics it used to choose these. It is likely
that these sectors are considered to be ‘key’ in delivering the Scottish Government’s policy priorities. This
differs from a more formally defined economic approach to determining key sectors. However, even within
the economics literature, there are different ways of thinking about which sectors are ‘key’.

This short paper presents one approach to determining individual and groups of ‘key’ sectors. We will
explain why these approaches are not necessarily equivalent, and what value is added in moving from
considering sectors individually to analysing the impact of sectors in groups. We begin with a non-technical
overview of the methods we employ, before discussing the database used in this analysis. We then
present the results of applying this method for Scotland for three time periods: 1998, 2004, and 2007. We
mainly focus on sectoral output, but we also include one set of results which look at key employment
sectors.

In the discussion of our results we concentrate on two things. First, we are interested in which sectors are
identified as important in Scotland in each time period. Second, we investigate how those sectors have
changed between 1998, 2004 and 2007.

Economic key sectors

The economic motivation for assessing ‘key sectors’ usually stems from a desire on the part of
policymakers to identify those sectors on which the government should focus support in order to increase
overall economic growth. Although this literature largely started in the context of developing economies,
the applicability of some of the arguments to developed economies was soon recognised.

The arguments took two main forms. The first was that government should attempt to stimulate economic
activity directly, and therefore it should focus attention on expanding those sectors of the economy which
are large demanders of the output of other sectors in the domestic economy. The rationale being that if
these sectors grow, they will stimulate other sectors of the domestic economy which provide inputs to this
sector.

The second argument for identifying key sectors, which has only really been put forward in the context of
developing countries, was that governments should attempt to identify sectors which are potential ‘bottle-
necks’ in the supply chain. It is argued that expanding these sectors would facilitate the expansion of other
sectors in the economy, and hence stimulate economic growth.

The measures used in this paper identify those sectors of the Scottish economy which support the greatest
proportion of domestic output, employment, etc., individually or collectively. This could then be used to

help inform decisions about the sectors on which the government focuses its sectoral economic growth
policy.

The Scottish Government Economic Strategy (2007)i notes:

“...the job of government should be to facilitate and accelerate the growth sectors and to provide the necessary
environment to make sure that it happens in Scotland. ™
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Currently, the Scottish Government identify seven “key” domestic sectors These are™:
° Creative Industries (including digital)

Energy (including renewables)

Financial and Business Services

Food and Drink

Life Sciences

Tourism

Universities

There is a ‘Key Sector Statistics Database’ maintained by the Scottish Government on the sectors listed
above (with the exception of Universities). This database contains a number of important economic
statistics relating to these sectors (employment, number of businesses in each key sector, etc.). However,
it is not clear how these ‘key’ sectors have been selected, except a note on the Scottish Government
website which states:

“...certain sectors offer particular opportunities for growth - in all or part of that sector - due to
existing comparative advantages or through the potential to capitalise on Scotland's unique natural
assets".”

Whilst the Scottish Government website indicates that ‘comparative advantage’ and ‘growth potential’ are
the important determinants of which sectors are identified as key sectors it is unclear how these terms are
measured and how the selection of the ‘key’ sectors proceeds on the basis of these metrics.

Methods

We employ two related methods to quantify the contribution of particular sectors to total economic output.
The first is the hypothetical extraction of individual sectors of the economy; the second is the hypothetical
extraction of groups of sectors in the economy. The hypothetical extraction of individual sectors has a
reasonably long history in regional economics, but to focus analysis on the extraction of groups of sectors
is a recent innovation. In order to move from considering key sectors to key groups of sectors, we employ
a methodology developed by Temurshoev (2010)" which made this computationally intense analysis much
more efficient so that the numerical analysis contained in this paper can be run from a standard desktop
computer.

What is hypothetical extraction? Hypothetical extraction (HE) is a counterfactual analytical tool which
identifies how much domestic economic activity would be reduced if a particular domestic sector did not
exist. That is to say, all domestic production in the sector is assumed to cease and all domestic use of the
sector’s output is now assumed to be met by imports. Economic activity can be measured in a number of
ways. Here we focus mainly on sectoral output, but we also present one set of results using sectoral
employment.

Why is the HE approach superior to simply considering the size of each sector relative to the size of the
Scottish economy? Because the impacts of a particular sector are more complex: crucially, each sector
acts simultaneously as a buyer of goods and services from other sectors in the economy, and a supplier of
goods and services to other sectors of the economy”. A measure of the importance of an individual sector
should take these interactions into account. The HE approach captures these inter-relationships, in so far
as they are represented in the input-output database. The input-output database is a set of economic
accounts which detail the relationships (in terms of purchases and sales) between different sectors of the
economy. Miller & Blair (2009) present a very thorough description of this modelling environment.

However, it is precisely these inter-relations between sectors which explain why sectors which are ranked
highest in an individual key sector analysis need not be those found in the highest ranked key groups of
sectors. To see this, we take a simple example. Diagram 1 represents a schematic set of Input Output (IO)
accounts. Each sector’'s purchases are represented by the elements down the appropriate column. The
sector’s sales are represented by elements along the corresponding row. For example, Sector 3 has
purchases of intermediate inputs identified down the fourth column of Diagram 1 from (1,3) to (6,3) and
purchases of non-produced inputs (labour, capital and land) of VA3. The same sector sells intermediate
inputs to other domestic sectors. These are shown in the fourth row of Diagram 1 as entries (3,1) to (3,6).
Sales to final demand (household consumption, investment and exports) are given as F3.

Diagram 2 shows Sector 3 being extracted from the input output database. This is what occurs where the
impact of hypothetical extraction is calculated for a single sector. The removal of all the transactions that
directly involve Sector 3 means that the output of the economy falls not only by the amount produced by
that industry, but also by the intermediate inputs and (where appropriate) consumption goods needed to
support that output. This is reinforced by further downward multiplier effects.

NOVEMBER 2012 PAGE 50



FRASER ECONOMIC COMMENTARY

As in Diagram 2, Diagram 3 shows a set of accounts in which Sector 3 has already been extracted.
However, Sector 5 has now also been removed. Sector 3 buys from Sector 5 (i.e. cell (5,3)) and in this
same transaction, Sector 5 sells to Sector 3. Similarly Sector 5 buys from Sector 3 (i.e. cell 3,5) and in the
same transaction, Sector 3 sells to Sector 5. In a HE individual key sector analysis the extraction of either
of these sectors will involve the removal of both of these transactions. In a sense, therefore, if we sum the
individual HE values for Sectors 3 and 5 these transactions are removed twice. However, in a HE key
group analysis (with a group size of 2), the simultaneous extraction of both sectors 3 and 5 means that the
impact of the removal of these shared transactions is only counted once.

Diagram 1
Final Demand
Sector 1 Sector 2 Sector 3 Sector 4 Sector 5 Sector 6 !
Sector 1 11 1.2 1,3 14 15 1,6 F1
Sector 2 2,1 2,2 2,3 2,4 25 2,6 F2
Sector 3 31 3,2 3,3 3,4 35 3,6 F3
Sector 4 4,1 4,2 43 44 45 4,6 F4
Sector 5 51 5,2 53 54 55 5,6 F5
Sector 6 6,1 6,2 6,3 6,4 6,5 6,6 F6
Non-produced VAL VA2 VA3 VA4 VA5 VA6
Inputs
Diagram 2
Final Demand
Sector 1 Sector 2 Sector 4 Sector 5 Sector 6
F1
Sector 1 1,1 1,2 14 15 1,6
F2
Sector 2 2,2 2,4 2,5 2,6
Sector 4
F5
Sector 5 51 5,2 5,4 55 5,6
F6
Sector 6 6,1 6,2 6,4 6,5 6,6
Non-produced VAL VA2 VA4 VA5 VA6
Inputs
Diagram 3
Sector 1 Sector 2 Sector 6 Final Demand
Sector 1 11 1,2 1,6 F1
Sector 2 2,1 2,2 2,6 F2

o

o
e
e

14
2,4
44
6,4

A4

Sector 6 6,1 6,2 6,6 F6
Non-produced VAL VA2 VA6
Inputs

What we are trying to identify in the hypothetical extraction of multiple sectors, are the groups of sectors in
the economy which jointly support the greatest volume of output, employment or whatever the metric of
interest is. Where two sectors have a large volume of trade with each other, a key group of sectors is less
likely to include both sectors. In other words, the larger the values in the two green squares in Diagram 3,
the less likely Sector 3 and Sector 5 are to be found together in the highest ranked group of key sectors. It
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is also for this reason that the sum of the supported output from hypothetically extracting each sector
individually, will not sum to the total output in the economy. This is because, in extracting each sector
individually, most elements are extracted more than once. ™

Why does sectoral interdependence matter? Because if the government is interested in an economic
development policy at the sectoral level, it would likely wish to identify sectors which are not highly
interdependent. In other words, if supporting the construction sector leads to increased demand for the
output of the cement sector, it makes little sense to subsidise both, unless you are seeking to support a
‘cluster’ of industries. Were you trying to support a cluster of industries, it is unlikely that you would be
basing the identification of these industries upon the approach demonstrated in this paper anyway.

Assuming that the identification of ‘clusters’ is not the aim, if the government is supporting one sector and
is seeking other sectors to aid, it should identify sectors which do not already benefit indirectly from its
support of the first sector. The useful thing about the hypothetical extraction of key groups, therefore, is
that highly interdependent sectors are less likely to appear together in the top ranked key groups of
sectors. Nonetheless, we acknowledge that it is still the case that if two sectors are both large enough,
even if they are highly interdependent they are likely to appear in highly ranked key groups of sectors.

Data

The Scottish Government provide Input-Output tables on a comparable basis for the years 1998 — 2007.
In order to make the analysis presented here more accessible, we focus on three years: 1998, 2004 and
2007. We operate at the most disaggregated level possible, which is 126 sectors. Table Al in the
Appendix lists these sectors.

viii

Results
Although we work at the 126 sector level, in order to facilitate the presentation of the results we focus on a
subset of highly-ranked sectors. A fuller set of results is available from the authors.
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Figure 1 presents the results from the individual HE key sector analysis of Scotland for the years 1998,
2004 and 2007. In this approach each sector is hypothetically extracted individually and the subsequent
reduction in economic activity quantified. The vertical axis records the % reduction in total output in the
economy which would (hypothetically) occur if that sector were wholly closed down in Scotland. The
sectors are ordered in Figure 1 in terms of the 1998 results.

The ranking of the “Construction” and “Public administration” sectors does not change across the 3 years
we consider here. However, there is considerable change in the importance of some of the other sectors in
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the Scottish economy over this time period. The most obvious example is ‘Office machinery and
computers’. In 1998 this was the 4™ most important sector in the Scottish economy. According to the
individual HE measure, in 1998 it supported nearly 6% of Scottish output. But by 2004 it supported less

than 1% of Scottish output.

Figure 2: Change in % supported Scottish output (biggest increases),
sorted by 1998 values
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Figure 3: Change in % supported Scottish output (biggest decreases),
sorted by 1998 values
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Sectors which significantly grow in importance include the ‘Electricity production and distribution’ sector,
the ‘Other business services’ sector, and the ‘Ancillary transport services’ sector. Figure 1 illustrates the
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changes in the sectoral composition of the Scottish economy across this period. Some sectors become
more important, some less important, others barely change in importance in terms of supporting domestic
output (for instance the ‘Banking and finance’ sector).

Figure 2 identifies those sectors with the biggest percentage change in supported output for the period
1998-2007. We decompose this change into two sub-time periods: 1988-2004 and 2004-2007. Figure 2
shows that the biggest increase in supported output (an increase of 3.7% of Scottish output) occurred in
the “Construction” sector, but that this was wholly concentrated in the first sub-period. In fact, in the period
2004-2007 the share of Scottish output that is supported by this sector showed a small decline. However
other sectors showing large increases in importance over the whole period had growth concentrated in the
second sub-period, for example “Coke, refined petroleum and nuclear fuel” and “Architectural activity”.

Figure 3 shows the same time decomposition for the sectors experiencing the largest decreases in
supported output. By far the largest decline has been in “Office machinery and computers”, whose
supported output fell by 5.4% of Scottish output during this time period. Note that almost all the industries
shown in Figure 3 decline more during the earlier sub-period (1998-2004), although it is important to note
that this was a longer time period.

Table 1: The maximum number of groups of different sizes in a 126 sector economy.

Gr'oup
size # of potential groups (based on 126 sector economy).
2 7,875
3 325,500
4 10,009,125
5 244,222,650
6 4,925,156,775

Figure 4: Number of times a Scottish sector appears in the top 10% of key
groups of size 2, sorted by 1998 values

140

m1998 m2004 m2007

Moving to the key group analysis, we start by noting from Table 1 the number of different combinations of
the 126 sectors that are possible for each group size. Recall that each sector can only appear once in any
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one group and that the hypothetical extraction is simultaneous. For instance, this rules out Sector 3 and
Sector 5 appearing as one two-sector group and Sector 5 and Sector 3 appearing as another. Given the
number of different groups being evaluated using this measure, we focus our analysis on the top 10% of
key groups of sectors. That is, we look only at those 10% of groups of sectors which support the largest %
of total economic output (and later employment) in Scotland.

Figure 4 shows how many times each sector appears in the top 10% of key groups of size 2, ordered by
the 1998 ranking. For key groups of this size the maximum number of times a sector can appear is 125.
From Figure 4 we can see that in 1998 there were 4 sectors which appeared the maximum number of
times in the top 10% of key groups of sectors. These were: ‘Office machinery & computers’, ‘Construction’,
‘Public administration’, and ‘Health & veterinary services'. Only 3 of these sectors still appear the maximum
of 125 times in 2004 and 2007. ‘Office machinery & computers’ is replaced by the ‘Electricity production
and distribution’ sector in 2004 and 2007. Detailed inspection of Figure 4 reveals that some sectors are
becoming less important over time (‘Education’, ‘Retail distribution’, and ‘Letting of dwellings’) whilst other
sectors become more important according to this measure (‘Electricity production and distribution’, ‘Other
business services’, and ‘Ancillary transport services’).

Figure 5: Number of times a Scottish sector appears in top 10% of key
groups of size 3, sorted by 1998 values
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Figure 5 extends the analysis to groups of 3 sectors. Again, we concentrate on the top 10% of key groups,
and report the number of times each sector appears in the top 10% of key groups of size 3. In this case
the maximum number of entries is 7,750. Only two sectors now appear the maximum number of times in
all three time periods. These are ‘Construction’ and ‘Public administration’. Again certain sectors become
less prominent over time, according to this measured. These are ‘Health & veterinary services’, ‘Office
machinery & computers’, ‘Retail distribution’, and ‘Letting of dwellings’. Sectors becoming more important
over time include, ‘Electricity production and distribution’, ‘Other business services’ and ‘Ancillary transport
services'.

Figure 6 shows how the output supported by the top 10% of key groups of size 3 has changed over time.
On the horizontal axis the top 10% of groups of size 3 are ordered by supported output. On the vertical
axis the % of output in the Scottish economy supported by each of these key groups is shown. For
example, entry number 1 is the 3 sectors whose joint hypothetical extraction would produce the largest %
fall in Scottish output. This is the group of sectors “Construction”, “Public administration” and “Health and
veterinary services”, and these sectors support 22% of Scottish output in 1998 using the joint HE method.

Figure 6 shows that in 2004 the highest ranked key 3 sector groups supported a greater % of output in

Scotland than they had in 1998. Again, taking the key top 3 sector group as an example, in 2004 the same
sectors made up the top key group as in 1998 but they now supported 26% of Scottish output, as
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measured using the joint HE approach. In 2007 there was a further increase in the output supported by the
top groups of sectors.

Figure 6: The % Scottish output supported by top 10% of key groups of
size 3

25

0

15

10

544
1087
1630
2173
2716
3259
3802
4345
4388
5431
5974
6517
70E0
7603
2146
2639
9232
9775

10318
10861
11404
11247
12490
13033
13576
14115
14662
15205
15748
16291
16834
17377
17920
18463
19008
19545
20092
20635
211738
21721
22264
22807
23350
23893
24438
24875
25522
26065
26603
27151
27694
28237
28780
29323
29866
30408
30952
31495

1998 2004 2007

Figure 7: Number of times each of the top 30 Scottish sectors
appears in the top 10% of key groups
of size 4, using an employment-based HE approach, sorted by
1998 values.
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These changes over time might have a variety of causes. First they could represent greater specialisation
in the Scottish economy (i.e. a greater proportion of the Scottish economy being supported by fewer
sectors). This finds some support from Figure 4 which shows that for key groups of size 2 there were 2
more sectors in 2007 than in 1998 which appeared the maximum number of times in the top 10% of key
groups of size 2. This might suggest that fewer, larger, sectors are dominating the Scottish economy in
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2007 compared to 1998. Alternatively, it could indicate that the largest sectors in the Scottish economy are
becoming less interdependent. Or, it could be a combination of both of these effects.

For a more direct comparison of the results based on the hypothetical extraction of individual sectors and
groups of sectors, we have included Table 2. This shows the sectors which appear in the top 20 key
groups of sectors in 1998, 2004 and 2007 in Scotland. The numbers in brackets after the sector name
denote the ranking of that sector according to the hypothetical extraction of individual sectors in each of
these years. What is clear from these tables is that the largest few sectors do appear in the top one or two
key groups of sectors. However, it does not take long for this relationship to start to break down.

If the key group ranking simply followed the key sector ranking, we would expect the sectors ranked 1, 2
and 3 by the key sector ranking to be the key group. This group would then be followed by groups
comprising 1, 2, 4 then 1, 2, 5 etc. etc. In fact, in 1998, while the top three sectors by the key sector
ranking do appear in the top group, and the next group comprises those sectors ranked 1, 2, and 4,
thereafter the relationship breaks down. The 3" ranked group comprises sectors 1, 2, and 6. This is
followed by 1, 3 and 5. Of course the largest sectors dominate the ranking, but what is interesting is that
we can see which sectors are more interdependent than others. For instance sectors 1, 2 and 6 are less
interdependent than 1, 2, and 5, and hence are ranked higher by the key group of size 3 ranking (even if
this only translates to a less than a 0.4% difference in terms of supported output).

Figure 8: Number of times each of the top 30 Scottish sectors
appearsin the top 10% of key groups
of size 4, using an output-based HE approach , sorted by 1998
values
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The results presented in the preceding section could be replicated for sectoral employment instead of
sectoral output. We present here one set of results that focus only on the top 30 sectors using a group HE
measure. However, in this case we increase the group size to 4. This increases the maximum number of
times that a sector can occur in the top 10% of groups to 317,750. In Figure 7 we show the 30 sectors
which appear most frequently in the top 10% of key groups of size 4 according to the joint hypothetical
extraction approach based on sectoral employment, for 1998, 2004 and 2007. On this measure “Retall
distribution” joins “Construction”, “Public administration” and “Health and veterinary services” as a key
sector. The equivalent results for sectoral output are given in Figure 8. In 1998 two sectors, “Public
administration” and “Retail distribution” appear the maximum number of times in the employment ranking,
but only one “Construction” in the output ranking. However, in the 2007 only one sector is ranked the
maximum number of times in both the output and employment measure. This sector is “Construction”.

Conclusion

This paper has attempted to identify the key sectors in the Scottish economy. It has used a newly
operationalized approach for determining key groups of sectors, alongside the more traditional
hypothetical extraction of individual sectors. Comparing across the three years considered here, is useful
in illustrating changes in the sectoral composition of the Scottish economy over the 9 year period under
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examination. Looking at the employment supported by key sectors is also of interest and it is worth noting
that the same kind of results could be generated for other variables linked to output. That is to say, we
could identify key individual, and groups of, industries in the generation of pollution, water use, etc.
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Table 2: The sectoral composition of the top key groups of sectors 1998, 2004, 2007.

1998 KS=3

% Sec #1

Sec #2

Sec #3

22.028 | Construction (1)

Public administration (2)

Health & veterinary services (3)

21513 | Office machinery & computers (4)

Construction (1)

Public administration (2)

20.782 | Construction (1)

Retail distribution (6)

Public administration (2)

20.772 | Office machinery & computers (4)

Construction (1)

Health & veterinary services (3)

20.397 | Construction (1)

Letting of dwellings (5)

Public administration (2)

20.349 | Construction (1)

Public administration (2)

Education (7)

20.039 | Construction (1)

Retail distribution (6)

Health & veterinary services (3)

19.876 | Construction (1)

Insurance & pension funds (8)

Public administration (2)

19.861 | Electricity production & distribution (9)

Construction (1)

Public administration (2)

19.683 | Construction (1)

Hotels, catering & pubs etc (10)

Public administration (2)

19.68 | Construction (1)

Education (7)

Health & veterinary services (3)

19.647 | Construction (1)

Letting of dwellings (5)

Health & veterinary services (3)

19.549 | Office machinery & computers (4)

Construction (1)

Retail distribution (6)

19.2 Office machinery & computers (4)

Construction (1)

Education (7)

19.152 | Office machinery & computers (4)

Construction (1)

Letting of dwellings (5)

19.137 | Construction (1)

Banking & Finance (11)

Public administration (2)

19.117 | Electricity production & distribution (9)

Construction (1)

Health & veterinary services (3)

19.099 | Construction (1)

Insurance & pension funds (8)

Health & veterinary services (3)

18.957 | Construction (1)

Wholesale distribution (12)

Public administration (2)

18.944 | Construction (1)

Hotels, catering & pubs etc (10)

Health & veterinary services (3)

2004 KS=3

% Sec#1

Sec #2

Sec#3

25.898 | Construction (1)

Public administration (2)

Health & veterinary services (3)

25.478 | Electricity production & distribution (4)

Construction (1)

Public administration (2)

24.642 | Construction (1)

Insurance & pension funds (5)

Public administration (2)

24.476 | Construction (1)

Public administration (2)

Recreational services (6)

24.298 | Electricity production & distribution (4)

Construction (1)

Health & veterinary services (3)

24.099 | Construction (1)

Other business services (7)

Public administration (2)

24.041 | Construction

Public administration (2)

Education (8)

23.927 | Construction

Retail distribution (11)

Public administration (2)

23.895 | Construction

Wholesale distribution (9)

Public administration (2)

Ancillary transport services (10)

Public administration (2)

23.452 | Construction

Insurance & pension funds (5)

Health & veterinary services (3)

Kol Gl Lt Ll Ll

23.403 | Construction

Banking & Finance (12)

Public administration (2)

EEIEICICIC

@
(
(
23.783 | Construction (
(
(
(

23.367 | Construction (1)

Health & veterinary services (3)

Recreational services (6)

23.096 | Electricity production & distribution (4)

Construction (1)

Insurance & pension funds (

23.012 | Construction (1)

Other business services (7)

23.007 | Construction (1)

Education (8)

5)
Health & veterinary services (3)
Health & veterinary services (3)

22.975 | Electricity production & distribution (4)

Construction (1)

Recreational services (6)

22.903 | Construction (1)

Public administration (2)

Social work activities (14)

22.865 | Construction (1)

Letting of dwellings (13)

Public administration (2)

22.786 | Construction (1)

Hotels, catering & pubs etc (15)

Public administration (2)

2007 KS=3

% Sec #1

Sec #2

Sec #3

25.813 | Electricity production & distribution (3)

Construction (1)

Public administration (2)

25.506 | Construction (1)

Public administration (2)

Health & veterinary services (4)

24.954 | Construction (1)

Other business services (5)

Public administration (2)

24519 | Electricity production & distribution (3)

Construction (1)

Health & veterinary services (4)

24.163 | Electricity production & distribution (3)

Construction (1)

Other business services (5)

24.102 | Construction (1)

Ancillary transport services (6)

Public administration (2)

23.809 | Construction (1) Public administration (2) Recreational services (8)
23.725 | Construction (1) Other business services (5) Health & veterinary services (4)
23.672 | Construction (1) Wholesale distribution (7) Public administration (2)
23581 | Construction (1) Public administration (2) Education (11)

23.523 | Construction (1) Insurance & pension funds (10) Public administration (2)
23.505 | Coke, refined petroleum & nuclear fuel (9) Construction (1) Public administration (2)
23.483 | Construction (1) Retail distribution (12) Public administration (2)
23.175 | Electricity production & distribution (3) Construction (1) Ancillary transport services (6)
23.114 | Qil & gas extraction (13) Construction (1) Public administration (2)
23.097 | Construction (1) Banking & Finance (15) Public administration (2)

22.897 | Electricity production & distribution (3)

Construction (1)

Recreational services (8)

22.836 | Construction (1)

Ancillary transport services (6)

Health & veterinary services (4)

22.769 | Electricity production & distribution (3)

Construction (1)

Education (11)

22.763 | Electricity production & distribution (3)

Construction (1)

Wholesale distribution (7)
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APPENDIX

Table Al

Industry/Product Groups:

Agriculture, forestry &

fishing 1 Agriculture, hunting and related service activities
2.1 Forestry planting and related service activities
2.2 Forestry logging and related service activities
3.1 Fishing and service activities incidental to fishing
3.2 Fish farming and related service activities
Mining 4 Mining of coal and lignite; extraction of peat
5 Extraction of crude petroleum and natural gas, service activities incidental to extraction; mining of uranium and thorium ores
6 Mining of metal ores
7 Other mining and quarrying
Manufacturing 8 Production, processing and preserving of meat and meat products
9 Processing and preserving of fish and fish products; fruit and vegetables
10 Vegetable and animal oils and fats
11 Dairy products
12 Grain mill products, starches and starch products
13 Prepared animal feeds
14 Bread, rusks and biscuits; manufacture of pastry goods and cakes
15 Sugar
16 Cocoa; chocolate and sugar confectionery
17 Other food products
18.1  Spirits and wines
18.2  Beersand ales
19 Production of mineral waters and soft drinks
20 Tobacco products
21 Preparation and spinning of textile fibres
22 Textile weaving
23 Finishing of textiles
24 Made-up textile articles, except apparel
25 Carpets and rugs
26 Other textiles
27 Knitted and crocheted fabrics and articles
28 Wearing apparel; dressing and dying of fur
29 Tanning and dressing of leather; manufacture of luggage, handbags, saddlery and hamess
30 Footwear
31 Wood and wood products, except furniture
32 Pulp, paper and paperboard
33 Articles of paper and paperboard
34 Publishing, printing and reproduction of recorded media
35 Coke, refined petroleum products and nuclear fuel
36 Industrial gases, dyes and pigments
37 Other inorganic basic chemicals
38 Other organic basic chemicals
39 Fertilisers and nitrogen compounds
40 Plastics and synthetic rubber in primary forms
41 Pesticides and other agro-chemical products
42 Paints, varnishes and similar coatings, printing ink and mastics
43 Pharmaceuticals, medicinal chemicals and botanical products
44 Soap and detergents, cleaning and polishing preparations, perfumes and toilet preparations
45 Other chemical products
46 Man-made fibres
47 Rubber products
48 Plastic products
49 Glass and glass products
50 Ceramic goods
51 Bricks, tiles and construction products, in baked clay
52 Cement, lime and plaster
53 Articles of concrete, plaster and cement; shaping and finishing of stone; manufacture of other non-metallic mineral products
54 Basic iron and steel and of ferro-alloys; manufacture of tubes and other first processing of iron and steel
55 Basic precious and non-ferrous metals
56 Casting of metals
57 Structural metal products
58 Tanks, reservoirs and containers of metal; manufacture of central heating radiators and boilers; manufacture of steam generators
59 Forging, pressing, stamping and roll forming of metal; powder metallurgy; treatment and coating of metals
60 Cutlery, tools and general hardware
61 Other fabricated metal products
62 Machinery for the production and use of mechanical power, except aircraft, vehicle and cycle engines
63 Other general purpose machinery
64 Agricultural and forestry machinery
65 Machine tools
66 Other special purpose machinery
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67 Weapons and ammunition

68 Domestic appliances not elsewhere classified

69 Office machinery and computers

70 Electric motors, generators and transformers; manufacture of electricity distribution and control apparatus
71 Insulated wire and cable

72 Electrical equipment not elsewhere classified

73 Electronic valves and tubes and other electronic components

74 Television and radio transmitters and apparatus for line for telephony and line telegraphy

75 Television and radio receivers, sound or video recording or reproducing apparatus and associated goods
76 Medical, precision and optical instruments, watches and clocks

77 Motor vehicles, trailers and semi-trailers

78 Building and repairing of ships and boats

79 Other transport equipment

80 Aircraft and spacecraft

81 Furniture

82 Jewellery and related articles; musical instruments

83 Sports goods, games and toys

84 Miscellaneous manufacturing not elsewhere classified; recycling

Energy and water 85 Production, transmission and distribution of electricity
86 Gas; distribution of gaseous fuels through mains; steam and hot water supply
87 Collection, purification and distribution of water

Construction 88 Construction

Distribution & catering 89 Sale, maintenance and repair of motor vehicles and motor cycles; retail sale of automotive fuel
90 Wholesale trade and commission trade, except of motor vehicles and motorcycles
91 Retail trade, except of motor vehicles and motorcycles, repair of personal and household goods
92 Hotels and restaurants

Transport &
communication 93 Transport and railways
94 Other land transport; transport via pipelines
95 Water transport
96 Air Transport
97 Supporting and auxiliary transport activities, activities of travel agencies
98 Postal and courier activities
99 Telecommunications

Finance and business 100  Banking & finance
101 Insurance and pension funding, except compulsory social security
102 Auxiliary financial services
103 Real estate activities with own property, letting of own property, except dwellings
104 Letting of dwellings, including imputed rent
105  Real estate activities on a fee or contract basis
106  Renting of machinery and equipment without operator and of personal and household goods
107  Computer and related activities
108  Research and development
109  Legal activities
110  Accounting, book-keeping and auditing activities; tax consultancy
111 Marketing research and public opinion polling; business and management consultancy activities; management activities of holding companies
112 Architectural and engineering activities and related technical consultancy, technical testing and analysis
113 Advertising
114 Other business services

Public admin etc. 115  Public administration and defence; compulsory social security
Education, health and
social work 116  Education

117 Human health and veterinary activities
118 Social work activities

Other services 119  Sewage and refuse disposal, sanitation and similar activities
120  Activities of membership organisations not elsewhere classified
121 Recreational, cultural and sporting activities
122 Other service activities
123 Private households employing staff and undifferentiated production activities of households for own use

Stuart G. Mclntyre Fraser of Allander Institute, Department of Economics,
University of Strathclyde, email: s.mcintyre@strath.ac.uk

J. Kim Swales Fraser of Allander Institute, Department of Economics,
University of Strathclyde, email: |.k.swales@strath.ac.uk

PAGE 61 VOLUME 36 NUMBER 2


mailto:s.mcintyre@strath.ac.uk
mailto:j.k.swales@strath.ac.uk

FRASER ECONOMIC COMMENTARY

References
Miller, R. & Blair, P. (2009), "Input-output analysis', Cambridge Books, Cambridge, UK

i http://www.scotland.gov.uk/Resource/Doc/202993/0054092. pdf

i http:/iwww.scotland.gov.uk/Resource/Doc/202993/0054092.pdf (p27)

i For more on this, see: http://www.scotland.gov.uk/Topics/Economy/Key-Sectors

v http://www.scotland.gov.uk/Topics/Economy/Key-Sectors

v Temurshoev, U. (2010), Identifying Optimal Sector Groupings with the hypothetical extraction method. Journal of Regional Science, 50: 872-890.
Vi In the context of sectoral employment, sectors not only employ people directly, they also employ individuals indirectly through their supply chain.

vi Hypothetical extraction of individual or groups of sectors is therefore not an accounting measure. Standard IO attribution, where the output
supported by the final demands of each sector can be calculated, is an accounting measure. The sum of the economic activity attributed to
individual sectors using standard |0 attribution equals the total economic activity of the economy.

Vil These tables are available from: http://www.scotland.gov.uk/Topics/Statistics/Browse/Economy/input-output.
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The Scottish Public Finances
2010-11 - Surplus or Deficit?

Professor Arthur Midwinter
Institute of Public Sector Accounting Research
University of Edinburgh Business School

The Fiscal Context

The annual publication of the Government Expenditure and Revenues in Scotland Report (known as
GERS), which is compiled by professional economists in the Scottish Government, is a highly political
event.

The stated aim of GERS is to enhance public understanding of fiscal issues in Scotland, by estimating a
set of public sector accounts. It does so by both estimating total government revenue and expenditure in
Scotland, then calculating a net fiscal balance. A fiscal deficit, however, is not a financial problem, as it is
part of the UK public accounts and simply measures the gap between spending and revenues in Scotland
(McCrone, 1999; Goudie, 2002).

GERS was first published in 1992, and then developed and expanded in 1995, since when it has been
published annually. It was described as

“an important element in the debate about Scotland's future. This debate has generated a range of

claims and counterclaims about the size of Scotland’s Budget deficit or fiscal deficit, and the

implications for Scottish living standards under constitutional options open to the people of Scotland”.
(Scottish Office, 1995)

It has always been subject to political spin by Scottish Ministers (Heald and McLeod, 2002), firstly to attack
devolution, then independence, and now the SNP use the report to support their economic case for
independence in the referendum process.

Scottish Finance Minister John Swinney claimed “that Scotland continues to contribute more to the UK
Treasury than we receive in public spending” (Scottish Government, 2012a). This led to one respected
economic analyst to describe this as “statistical massaging”, arguing that political leaders must not be
allowed to tailor findings in government expenditure reports (Young, 2012).

Arguments over GERS accuracy have generally been between the SNP and the other political parties,
rather than between experts. Whilst GERS is based on estimating techniques and the UK’s public
expenditure statistics, researchers in the area have accepted that it maps out the broad magnitude of
Scotland’s fiscal position (Heald et al, 1998; MacKay and Wood, 1999; Bell and Christie, 2002), and
therefore “the kind of fiscal position from which an independent Scotland would start” (Murkens, Jones and
Keating, 2002).

Accounting for the Fiscal Deficit

The long-term fiscal deficit has resulted from a long established system of incremental budgeting, with
allocations to departments and devolved administrations based on political judgements of expenditure
need, irrespective of fiscal contributions. In a unified system, fiscal transfers occur automatically, and nine
of the twelve regions of the UK have allocations which exceed their tax contributions (Midwinter, 2004).

What complicates the Scottish position is the treatment of North Sea revenues as ex regio (not attributed
to any regions in the UK) in the public accounts. In this paper, a geographical share of North Sea
revenues is attributed to Scotland. In a paper for the Scottish Parliament’s Finance Committee, | showed
that from 1996 Scottish shares of all other taxes fell from being broadly equivalent to our population share,
to less than it each year, averaging 8.3% of tax yields, and 8.6% of the population (Midwinter, 2007). The
GERS report regularly publishes fiscal balances on this basis, and with oil revenues attributed to Scotland
on the basis of an estimated geographical share, the most relevant measure for an independent Scotland.
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Since its victory in the 2011 Scottish parliamentary election, the SNP Administration has been undertaking
a public consultation exercise prior to its independence referendum, and published two papers favouring
independence. The first considers options for fiscal autonomy, and argues that:

“The current framework significantly constrains the ability of the Scottish Government to boost
Scotland’s long term competitiveness through, for example, introducing a simpler and more competitive
regime. It also constrains the ability to take short-term measures to stabilise the economy, through, for
example, tax cuts or significant increases in public investment”

(Scottish Government, 2009a).

This is, however, wholly consistent with the reservation of macroeconomic responsibility with the central
state as happens in most countries, and the devolution of microeconomic functions to support the
economy. It does not mean action is not taken.

Similar arguments are set out in the consultation paper (Scottish Government, 2009b), identifying the
creation of a “Sovereign Wealth Fund” based on Scotland’s oil and gas reserves, and cutting corporation
tax to enhance growth, as desirable initiatives.

The SNP has stated its view that “Scotland pays its way” (SNP 1997; 2001) for the past fifteen years,
whilst acknowledging that surpluses in the 1980s were because of the high tax yields from oil and gas. In
public accounting, this also reflected the attribution of privatisation proceeds as revenues (Midwinter,
2000).

The consensus among researchers, however, is of a recurring structural deficit and high levels of public
spending over the 20th Century (Lee, 1995; Woods, 2001; Bell and Christie, 2002; Goudie, 2002;
Midwinter, 2007; and Calmans Independent Expert Group, 2008).

By contrast, Hallwood and Macdonald (2006) who favour fiscal autonomy under devolution or
independence, observe that “the Scottish budget deficit probably varies from negative to positive and back
again”, although they offer no financial evidence that this is indeed the case, data readily available in the
GERS series.

So does the reported fiscal surplus stand up to scrutiny? In fact, GERS 2010-11 shows that in only two
years out of five did Scotland record a current budget surplus of £552m in 2006-7, and £999.3m in 2009.
But this is not a measure of the fiscal position Scotland would inherit on independence, as it excludes
capital expenditure, which is funded as capital from current expenditure within the Block Grant. The actual
net fiscal deficit, which the Finance Minister ignored, was £3 and £3.6 billions in these years.

Deficits have increased significantly in recent years as UK revenues fell and borrowing grew in response to
the world financial and economic crisis. The net fiscal deficits reported in GERS 2010-11 are shown
below.

Table 1: Scotland’s Net Fiscal Deficits, 2006-7 to 2010-11
Year North Sea Revenue (Ebn) Net Fiscal Deficit (Ebn)
2006-07 7504 3034
2007-08 7115 3668
2008-09 11740 3734
2009-10 5930 14179
2010-11 7951 10679

Since 1992, GERS has reported fiscal deficits for Scotland, ranging from £2.9 billion to £14.2 billion, whilst
North Sea revenues have ranged from £1 billion to £12 billion.

Similar findings were reached in a recent note on Scotland’s fiscal position, applying a geographic share of
North Sea revenues to Scotland (Ashcroft, 2012). This shows that Scotland had a theoretical surplus in
the 1980s, when both oil revenues and privatisation income levels were high. Since 1990, there has been
a recurring fiscal deficit, exacerbated since 2008 because of governmental responses to recession.
Between 1990 and 2007 the deficit averaged above 3% of GDP, whilst the UK average was below this EU
Stability Pact benchmark.
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These figures highlight a major gap in the Scottish Government’'s argument; namely its failure to
acknowledge that its high level of dependency on a highly volatile oil and gas revenue will be a recurring
budget problem. Even when this yield is high, there would be no surplus to transfer on independence.

This dependency on oil and gas revenues is clear from data reported in GERS which | collated in a paper
for the Scottish Parliament’s Finance Committee. Since 1993-4, the Scottish public finances have been in
a recurring deficit position, even when the North Sea yield was above the £3.2 billion average (see Table 2
below).

Table 2: Oil and Gas Revenues and Net Fiscal Deficit in Scotland’s Public Finances 1993-2004

Year Oil and Gas Revenues (£Ebn) Fiscal Deficit (Ebn)
1993 1.2 6.9
1994 1.6 6.6
1995 24 4.7
1996 3.5 3.6
1997 3.3 2.1
1998 2.6 1.3
1999 2.5 1.5
2000 4.3 1.1
2001 5.2 2.8
2002 4.9 4.4
2003 4.3 6.9
2004 5.2 6.0

Source: A. Midwinter (2007) Report prepared for The Scottish Parliament Finance Committee

The lack of feasibility of implementing their promises to create an oil fund or to cut corporation tax should
be clear from the GERS data. Increased scrutiny of this in the news media has resulted in them being
qualified by the Scottish Government as only happening when fiscal conditions permit, a key retreat from
the claims in their earlier report (Scottish Government, 2009b). This is a belated recognition of fiscal
reality.

Conclusion

The claims by the Finance Minister that Scotland is in fiscal surplus within the UK cannot be validated from
his government’s own data. As a stream of researchers have observed, Scotland has been, and remains,
in a net fiscal deficit position since GERS reports began.

Moreover, this selective use of official data for partisan advantage is not new. In opposition, the SNP
regularly varied the assumptions underpinning the GERS estimates in their own calculations to deliver a
paper surplus (Midwinter, 2002), so this practice has been continued in government.

Similarly, the Scottish Government claims Scotland has been “underperforming” in relative economic
growth, based wholly on a single indicator, GDP (Scottish Government, 2010). The Centre for Public
Policy and the Regions has argued that GDP per capita is a better measure of changes in living standards
(McLaren, 2012), and that Scottish growth has been broadly in line with the UK, and above the OECD
average, since devolution. Indeed, the Scottish Government's own data records improved growth rates
from 1.8% to 2.3%, but this is ignored. So, there has been no economic underperformance in recent
years, nor would there be any fiscal surplus available on independence.

It should also be clear that the fiscal deficit is not a problem within the UK, as it simply reflects the fiscal
flows within a unified fiscal system, which recognises higher needs in nine of the twelve nations and
regions of the UK. The Finance Minister has presented a false prospectus in his assessment of the fiscal
implications of independence.

The Scottish Government's assessment of the fiscal implications of independence contains fundamental

errors of fact and judgement, and its claims must be subject to continuing rigorous scrutiny in the
referendum process. The structural deficit remains a fundamental problem it is unwilling to address.
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Broadband — Towards a national
plan for Scotland

Ewan Sutherland LINK Centre University of the Witwatersrand
and CRIDS, University of Namur

Abstract

The development of national broadband plans has been used by many countries to join up different areas
of governmental and regulatory activities and to set ambitious targets for ubiquitous access to and use of
the latest fixed and wireless networks and services. For Scotland this requires working within EU and UK
legislative frameworks, which have also provided the bulk of the finance for interventions. It also requires
an understanding of the significant weaknesses of urban broadband adoption compared to other UK and
EU nations and of its e-commerce supply and demand. While resources are being targeted at rural and
remote areas, more are needed to close the social digital divide, which is unavoidable if the stated
ambition of being world class is to be achieved.

Introduction

National broadband plans are now commonplace, taking a great many forms and encompassing a variety
of activities, reflecting the state of deployment of networks, key sectors of national economies and their
competitiveness, together with social concerns (OECD, 2011a) (EC, 2012a). The challenges in formulating
a broadband policy for Scotland are formidable. Infrastructure has to be brought to outlying locations (e.g.,
a croft in Assynt), the services have to be affordable for the poor (e.g., a single parent family living on
benefits in Drumchapel), they have to be sufficiently attractive and engaging to be used (e.g., by the
elderly), they have to be safe to use (e.g., securing bank account details against fraud) and there has to be
training and support. Somehow all of this has to be paid for, involving complex relationships between the
various companies, with incentives for investments in new devices, content, applications, services and
infrastructure, while enthusiastic adoption by businesses and consumers has to be ensured.

Broadband brought telecommunications back into the political sphere, with questions asked about the
performance of a market governed by an arm’s length regulator, by whom nearly everything had to be
treated as a technical consideration, to be addressed with economic tools. Broadband can and, perhaps,
must be addressed at a multiplicity of levels: European Union (EU), member state, nation, district,
community, household and individual. Potentially each can play a positive or negative role, requiring some
rather ungainly and awkward ducks to be put in a row, if the universal adoption of high speed broadband is
to be achieved.

The policy objectives of ubiquitous broadband include improving national competitiveness, boosting growth
and creating jobs, which requires close coupling with economic and innovation strategies. There is also the
social aim of inclusion, by closing digital divides: with comparable nations and between richer and poorer
parts of the nation, plus ensuring full accessibility for the disabled and the growing numbers of the elderly.
Territorial integrity requires the provision of broadband services in remoter areas. Universal access to
broadband enables e-government, which has the potential to save money for taxpayers and increase
access to and improve the quality of governmental services.'

Since the general election of 1979 telecommunications in the United Kingdom (UK) has changed beyond
recognition, being transformed from direct government provision to the governance of telecommunications
markets. A remarkably complex regulatory state has been created, comprised of ministers, committees,
commissions, authorities, offices, tribunals and ad hoc industry-led bodies, all intervening in markets. This
was made more complicated still by a system of asymmetric powers devolved to national legislatures and
a dual British-English identity for Westminster and Whitehall institutions. (Sutherland, 2012)

British Telecom (BT) was split from the Post Office and sold to a multitude of citizen-shareholders,
competition was introduced and red callboxes all but disappeared (Cramb, 2012). Mobile telephony
became ubiquitous and smartphones have become commonplace. Internet access appeared first as dial-
up and then as always-on broadband, with growing numbers of citizens uploading their own or other
peoples’ content. Faster broadband, using optical fibres, has begun to be offered. Free to air television
expanded in scope and became digital and high definition (HD). Commercial terrestrial and satellite
television services have proliferated, for some of which people happily pay substantial subscription fees.
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Radio has not died as was predicted, but is now digital and accessible over the Internet. Both TV and radio
offer a week in which to catch up, when it has not been possible or convenient to watch or to listen to the
scheduled broadcast.

While the Scotland Act 1998 reserves legislative powers for Westminster, there remains considerable
scope for interventions by the Scottish government, by development bodies, by local authorities, by
housing associations and by communities." Governments at all levels across the European Union (EU)
have encouraged and supported the supply of broadband and helped to stimulate demand." Given the
present constraints on spending, such interventions have to be judged with special care to ensure value

for money and return on investment.

This article examines first the state of broadband in Scotland. It then examines lessons from some other
countries and from previous efforts in Scotland. The administrative, legislative and oversight activities of
the Scottish and UK governments with respect to broadband are then reviewed. The activities of the
European Union are very briefly described. Finally conclusions are drawn and issues identified for further
research.

Broadband in Scotland

Fixed broadband services are available both over telephone networks as Digital Subscriber Line (DSL)
and, in some locations, as a cable television modem service. The next stage requires replacing the copper
wires with optical fibre to street-side cabinets (FTTC) or with optical fibre to the home (FTTH), sometimes
known as — echoes of Star Trek — next generation access (NGA)." In some remoter areas the best option
for fixed broadband is Ka band satellite, which has become more affordable. Mobile network operators
have upgraded their 2G or GSM networks to 3G or UMTS, allowing mobile Internet access, though with
many complaints about the insufficiency of coverage. From 30" October 2012, they made 4G or Long
Term Evolution (LTE) available, initially in Edinburgh and Glasgow with assurances of wider availability,
requiring considerable investment in optical fibre to base stations.

Availability of the various networks in Scotland lags the UK, largely because the population density is
about one quarter of the UK average and in the Highlands and Islands drops to about one thirtieth (see
Figure 1).

Figure 1 Availability of communications infrastructure in the UK (OFCOM, 2012c)
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At the centre of UK broadband policy has been the unbundling of the copper local loops, from BT
exchanges to homes, allowing competitive access for third parties to supply telephony and broadband.
The Openreach agreement between BT and OFCOM was made under the threat of referral to the
Competition Commission in terms of the Competition and Enterprise Acts, rather than using the
Communications Act (Cadman, 2010) (Cave, 2006) (Whalley & Curwen, 2008). It was argued that non-
discrimination and accounting separation would have continued to have been insufficient to deter
behaviour of BT that was intended to sabotage access. The evolving agreement has been of such
complexity that few people understand it (OFCOM, 2012b). The economics of unbundled services favour
urban areas, so that availability in rural areas has lagged, both at the UK level and in the overall level for
Scotland, with some rural loops too long for a broadband service (see Figure 2).

A survey of 1,000 small and medium sized enterprises (SMEs) was conducted in the autumn of 2010
(Scottish Government, 2011b). Some 95 per cent of SMEs with 10-249 employees were connected to the
Internet, though this fell to 72 per cent for those firms with less than 10 employees. The majority of non-
users perceived the Internet to offer only limited benefits, with 20 per cent not using the Internet because
of a lack of skills and 13 per cent indicating concerns about cost, but only 1 per cent citing non-availability.
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The vast majority of businesses using the Internet had broadband, with a small minority using dial-up and
another small number using dedicated business broadband services, while 5 per cent used mobile
broadband. More remote locations suffered slower speeds (see Figure 3).

Figure 2 Availability of unbundled loops in the UK (OFCOM, various years)
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Figure 3 Actual speeds of business broadband in 2010 (Scottish Government, 2011b)
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UK businesses have made considerable progress in their adoption of e-commerce, already representing 8
per cent of GDP, with the Boston Consulting Group (BCG) forecasting an annual growth of a remarkable
11 per cent, in part due to a surge in m-commerce enabled by the widespread use of smartphones and
tablet computers (BCG, 2012). While data for Scotland are disappointingly limited, it appears that e-
commerce lags the UK by a considerable margin, notably in (SQW, 2012):

e Exports;
e Adverts for e-commerce related jobs; and
e Consumers using search engines.

Amongst the barriers are a failure to grasp the potential of e-commerce, a lack of critical mass and
significant difficulties in the recruitment of people with the appropriate skills. More detailed statistics are
needed for e-commerce in Scotland, while networking opportunities for individuals and businesses must
also be improved.”

OFCOM publishes annual reports on the communications markets of the UK and breaks this down for the
four nations. Unfortunately, the sample sizes for Northern Ireland, Scotland and Wales are small enough
that there can appear significant fluctuations in the levels of broadband adoption (see Figure 4). While it is
clear that Scotland lags England, it is also quite likely that, despite the 2012 data, it also lags the two other
nations." What is certain is that urban adoption lags rural broadband.
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Figure 4 Broadband in first quarter of the year (Source: OFCOM)
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The Scottish Household Survey (SHS) reports Internet access which gives higher numbers than OFCOM,
but is less regular giving an impression of growth and stagnations (see Figure 5). While the higher income
bands are saturating at close to ubiquitous adoption, the lower income groups are at very much lower
levels, greatly affecting the national figure.

Figure 5 Households with Internet access by annual income (SHS, various years)
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OFCOM has provided additional data on the poorer performance of Scotland as a broadband adopter (see
Table 1). Scotland lagged the UK with some stark differences, notably in those aged 16 to 34 and 55 and
over, and where household income is below £17,500 per annum.
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Table 1 Broadband adoption (OFCOM, 2011a) (OFCOM, 2012c)

Age Annual household income Households with children
Year 1634 | 3554 | >54 <£17,500 > £17,500 Children None
) ) 2011 82% 83% 55% 52% 89% 89% 65%

United Kingdom
2012 83% 86% 59% 56% 87% 90% 68%
2011 65% 85% 34% 26% 88% 73% 55%

Scotland

2012 78% 85% 45% 34% 97% 85% 60%

A significant factor is the lower level of computer ownership, which until recently was a prerequisite for use
of broadband, and a higher proportion of people in Scotland do not use the Internet at all (e.g., not at
school, workplace or a public library). A higher proportion of Scots do not use the Internet, predominantly
this is a failure to find a reason to do so (see Table 2). There is a similar shortfall in adoption of other
technologies (e.g., digital radio and smartphones) suggesting Scotland is the technological laggard of the
four nations. The causes seem likely to be cultural and social, that in some ways Scots and, especially, the
urban proletariat are significantly less inclined or, at the least, markedly slower to join the hyper-connected
world favoured by the rest of the UK.

Table 2 Main reasons for not having a home broadband connection (OFCOM, 2012c)
Reason Percentage

Don't need it 41%

Don't want a computer 25%

Don't have knowledge/skills 19%

Too expensive 18%

Too old to use Internet 18%

Likely to get one next year 17%

Other 6%

In 2010, OFCOM reported that only 50 per cent of homes in the Greater Glasgow area had access to
broadband, compared to 76 per cent for the UK. Glasgow accounted for 11.4 per cent of the Scottish
population, which, given its lower broadband adoption rate, weighs heavily on the average for Scotland
and on aspirations to be the leading nation. The British Population Survey (BPS) showed Glasgow
compared poorly to other British cities in terms of fixed broadband adoption (see Table 3). OFCOM
suggested that the population of Glasgow was atypical, with 59 per cent of adults classified as ‘hard-
pressed’. A recent report points to high levels of Scottish households with a combination of disadvantages,
including poor housing, poor health and worklessness, in addition to low income (Bazalgette, Barnes, &
Lord, 2010). While broadband take-up was lower across and among all age groups, it was especially so
amongst older residents (see

Figure 6).

Table 3 Fixed broadband take-up, by city (January-September 2011)

%
Great Britain 76
Glasgow 50
Newcastle 64
Birmingham 72
Manchester 75
Liverpool 77
Bradford 77
Brighton & Hove 81
Leeds 86
St Albans 92
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Figure 6 Fixed broadband take-up, by age group in 2011 (Source: OFCOM from BPS)
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In public health there is a “Glasgow effect”, in which excess mortality is observed in the Greater Glasgow
area in a way not seen in comparable UK cities, with death rates having diverged noticeably since the
1980s, failing to follow the improvements achieved elsewhere (Reid, 2011) (Walsh, Bendel, Jones, &
Hanlon, 2010). Something more than “just deprivation” has been observed to be at work, which might be
related to social capital and social networks, even to societal breakdown. At worst, the work in public
health points to methodologies to identify underlying causes at low levels of aggregation. It may also point
to issues about differences in behaviour, communications and culture that are common to health problems
and to the lower adoption of broadband.

These data point to the need for more analyses, in particular surveys of non-users of the Internet at more
detailed levels, in order to inform policy initiatives. Data collection needs to be aligned with Eurostat, in
order to ensure comparability of results with other European nations and regions. With better data it will be
possible to organise significant efforts along the lines of Go ON UK (formerly Race Online 2012), led by
Martha Lane Fox, the UK Digital Champion, to engage and enthuse the non-using groups.

Learning from abroad

There is a wide variety of international experiences in support of broadband from which lessons can be
drawn. Some are far from being readily applicable, notably those from the Far East, which are intended to
boost domestic manufacturing, which Scotland no longer has. Some depend on very dense demand, in
high-rise housing, such as Singapore, which will soon have installed an optical fibre to every home and
business. While its population is comparable to Scotland, Singapore is only the size of the Isle of Skye,
making its network architecture and market structure inapplicable. The USA has vast rural tracts in which
telecommunications needs are met through an expensive programme of subsidies that, even in less
austere times, might be thought unacceptable.

Perhaps the highest profile national debate has been in Australia where the 2010 federal election turned,
to a significant extent, on the proposal to construct a National Broadband Network (NBN), persuading
voters and then key independent MPs to support Labor rather than the Liberals. There was and is a
concern in rural and remote Australia that market forces would not deliver broadband comparable to that in
the cities, leading the Labor government to begin to roll-out the largest infrastructure project since the
Snowy Mountains hydro-electric scheme (BCDE, 2010). Even this will only take the optical fibre network to
93 per cent of homes and business premises, drawing a red line beyond which services are to be wireless,
both terrestrial and satellite. The cost could be up to AUD 36 billion, with the payback having been
guestioned (OECD, 2010a). The effects on competition are still uncertain as the regulator struggles to fine
tune the access arrangements for Internet service providers (ACCC, 2011) (ACCC, 2012). It has been a
prominent and often passionate public debate about how to achieve the vision of a networked nation.

The Republic of Ireland recognised that a gap existed in the provision of broadband for about a quarter of
a million rural homes and businesses. Following a competitive tender, a contract was awarded to “3"
(Hutchison Whampoa Ltd) to operate the National Broadband Scheme (NBS) (Government of Ireland,
2010). To facilitate competition, 3 was required to provide wholesale access to other operators. The total
value of the investment was €223 million, of which the Government of Ireland contributed €79.8 million,
with the remainder coming from the European Regional Development Fund (ERDF). By late 2010 a mobile
broadband service, using 3G, with a minimum download speed of 1.2 Mbps and a minimum upload speed
of 200 kbps, was operational for those rural areas that lacked other forms of access to broadband. 3 has
estimated significant economic benefits from broadband use in Ireland (see Table 4). A Rural Broadband
Sc