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Martin Jennings (Researcher)

1 Finance Wales Inquiry: Consideration of draft report
1.1 Members considered the draft report and agreed to consider further drafts outside
of Committee.

TRANSCRIPT
View the meeting transcript.

2 Introductions, apologies and substitutions
2.1 The Chair welcomed the Members to Committee. There were no apologies.

3 Papers to note
3.1 The papers were noted.

4 Wales Bill: Legislative Consent Memorandum
4.1 The Committee took evidence from Jane Hutt AM, Minister for Finance on the Wales
Bill: Legislative Consent Memorandum.

4.2 The Minister for Finance agreed to provide a note on consultation procedures for
legislative changes.

5 Best Practice Budget Processes Inquiry: Evidence Session 1
5.1 The Committee toook evidence from Jane Hutt AM, Minister for Finance, on their
inquiry into Best Practice Budget Processes.

5.2 The Minister for Finance agreed to send a note with a timetable for the work
programme of the tax advisory group.

6 Best Practice Budget Processes Inquiry: Evidence Session 2
6.1 The Committee toook evidence from Dr Joachim Wehner (London School of
Economics) on their inquiry into Best Practice Budget Processes.

7 Motion under Standing Order 17.42 to resolve to exclude the public

from the meeting for the following business:
7.1 The motion was agreed.

8 Best Practice Budget Processes Inquiry: Consideration of evidence

8.1 Members considered the evidence received.
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Y Gweinidog Cyllid .
Minister for Finance J}

Llywodraeth Cymru
Welsh Government

Ein cyf/Our ref: LF JH 0469/14

Jocelyn Davies AM

Chair, Finance Committee
National Assembly for Wales
Ty Hywel

Cardiff Bay

Cardiff CF99 1NA

o May 2014

When | met the Finance Committee last week to discuss the progress of the Wales Bill and
its associated Legislative Consent Memorandum, | promised to write setting out formally the
principles that will guide the Government’s approach to tax devolution. | have committed
that future Welsh taxes will:

. be fair to businesses or individuals who pay tax;

. be simple, with clear rules which seek to minimise compliance and administration
costs;

o support jobs and growth, which in turn will help to tackle poverty; and

. provide stability and certainty to taxpayers, with changes subject to proper
consultation with stakeholders.

As | work to turn those principles into effective legislation, | remain committed to working
positively with the Committee wherever possible.

?mx%@sm/

Jane Hutt AC/ AM
Y Gweinidog Cyllid
Minister for Finance

Bae Caerdydd « Cardiff Bay English Enquiry Line 0845 010 3300
Caerdydd « Cardiff Llinell Ymholiadau Cymraeg 0845 010 4400
Correspondence. Jane.Hutt@wales. gsi.gov.uk
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Dear Jocelyn

| am pleased to provide the Committee with the third Corporate
Performance Report of the Assembly Commission, which sets out
performance against the Commission’s key performance indicators
over the first full year of reporting, from April 2013 to March 2014.

Across the year as a whole, positive progress had been made in most
areas. The value for money programme, budgetary performance and
governance structures have been consistently strong throughout the
year. The ICT transition and Machine Translation projects were
significant achievements in the most recent reporting period (January -
March 2014).

Now that we have completed a full year of reporting, the indicators
and targets will be reviewed and amended where appropriate, but we
will keep in mind the Finance Committee’s request that we should still
be able to demonstrate trends in performance over time. The next
report will be published in September 2014.

Bae Caerdydd
Caerdydd
CF99 1NA

Cardiff Bay
Cardiff
CF99 TNA

Ffon « Tel: 029 2089 8598

Ffacs ¢ Fax: 029 2089 8117

Ebost ¢« Email: Carys.Evans@wales.gov.uk

Ysgri ddiaeth Comisiwn y Cynulliad/Assembly Commission Secretariat
Pack BGEd
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| hope that these reports continue to provide the Finance Committee
with useful evidence of the Commission’s performance, including
effective expenditure of the budgets agreed by the Assembly. As ever,
we would be very happy to answer any questions you may have.

Yours sincerely

Angela Burns
Comisiynydd y Cynulliad
Assembly Commissioner
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Introduction

The corporate body for the National Assembly for Wales is known as the Assembly Commission.
The Commission serves the National Assembly for Wales to help make it a strong, accessible
and forward looking democratic institution and legislature that delivers effectively for the
people of Wales.

The Commission consists of Rosemary Butler AM, the Presiding Officer, and four Assembly
Members nominated by each of the four party groups represented in the Assembly: Peter Black
AM; Angela Burns AM; Sandy Mewies AM; and Rhodri Glyn Thomas AM. The Commission is
responsible for the strategic direction of Assembly services and is accountable to the Assembly.
Day-to-day management and delivery is delegated to the Chief Executive and Clerk.

The Assembly Commission Strategy 2011-16 sets out our goals for the Fourth Assembly.
Our goals are to: provide outstanding parliamentary support; engage with the people of Wales;
promote Wales; and use resources wisely.

In support of the Commission’s strategic goals, we have five priority areas for change,
innovation and investment for this Assembly. These are set outin Our Plan - a corporate plan
that we have developed to provide greater clarity and direction for staff on our strategy,
priorities and various elements of governance.

The priority areas in Our Plan are being reviewed which might result in changes to some of the
indicators.

Performance reporting

This is our third and final report for the financial year 2013-14. Some of the indicators and
targets will now be reviewed and appropriate targets set for 2014-15, in preparation for the next
report. The following pages report on the corporate performance of the Commission for the
period April 2013 - March 2014:

— a traffic light summary sets out the overall performance under each of our strategic goals;
— amore detailed breakdown looks at the individual indicators that feed into that summary;

— the arrows in the detailed tables show the overall direction of movement in each indicator
over the year; and

— appropriate comparators, from a range of sources, are provided where available.

Performance in providing outstanding parliamentary support
Improving or maintained levels of performance can be seen over the period in terms of

timeliness of the services provided and disruptions to committee/plenary meetings.

In February we successfully launched the machine translation software, which was developed in
collaboration with Microsoft as part of our enhancement of bilingual services. It has been widely
trialled by Assembly translators and is being actively used across the Assembly on a daily basis.

Performance in engaging with the people of Wales and promoting Wales

Over the year to March 2014, there has been an increase in the visitor numbers and
international engagements to and from the Assembly as well as a significant increase in the
number of visitors on tours and events organised on the estate. The introduction of our new
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social media channels has contributed to a decrease in the use of Senedd.tv. However, when
the Twitter channels mature with a larger following, more traffic will be directed to the
Senedd.tv platform.

Measures to enhance engagement with young people have been approved, taking on board the
views of external stakeholders, including 13 focus groups and almost 3,000 responses to a
consultation of 11 to 18 year olds. A launch event will take place during summer 2014.

Performance in using our resources wisely

Our end of year budgetary performance shows continued improvement, having achieved (or
exceeded) our targets for spend against budget; spend within profile and Value for Money
savings. We have also maintained levels of payments to Members and suppliers to an average of
3.8 days compared with the 10 day target. Our sickness absence figures have also improved
over the year, with an average of 5.4 days per employee against a target of 7 days and a CIPD
public sector average of 8.2 days per employee.

We have achieved a reduction of 9% in energy emissions over the year resulting in a cumulative
reduction of 34% since 2008-09 which is a remarkable achievement; it will be challenging to
achieve our 40% emissions reduction target by 2015 but the Commission are examining
options for further progress. We remain ahead of our waste to landfill target and it now only
contributes 5.5% of the total.

On 7 April, we successfully transferred management of our ICT services from an outsourced
provider to the Commission’s ICT team.

Access to information

The Commission publishes an Annual Report and Accounts, providing an overview of
performance on an annual basis, linking performance with the money we spend in providing
services to the Assembly. The Commission publishes a range of other information about its
annual budget and key organisational policies, available here.

The Commission is happy to provide further information if you would like to learn more about
our work:

You can contact us here.

Guidance on access to information is available here.
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Corporate Performance Measures - Achievement against
Strategic Goals

Summary overview of the more detailed KPIl information that follows (see matching KPI groups)

KPI group
number

Providing Outstanding Parliamentary
Support

April - June 2013

July - December 2013

January - March 2014

Comment - for detail see Page 4

Average score of 7.0, slight decrease compared to 2012

Member Satisfaction D amber - - score of 7.3. Target 8. Survey carried out on an annual basis,
next survey due July 2014
L . . Relates to committee papers, publishing of the Record of
Timeliness and service delivery green green green . L .
Proceedings and Research enquiries - improving trend
. Welsh learner numbers maintained; number of AMs and AMSS
Professional Development green green green . X X
undertaking CPD continues to increase
N Integration of services, bi-lingual services, use of the Estate -
Progress on Corporate Plan Priorities green - | green ] green
progress made and all on track

Engage with the People of Wales and
Promote Wales

April - June 2013

July - December 2013

January - March 2014

Comment - for detail see Page 5

Improved score of 7.13 compared to 6.35 for 2012. Target 8.

Member Satisfaction D amber - - Survey carried out on an annual basis, next survey due July
2014
Visitors to the Assembly green green green Increasing visitor numbers compared to 2012-13
y Social media interactions continuing to increase and school
External Profile green green green ) ) L
andinternational engagement levels maintained
Ei i ith le of Wales, includi P i h i k h
ngaging with people of Wales, including green green green rogressing changes to education work programme/yout

young people

engagement

Use Resources Wisely

April - June 2013

July - December 2013

January - March 2014

Comment - for detail see Page 6

Member Satisfaction green - - Improved score of 8.22 compared to 8.16 for 2012. Target 8
Targets met for: less than 1% underspend; spend within 2% of
Budgetary Performance green green green g L N
profile; and £500k efficiency savings
Improvement in sickness absence figures; performance
Staff D amber D amber D amber review completion outside of target; steps are being taken to
address this
ICT Customer Service D amber O amber D amber !nsourcmg of ICT services will lead to significant
improvements
Improvement in payments made to Members/ suppliers. 2 of
Governance green amber amber . ) .
11 FOl responses missed statutory deadline due to complexity
Waste management target exceeded; options for further
Sustainability D amber D amber D amber g get % op
progress on energy reduction are being assessed
. . ¥ Successful transition of services from April 2014, ahead of
ICT Future Services Project green green green 3
the July deadline

Key

RED: There are significant issues impacting the achievement of business objectives. To achieve delivery, changes must be made to timing, costs and/or scope.

AMBER: There are issues or risks which must be addressed. However, successful delivery is achievable without major impacts to budget, service standards or target dates.

GREEN: Work is meeting agreed standards or is proceeding to plan. All known risks are being managed.
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Corporate Performance Indicators

December Year

Goal: Provide outstanding parliamentary sup Comparator June 2013 2 March 2014 oI Narrative

KPI on Member satisfaction, comprising :

Plenary meetings 7.33 8.00 -
We undertake an annual survey of Members and their support staff. Score is from most recent survey (June 2013),
Committee meetings 7.46 8.00 - comparator is 2012 survey. An action plan is in place to address concerns raised by AMs. Next survey will be completed in
July 2014,
Working in Welsh 7.10 8.00 -

KPI on timeliness and service delivery, comprising:

2 working days before

% of committee papers issued on time - meeting (per Standing Average January - March. Slightly down on previous period.
Orders)
% research service enquiries answered within agreed deadline 98%in 2012/13 100.00% Average January - March. Deadlines are agreed with the relevant AM or AMSS for every confidential enquiry received.

Within 24hrs of the end

> (= |F|$|$

% of plenary Record of Proceedings published within deadline 98%in 2012-13 of Plenary Average January - March.

Numb«?r ?f commlttee/plenary meetings affected by failure to defiver - Zero Total January - March. The one failure was due to a technical issue affecting a video conference link.

Commission services

% of committee Record of Proceedings published within deadline 79% for2012-13 14 working days Average January - March. The missing percentage represents one committee transcript in both January and March.

Appropriate timetable for each piece of legislation - - See Graph below.

KPI on professional development, comprising:

Toincrease the number

of Welsh-speaking staff As at March. Figures for Welsh speakers will be available later in 2014.

Number of staff learning Welsh/proficient in Welsh -

Engage more AMs and

Number of AMs/AMSS taking part in CPD activity 402;'-':21/?3 n AMSSin CPD than f As at March. Continuous engagement of AMs and of repeat AMSS participants throughout the year.
2012/13
Progress on Corporate Plan priorities
Recommendations from a business analysis of the ways in which clerks, researchers, lawyers and communications
Excellence and integration of services to support Assembly Business Corporate Plan Green » specialists work together to support Committees are being implemented. A review of the processes to support
Members’ participation in plenary meetings is also being undertaken.
Welsh Microsoft Translator launched on 21 February 2014. Provisional awareness training dates have been agreed.
Enhanced bi-lingual services Corporate Plan Green » Collaborative piloting of bilingual committee briefings successful to date with an increase in number of bespoke
bilingual briefings commissioned and produced.
Making the most of our Estate, particularly the Senedd, as the prime venue for External signage has been installed to the Senedd to encourage additional visitors to the Assembly. A number of
Corporate Plan Green f

Welsh public life additional investment and refurbishment works have been completed to enhance the Senedd and Ty Hywel.

€T abed »oed
I A I

Legislation Timetables - Time taken to complete each stage Ref Bill Current Stage
450 1 Local Government Complete
200 2 Human Transplantation Complete
3 Social Services and Well-being Awaiting Royal Assent
350 4 Active Travel Complete
%300  royatssent 5 Further and Higher Education Complete
a mstoges 6 Mobile Homes Complete
s 250 = Sage 3 7 Recovery of Medical Costs for Asbestos Disease Awaiting Royal Assent
=
2 200 Stage 2 8 Public Audit Complete
§ 150 " stage 1 9 Education Stage4
z 10 Agricultural Sector Awaiting Royal Assent
100 11 National Health Service Finance Complete
50 12 Control of Horses Complete
13 Housing Stage 2
0 14 Holiday Caravan Sites Stagel
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Corporate Performance Indicators

December Yeal

ngage with the people of Wales and Pr: Comparator June 2013 2 March 2014 Narrative

r
2013-14

KPI on Member satisfaction, comprising :

We undertake an annual survey of Members and their support staff. Score is from most recent survey (June 2013),

Support given to AMs in their Constituency/regional role 6.35 8.00 - comparator is 2012 survey. An action plan s in place to address concerns raised by AMs. Next survey will be completed in
July 2014.

KPlon at the A bly, comprising:

- . . Total January - March. Average of 7,021 per month for 2013-14 compared to 6,380 per month during 2012-13. Total
Number of visitors to the Senedd/Pierhead 153,1411n 2012/13. f visitors for the year to March was 168,505 - an increase of over 15,000 on the year to March 2013.
11,828 April 2012 - An increase compared to
Number of visitors on tours ’ March 2013 2012/13 f Total January - March. Total for the year to March 2014 was 15,466 - 31% higher than at March 2013.
. 205 April 2012 - o
Number of events organised on the estate March 2013 f Total January - March. Total number of events for the year to March 2014 was 370 - 80% higher than at March 2013.
Visitor satisfaction levels <80% for'Good' or f Average January - March. From September 2013 visitors to the Senedd asked to vote by putting a token in a box to state
'Satisfactory' ratings whether their experience has been 'Good', 'Satisfactory' or 'Poor'.

Joint events organised with Wales Governance Centre - - » No joint events January - March.

KPI on external profile of the Assembly, comprising:
Average January - March. Significant coverage of Assembly Committee business, including front page stories in the

Committee reports promoted by either broadcast or print media - 100% Western Mail for the Finance Committee report on Enterprise Zones and the Health and Social Care Committee report

on NHS preparedness for winter pressures.

Average January - March. Average time has decreased due to more people consuming the content on a mobile device
thus spending less time reading the entire article(s). Visits decreased due to the launch of the new Twitter channels. This
has meant that fewer links to the site are now being tweeted on the more popular corporate Twitter feed.

Average was 3m 40s

Average time spent on a visit to our web pages in2012/13

1,788 Facebook likes

- - "
in March 2013 As at March. 'Likes' on our Facebook pages climbing steadily.

15,361 Twitter As at March. The main corporate account (AssemblyWales) is now a verified account by Twitter and we are seeing a

| (| & |

including young people engagement has been approved by the Presiding Officer. A launch event will take place during Summer 2014.

Number of interactions on social media followers in March steady increase in the number of followers. Offline engagement by the committees is assisting in the increase of
2013 followers on the new accounts.
- . Aim to increase each Total Y9uTube views January - March. This represents an average of 3,110 per month compared to 1,339 per month for
period the period July - December 2013.
A 6316 Page views have decreased as direct links to the website are being tweeted far less on the more popular channels and
Use of Senedd TV vi"::age:v: n’th n ‘ more appropriately on the newer committee Twitter channels. This transitional period is affecting the amount of traffic
ews pzeo1 30 to Senedd.tv. The increasingly popularity of the YouTube channel is having an effect as it more mobile friendly and video
length is shorter and more varied.
Number of new schools engaging with education outreach for the first time - » Total January - March. 25 new schools of which 9 were engaged in education outreach.
Average weekly traffic to Record of Proceedings pages - Plenary Only - f Average January - March. Hits to both Welsh and English sites.
. 168in2012/13,14 Total January - March. 58 inward visits and 3 outward visits. The total for the year to March 2014 was 200 with an average
International engagement to and from the Assembly - f L
per month on average of 17 visits per month.
Progress on Corporate Plan priorities
. . 13 focus groups were held with young people to discuss the results of the Youth Engagement consultation. Meetings
H Increased engagement of people in Wales with the work of the Assembly, Corporate Plan Green f with external stakeholders and staff were also held and an action plan with a number of measures to enhance
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Corporate Performance Indicators

Member satisfaction rating for:

Allowances and staffing 8.27 8.00 843 - We undertake an annual survey of Members and their support staff. Score is from most recent survey (June 2013),
comparator is 2012 survey. An action planis in place to address concerns raised by AMs. Next survey will be completed in

Ty Hywel and Senedd 8.04 8.00 8.02 - July 2014.

KPI on budget, comprising:

o 0.70% <1% underspend at o The final year end position is a £35k underspend (subject to audit) against a budget of £48.750 million which is well
Budget - % underspend forecast at year end in2012/13 year end AwS Qe s 1 within the target underspend position of less than 1%.
0.32% as at o Forecast spend for the end of March was in excess of available budget however, effective year end financial management
- 3 % 419 X .24%
Budget — spend vs. profile December 2012 within 2% of profile 1.41% 3.43% 1.24% {F ensured the budget was not exceeded.
£476kin

Value for Money target and achievement % 201 2_1I3 £500k for the year £246k £374k £508k i Savings target achieved via vacancy management and effective procurement processes.

KPI on staff, comprising:

9% sickness absence 3.03% <3% 335% 3.06% 2.44% & Rolling ar\.nualaverage,as at March. This represents an average of 5.4 days per employee against a target of 7 days and a
CIPD public sector average of 8.2 days.

. R Staff to have 2 reviews 89% of mid-year PMDRs completed and 89% of year-end PMDRs completed by December. The next PMDR reporting
% - °, o, _
s completion of staff performance reviews peryear LR g2 = period finishes in May 2014 due to the introduction of the new HR/Payroll system.
78% o o 81% recommended the Assembly as a great place to work in 2013 compared to 78% in 2012. 77% response rate
Staff engagement level (from staff survey) 2012 80% 81% compared o 52% in 2012.
R 375 people, 359.68 FTE 381 People | 390 People 412 people R " . . . " .

Number of staff - headcount and FTE March 2013 No target 36489 FTE | 37150 F1E | 393.87 FTE As at March. Headline growth linked mainly to the insourcing of ICT services.

KPlon ICT:

Number of ICT constituency office visits B 100% 100% 100% 100% & Ave.rageJanuary- Marchfl'.he aim is to visit each office twice per year, the performance is measured against the visits
which were planned for this period.

% of ICT network/service issues notified to users within agreed time frame - 100% 100% 100% 100% {F Average January - March. Target is to notify 100% users within 15 minutes of an issue being identified.
We undertake an annual survey of Members and their support staff. Score is from most recent survey (June 2013),

Member satisfaction rating for ICT 5.60 8.00 6.30 4 comparator is 2012 survey. An action planis in place to address concerns raised by AMs. Next survey will be completed in
July 2014.

KPI on Governance, comprising:

Average days taken to pay Members and suppliers compared to target - <10days 4.93 days 3.22 days 3.80 days {F Average January - March. Target is to make all payments within 10 days of an invoice being received.

Number of 'Freedom of Information’ requests answered and % answered on _ Number 10 30 11 Total Janl{ary -March. 11 FOI requests were rec.elved bétweenjar}uary and March.2014 O'fWhICh 9 were answered within

time the deadline. For the two that missed the deadline, revised deadlines were negotiated with the requestor due to the

o 9, 9, 9,
- 100% 100% 90.00% 81.82% = complexity and volume of information to be collated.

Number of Internal Audit recommendations overdue - Nil overdue 0 2 2 =3 As at March. Head of Internal Audit is satisfied that progress is being made on the overdue recommendations.

KPI on sustainability, comprising:
N N : o, * o N As at March. We were successful in achieving an annual reduction of 9% in energy emissions which contributes to a
Comblped energy footprint (Cardiff Bay Estate) (target of 8% annual 40% compared to 8% reduction per - -31% -34% 1 cumulative reduction of 34% since the baseline year of 2008-09. It will be challenging to achieve the target of 40%
reduction) 2008/09 annum X o - .
overall reduction by 2015 but the Commission are examining options for further progress.

. As at March. We remain ahead of our waste to landfill target and it now only contributes 5.5% of the total. This
N 29.78 tonnes at 5% reduction per B .

Waste to landfill (target of 5% annual reduction) November 11 annum 2.49tonnes | 4.35tonnes | 6.50tonnes 1@+ corresponds to 6.5 tonnes of a total waste volume of 120 tonnes for the year. This puts us on course to achieve our zero
waste to landfill target sooner than expected.

Progress on Corporate Plan priorities
The Commission took the decision to transfer management of ICT Services from Atos to the Commission earlier than the
July deadline, on 7.4.14, based on repeated assurances from the project team, Director of ICT and KPMG. There are a

Future [CT Strategy, 2014 and beyond Corporate Plan Green ezl Grezm el a number of outstanding actions to completed by 31.7.14; however, the project remains Green and has been delivered well
below budget.

i i External signage has been installed to the Senedd to encourage additional visitors to the Assembly. A number of
Make the most of our Estate, particularly the Senedd, as the prime venue for Corporate Plan Green Green Green Green & gnag: g y.

Welsh public life

additional investment and refurbishment works have been completed to enhance the Senedd and Ty Hywel.




Aug Sep Oct
Month 2013/14

Apr May Jun Jul

Timeliness
100% ® % of committee papers
issued on time
95%
-
c
g 90% B % research service enquiries
e answered within agreed
o &% deadline
=
2 80% m % of plenary Record of
[ Proceedings published within
& 75% deadline
c
S 0% = % of committee Record of
= . . L
[ Proceedings published within
& 6% deadline
60%
Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar
Month 2013/ 2014
Service Delivery
180 s Number of staff learning
160 Welsh
140 ///
120
- //
2 100 !
€ ,_/ s Number of AMs taking
g 80 / part in CPD activity
60 /
40 —
20
e Number of AMSS taking
0 part in CPD activity
Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar
Month 2013/2014
Engagement
14000
12000 A\
/ \ === Number of
%_ 10000 visitors to the
o) \ Senedd
7]
& w0 L\ "\ /
<7 N\ =
- L
@ 6000 visitors to the
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May 28, 2014

Dear Ms. Davies,

Thank you for the opportunity to contribute to your discussion of best practice budget processes. Our
submission is based on the experiences of OECD Member countries and will focus on those areas
where we are best able to comment.

This inquiry comes at a critical time as our OECD Working Party of Senior Budget Officials (SBO) is
in the process of debating and finalizing a set of 10 (inter-related) high-level Principles of Budgetary
Governance (see attached) to guide and inform budgetary processes and reforms. These principles are
applicable to both central and sub-national governments. While recognizing that budgeting practices
can vary widely across countries in light of traditional, institutional, and cultural factors, the principles
draw together the lessons of a decade and more of work by the SBO and its associated Networks, as
well as insights from other areas of the OECD and of the international budgeting community more
generally. In particular, the principles build upon the OECD Best Practices for Budget Transparency
which are long-established as an international point of reference for good budgeting (see attached).

The principles are:

Fiscal policy should be managed within clear, credible and predictable limits.

Top-down budgetary management should be applied to align policies with resources.

Budgets should be closely aligned with government-wide strategic priorities.

Budgets should be forward-looking, giving a clear medium-term outlook.

Budget documents and data should be open, transparent and accessible.

The budget process should be inclusive, participative and realistic.

Budgets should present a true, full and fair picture of the public finances.

Performance, evaluation and value for money should be integral to the budget process.
Longer-term sustainability and other fiscal risks should be identified, assessed and managed

prudently.

10. The integrity and quality of budgetary forecasts, fiscal plans and budgetary implementation should

be promoted through rigorous, independent quality assurance.

©CoNoOk~wWNE

A discussion of each principle can be found in the attached document. Let us highlight a few points
related to your inquiry here.
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First, your inquiry asks about linking budgets to outcomes. Principle 8 posits the following, while
also pointing to the use of evaluation and spending review tools:

“Performance information should be routinely presented alongside the financial allocations in the budget
report. It is essential that such information should clarify, and not obscure or impede, accountability and
oversight. Accordingly, performance information should be limited to a small number of relevant indicators
for each policy programme; should be clear and easily understood; should allow for tracking of results
against targets and for comparison with international and other benchmarks; and should make clear the link
with government-wide strategic objectives.”

Traditionally, the public sector was held to account for compliance with rules and procedures,
including accounting for financial appropriations. Over the past decade however, OECD countries
have increasingly sought to develop a focus on the results achieved through performance budgeting.
OECD (2007) identifies three broad categories of performance budgeting, with the third being highly
unusual: presentational, performance-informed, and direct (or formula) performance budgeting.
Arguably, a fourth type might be described as a managerial performance approach which focuses on
managerial impacts and changes in organizational behaviour but may de-emphasize a strong budget
linkage. Indeed, it may be more useful to think of performance budgeting types along a continuum
with simple presentation of information at one end and performance-determined decisions at the
other.

Despite widespread adoption of performance budgeting, countries have experienced difficulties
actualizing it. While the budget provides a unique crosscutting mechanism to collect performance
information, Schick (2013) notes that with few exceptions, performance budgeting has not become the
government’s budget process. Rather, for most countries it is an accessory to the budget, adorning
spending decisions but not fundamentally changing the way they are made. Many countries, including
the United Kingdom, have gone through re-adjustment phases, re-assessing and revising their
performance budgeting frameworks. There is a clear trend within OECD Member countries to move
from extensive indicator sets to a few but clear objectives; towards a more focused use of
performance information for management and accountability purposes rather than for allocation of
resources; and towards increasing the importance of performance related-tools like programme
evaluation and spending reviews, or what Schick (2013) has termed “performance budgeting
extenders”.

Legislatures in particular have struggled to use performance information in the budget process in a
meaningful way. Some have found that the reduction in the number of line items and higher level of
aggregation in the budget documentation has diminished their control. Despite its long experience
with performance budgeting, the United States Congress repeatedly chose not to give up line-item
controls. In Germany, the Bundestag resisted attempts at reforms that would have reduced the number
of line items arguing in part that this would diminish parliamentary influence and control. Recent
reforms to the performance budgeting system in the Netherlands came about in part because budget
authorisation on the basis of output targets (instead of financial inputs) was seen to have led to loss of
parliamentary control and unreadable budget documentation. Indeed, the Dutch parliament
increasingly perceived the almost complete lack of input information as an accountability gap (de
Jong et al, 2013).

At the same time, some legislatures have pointed to problems with performance information overload
(e.g. extensive indicator sets) and the difficulties parsing out that information which is most relevant
and useful. As such, it is important for the legislature to be engaged early on in the process of thinking
strategically about what information will be most useful for its budgetary deliberations and decisions.
Sweden provides an interesting approach to improving the performance dialogue between the
government and the parliament. An informal working group of approximately ten civil servants from
the Ministry of Finance and parliament’s Committee on Finance was set up in 2000 and met over a
period of several years. The group served as a catalyst, spreading good ideas to governmental and
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parliamentary actors by identifying the types of performance information most useful to parliament in
its deliberations on the budget, as well as how and when such information should be presented.
Another approach of interest is to focus presentation of performance information in the budget on
areas where there are changes (e.g. new programmes).

Second, let us touch upon a few lessons around how other countries achieve devolved financial
accountability while retaining central fiscal control.

As noted in Principle 1 of the draft OECD Principles for Budgetary Governance:

e A sound fiscal policy is one which avoids the build-up of large, unsustainable debts, and which uses
favourable economic times to build up resilience and buffers against more difficult times. However,
there are a range of political and other factors that can impede governments from effecting such
counter-cyclical, or even cyclically neutral, policies.

e At minimum, governments should have a stated commitment to pursue a sound and sustainable fiscal
policy. The credibility of this commitment can be enhanced through clear and verifiable fiscal rules or
policy guidelines which make it easier for people to understand and to anticipate the government’s
fiscal policy course throughout the economic cycle, and through other institutional mechanisms (see
also Principle 10) to provide an independent perspective in this regard.

The main challenge when designing monitoring mechanisms for sub-national governments (SNGs) is
to set up a mechanism which ensures economic stability and sound fiscal management while allowing
sufficient flexibility to cope with unforeseen events and financial capacity for delivering public
services and financing public investment. Such monitoring mechanisms should also avoid inducing
pro-cyclical policies by SNGs. Currently there is a great diversity of practices in monitoring SNG
debt across OECD countries, ranging from pure reliance on market mechanisms (arguably the most
risky practice as markets tend to expect a bailout), to direct controls (e.g. authorisation from central
government to issue debt, again with potential risk regarding bailouts), to sophisticated fiscal rules
(with states/regions typically responsible for setting fiscal rules and monitoring local governments’
finances). Just as with central governments, rules may include budget balance rules, expenditure and
expenditure growth limits, and debt and debt service restrictions. Partly as a result of the crisis, we
have seen a tightening of enforcement mechanisms and sanctions for non-compliance with the rules in
OECD countries in recent years.

The OECD has identified several key challenges in monitoring SNG debts that should be addressed:

e Lack of information about SNG budgeting practices. In some countries, each SNG has its own
budget practices and accounting standards. This makes comparison and monitoring very
difficult. Ideally, information should be made available on how economic assumptions are
set; whether and how SNGs carry out sensitivity analysis of economic assumptions;
availability of contingency reserve funds; medium term perspective; and performance and
results.

o Lack of appropriate and timely information about SNG financial and debt situation.
According to principle 5 of the draft OECD Principles for Budgetary Governance, budget
documents and data should be open, transparent, and accessible. Both for central government
(but also for the legislature) transparency is essential to monitor SNG budgets and policies,
track funds, and answer ex post questions about policy implementation. But financial
information reported by SNGs often comes with a time lag and may be incomplete. In some
cases information is not compiled, and in countries where SNGs use different accounting
standards, it may not be comparable even when it exists. This hinders accountability and
prevents central governments from taking timely corrective measures.
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e Lack of comparability of SNG data.

e Ensuring that SNG budgets present a true, full and fair picture of the public finances. Off-
budget funds and local public enterprises or agencies may hide debt and fiscal risks and must
be closely monitored (OECD, 2013b).

Related to this last bullet point Principle 7 of the draft OECD Principles for Budgetary Governance
gives the following guidance for providing a true, full and fair picture of the public finances:

e Asacontract of trust between citizens and the state, it is expected that the budget document should
account truly and faithfully for all expenditures and revenues of the national government, and that no
figures should be omitted or hidden (although limited restrictions may apply for certain national
security purposes). To underpin trust, this expectation should be made explicit through formal laws,
rules or declarations that ensure budget sincerity and constrain the use of “off-budget” fiscal
mechanisms.

e Control of the national budget is the responsibility of the central government, and the degree of co-
ordination and co-operation with subnational levels of government naturally varies from country to
country. The budget documentation should present a full national overview of the public finances —
encompassing central and subnational levels of government — as an essential context for a debate on
budgetary choices.

e Budget accounting should show the full financial costs and benefits of budget decisions, including the
impact upon financial assets and liabilities. Accruals budgeting and reporting, which correspond
broadly with private sector accounting norms, routinely show these costs and benefits; where
traditional cash budgeting is used, supplementary information is needed. Where accruals methodology
is used, a cash statement should also be prepared to show how the national government operations will
be funded from year to year.

e Public programmes that are funded through non-traditional means — e.g. PPPs — should be included and
explained in the budget reports, even where (for accounting reasons) they may not directly affect the
public finances within the time frame of the budget document.

Regarding how the new budget processes can be made transparent and understandable to all,
discussion of Principle 6 of the draft OECD Principles for Budgetary Governance on achieving an
inclusive, participative and realistic budgeting process notes that:

e As well as having access to budget documents and data, parliament and citizens should be able to
understand and influence the discussion about budgetary policy options, according to their democratic
mandate, competencies and perspectives.

e Detailed and technical information should be presented in a simple manner, and the impact of budget
measures — whether to do with tax or expenditure — should be clearly explained. A “citizen’s budget” or
budget summary, in a standard and user-friendly format, is one way of achieving this.

e The national parliament has a fundamental role in authorising budget decisions and in holding
governments to account. The parliament and its committees should have the opportunity to engage with
the budget process at all stages of the budget cycle. The clear setting-out of medium-term budgetary
envelopes (see also Principle 4) should help the parliament to participate in the annual process of
budget formulation ex ante as well as ex post.

e Since governments have finite resources at their disposal, budgeting is concerned with identifying
priorities, assessing value for money and making decisions. Parliaments, citizens and civil society
organisations can contribute usefully to the budget process when they become engaged in the debate
about difficult trade-offs, opportunity costs and value for money. Governments should facilitate this
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useful engagement by making clear the relative costs and benefits of the wide range of public
expenditure programmes and tax expenditures.

Principle 6 highlights the role of the legislature in the budget process. A well-functioning
parliamentary scrutiny process serves to increase budget transparency and accountability, while
openness on the part of parliament itself can lead to greater public participation in the law-making and
policy-making processes. The new powers devolved to Wales imply a potentially greater scrutiny role
for the National Assembly. As such, it may be of interest to look at some of the trends we are seeing
around legislative scrutiny in OECD member countries.

It is important to remember that the part played by the legislature is impacted by a variety of factors
such as whether parliament has a role in approving ex ante fiscal frameworks, the comprehensiveness
of budget documentation, amendment powers, time available for debate, committee organization, and
staffing and analytical capacity. Other factors include constitutional division of responsibilities, party
systems, and mandatory spending — among others.

One of the most significant changes for just over a third of OECD legislatures is their involvement in
reviewing and approving overarching fiscal frameworks and targets — in complement to their
traditional roles in enacting detailed appropriations. This parallels the growth of top-down budgetary
frameworks in many OECD countries (see Principle 2 of the draft OECD Principles for Budgetary
Governance for a discussion of top-down budgetary management) and can help reinforce broad
political commitment to fiscal discipline. However, while the legislature gains new influence in
setting and approving macro targets, for some there may be a trade-off in terms of freedom to amend
appropriations later on.

Legislative influence (and the ability of the legislature to seek out meaningful public input) is also
affected by the time available to consider key budget documents. The OECD Best Practices for
Budget Transparency recommend that the government’s draft budget be submitted to parliament far
enough in advance to allow parliament to review it properly — at least three months prior to the start of
the fiscal year — and that the budget be approved by parliament prior to the start of the fiscal year.

The most important budget scrutiny happens in committee. There is a trend in OECD countries
towards having a dominant Budget/Finance Committee responsible for budget review which
coordinates varying levels of input from sectoral committees. Ideally a strong Budget/Finance
Committee promotes coordination and consistency in legislative budget action and facilitates fiscal
discipline, while involving sectoral committees allows the legislature to draw on their specific
expertise. Some Budget/Finance Committees, for example Germany, also use a rapporteur system by
which members are assigned responsibility for specific portfolios (departmental budgets) allowing
them to develop significant expertise on these departments budgetary allocations and the rationale
behind them. Committee deliberation is likely to be more effective if committee members serve on the
committee for the full term of parliament, again because it allows them to gain the expertise necessary
to challenge executive officials.

By far the most important trend we are seeing in OECD countries is a marked increase in the
analytical capacity for legislatures. For many legislatures resources traditionally were limited to
committee staff (which often performed more clerical type tasks) and library and research services
staffed by generalists covering many areas rather than budget specialists. Today we are seeing more
and more budget specialist units established within parliaments such as the UK Scrutiny Unit, Israel
Budgetary Control Unit, and the Polish parliament’s Department of Social and Economic Research.

There has also been growth in the number of independent parliamentary budget offices (e.g. United
States, Mexico, Korea, Australia and Canada. The province of Ontario has also established a Financial

Pack Page 22



&)

Accountability Office). These have highly specialised staff and typically are given special access to
government information necessary to carry out their mandates. Other countries have chosen a fiscal
council model. Both models can provide critical independent analysis by undertaking real time
surveillance of public finances and fiscal policy, thus promoting quality and integrity in budgeting.
The National Assembly for Wales will have the benefit of access to independent forecasts from the
UK Office for Budget Responsibility (OBR), as well as other analysis that the OBR produces.

The Committee may be interested to note that the OECD Council recently adopted the Council
Recommendation on Principles for Independent Fiscal Institutions (February, 2014) which provide
guidance on issues to consider when establishing an independent parliamentary budget office or fiscal
council (see attached).

Again, the above messages are based on OECD analysis of our Member country experiences. We
would be pleased to elaborate on any of these points, as well as other modern budgeting reforms that
are covered in the draft Principles of Budgetary Governance, including providing specific country
examples.

Again, thank you for the opportunity to provide this submission to the Finance Committee.

Sincerely yours,

Jon R. Blondal

Head of Division
Budgeting and Public Expenditures Division

Direct line

Tel.: +33 (0) 1 45 24 76 59 www.oecd.org 2, rue André-Pascal
Fax: +33 (0) 1 44 30 63 34 ORGANISATION FOR ECONOMIC 75775 Paris Cedex 16
Jon.blondal@oecd.org CO-OPERATION AND DEVELOPMENT France
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Introductory note

The objective of these draft Principles is to draw together the lessons of a decade and more of work
by the OECD Senior Budget Officials (SBO) Working Party and its associated Networks, along with the
contributions and insights from other areas of the OECD and of the international budgeting
community more generally. The draft Principles provide a concise overview of good practices across
the full spectrum of budget activity, taking account in particular of the lessons of the recent
economic crisis, and aim to give practical guidance for designing, implementing and improving
budget systems to meet the challenges of the future. The overall intention is to provide a useful
reference tool for policy-makers and practitioners around the world, and help ensure that public
resources are planned, managed and used effectively to make a positive impact on citizens’ lives.

As a draft document, these Principles are a work in progress and will benefit from the constructive
input and improvements from interested parties around the world, before they are considered and
adopted as a formal instrument of the OECD in the future.

For further information or to provide feedback, please contact:

budgetprinciples@oecd.org
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Draft PRINCIPLES OF BUDGETARY GOVERNANCE

First orientations for a set of core standards and principles

Introduction: The fundamental national role of the budget and the budgeting
process

The budget is a central policy document of government, showing how it will achieve its annual and
multi-annual objectives. Apart from financing new and existing programmes, the budget is the
primary instrument for implementing fiscal policy. Alongside other instruments of government
policy — such as laws, regulation and joint action with other actors in society — the budget aims to
turn plans and aspirations into reality. More than this, the budget is a contract between citizens and
state, showing how resources are raised and allocated for the delivery of public services. Such a
document must be clear, transparent and credible if it is to command trust, and to serve as a basis of
accountability.

External stakeholders also look to the quality of the budget document, and of the budgeting process,
in assessing the soundness and reliability of a state. The process of shaping the budget is typically led
by the Treasury/Ministry of Finance (“central budget authority” or CBA), and draws together the
contributions from ministers, parliamentarians, public officials and other trusted advisers, civil
society organisations and advocacy groups and, increasingly, from citizens themselves. An effective
budgetary process is one that takes these contributions, weighs and considers them, and transforms
them into a set of proposals for action for the betterment of society. A sound budgeting system is
one which engenders trust among citizens that the government is listening to their concerns, has a
plan for achieving worthwhile objectives, and will use the available resources effectively, efficiently
and in a sustainable manner in doing so.

Budgeting is no longer the preserve of central governments: it is a process that encompasses all
levels of government, national and subnational. Budget systems and procedures should be
coordinated, coherent and consistent across levels of government. These budget principles are
therefore relevant, and should be applied as appropriate, to all levels of government.

Moreover, budgeting is not a standalone process, removed from the other channels of government
action. Good budgeting is supported by, and in turn supports, the various pillars of modern public
governance: integrity, openness, participation, accountability and a strategic approach to planning
and achieving national objectives. In this way, budgeting is an essential keystone in the architecture
of trust between states and their citizens.

Budgeting practices can vary widely across countries in light of traditional, institutional and cultural
factors. However, based on the experience of the Senior Budget Officials (SBO) and the extensive
analysis of various aspects of budgeting conducted by the SBO and its networks over recent years
and related studies across the OECD (see Bibliography), the common elements of modern budgeting
practice can be presented as high-level principles to guide and inform budgetary processes and
reforms. Countries that organise their budgetary affairs on the basis of these governance principles
are best-placed to meet citizens’ expectations for sound, stable and effective public governance.

These principles deal with the various phases of the budget process, the attributes of the budget
document, as well as the wider context within which budgets are formed. The OECD has developed,
and is developing, more detailed principles and recommendations for further guidance on specific
elements of the overall budgeting framework.
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Fiscal policy should be managed within clear, credible and predictable limits.

A sound fiscal policy is one which avoids the build-up of large, unsustainable debts, and which
uses favourable economic times to build up resilience and buffers against more difficult times.
However, there are a range of political and other factors that can impede governments from
effecting such counter-cyclical, or even cyclically neutral, policies.

At minimum, governments should have a stated commitment to pursue a sound and sustainable
fiscal policy. The credibility of this commitment can be enhanced through clear and verifiable
fiscal rules or policy guidelines which make it easier for people to understand and to anticipate
the government’s fiscal policy course throughout the economic cycle, and through other
institutional mechanisms (see point 10 below) to provide an independent perspective in this
regard.

Top-down budgetary management should be applied to align policies with
resources.

The starting point for budgetary management should be the setting of overall budget targets by
the CBA which will achieve fiscal policy objectives for each year of a medium-term fiscal horizon.
These targets should then be used to ensure that all elements of revenue, expenditure and
broader economic policy are consistent and are managed in line with the available resources.
The accuracy of economic forecasting, and of tax and expenditure baseline projections, is of
central importance if top-down budgeting is to be planned and implemented effectively (see
also points 4 and 10 below).

Budgets should be closely aligned with government-wide strategic priorities.

To promote alighment with the (multi-year) planning, prioritisation and goal-setting functions of
government, the (annual) budgeting process should (a) develop a medium-term perspective,
beyond the traditional annual cycle (see point 4 below); and (b) organise and structure the
budget allocations in a way that corresponds readily with national objectives.

The CBA should have a close working relationship with the centre of government (i.e. prime
minister’s office or cabinet office), given the inter-dependencies between the budget process
and the achievement of government-wide policies.

From time to time, governments may need to revisit or realign their fundamental priorities to
take account of developments in the economy or in society. A periodic, comprehensive review
of expenditure (see point 9 below) is a useful tool for ensuring that budgetary expectations are
managed in line with government-wide developments.

Budgets should be forward-looking, giving a clear medium-term outlook.

A medium-term dimension to budgeting is essential both for managing fiscal policy effectively
and for resourcing government plans and priorities (see points 1, 2 and 3 above). Moreover,
many structural reform measures — whether relating to expenditure or revenue — take several
years to yield their expected benefits, and these effects should be planned and budgeted for
across the multi-year horizon.

A medium-term expenditure framework (MTEF) is accordingly of fundamental importance in
setting a basis for the annual budget. To be effective, an MTEF should have real force in setting
boundaries for the main categories of expenditure, for each year of the medium-term horizon;
should be fully aligned with the top-down budgetary constraints agreed by government; should
be grounded upon realistic forecasts for baseline expenditure (i.e. using existing policies),
including a clear outline of key assumptions used; should show the correspondence with
expenditure objectives and deliverables from national strategic plans; and should include
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sufficient institutional incentives and flexibility to ensure that expenditure boundaries are
respected.

Capital investment plans, which by their nature have an impact beyond the annual budget,
should be grounded in objective appraisal of economic capacity gaps, infrastructural
development needs and sectoral/social priorities. The budgeting process should require a
prudent assessment of the costs and benefits of such investments; affordability for users over
the long term, including in light of recurrent costs; relative priority among various projects; and
of overall value for money. Investment decisions should be evaluated independently of the
specific financing mechanism i.e. whether through traditional capital procurement or a private
financing model such as public-private partnership (PPP).

Budget documents and data should be open, transparent and accessible.

Clear budget reports should be available to inform all stages of policy formulation, consideration
and debate, as well as implementation and review. The annual budget document itself, which
shows the allocations for each public service area and revenue policy measures under each tax
heading, is of central importance. Budgetary information should also be presented in
comparable format in advance of the final budget providing enough time for effective discussion
and debate on policy choices (e.g. a draft budget or a pre-budget report), during the
implementation phase (e.g. a mid-year budget report) and after the end of the budget year (an
end-year report) to promote effective decision making, accountability and oversight.

All budget reports should be published fully, immediately and routinely, and in a way that is
accessible to citizens. In the modern context, “accessibility” requires that budget documents be
available on-line, and that all budget data be presented in open data formats which can be
readily downloaded, analysed, used and re-presented by citizens, civil society organisations and
other stakeholders.

The budgeting process brings together all financial inflows and outflows of government; the use
of open, standardised data sets should therefore allow for the budgeting process to facilitate
and support other important government objectives such as open government, integrity and
programme evaluation.

The budget process should be inclusive, participative and realistic.

As well as having access to budget documents and data, parliament and citizens should be able
to understand and influence the discussion about budgetary policy options, according to their
democratic mandate, competencies and perspectives.

Detailed and technical information should be presented in a simple manner, and the impact of
budget measures — whether to do with tax or expenditure — should be clearly explained. A
“citizen’s budget” or budget summary, in a standard and user-friendly format, is one way of
achieving this.

The national parliament has a fundamental role in authorising budget decisions and in holding
governments to account. The parliament and its committees should have the opportunity to
engage with the budget process at all stages of the budget cycle. The clear setting-out of
medium-term budgetary envelopes (see point 4 above) should help the parliament to participate
in the annual process of budget formulation ex ante as well as ex post.

Since governments have finite resources at their disposal, budgeting is concerned with
identifying priorities, assessing value for money and making decisions. Parliaments, citizens and
civil society organisations can contribute usefully to the budget process when they become
engaged in the debate about difficult trade-offs, opportunity costs and value for money.
Governments should facilitate this useful engagement by making clear the relative costs and
benefits of the wide range of public expenditure programmes and tax expenditures.
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Budgets should present a true, full and fair picture of the public finances.

As a contract of trust between citizens and the state, it is expected that the budget document
should account truly and faithfully for all expenditures and revenues of the national
government, and that no figures should be omitted or hidden (although limited restrictions may
apply for certain national security purposes). To underpin trust, this expectation should be made
explicit through formal laws, rules or declarations that ensure budget sincerity and constrain the
use of “off-budget” fiscal mechanisms.

Control of the national budget is the responsibility of the central government, and the degree of
co-ordination and co-operation with subnational levels of government naturally varies from
country to country. The budget documentation should present a full national overview of the
public finances — encompassing central and subnational levels of government — as an essential
context for a debate on budgetary choices.

Budget accounting should show the full financial costs and benefits of budget decisions,
including the impact upon financial assets and liabilities. Accruals budgeting and reporting,
which correspond broadly with private sector accounting norms, routinely show these costs and
benefits; where traditional cash budgeting is used, supplementary information is needed. Where
accruals methodology is used, a cash statement should also be prepared to show how the
national government operations will be funded from year to year.

Public programmes that are funded through non-traditional means — e.g. PPPs— should be
included and explained in the budget reports, even where (for accounting reasons) they may not
directly affect the public finances within the time frame of the budget document.

Performance, evaluation and value for money should be integral to the budget
process

Parliament and citizens need to understand not just what is being spent, but what is being
bought on behalf of citizens — i.e. what public services are actually being delivered, to what
standards of quality and with what levels of efficiency.

Performance information should be routinely presented alongside the financial allocations in the
budget report. It is essential that such information should clarify, and not obscure or impede,
accountability and oversight. Accordingly, performance information should be limited to a small
number of relevant indicators for each policy programme; should be clear and easily
understood; should allow for tracking of results against targets and for comparison with
international and other benchmarks; and should make clear the link with government-wide
strategic objectives.

Expenditure programmes (including tax expenditures) should be routinely and regularly subject
to objective evaluation and review, to inform resource allocation and re-prioritisation both
within line ministries and across government as a whole. High-quality performance and
evaluation information should be available to facilitate an evidence-based review.

In particular, all new policy proposals should be routinely and openly evaluated ex ante to assess
coherence with national priorities, clarity of objectives, and anticipated costs and benefits.
Periodically, governments should take stock of overall expenditure and reassess its alignment
with fiscal objectives and national priorities, taking account of the results of evaluations. For
such a comprehensive review to be effective, it must be aligned with political demand.

Longer-term sustainability and other fiscal risks should be identified,
assessed and managed prudently

To promote a stable development of public finances, mechanisms should be applied to promote
the resilience of budgetary plans and to mitigate the potential impact of fiscal risks.
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e Fiscal risks, including contingent liabilities, should be clearly identified, explained and classified
by type: e.g. forecasting assumptions; national and international economic risks and scenarios,
including uncertainties relating to the economic cycle and internal and external economic
imbalances; liabilities and guarantees in the public sector, including public enterprises; potential
liabilities in the broader economy, including any implicit support for strategic industries or
private-sector pension schemes; risk-sharing and joint financing arrangements with the private
sector, including PPPs; implicit guarantees for sub-national debt; risks from natural disasters and
other unpredictable events; and longer-term sustainability risks, including those related to
publicly-funded pensions and any implicit support for private-sector pensions.

e  Fiscal risks should also be quantified as far as possible, and the mechanisms for managing these
risks should be made explicit and reported alongside the annual budget. Such mechanisms
should include, as appropriate: adoption of a prudent fiscal stance; adequate fiscal buffers
against cyclical volatility; charging market-based fees for the implicit costs associated with
liabilities and guarantees; credible repudiation by the government of any perceived
responsibility for risks that belong in the private sector; and protected reserve funds for
unforeseen events and for longer-term budgetary challenges.

e Longer-term demographic changes and other factors can also give rise to major pressures and
challenges for budgetary policy: issues such as social security, health care, care for older people,
education, energy policy and the structure of the tax base should be considered under this
heading. A report on long-term sustainability of the public finances should be published regularly
(at least once every 3 years), and its policy messages — both near-term and longer-term — should
be presented and considered in the budgetary context.

10. The integrity and quality of budgetary forecasts, fiscal plans and budgetary
implementation should be promoted through rigorous, independent quality
assurance.

e The CBA needs to command the confidence of a broad range of stakeholders — across
government, within parliament and the public, and internationally — in the quality and integrity
of its budgetary forecasts and fiscal plans and in its ability to manage budgetary implementation
and delivery.

e In the first instance, governments should invest continually in the skills and capacity of staff to
perform their roles effectively — whether in the CBA, line ministries or other institutions —
including by reference to current international standards and norms.

e The credibility of national budgeting — including economic forecasting, adherence to fiscal rules,
longer-term sustainability and handling of fiscal risks— can also be enhanced through
independent fiscal institutions or other structured, institutional processes for allowing objective
scrutiny of, and input to, government budgeting. An open, transparent and participative
approach to budgeting (see points 4 and 5 above) also promotes the credibility and quality of
the budgetary process.

e Independent internal audit is an essential safeguard for the quality of integrity of budget
processes and financial management, both within the CBA and within line ministries.

e The supreme audit institution (SAIl) has a fundamental role, as a guardian of the public trust, in
ensuring that budgeted resources are used properly. A well-functioning SAl should deal
authoritatively with all aspects of financial accountability. As regards efficiency and value for
money, both the internal and external control systems should have a role in auditing the cost-
effectiveness of individual programmes and in assessing the quality of performance
accountability and governance frameworks more generally.
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Note from the Editors

The relationship between good governance and better economic and social
outcomes is increasingly acknowledged. Transparency — openness about policy
intentions, formulation and implementation — is a key element of good gover-
nance. The budget is the single most important policy document of governments,
where policy objectives are reconciled and implemented in concrete terms. Budget
transparency is defined as the full disclosure of all relevant fiscal information in a
timely and systematic manner.

OECD Member countries are at the forefront of budget transparency practices.
At its 1999 annual meeting, the OECD Working Party of Senior Budget Officials
asked the Secretariat to draw together a set of Best Practices in this area based on
Member countries’ experiences.

The Best Practices are in three parts. Part 1 lists the principal budget reports
that governments should produce and their general content. Part 2 describes spe-
cific disclosures to be contained in the reports. This includes both financial and
non-financial performance information. Part 3 highlights practices for ensuring the
quality and integrity of the reports.

The Best Practices are designed as a reference tool for Member and non-
member countries to use in order to increase the degree of budget transparency
in their respective countries. The Best Practices are organised around specific
reports for presentational reasons only. It is recognised that different countries
will have different reporting regimes and may have different areas of emphasis for
transparency. The Best Practices are based on different Member countries’ experi-
ences in each area. It should be stressed that the Best Practices are not meant to
constitute a formal “standard” for budget transparency.
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1.

1.1

Budget reports

. The budget

The budget is the government’'s* key policy document. It should be compre-
hensive, encompassing all government revenue and expenditure, so that
the necessary trade-offs between different policy options can be assessed.

The government’s draft budget should be submitted to Parliament far
enough in advance to allow Parliament to review it properly. In no case
should this be less than three months prior to the start of the fiscal year.
The budget should be approved by Parliament prior to the start of the fiscal
year.

The budget, or related documents, should include a detailed commentary
on each revenue and expenditure programme.

Non-financial performance data, including performance targets, should be
presented for expenditure programmes where practicable.

The budget should include a medium-term perspective illustrating how
revenue and expenditure will develop during, at least, the two years
beyond the next fiscal year. Similarly, the current budget proposal should
be reconciled with forecasts contained in earlier fiscal reports for the same
period; all significant deviations should be explained.

Comparative information on actual revenue and expenditure during the
past year and an updated forecast for the current year should be provided
for each programme. Similar comparative information should be shown for
any non-financial performance data.

If revenue and expenditures are authorised in permanent legislation, the
amounts of such revenue and expenditures should nonetheless be shown
in the budget for information purposes along with other revenue and
expenditure.

Expenditures should be presented in gross terms. Ear-marked revenue and
user charges should be clearly accounted for separately. This should be
done regardless of whether particular incentive and control systems provide
for the retention of some or all of the receipts by the collecting agency.

* The Best Practices define “government” in line with the System of National Accounts

(SNA). This definition encompasses the non-commercial activities of government. Spe-
cifically, the activities of state-owned enterprises are excluded from this definition.
Although the SNA definition focuses on general government, i.e. consolidating all
levels of government, these Best Practices should be seen to apply to the national
government.
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¢ Expenditures should be classified by administrative unit (e.g. ministry,
agency). Supplementary information classifying expenditure by economic
and functional categories should also be presented.

¢ The economic assumptions underlying the report should be made in
accordance with Best Practice 2.1 (below).

¢ The budget should include a discussion of tax expenditures in accordance
with Best Practice 2.2 (below).

¢ The budget should contain a comprehensive discussion of the government’s
financial assets and liabilities, non-financial assets, employee pension obli-
gations and contingent liabilities in accordance with Best Practices 2.3-2.6
(below).

1.2. Pre-budget report

¢ A pre-budget report serves to encourage debate on the budget aggregates
and how they interact with the economy. As such, it also serves to create
appropriate expectations for the budget itself. It should be released no
later than one month prior to the introduction of the budget proposal.

¢ The report should state explicitly the government’s long-term economic and
fiscal policy objectives and the government’s economic and fiscal policy
intentions for the forthcoming budget and, at least, the following two fiscal
years. It should highlight the total level of revenue, expenditure, deficit or
surplus, and debt.

* The economic assumptions underlying the report should be made in
accordance with Best Practice 2.1 (see below).

1.3. Monthly reports

¢ Monthly reports show progress in implementing the budget. They should
be released within four weeks of the end of each month.

¢ They should contain the amount of revenue and expenditure in each month
and year-to-date. A comparison should be made with the forecast amounts
of monthly revenue and expenditure for the same period. Any in-year
adjustments to the original forecast should be shown separately.

* A brief commentary should accompany the numerical data. If a significant
divergence between actual and forecast amounts occurs, an explanation
should be made.

¢ Expenditures should be classified by major administrative units
(e.g., ministry, agency). Supplementary information classifying expenditure
by economic and functional categories should also be presented.
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¢ The reports, or related documents, should also contain information on the
government'’s borrowing activity (see Best Practice 2.3 below).

1.4. Mid-year report

¢ The mid-year report provides a comprehensive update on the implementa-
tion of the budget, including an updated forecast of the budget outcome for
the current fiscal year and, at least, the following two fiscal years. The report
should be released within six weeks of the end of the mid-year period.

¢ The economic assumptions underlying the budget should be reviewed and
the impact of any changes on the budget disclosed (see Best Practice 2.1
below).

¢ The mid-year should contain a comprehensive discussion of the government’s
financial assets and liabilities, non-financial assets, employee pension obli-
gations and contingent liabilities in accordance with Best Practices 2.3-2.6
(below).

¢ The impact of any other government decisions, or other circumstances, that
may have a material effect on the budget should be disclosed.

1.5. Year-end report

¢ The year-end report is the government’s key accountability document. It
should be audited by the Supreme Audit Institution, in accordance with
Best Practice 3.3 (below) and be released within six months of the end of
the fiscal year.

e The year-end report shows compliance with the level of revenue and
expenditures authorised by Parliament in the budget. Any in-year adjust-
ments to the original budget should be shown separately. The presentation
format of the year-end report should mirror the presentation format of the
budget.

¢ The year-end report, or related documents, should include non-financial
performance information, including a comparison of performance targets
and actual results achieved where practicable.

¢ Comparative information on the level of revenue and expenditure during
the preceding year should also be provided. Similar comparative information
should be shown for any non-financial performance data.

¢ Expenditure should be presented in gross terms. Ear-marked revenue and
user charges should be clearly accounted for separately.
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1.6.

1.7.

2.1.

¢ Expenditure should be classified by administrative unit (e.g. ministry,
agency). Supplementary information classifying expenditure by economic
and functional categories should also be presented.

¢ The year-end report should contain a comprehensive discussion of the gov-
ernment’s financial assets and financial liabilities, non-financial assets,
employee pension obligations and contingent liabilities in accordance with
Best Practices 2.3-2.6 (below).

Pre-election report

* A pre-election report serves to illuminate the general state of government
finances immediately before an election. This fosters a more informed
electorate and serves to stimulate public debate.

* The feasibility of producing this report may depend on constitutional provi-
sions and electoral practices. Optimally, it should be released no later than
two weeks prior to elections.

¢ The report should contain the same information as the mid-year report.

* Special care needs to be taken to assure the integrity of such reports, in
accordance with Best Practice 3.2 (below).

Long-term report

* The long-term report assesses the long-term sustainability of current govern-
ment policies. It should be released at least every five years, or when major
changes are made in substantive revenue or expenditure programmes.

¢ The report should assess the budgetary implications of demographic
change, such as population ageing and other potential developments over
the long-term (10-40 years).

o All key assumptions underlying the projections contained in the report
should be made explicit and a range of plausible scenarios presented.

Specific disclosures

Economic assumptions

¢ Deviations from the forecast of the key economic assumptions underlying
the budget are the government’s key fiscal risk.

¢ All key economic assumptions should be disclosed explicitly. This includes
the forecast for GDP growth, the composition of GDP growth, the rate of
employment and unemployment, the current account, inflation and interest
rates (monetary policy).

© OECD 2002 Pack Page 45

]



OECD Journal on Budgeting

¢ A sensitivity analysis should be made of what impact changes in the key
economic assumptions would have on the budget.

2.2. Tax expenditures

¢ Tax expenditures are the estimated costs to the tax revenue of preferential
treatment for specific activities.

* The estimated cost of key tax expenditures should be disclosed as supple-
mentary information in the budget. To the extent practicable, a discussion
of tax expenditures for specific functional areas should be incorporated into
the discussion of general expenditures for those areas in order to inform
budgetary choices.

2.3. Financial liabilities and financial assets

¢ All financial liabilities and financial assets should be disclosed in the budget,
the mid-year report, and the year-end report. Monthly borrowing activity
should be disclosed in the monthly reports, or related documents.

¢ Borrowings should be classified by the currency denomination of the debt,
the maturity profile of the debt, whether the debt carries a fixed or variable
rate of interest, and whether it is callable.

* Financial assets should be classified by major type, including cash, market-
able securities, investments in enterprises and loans advanced to other
entities. Investments in enterprises should be listed individually. Loans
advanced to other entities should be listed by major category reflecting
their nature; historical information on defaults for each category should be
disclosed where available. Financial assets should be valued at market
value.

¢ Debt management instruments, such as forward contracts and swaps,
should be disclosed.

¢ In the budget, a sensitivity analysis should be made showing what impact
changes in interest rates and foreign exchange rates would have on financing
costs.

2.4. Non-financial assets

* Non-financial assets, including real property and equipment, should be
disclosed.

* Non-financial assets will be recognised under full accrual-based accounting
12 and budgeting. This will require the valuation of such assets and the selec-
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tion of appropriate depreciation schedules. The valuation and depreciation
methods should be fully disclosed.

¢ Where full accrual basis is not adopted, a register of assets should be main-
tained and summary information from this register provided in the budget,
the mid-year report and the year-end report.

2.5. Employee pension obligations

* Employee pension obligations should be disclosed in the budget, the mid-
year report and the year-end report. Employee pension obligations are the
difference between accrued benefits arising from past service and the
contributions that the government has made towards those benefits.

¢ Key actuarial assumptions underlying the calculation of employee pension
obligations should be disclosed. Any assets belonging to employee
pension plans should be valued at market value.

2.6. Contingent liabilities

* Contingent liabilities are liabilities whose budgetary impact is dependent
on future events which may or may not occur. Common examples include
government loan guarantees, government insurance programmes, and legal
claims against the government.

« All significant contingent liabilities should be disclosed in the budget, the
mid-year report and the annual financial statements.

* Where feasible, the total amount of contingent liabilities should be dis-
closed and classified by major category reflecting their nature; historical
information on defaults for each category should be disclosed where avail-
able. In cases where contingent liabilities cannot be quantified, they should
be listed and described.

3. Integrity, control and accountability

3.1. Accounting policies

¢ A summary of relevant accounting policies should accompany all reports.
These should describe the basis of accounting applied (e.g. cash, accrual) in
preparing the reports and disclose any deviations from generally accepted
accounting practices.

¢ The same accounting policies should be used for all fiscal reports.

¢ If a change in accounting policies is required, then the nature of the change
and the reasons for the change should be fully disclosed. Information for 13
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previous reporting periods should be adjusted, as practicable, to allow
comparisons to be made between reporting periods.

3.2. Systems and responsibility

¢ A dynamic system of internal financial controls, including internal audit,
should be in place to assure the integrity of information provided in the
reports.

¢ Each report should contain a statement of responsibility by the finance
minister and the senior official responsible for producing the report. The
minister certifies that all government decisions with a fiscal impact have
been included in the report. The senior official certifies that the Finance
Ministry has used its best professional judgement in producing the report.

3.3. Audit
¢ The year-end report should be audited by the Supreme Audit Institution in
accordance with generally accepted auditing practices.

¢ Audit reports prepared by the Supreme Audit Institution should be scrutinised
by Parliament.

3.4. Public and parliamentary scrutiny
¢ Parliament should have the opportunity and the resources to effectively
examine any fiscal report that it deems necessary.

¢ All fiscal reports referred to in these Best Practices should be made pub-
licly available. This includes the availability of all reports free of charge on
the Internet.

¢ The Finance Ministry should actively promote an understanding of the budget
process by individual citizens and non-governmental organisations.

L1
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About us
The IWA is Wales’ critical friend.

We aim to bring people together in a safe space,
where ideas collide and solutions can be forged. Our
role is to act as a catalyst to generate an intelligent
debate about Wales’ future.

We are an independent charity with a broad membership base.
We discharge our mission by:

Generating ideas

— Providing a platform for innovative ideas to improve Wales.
— Bringing together experts and practitioners to critically
examine evidence in key areas and to suggest improvements.

Discussing

— Providing a unique space to bring together the worlds
of politics, business, public service, academia and the
wider public.

— Testing and challenging ideas through a diverse range of
activity across Wales.

Influencing

— Working with policy makers from across the spectrum to
translate these ideas into practice

We are a small think tank. We cannot achieve our charitable
mission alone. We need your help.
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Introduction to the Senedd Papers

For democracy to work there needs to be an engaged electorate and civil society.
One of the core objectives for the National Assembly for Wales’s Commission during the
Fourth Assembly is to increase engagement with the people of Wales.

That is, we aim to create an environment that encourages interest in the work of the
Assembly and facilitates participation in the Assembly’s roles of legislating, scrutiny
and representation.

We aim to achieve this by engaging actively and widely, and ensure that the Assembly
benefits from the creative energy generated by such engagement.

An important part of that process is working with partner organisations to facilitate debate
amongst wider civic society and that’s why the National Assembly is supporting the Institute
of Welsh Affairs in launching The Senedd Papers.

The IWA plays an important role in Welsh civic life in terms of developing Wales’s public
policy landscape - and by anchoring this series of discussion papers to the seat of Welsh
Governance, here in our iconic building, we are highlighting the central role that the
National Assembly now plays in developing and scrutinising public policy in Wales.

Dame Rosemary Butler AM
Presiding Officer of the National Assembly for Wales

The Senedd Papers #2 | Taxation in Wales bwww.iwa.org.uk -02
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IWA Foreword

Just fifteen years after the establishment of an Assembly with executive powers Wales now
has a Government, a Parliament, and will soon have tax raising powers.

The third Government of Wales Bill in a decade and a half, currently before Parliament, will
give the National Assembly power over Stamp Duty Land Tax and Landfill Tax. The new
powers follow some — though not all — of the recommendations of the Silk Commission on
financial reform for Wales. The first report of the independent commission on devolution
also recommended that powers to vary income tax should be given to the Assembly, subject
to a Yes vote in a referendum. It unanimously agreed that the Aggregates Levy and Air
Passenger Duty be devolved to the National Assembly, however, this was not accepted by the
coalition Government.

For the UK Government the devolution of tax raising powers represents an important
principle in making the Assembly more accountable for raising some of the money it spends.
The sums that will be raised by these ‘small taxes’ are relatively trivial, but they do unlock

a revenue stream to service some borrowing powers for the Welsh Government. To access
more meaningful borrowing levels, however, a referendum will need to be won, and that
seems like a very remote possibility at present.

Nonetheless, an important principle has been conceded and the Welsh Government now has
to ready itself to perform a new role. Whilst some of the matters that need to be addressed
are largely technical they mark the opening of an important new chapter in the development
of democratic devolution to Wales.

In the second of our Senedd Papers series the highly respected economist, Gerald Holtham,
sets out some initial thinking on the shape of a tax policy for the next Welsh Government.

As with each of the papers in the series we have sought out an expert in their field to help
policy makers come up with practical proposals to consider as they shape their manifestos
for the next Assembly election. Gerry Holtham is not only the author of the acclaimed report
on fairer funding for Wales (which bears his name), but has had a distinguished career in the
City of London, the OECD and in think-tanks in the UK and the U.S.

In this typically stimulating paper, Holtham, a Fellow of the IWA, argues that the Welsh

Government must think about those taxes it already controls as well any newly devolved ones
in order to optimise tax policy. His proposals are rational and progressive, but present a range
of problematic choices for politicians. But with the Wales Audit Office putting the funding gap
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for Welsh public services at between £2.6 and £4.6 Billion by 2025!, our leaders have little
option other than to be bold.

Once again I'd like to thank the Assembly Commission and the Presiding Officer, Dame
Rosemary Butler, for their support for the Senedd Papers series.

Lee Waters
Director, Institute of Welsh Affairs
May 2014

1 Mark Jeffs, Future Pressures on Welsh Public Services, Wales Public Services 2025. 2013.
(www.walespublicservices2025.org.uk)
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Starting to think about tax

The Silk report has recommended the devolution of some taxes and that is embodied in the
Wales Bill before Parliament. The Welsh government is ready to accept the devolution of

a number of small taxes. They could be useful policy instruments and provide a moderate
revenue stream that would underpin limited borrowing powers. The devolution of income
tax which Silk suggested, is subject to a referendum and, at present, that looks a more
remote possibility.

The Finance Minister has convened an advisory panel of tax academics and accountants and
has also arranged a series of consultations on the right approach to stamp duty tax on land
sales, one of the Silk taxes. (The other is landfill tax). Stamp duty is already been devolved to
Scotland where it is to be reformed. In recent discussions, the Welsh construction industry
and business organisations have said they want the tax devolved and reformed, and the
Royal Institute of Chartered Surveyors has suggested a similar reform would also be popular
in England.

There is general agreement that Wales needs to develop a stronger Treasury function before
it takes on many more financial initiatives and taxation powers, both to consider tax policy
and to improve project appraisal across the Welsh Government. Another function that has to
be organised is tax collection and administration.

In considering tax policy, the Welsh Government must think about those taxes it already
controls as well any newly devolved ones in order to optimise tax policy. The most
considerable of current taxes is council tax, an important source of revenue for local
authorities that raises over £1 1/4 billion in Wales. Most specialists accept that the tax is
ill-structured and it is politically unpopular too. Consideration of this tax is something on
which a developing Welsh Treasury should cut its teeth.
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Council tax: it’s a mess

Council tax is the misbegotten offspring of political misjudgment and political cowardice.
Local government used to be funded by domestic rates, a tax levied on rental values of
property. That tax was unpopular with homeowners, as property taxes tend to be. The
reason is that people get a relatively large demand for tax and it is not associated with any
income flow or transaction. It sticks out and is resented. Yet land or property taxes are loved
by economists because they have two excellent features — they are hard to avoid (you can’t
easily hide or move a house) and they don't distort economic activity as most taxes do.

Nonetheless Mrs Thatcher’s Government in the 1980s decided to gratify homeowners
whom it considered its natural supporters. It abolished the rates and introduced the poll
tax. The rationale was that the tax paid for local services so everyone who enjoyed those
should pay — and at the same rate. The poll tax was an act of political miscalculation and
the tax was no more popular than it had been when levied in the 14th century, triggering
the peasants’ revolt. It helped to hasten Mrs Thatcher’s departure and had to go. But John
Major’s Government, battered by public fury, did not have the nerve to levy a proper land
or property tax so we got the community charge, tied to housing, with the tax varying
depending on a series of arbitrary bands on house prices. The initial cowardice was
subsequently repeated in England where the tax is levied on house values that have not been
reformed since 1992.

Wales did better with a revaluation in 2005, based on 2003 values, and another band was
added on the top of those existing in England. It caused some political pain for Rhodri Morgan’s
administration and though another revaluation is due before 2015, the nerve of Welsh
politicians has failed after the fuss in 2005. Yet people in expensive houses could now be paying
much more tax than they are in the existing situation if the old domestic rates tax had just been
retained. Mansion taxes could merely restore a situation that existed until the 1980s.

At present Council tax is regressive in property values, going up more slowly than house
prices across the range. In Wales in 2013 the average council tax on the lowest band, where
properties are worth up to £44,000, amounts to nearly 1.9% of the value of the property.
That falls to nearly 1.5% for properties in the range £44,000-£65,000 and it goes on falling for
more expensive properties. For properties worth over £424,000, the tax is just over 0.5% of
capital value.

The council tax could be reformed to make it fairer, more buoyant and less likely to give rise
to political tantrums when revaluations occur.

Moreover, changes to the benefit system are now making reform urgent since the UK
Government has abandoned responsibility for paying the council tax of people on income
support, without giving the Welsh Government all the money necessary to do so. The Welsh
Government is in a position to mend council tax now; it has all the powers it needs. Reform
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could take the form of a radical restructuring or a range of more modest changes.

First step: acknowledge the council tax is two things: a charge for local services and a
property tax. So first of all set the charge for local services, which all householders and
tenants pay irrespective of the value of the property. Then have a schedule that raises the tax
more or less proportionately with the value of the property. This can be done with present
council tax bands though the progression could be made more precise by increasing the
number of bands. Moreover, the tax banding should not stop with a single band for house
prices above £424,000 as it does now but could reflect rising valuations beyond that.

If the authorities set the rates on this reformed tax so as to collect the same revenue as it does
now, the effect would be to collect much more revenue on more expensive houses and less
on those at the bottom of the market. In general that would reduce the tax on poorer people
who tend to live in poorer houses.

In the days before changes to the welfare system, much of the council tax on the poor was
paid by housing benefit, but the UK Government has just cut the resources available for that
relief by 10%. The cost of the benefit is currently some £240 million and will evidently rise
over time with inflation and council tax rates. The UK Government has given Wales £220
million, leaving a shortfall of some £20 million in Wales last year that must grow with time.
So now making the tax more progressive would actually relieve the burden on poor people,
or on the Welsh budget, and not just help the UK Treasury as formerly.

Currently council tax in Wales is set to realise the same revenue as a pure property tax on
housing would if leveled at the rate of about 0.8% of capital value. There is a perfectly proper
political discussion to be had in these times of squeeze on public services, especially at the
local level, whether that could be more or less.

The Mirrlees Review of the British tax system, chaired by Nobel laureate James Mirrlees and
sponsored by the Institute for Fiscal Studies noted:

“...there is also evidence that people just find the idea of a tax linked to the value
of their property unfair. This seems to reflect the fact that perceptions of fairness in
tax are more closely linked to the relationship of the tax to flows of income than to
stocks of wealth. But, both because consumption of housing services is as legitimate
a tax base as any other consumption, and because it is a good complement to
current income as an indicator of lifetime income or ability to pay, this does not
seem to us to be a good objection—at least not economically.”?

If residential property services were taxed at the same rate as other consumption, council tax
would be over 1% of house values.

But in any case something should also be done to make the tax base more buoyant and the
tax less unpopular. The first could be done by indexation. The tax base (the assessed value of
houses) should rise each year with a local index of house prices. These are readily available.
But the rise would need to be smoothed since house prices are volatile. The average annual
rise in Wales since 1995 has been 4.9%, but in 2002 and 2003 prices rose by over 20%, and in
2007 and 2008 they fell by nearly 5% and 10% respectively.

2 Dimensions of Tax Design: the Mirrlees Review, Oxford University Press: September 2011.
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There are various ways to smooth the indexation. One possibility would be to take a very
long run average of price increases, say 20 years, and make the annual change equal to a
proportion of that change and a proportion of the previous year’s change. If the proportions
were weighted in favour of the long-run change, the index would be quite smooth. The chart
below compares the house price index for Wales with a smoothing with proportions of 0.8
and 0.2. Indexation is an approach followed in the United States and elsewhere. It leads to
gradual change and does away with the ten-year fuss about whether to revalue. The process
would be subject to an appeals mechanism, as is currently the case, where house values
had been subject to specific factors and so did not follow the index. Indexation gives local
government a buoyant tax base that rises with the costs, and means they don't necessarily
have to announce changes in rates of tax just to keep revenues constant in real terms after
adjusting for inflation.

Moreover, it might also help acceptability if the tax was announced as a rate and a weekly or

monthly sum, which could be reduced somewhat for direct debit payments. It is the same
approach that sellers of cars use — so much a week they tell you, rather than the price of the car.

— House prices and indexation
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One often-cited objection to property taxes is that they hit the asset-rich, income poor, like
widows living on in the family home on a modest pension. The evidence is that this is a small-
scale problem in reality. Anyway it can be ameliorated by allowing council tax to roll up in
such circumstances and become a charge on the house when it is sold or when the widow

is deceased. At a tax rate of 0.65% the widow could stay in the house for 153 years before all
the equity was gone.
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An example of reform

Data exist for the number of dwellings in Wales in each band (see chart below) and the
average council tax payment. We also have data for the council tax benefits relating to
each band. Currently band A properties pay an average £850 a year rising to £2970 for
band I (Those are all-Wales averages; the tax is set by local authorities and varies from
place to place but the relation between different bands is the same everywhere).

If all eligible properties paid tax at the full rate, Wales would collect about £1.8 billion
annually, but just over one third of properties are eligible for a discount. People living
alone get a discount of 25%. Some 4% of properties are exempt altogether, mainly empty
properties and those occupied only by students. With a collection rate of just under 97%,
council tax revenues were about £1.2 billion in 2011-12,and they are expected to hit £1.5
billion in 2014-15.

— Proportion of dwellings by council tax band
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Suppose we replaced the current council tax with a payment equal to a flat sum plus a
proportion of the value of the property minus a property ‘allowance’. That could be done,
even without reforming existing bands — although it would be better, and fairer, to increase
the number of bands so that taxes more nearly reflected actual property values. However,
for simplicity let’s consider a reform based on current bands. For example there could be
a flat payment of £350 a year plus 1.09% of the top-of-each-band property value, minus a
fixed allowance of £34,000. That would yield similar revenue to the current tax.
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A tax “allowance” off property values combined with the fixed charge gives a strictly
proportionate tax. Everyone eligible ends up paying a fraction over 1% of the band value
unlike the current regressive system (see the chart below).

— Tax as proportion of property (band) value
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Note, however, that property prices are up over 30% on average since the revaluation
based on 2003, so this rate is no more than about 0.8% of current property values.
Taxpayers in band D would pay a little more tax at £1318 a year instead of £1276, i.e.
less than a pound a week more. But band A taxpayers would see their bills fall from £851
to £459. All the bands below D would pay less. The cost of Council Tax Benefit would
therefore fall from £242 million a year to just over £190 million, a saving to the Welsh
government of over £50 million a year (see chart below).
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— Council tax benefit (annual sum payable by band)
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The offset would come at the high end. Band H taxes would rise from £2452 to £4367. On
properties worth £550,000 in band I, the bill could rise to £5565 from £2860 (see chart below).

Such large increases would certainly cause some political anguish, particularly as affluent

— Average tax per band
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areas where they are most germane are often marginal political seats. They would have to
be phased in over a number of years, though there are other possibilities for ameliorating
the effect.

For example, there are a number of exemptions or discounts to council tax that, if
removed or reduced, would yield revenue and enable somewhat lower rates to be levied
overall. Authoritative analysts have criticised the single-occupant discount, for example,
as unjustified. If that were phased out, another couple of hundred million pounds of

tax revenue could accrue across Wales. Moreover, while discounts for second homes

are allowed to local councils at their own discretion, they will soon be able to charge a
premium. In Gwynedd, fully 10% of the entire housing stock consists of second homes.
The Council is now to be allowed to charge a premium on second or holiday homes so it
should be able to realise more revenue or reduce rates for local inhabitants. In most other
parts of Wales, however, this is not likely to be a significant source of extra revenue.
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An integrated tax policy

If income tax is devolved eventually, with the freedom to vary individual tax bands as
recommended by the Silk Commission but currently resisted by the UK Government,
reforming council tax creates another important possibility for the longer run. With council
tax more progressive we could reduce upper-band tax rates on incomes since well-to-do
people would be paying more tax on property.

It is widely understood that Wales could gain economically by reducing higher rates of
income tax but many are concerned that doing so would conflict with the Welsh public’s
sense of fairness. Taxing property wealth rather than income alleviates that concern because
the better off are contributing, though in a different form. Taxing wealth not income is a
better option economically since it does not discourage work and is less prone to evasion.

House prices historically have averaged about four times annual earnings, though currently
they are around five times. Someone in a house worth £400,000 to £500,000 might be
earning £100,000 a year and would be paying a 40% tax rate on some £60,000 of that.
Reducing his or her tax rate to 37% would broadly compensate for the rise in council tax.
Moreover over a number of years that could result in an increase in revenue. People earning
£150,000 would be better off and that would be likely to influence location decisions for
people moving near the border with England. A relatively small proportionate increase in the
net number of wealthy incomers to east Wales would swell the Welsh tax base.

Note the importance of thinking about tax policy in an integrated manner.

Another example concerns stamp duty. Stamp duty is already been devolved to Scotland
where it is to be reformed. The current tax is slab-sided in that when the house price passes
a threshold, a higher rate of tax is charged on the entire price, not just on the portion of the
price that exceeds the threshold. That leads to sharp jumps in tax liability at the threshold
prices and distorts the market by causing prices to cluster just below thresholds.

In Scotland it is proposed to replace this structure with a proportional tax. In recent
discussions, the Welsh construction industry and business organisations have said they want
the tax devolved and reformed, and the Royal Institute of Chartered Surveyors has suggested
a similar reform would also be popular in England. It will be very difficult, however, to reform
that tax to remove its distorting effects without sacrificing revenue - or raising rates, which
the public has not been led to expect. Rather than trying to square the circle it would be
better to reform the tax to remove the slab-sides that cause the distortions and accept some
loss of revenue. The loss could be recouped by minor changes to council tax. Indeed, since
stamp duty raises about one tenth of the revenue from council tax one could phase it out
altogether if one were prepared to raise council tax receipts by 10%. That may be too radical
but removing or reducing the single-occupant discount on council tax, for example, would
finance a substantial reform of stamp duty.
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Tax administration

The only bodies in Wales that currently have experience of tax collection and administration
are local authorities. It therefore makes sense to use that experience in collecting the

smaller taxes that are to be devolved, landfill and stamp duty. Both are easy to collect with
conveyancing solicitors doing much of the work for stamp duty. It would make sense for them
to send the money to the local authority finance department to administer. Stamp duty and
landfill could be treated like business rates, collected by local authorities, pooled centrally
and then redistributed among local authorities according to a Welsh government formula.
That need not imply any overall increase in their funding if the Welsh government reduced
the revenue support grant accordingly but it would mean more local authority spending was
financed by their own tax collection. It would surely make sense if these new responsibilities
were accompanied by a consolidation of tax administrations among local authorities.

Local authorities may be consolidated in the near future but even if they are not it makes
sense to pool certain functions. There are only some ten local authority pension funds, for
example, shared among the 22 local authorities. A smaller number of tax administrations
operating regionally would be appropriate and these could administer the new taxes. The
Welsh Government would require a tax policy unit but would not need to create a tax
administration. It would be a good story if additional Welsh tax powers were accompanied by
a reduction, not an increase in the administrative overhead.

If income tax is ever partly devolved on the lines recommended by the Silk Commission, it
would surely continue to be collected by HMRC. The Revenue would then transmit to the
Wales the proceeds of the Welsh income tax and they would charge a fee for doing so to
cover the extra costs of discriminating between Welsh and English residents for tax purposes.
It is very important that the relationship between the Welsh Government and HMRC be put
on a firm contractual basis with the responsibilities of each party spelled out. It will be rather
easy for many people to avoid tax if English and Welsh rates differ by claiming to be in the
lower-tax jurisdiction. Policing would be expensive. There is a case for ensuring HMRC is
incentivised to administer the system appropriately. Perhaps instead of a fixed fee, the Welsh
Government should offer a fee with an element proportionate to the taxes collected.
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Conclusion

Up to now the Welsh Government has not had to give any thought to taxation, just spending
its block grant. It could lead on the reform of council tax, making it less regressive. It

could use changes in council tax to fund a necessary reform of Stamp Duty on landed
transactions. It could improve tax collection in co-operation with local authorities and could
pioneer the development of a new contractual relationship between HMRC and devolved
administrations.

In general, Wales has the opportunity to improve its own tax system and blaze a trail for the
rest of the UK.
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