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Executive summary 

While UK Budget consequentials and economic developments have eased day-to-day 
spending pressures, Shona Robison will have her work cut out to decide how to plug a 
£1 billion-plus gap in capital spending plans she announced just over six months ago. 

Rachel Reeves’ November Budget increased funding for next year by £300 million 
through the Barnett formula. Further improvements to tax and social security forecasts 
boost funding by an additional £450 million. 

On current plans, the Scottish Government will use this one-off boost to offset an 
underlying deficit of around half a billion pounds in 2026-27 on the resource side of the 
ledger, continuing a years-long pattern of using exceptional items and non-recurring 
revenues to finance day-to-day spending. 

But the gap on the capital side is too large to fill, and will require significant 
prioritisation. The Finance Secretary’s plans in June called for £8.1 billion of spending 
next year, well above the £7.1 billion available even after borrowing. We hope the long-
awaited Infrastructure Investment Plan will explain to the public how projects have been 
prioritised – and crucially, which ones will no longer be going ahead and why. 

This year’s report includes analysis of fiscal sustainability challenges faced by the UK 
and Scotland. It shows that once ‘fiscal drag’ – due to threshold rising more slowly than 
earnings – is accounted for over the long-term, taxes are already due to go up by over 
8% of GDP in 50 years’ time, or £250 billion in today’s terms. But poor productivity 
growth means that still isn’t enough to bring the public finances onto an even keel. 

The adjustment necessary at UK level is not too severe, requiring modestly bearing 
down on health spending growth and slightly increasing taxes. But the effects on the 
Scottish Budget would be quite severe. Because so much of the funding for the Scottish 
Government over the long run comes from health consequentials, the Scottish 
Government would be left short of good options to close its funding gap. 

The already large gap currently projected by the Finance Secretary by 2029-30 is clearly 
unsustainable, and makes the challenge even more daunting. The tax rises required to 
plug the gap seem undeliverable, largely due to Scotland having fewer very high earners, 
and it’s hard to see how the Scottish Government could respond without having to cut 
spending. 
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The report also includes analysis of preventative budgeting, including the importance of 
getting outcomes and definitions right in order to deliver the Public Sector Reform and 
Fiscal Sustainability Delivery Plan announced last year, and previews what to expect 
from the Scottish Spending Review. 

Fraser of Allander Institute, University of Strathclyde 
9 January 2026 
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1. The fiscal outlook 

1.1 How balanced is the Scottish Government’s budget? 
It has almost become a ritual – an article of faith that is repeated endlessly in the 
Scottish Parliament. Just in the last 18 months, between the Finance Secretary, the 
Minister for Public Finance, the Social Justice Secretary and the Deputy First Minister, 
there have been no fewer than 16 instances in the Official Report of a minister saying 
“we balance our budget” every year. 

But how true is that, and how meaningful a statement is it? 

What does a balanced budget mean? 

First of all, an interested observer will be surprised to hear that the apparent definition 
used by the Scottish Government of a balanced budget includes borrowed funds. 

When the Budget Bill is set out and in outturn, the Scottish Government’s expenditure 
plans are “funded” and fit within the limits set out. That’s of course what a budget is – it 
does not make it balanced in any meaningful sense, especially when part of the funding 
is through loans. 

If I put some purchases on my credit card to fund my spending, I could hardly claim to 
have balanced my monthly budget. I may have found a way to finance it, but it’s 
borrowing all the same. This of course would tell us nothing about the desirability of 
borrowing or not – just as the statement that the Scottish Government puts front and 
centre of its budget says nothing about the desirability or suitability of its financial 
management policies. 

The Finance Secretary in particular said in March that “[u]nlike the UK Government, the 
Scottish Government must balance our budget every year. That is what we will do, as we 
have done for every one of the past 17 years.” But of course, this is an apples and 
oranges comparison. By the Finance Secretary’s definition, the UK Government also 
balances the budget – in the sense that it borrows the amount needed to fund the 
expenditure it sets out. So either both budgets are balanced, or neither is. 

We need to think in terms of underlying funding and sustainability 

A much more interesting question would be to what extent the Scottish Government’s 
underlying and recurring funding is enough to cover the expenditure incurred – and if 
not, to what extent the Scottish Government has used borrowing and exceptional items 
to plug its underlying deficit. 

This is because borrowing incurs ongoing costs and the principal will need to be repaid 
when the term of the loan expires. This can be rolled over, but rolling over debt (a) is not 
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new borrowing in net terms and (b) has an additional cost in the form of interest. And 
exceptional items are by their very nature non-recurring, and therefore cannot be 
counted on indefinitely to make the sums add up. 

When we look at the last three years – including the latest view from the Autumn Budget 
Revision (ABR) for 2025-26 – it’s clear that the Scottish has not in any meaningful sense 
balanced the budget in every year. 

Table 1.1: Actual and underlying net position in the Scottish Budget 
£m 2023-24 2024-25 2025-26 
Funding 

   
Resource 46,156 49,027 52,546 

of which borrowing and non-recurring 792 -515 1,041 

    
Capital 5,957 6,048 7,230 

of which borrowing and non-recurring 330 251 844 

    
FTs 395 102 192 

of which borrowing and non-recurring 45 -21 25 

    
Ring-fenced 6,525 5,848 4,875 

    
Total 59,033 61,026 64,843 

of which underlying 57,867 61,310 62,933 

of which borrowing and non-recurring 1,166 -284 1,910 

    
Total expenditure 58,460 61,312 64,527 

    
Net position 574 -286 316 

Underlying net position -593 -2 -1,594 

Underlying as a share of expenditure -1.0% 0.0% -2.5% 

Source: FAI analysis of SFC and Scottish Government budget and budget revision 
documents 

As table 1.1 shows, what has in fact happened is that apart from 2024-25 – in which the 
Scottish Government essentially balanced the budget and put some additional funds 
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into the Reserve, it has a significant underlying deficit. This was around £600m in 2023-
24, and has grown to £1.6 billion in the latest plans from the ABR. 

How has the Scottish Government been able to make sums add up so that it can cover 
its expenditure? Essentially by making significant use of non-recurring items and by 
borrowing. Note in particular in table 1.2 that this year the Scottish Government plans 
(according to the ABR) to use the best part of £2 billion non-recurring items to pay for in-
year spending, which more than £1 billion coming on the resource side. This includes 
using a large positive reconciliation, drawing down on the Scotland Reserve by £500 
million and using £23 million of ScotWind1 proceeds to finance current expenditure.  

Table 1.2: Breakdown of borrowing and non-recurring items used in funding Scottish 
expenditure 

£m 2023-24 2024-25 2025-26 

Scotland Reserve net drawdowns 325 -145 557 

ScotWind 310 0 364 

Borrowing 341 139 472 

Reconciliations 46 -338 500 

Budget Cover 145 60 18 

Total borrowing and non-recurring items 1,166 -284 1,910 

of which resource 792 -515 1,041 

of which capital and FTs 374 230 869 

Source: FAI analysis of SFC and Scottish Government budget and budget revision 
documents 

Again, this is merely an assessment of the underlying figures and of the budget 
practices of the Scottish Government. It is a political choice as to whether the 
expenditure it funds is desirable. But it’s hard to see how this is commensurate with 
fiscal sustainability and prudent financial management. For example, the SFC forecasts 
significantly negative reconciliations in 2027-28 and 2028-29, and not adequately 
planning for that might cause the Scottish Government to divert funding for those rather 
than isolating public services from the volatility of reconciliation-related payments. 

It illustrates the fact that the medium- and long-term pressures on the Scottish public 
finances that have been in every Medium-Term Financial Strategy (MTFS) as a distant 
problem are in fact already manifesting themselves. The Scottish Government has had 
to raid these other sources of unpredictable and finite funding to paper over them. But a 

 
1 The remaining £341 million of ScotWind proceeds planned for use in 2025-26 will be used for capital 
spending, which was the original intention for the totality of the proceeds. 



Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 4 
 

£1.5 billion underlying deficit is not sustainable, and will therefore mean tough 
decisions on 13 January and for whoever is in power after May. 

The Autumn Budget Revision, or how not to be transparent 

Every year, the Scottish Government produces two major revisions to its in-year budget. 
The ABR has already been presented, and after a number of movements towards more 
transparency in recent times (for example, the change in baseline for comparison at the 
Budget and the publishing of assumptions underlying the MTFS), there was a 
disappointingly large number of movements across portfolios. 

Table 1.3: Portfolio reallocation transfers in the 2025-26 Autumn Budget Revision 
Movement Budget portfolio ABR portfolio £m 
Transfers to Scottish Funding Council 
transfers for health and medical education 

Health and Social 
Care 

Education and 
Skills 

73 

Social care spending funding Health and Social 
Care 

Finance and Local 
Government 

560 

Discretionary Housing Payments Social Justice Finance and Local 
Government 

79 

Funding for the teachers’ pay award Education and Skills Finance and Local 
Government 

240 

Source: Scottish Government 

At the Minister for Public Finance’s appearance before the Finance and Public 
Administration Committee on 11 November, the Convener criticised this pattern 
heavily. The Committee has long asked the Scottish Government to be more 
transparent and to allocate these monies to the portfolio where they will eventually be 
spent. 

We agree strongly with the Convener, and remain unconvinced by arguments put 
forward about policy and delivery portfolios. These are on the main predictable 
transfers, and even if they turn out to be slightly different at the end of the year, the 
transparent and sensible thing to do is to include the best estimate of the spending in 
the portfolio where it will end up anyway. 

Instead, we got another set of large transfers within the Scottish block, which will 
continue to make comparison across years and within year challenging.  

These are mostly recurring transfers, which could and should be baselined. In January, 
the Cabinet Secretary said she was committed to baselining more regular transfers – 
here’s hoping this proves to be the case on 13 January, although we won’t necessarily 
hold our breath. 

  

https://www.parliament.scot/chamber-and-committees/official-report/search-what-was-said-in-parliament/FPA-11-11-2025?meeting=16679&iob=142459
https://www.parliament.scot/chamber-and-committees/official-report/search-what-was-said-in-parliament/FPA-11-11-2025?meeting=16679&iob=142459
https://www.parliament.scot/chamber-and-committees/official-report/search-what-was-said-in-parliament/meeting-of-parliament-30-01-2025?meeting=16230&iob=138688
https://www.parliament.scot/chamber-and-committees/official-report/search-what-was-said-in-parliament/meeting-of-parliament-30-01-2025?meeting=16230&iob=138688
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1.2 The funding outlook for 2026-27 
As usual, one of the fundamental judgements for the Finance Secretary will be how to 
stay within the funding limits for the upcoming Scottish Budget. When Shona Robison 
presented the Medium-Term Financial Strategy in June, projected spending was £2 
billion higher than forecast funding: £960 million on resource and £1.1 billion on capital. 

The limits on resource are tougher to meet than on capital, for two reasons: borrowing is 
not allowed for day-to-day spending other than to pay for reconciliations, and capital 
spending is always easier to stop than recurring spending. 

The challenge on the resource side doesn’t look as difficult as in previous 
years 

Since June, the news has been positive for the Finance Secretary. The Fiscal Framework 
Outturn Report indicated a provisional positive reconciliation of £360 million, around 
£90 million higher than anticipated in June, thus boosting funding – even if not in 
underlying terms. 

The UK Budget provided additional Barnett consequentials of £307 million for 2026-27, 
with the OBR’s forecasts for the Block Grant Adjustments (BGAs) adding another £330m 
in funding. 

We can’t know the Scottish Fiscal Commission’s view of devolved tax revenues in 
advance – particularly on income tax, the most important tax by far given its size – but 
even if it didn’t foresee any improvement in revenues relative to its June forecast, the 
gap has closed substantially – from £960 million to £208 million. 

This is within the plausible changes due to economic forecasts, so it might mean that all 
spending forecast in June can be funded from existing sources. But the state of the 
Scottish resource budget is again flattered by the use of exceptional or one-off sources 
of funding. If we exclude the windfall of the reconciliation, the underlying deficit is over 
£0.5 billion. 
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Table 1.4: Changes in the net position of the Scottish Resource Budget since the MTFS 

Resource Budget (£ million) MTFS FFOR UK Budget 
Change 
since MTFS 

Block Grant 42,724 42,724 43,031 307 
Barnett baseline 42,714 42,714 42,714 0 
Barnett consequentials 0 0 307 307 
Non-Barnett funding 10 10 10 0 

     

Fiscal Framework funding 7,820 7,939 8,269 449 
Forecast devolved revenues 23,044 23,044 23,044 0 
Tax and non-tax BGAs -21,687 -21,657 -21,382 305 
Social security BGAs 6,191 6,191 6,246 55 
Adjustment for forecast error, of which: 272 362 362 89 

Reconciliations 272 362 362 89 
Borrowing 0 0 0 0 

Scotland Reserve drawdown, of which: 0 0 0 0 
Drawdowns by year-end 0 0 0 0 
Underspend additions 0 0 0 0 

     

Other sources 3,749 3,749 3,749 0 
Other funding, of which: 200 200 200 0 

Assumed 210 210 210 0 
Confirmed -10 -10 -10 0 

Non-Domestic Rates (NDR) distributable 
amount 3,549 3,549 3,549 0 

     

Less resource borrowing costs -121 -121 -121 0 
Less capital borrowing costs -198 -198 -198 0 

     

Total funding 53,975 54,093 54,730 756 

     

Planned resource spending 54,938 54,938 54,938 0 

     

Net position -963 -845 -208 756 
Underlying net position -1,236 -1,206 -569 666 

Source: OBR, SFC, Scottish Government, FAI calculations 

Of course, this does rely on the Scottish Government not committing to higher spending 
than it already had in June. We’ll have to wait and see what the consequences are of the 
pay-policy-busting pay deals already agreed for 2026-27 (e.g. NHS Agenda for Change, 
Scottish Prison Service and Local Government, as described in the SFC’s Fiscal 
Updated in August). In the absence of other areas being pared back to pay for this or 
faster than planned progress in reducing workforce numbers, these pay deals would 
increase spending and make the rather large funding gap reappear – making for tricky 
decisions just four months out from an election. 
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The capital side cannot be added up without significant prioritisation 

If the assumptions on the resource side in the MTFS were much clearer than in previous 
years, the same cannot be said for capital plans. We still don’t know how the large, £1 
billion-plus gap published then was arrived at. What is clear is that the MTFS plans are 
well in excess of anything that is achievable within the UK Spending Review settlement. 

Table 1.5: Changes in the net position of the Scottish Capital Budget since the MTFS 

Capital MTFS UK Budget 
Change 
since MTFS 

Block Grant 6,689 6,712 23 
Barnett baseline 6,689 6,689 0 
Barnett consequentials 0 23 23 
Non-Barnett funding  0 0 0 

    

Other sources 420 420 0 
Capital borrowing 300 300 0 
Scotland Reserve drawdown, of which: 0 0 0 

Drawdowns by year-end 0 0 0 
Underspend additions 0 0 0 

Other funding, of which: 120 120 0 
Assumed 0 0 0 
Confirmed 120 120 0 

    

Total funding 7,109 7,132 23 

    

Planned capital spending 8,180 8,180 0 

    

Net position -1,071 -1,048 23 
Underlying net position -1,371 -1,348 23 

Source: OBR, SFC, Scottish Government, FAI calculations 

With little in the way of Barnett consequentials on the capital side for 2026-27, the 
situation is pretty much what it was in June. Around £1 billion of planned spending – 
however that was arrived at – is not deliverable within the capital limits, and the Scottish 
Government will have to prioritise what to do and what not to proceed with. 

This will make the long-promised new Infrastructure Investment Plan – due to be 
published alongside the Budget and the Scottish Spending Review – even more 
important. The public will expect to be informed about why certain projects were 
prioritised, and doing so in an effective way will require being open and honest about 
the value for money and relative importance of different projects. 
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1.3 What can we expect from the Scottish Spending Review? 
Alongside the Budget next week, the Scottish Government will publish the Scottish 
Spending Review, following on from the UK Spending Review in June. The purpose of a 
spending review is to set out how, for a multiple year period (typically 3 years), the 
Scottish Government will allocate the resources it has to different portfolios of its 
budget. It should help us to see which areas of policy the Scottish Government is likely 
to prioritise in the coming years. 

The last time a spending review was published for Scotland was in 2022, and those 
figures were quickly overtaken by events in late 2022 with the energy price shock and 
spikes in inflation. There has not been one since, mainly due to the lack of a similar 
exercise at the UK level to allow the Scottish Government to have the certainty it 
requires to do such an exercise. 

In June, the new UK Government concluded what they call a “zero-based” review, which 
means all areas of spending are looked at in detail, with the goal to identify things the 
state should stop doing as well as evaluating new proposals. This produced 
departmental allocations over the next three years: which in turn allows the Barnett 
determined block grant to be calculated. 

Table 1.6: Block Grant allocations (as of November 2025) 
£bn 2025-26 2026-27 2027-28 2028-29 
Resource Departmental 
Expenditure Limits 

41.4  42.7  43.7  44.6 

Capital Departmental Expenditure 
Limits 

6.6  7.1  7.2  7.1  

Financial Transactions 0.2  0.2 0.3  0.3 
Total Block Grant 48.2 50.0 51.2 52.0 

Source: HMT 

The Scottish Government then have the information they need, alongside the forecasts 
provided by the Scottish Fiscal Commission, to decide how to allocate monies out to 
portfolios and delivery bodies – and pass this multi-year certainty to e.g. local 
government, who can then in turn pass this on to the bodies or contractors that deliver 
services for them.  

We do not know yet the level of detail that will be published as part of this exercise. The 
2022 exercise only contained level 2 information, which is very high level. Even if level 3 
or level 4 information is contained in the document, will it provide enough information 
for individual delivery bodies to have certainty? As discussed elsewhere, including in 
our section on prevention, these most detailed lines are very opaque when it comes to 
services delivered by other bodies.  

https://www.gov.scot/publications/scottish-resource-spending-review/
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Another thing to look out for is the extent to which the actions set out by the Scottish 
Government in June – Public Service Reform and commitments to shifts to prevention. 
Remember, this is to set out portfolio allocations for the next three years, and so in 
theory we should see evidence of things being done differently, including the shift to 
prevention – this cannot happen without money also shifting.  

The Fiscal Sustainability Delivery Plan also needs to be considered alongside moves to 
reform public services – there were targets to significantly cut corporate costs and 
headcount. If there is just “salami slicing” across all areas and all bodies of these costs 
and headcount reduction, then that is not much evidence of reform.  

Finally, to what extent will the government’s policy priorities be visible through this 
spending review? In theory, we would hope that we could see e.g. the number one 
priority of reduction in child poverty clearly expressed through the numbers in the 
spending review – is the money following the priorities? As we have said in previous 
analyses, it can be very difficult to work this out from both budget plans and outturn 
data. 

Why is this happening given there is an election in 4 months? 

The Budget Process Review Group, which published its report in 2017 (ironically, just 
before a decade of very unpredictable fiscal times and events), said: 

“The Group recognises that it may not be effective to conduct a Scottish spending 
review in the year before a Scottish Parliament Election. In these circumstances, the 
Group consider that it would be appropriate to delay conducting a spending review until 
after the Scottish Parliament Election.” 

We presume, though, that the government are going ahead now because many delivery 
bodies are desperate for some multi-year funding certainty and indeed would have 
preferred it come much sooner after the UK spending review concluded, so they did not 
want further criticism for delay.  

However, the BPRG had also said “The Group also notes that … the Scottish 
Government’s broad financial plans for at least five years ahead would be available in a 
Medium-Term Financial Strategy”. This is not the case. The MTFS produces five-year 
numbers, but it doesn’t contain broad financial plans – rather the gaps between what 
resources are likely to be available and the spending the government would like to do. It 
doesn’t’ go the final step to set out the broad choices the government will make to bring 
spending in line with resources, so does not carry out the function envisaged by the 
BPRG. 

  

https://fraserofallander.org/publications/do-we-know-how-much-the-scottish-government-has-spent-on-tackling-child-poverty/
https://fraserofallander.org/publications/do-we-know-how-much-the-scottish-government-has-spent-on-tackling-child-poverty/
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2. Fiscal sustainability in the UK and Scotland 

2.1 How far away is the UK from fiscal sustainability? 
If you have been anywhere near the discussions about fiscal sustainability, the numbers 
look grim. From the first time the Office for Budget Responsibility published its long-
term projections in 2011, it has been clear that the ageing of the population – despite 
being obviously welcome news – will put significant pressure on the public finances. 
Health spending in particular is likely to drive pressure for further spending, meaning 
that without further increases in revenues, successive deficits would mean a build-up of 
debt at an exponential rate. 

Some of the projections from that 2011 report would have appeared scary at the time, 
but seem benign to a fault given the current state of the public finances. The OBR’s 
projection was for the debt-to-GDP ratio to hit 96% – the current level of debt – in 2056-
57, and 107% by 2060-61.  

Chart 2.1: Successive OBR long-term debt-to-GDP ratio projections 

 

Source: OBR 

The UK’s deficit reduction was after the 2008 crisis – contrary to what many, including 
the government of the day, would insist – was actually incredibly gradual. It would take 
until 2015-16 for the deficit to be below 5% of GDP, which meant that the debt-to-GDP 
ratio went from 36% on the eve of the crisis to over 80% by the middle of the 2010s. And 
while it came down during the latter years of the 2010s, staying well below 3% of GDP, it 
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has since returned to levels which are not sustainable in the long-term. Ignoring the 
pandemic as a one-off shock, the last four financial years have seen public sector net 
borrowing average 5% of GDP and not fall below 4.8%. With a much higher stock of debt 
and a dragged out return to fiscally sustainable deficits, it is little wonder that the OBR’s 
subsequent projections have only become grimmer. 

At the same time, the OBR moved to a much higher view of the path of health spending, 
driven not only by demographic factors but also by substantially higher cost pressures 
from lower productivity to technology and co-morbidities. September 2024’s 
projections – prior to the Labour Government’s first budget, so yet without the increase 
in borrowing announced in the Autumn of 2024 – had debt rising to 274% of GDP by the 
mid-2070s, or 324% if we assume a recession that adds 10 percentage points to the 
debt ratio every 10 years – roughly the average cost and frequency of recessions 
historically. 

A mountain too far? 

Faced with such a seemingly insurmountable challenge, it is easy to feel disheartened. 
Surely whatever we do, debt will explode? But if that is the case, why are financial 
markets so sanguine about it? UK Government debt is trading at higher yields than a few 
years ago, but it is still around 5% – surely not enough to capture what is a seeming 
inevitability that the UK will not be able to afford its repayments, which would go above 
10% of GDP. 

Chart 2.2: Net debt interest and public sector net borrowing in the OBR’s projections 
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Source: OBR, FAI analysis 
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outset. Which means we have a paradox on our hands. It seems incredible that anyone 
would buy 50-year gilts, let alone that they would be more expensive to buy than for the 
15 and 20-year dated equivalents? 
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Chart 2.3: UK yield curve on 24 December 2025 

 

Source: MarketWatch, FAI analysis 

So what’s going on? 

There are four main arguments that can be made for this set of circumstances: 

1. The projections really are the most likely scenario, but market agents have not 
taken account of them or have discounted them. This seems implausible and 
unsatisfactory: it essentially requires believing that sophisticated agents tasked 
with a lot of liquidity and a job of matching assets and liabilities have for decades 
behaved far from rationally. One should always be at the very least sceptical of 
ascribing irrational behaviour in such a grand scale. 

2. The UK does face an impending fiscal crisis, but so does every other advanced 
economy, and therefore what matters is the UK’s relative position. In this view, 
investors need some form of Government debt holdings for long-term hedging, in 
which case they are willing to buy these securities even though they are 
essentially unfulfillable in any meaningful way. But this is also unsatisfactory as 
an explanation: it implies a sort of nihilistic self-deception that denies market 
participants any real agency. No one is truly forced to buy 50-year-dated gilts – 
they could instead buy other assets that may not be perfect substitutes, but 
would be substitutes to some degree, such as shorter-dated assets. But 
remember that 50-year gilts are more, not less expensive than shorter-dated 
ones, which this explanation does not address. 
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3.  The UK does face an enormous fiscal adjustment, but politicians and society 
will tackle it when they need to; or 

4. A fiscal adjustment of some magnitude is needed, but is perhaps less severe 
than it appears in these projections. 

Unpicking the OBR’s long-term assumptions 

Table 2.1: Summary of the OBR’s long-term assumptions 

Economy Revenue Spending 
Labour productivity per 
worker grows at 1.5% a 
year 

Tax thresholds increased 
in line with average 
earnings (productivity plus 
GDP deflator) 

Demographic and other 
factors drive health 
spending 

Higher migration variant of 
population projections 

Essentially keeps revenue 
streams steady as a share 
of GDP, other than 
demographically affected 
tax bases (National 
Insurance Contributions) 

Education and social care 
spending are driven by 
demographic factors 

CPI inflation of 2% a year, 
GDP deflator inflation of 
2.3% a year 

One exception is fuel duty, 
which falls to essentially 
zero by 2050 as electric 
vehicles replace internal 
combustion engine cars 

Welfare spending is driven 
by demographic factors 
and awards are increased 
in line with average 
earnings (plus an 
additional wedge for triple 
lock) 

Labour share, employment 
rates unchanged 

 All other areas of spending 
are aligned with nominal 
GDP 

State pension increases to 
70 by the end of the period 

  

Interest rates 0.2ppt higher 
than nominal GDP growth 

  

Source: FAI summary of OBR assumptions 

Indexation matters a lot 

One of the features of the OBR’s long-term model is that it essentially turns off fiscal 
drag.  

Fiscal drag is a phenomenon through which more of taxpayers’ income is dragged into 
higher rates of tax. This happens when average earnings growth – over the long run, 
productivity growth plus inflation – is higher than threshold indexation, and is a product 
of the progressive nature of income tax rates. At UK Government level, there are three 
particularly powerful points of fiscal drag: 
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- The personal allowance (around £12,500), at which income moves from being 
taxed at 0% to 20%; 

- The higher rate threshold (around £50,000), at which income moves from being 
taxed at 20% to 40%; 

- And (although less so) the additional rate threshold, at which income moves 
from being taxed at 40% to 45%. 

Fiscal drag has been turbocharged in recent years due to UK Government policy of 
keeping all thresholds frozen in cash terms. This has now been extended out to 2030-
31, and will have meant that thresholds will not have changed for a full decade. 

But while the cash freeze magnifies the effects of fiscal drag, it happens even if 
thresholds are increased by inflation, which is the default indexation mechanism. 

The OBR, for their part, recognised this in their 2011 Fiscal sustainability report, stating 
that “this definition of unchanged policy would result in the average tax rate rising 
steadily over time as people find more of their income falling into higher tax bands” and 
that “[p]revious long-term analyses, including the Treasury’s Long-term public finance 
reports (LTPFRs), have recognised that this fiscal drag could not be assumed to 
continue indefinitely”. 

A 15-year analysis then showed that assuming fiscal drag just like the OBR does within 
the medium-term forecast would have raised tax receipts by 2.3% of GDP – and that’s 
only a third of the timeframe that the long-term projections cover. Fiscal drag is very 
powerful over the long run. 

Is it really true that this cannot go on forever? 

The long-term projections are meant to illustrate the public finances under unchanged 
policy. Average earnings indexation is not current policy, so by definition it cannot be 
unchanged policy. 

This leaves us with a much more realistic conclusion that fiscal drag is built into the 
system by design and that normal income growth raises tax rates over time. If we 
consider a long-enough period of time, this can have severe consequences, as chart 2.3 
shows. Average employee earnings, rather than being just below the higher rate 
threshold, would end up above the additional rate threshold. 

This would be a radical reshaping of the income tax system, going from a marginal rate 
on the average income of 20% to 45%. And yet it is what is implied by the default 
indexation mechanism. 
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Chart 2.3: Projected average earnings and thresholds under CPI and average earnings 
indexation 

 

Source: OBR, FAI analysis 

How much more depends on assumptions about income distribution, but a plausible 
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Chart 2.4: Income tax receipts up to 2073-74 with and without fiscal drag 

 

Source: OBR, FAI analysis 

It bears repeating – this is just a product of the current default uprating mechanism. 

If we allow for fiscal drag – which is built into the system – taxes will go up 
significantly over time 

The OBR’s 2024 projections – as indeed all its previous projections – have tax revenues 
falling slightly over time as a share of GDP. This is because of a smaller share of the 
population being of working age, thus reducing National Insurance Contributions, while 
the remaining taxes remain broadly constant as a share of national income. A further 
c.1% of GDP fall has recently been incorporated to account for the loss of fuel duty due 
to the electrification of the vehicle fleet. 

But if we account for fiscal drag, the reality is significantly different: primary receipts 
(that is, excluding interest and dividend receipts) as a share of GDP would instead rise 
from 40.2% in 2029-30 to 48.6% in 2073-74. 

This would be an increase of 8.4% of GDP, or £250 billion a year in today’s terms. This is 
of course a huge increase – but remember that fiscal drag is baked into the system. An 
increase of this magnitude is what would happen in the absence of changes to 
government policy. 

0%

5%

10%

15%

20%

25%

In
c
o

m
e

 t
a

x
/G

D
P

OBR projection Assuming fiscal drag



Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 18 
 

Chart 2.5: Primary receipts until 2073-74 assuming fiscal drag and otherwise OBR 
assumptions 

 

Source: OBR, FAI analysis 

Indexation doesn’t just affect taxes – it matters for spending too 

Welfare spending in particular is indexed annually, and this is another area where the 
OBR’s assumption has a large effect. 

Again, looking back at the original FSR in 2011, the OBR state that “uprating working-age 
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Chart 2.6: Unemployment benefits2 as a share of average weekly earnings 

 

Source: FAI calculations using data from DWP, Bank of England, OBR, ONS 

The erosion of welfare spending as a share of average earnings is a feature, not a bug of 
the default indexation mechanism, and it is pretty hard to argue why it shouldn’t be 
taken as the basis for unchanged policy, even if leads to some stark conclusions. On the 
contrary – uprating benefits by average earnings would seem a pretty large change in 
policy. 

The implication is that assuming CPI indexation over the long-run would mean falling 
spending on welfare other than the state pension – even after accounting for a higher 
disability rate from people living longer. 

 
2 Specific unemployment benefits separate from other benefits no longer exist since non-contributory 
jobseeker’s allowance was replaced by universal credit. This calculation uses the standard rate of UC as 
the analogous benefit, and includes the additional £20/week pandemic boost to the standard rate. 

0%

5%

10%

15%

20%

25%

30%

1
9

4
9

1
9

5
2

1
9

5
5

1
9

5
8

1
9
6

1

1
9

6
4

1
9

6
7

1
9

7
0

1
9

7
3

1
9

7
6

1
9

7
9

1
9

8
2

1
9

8
5

1
9

8
8

1
9

9
1

1
9
9

4

1
9

9
7

2
0

0
0

2
0

0
3

2
0

0
6

2
0

0
9

2
0

1
2

2
0

1
5

2
0

1
8

2
0

2
1

2
0

2
4

U
n

e
m

p
lo

y
m

e
n

t 
b

e
n

e
fi
t 

re
p

la
c
e

m
e

n
t 

ra
te

 f
o

r 
a

v
e

ra
g

e
 

w
e

e
k
ly

 e
a

rn
in

g
s



Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 20 
 

Chart 2.7: Non-state pension welfare spending projections as a share of GDP under CPI 
uprating 

 

Source: FAI calculations using OBR and ONS data 

Among welfare spending, only the state pension would continue to rise as a share of 
GDP. This is because unlike other benefits, the state pension is (a) explicitly linked to 
average earnings through the triple lock and (b) the triple lock ratches it up due the 2.5% 
floor in annual indexation. 
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Chart 2.8: Projections of welfare spending under CPI uprating other than State Pension 
(triple lock) 

 

Source: FAI calculations using OBR and ONS data 
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Chart 2.9: Long-term primary deficit and debt projections in the 2024 OBR baseline and 
allowing for CPI indexation 

 

 

Source: OBR, FAI calculations 
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However, this does not mean that there aren’t any underlying fiscal problems. The 
turbocharged fiscal drag effect itself is a product of the OBR’s long-term assumption of 
productivity of 1.5% growth a year.3 

That 1.5% assumption is already lower than the pre-2008 average, and represents a 
downgrade in 2017 from the OBR’s original 2% assumption. The OBR recognised this is 
in their 2025 productivity review, in which they revised their medium-term productivity 
growth assumption by 0.25 percentage points. 

Assuming this is the size of the overall downgrade by the OBR in their long-term 
assumptions, this would mean assumed growth of 1.25% a year – significantly lower, 
but still well above the average since the Financial Crisis. Outturn growth has been 
more like 0.5% a year. Our assumption is 0.7%, which already allows for higher growth 
from increased capital investment plans and supply-side reforms announced by the 
current UK Government. 

Chart 2.10: 10-year moving average growth in productivity per worker since 1970 

 

Source: ONS, FAI analysis 

The lower productivity assumptions have large effects on the projections. The OBR’s 
2025 assumption would mean debt stabilising rather than falling over time. But the (in 

 
3 The OBR’s 2024 long-term projections included a Brexit effect of 0.2% lower growth until the mid-2030s, 
thereafter reverting to 1.5% growth a year. 
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our view, more realistic) assumption of 0.7% growth a year would mean debt back on an 
unsustainable path. 

This would be compounded by using what seems to be a more realistic assumption of 
what is known as ‘R-G’, or the growth correct interest rate on debt: the OBR use 0.2%, 
but current market rates point to something in the region of 1%. Including this higher R-
G bring us back into a world of debt projections similar to the OBR’s 2024 baseline. 

This allows us to compile what we’ll call the FAI baseline scenario, which has indexation 
of tax thresholds and welfare spending with CPI, 0.7% productivity growth a year and R-
G of 1%. This is the set of projections against which we will measure options to close 
the fiscal gap opened by the underlying projected state of the public finances. 

Table 2.2: Summary of the FAI’s baseline long-term assumptions 

Economy Revenue Spending 
Labour productivity per 
worker grows at 0.7% a 
year 

Tax thresholds increased 
in line with CPI inflation 

Demographic and other 
factors drive health 
spending 

Higher migration variant of 
population projections 

Fiscal drag significantly 
increases tax receipts for 
income tax and slightly 
reduces National 
Insurance Contributions 

Education and social care 
spending are driven by 
demographic factors 

CPI inflation of 2% a year, 
GDP deflator inflation of 
2.3% a year 

Fuel duty, which falls to 
essentially zero by 2050 as 
electric vehicles replace 
internal combustion 
engine cars 

Welfare spending is driven 
by demographic factors 
and awards are increased 
in line with CPI inflation 
(except for state pension, 
which is uprated by 
average earnings plus an 
additional wedge for triple 
lock) 

Labour share, employment 
rates unchanged 

 All other areas of spending 
are aligned with nominal 
GDP, except for defence 
and climate 

State pension increases to 
70 by the end of the period 

  

Interest rates 1ppt higher 
than nominal GDP growth 

  

Source: FAI summary of OBR assumptions 
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Chart 2.11: Long-term primary deficit and debt projections accounting for different 
productivity assumptions 

 

 

Source: OBR, FAI calculations 
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What would it take to bring the public finances back onto a sustainable 
path? 

Higher productivity growth would help immensely. Just as reducing the growth figures 
assumed by the OBR meant the projections looked unsustainable (see chart 2.11), so 
does raising productivity make it easier to solve the sustainability challenge. 

All else equal, the magic number for productivity growth is around 1.25% - this is how 
much productivity would have to grow a year to roughly stabilise the level of debt at 
around 100% of GDP. This is, of course, exactly our interpretation of the OBR’s long-term 
assumption after the ¼ percentage point downgrade in their productivity review. 

But note chart 2.10, which shows just how far away the current economic performance 
is from that level of growth. 1.25% might well be below the historical average pre-
financial crisis, but it’s still 2.5 times the rate achieved in the last 10 years. It might 
happen, but it would be unwise to plan on the basis that it will. 

But even a smaller improvement to, say, 1% a year would help, even if it is far from 
enough. Debt would still be on a rising path, but less so: it would shave off around 70% 
of GDP of debt by 2073-74, through a combination of a smaller primary deficit and a 
smaller stock of debt to pay interest on. 

Chart 2.12: Long-term debt projections in the FAI baseline and with 1% productivity 
growth per year 

 

Source: FAI calculations 
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The path of health spending is also key 

Health spending is the ultimate driver of most of the spending pressures in these 
projections. In 2016, the OBR revised its view of health spending.4 It had always 
factored in the ageing of the population, but starting in 2016 it accounted for a broader 
set of ‘non-demographic pressures’. 

Under the OBR’s methodology still in use, demography accounts for only around a fifth 
of the total growth in health spending. The rest is driven by higher incomes being 
assumed to lead to higher demand for health, as well as other cost pressures, including 
the Baumol effect. This is an empirical regularity that productivity growth in health (and 
other labour-intensive services) tends to lag that in other areas of the economy; but 
retaining and recruiting staff requires wage increases above productivity growth in the 
sector, making health relatively more expensive over time. 

Chart 2.13: Decomposition of the long-term annual real-terms growth rate in health 
spending assumed by the OBR 

 

Source: OBR 

But what would chart 2.13 look like under different assumptions? The first change is to 
incorporate lower productivity growth as assumed in our baseline, which in this 
scenario mechanically slows the growth in demand for health. 

We also change the OBR’s assumption that all additional demand for health spending is 
met by the government. Instead, we use the long-term average of 80% of health 
spending being government-financed. Under these assumptions, the income effect 
comes down from 1.5% to around 0.6%. 

 
4 See https://obr.uk/docs/dlm_uploads/Health-FSAP.pdf (accessed 30 December 2025). 
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There is then a question as to how big the assumed Baumol effect should be. It’s clear it 
exists, but there is empirical uncertainty surrounding its size. And in the UK in particular, 
the role of the government is active – the NHS is a near-monopsony (single buyer 
market), giving it considerable agency in the size of this effect. 

If the government managed to bear down on the size of the Baumol effect, this could 
make the sustainability challenge less daunting. In our lower health spending scenario, 
we assume it is halved relative to the OBR assumptions. 

Chart 2.14: Alternative assumptions from our lower health spending scenario 

 

Source: OBR, FAI 
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Chart 2.15: Long-term debt projections in the FAI baseline and with 1% productivity 
growth per year 

 

Source: FAI calculations 
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Chart 2.16: Long-term primary deficit and debt projections under different scenarios for 
productivity growth and health spending 

 

 

Source: FAI calculations 
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This is essentially good news: what seems an unsurmountable problem requires small 
changes to be solved. This is because these changes cumulate over time, making them 
more powerful. Neither changing the path of health spending nor raising productivity are 
easy, but they should not beyond the wit of government. 

What about tax rises? 

So far, we haven’t talked about tax policy decisions, which could very well be used as a 
way of combating the fiscal sustainability challenge. Of course, this is above and 
beyond the tax increases delivered through fiscal drag shown in chart 2.5: taxes are 
already projected to go up significantly in the ‘do nothing’ scenario. 

But with thresholds doing so much of the work, the changes in headline rates necessary 
to make the public finances sustainable are rather modest. 

In fact, increasing the basic rate of income tax at UK level by 3p in the pound means 
sustainable public finances with either: 

- Low productivity growth (0.7%, as in the original scenario), provided the UK 
Government bears down on the Baumol effect that increases cost pressures; or 

- Higher health spending (2.6% a year in real terms) without bearing down on cost 
pressures or the income effect, provided productivity growth increases to 1% a 
year. 

In short, an increase in headline income tax rates would make only one of the two 
solutions described before (higher productivity growth and health spending control) 
necessary to achieve sustainability. This is considerably less daunting that the initial 
problem appeared. 
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Chart 2.17: Long-term primary deficit and debt projections under different scenarios for 
productivity growth and health spending when allowing for a 3p increase in the UK basic 
rate of income tax 

 

 

Source: FAI calculations 
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To answer the initial question: fiscal sustainability is less far than it might 
initially appear 

This does not mean that the OBR’s conclusions are wrong: there really is a fiscal issue 
over the long run if nothing is done, and debt would be on an explosive path. 

But our conclusions are that the drivers of these changes differ from what appears in 
the OBR’s projections. The OBR’s model essentially turns off both fiscal drag and the 
erosion of welfare spending relative to average earnings. But both of those policies are 
the default mechanism over the long run, and they have a large effect on the 
projections. 

Instead, what we find is that it’s other OBR assumptions – productivity growth and 
interest rates – that remain too optimistic, even after the recent productivity review. 
When we account for those, an even after allowing for CPI rather than average earnings 
indexation, debt is still projected to rise to over 200% of GDP in 50 years’ time. 

But once we take this lower indexation path into account as the baseline – the ‘do 
nothing scenario, given current government policy – the changes needed to put the 
public finances on a non-exploding debt path are rather smaller than they appear in the 
OBR projection. And it’s because a large increase in taxes is already baked in over the 
long term by design. Only two of the following three appear to be necessary: 

- Modestly raising productivity growth, to around 1%; 
- Moderately bearing down on health spending growth through non-demographic 

cost pressures; 
- A small increase the basic rate of income tax, to the levels of the late 1990s (23% 

instead of the current 20%). 

Of course, these are only illustrative projections, but our objective is to move the 
conversation beyond a place where it seems like perpetually rising debt is destiny. There 
are challenges, and solving the debt sustainability issue will require government action 
– be it through improving productivity growth, tackling non-demographic costs in the 
health service or raising taxes. 

But this hopefully serves a starting point on the move away from fatalism and towards a 
more productive conversation about the different paths available to the UK 
Government. 

But this is and will remain a knife-edge problem: small changes cumulate over time to 
have dramatic effect, and can lead to either a steady downward path for debt or an 
unsustainable explosion. 
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The good news is that this means the change needed is not as substantial as it might 
initially appear. But the narrow window for a sustainable debt path also means that it 
needs continual monitoring and adjustment if economic conditions change. 
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2.2 Implications of the UK’s debt sustainability issues for Scotland 
It’s worth also looking at what these projections mean for Scotland. The Scottish Fiscal 
Commission has since 2023 produced long-term projections for a similar timeframe for 
Scotland, which have shown an annual funding gap in the Scottish Budget of around 5% 
of spending, with a significantly larger gap if the UK Government were (as would be 
expected) to take action to address the sustainability challenges at UK level. 

However, the SFC have used a similar approach to the OBR in terms of indexation, 
choosing to essentially turn off fiscal drag and to not model in the deterioration of 
benefit replacement rates over time. This is an understandable choice given the OBR’s 
modelling approach and given that so much of devolved funding depends on the block 
grant, and therefore is driven by UK-wide economic assumptions. 

As we have modelled what we see as more reasonable unchanged policy on indexation 
for the UK as a whole, it makes sense to explore how this translates into the Scottish 
public finances. The first conclusion is that CPI indexation of thresholds and of welfare 
payments improves the Scottish budget situation by benefiting both the income tax and 
the social security net positions. This is partly due to the Scottish Income Tax system 
having a lower higher rate threshold, a higher rate of 42% and the advanced rate, all of 
which contribute to increasing tax receipts over and above what we would expect at UK 
level. 

  



Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 36 
 

Chart 2.18: Projected annual funding gap as a percentage of devolved spending in 
Scotland under different indexation and starting assumptions 

 

Source: SFC, FAI calculations 

When we account for lower productivity growth of 0.7% a year – which is also our 
baseline assumption for the UK, but significantly lower than the 1.5% assumed by both 
the OBR and the SFC in their most recent long-term projections – the results are the 
opposite of what we might expect: the funding position improves again over the very 
long run. This is driven by the assumption that health spending is in large part driven by 
income, and because health is such a large part of Scottish public spending, this 
outweighs the effect of lower tax receipts. 

This is not to say that lower productivity growth would be a good thing. On the contrary – 
people would be able to access less healthcare than otherwise would be the case. And 
this assumption is quite contentious – there is less than agreement across the 
evidence, and recent studies5 have pointed to significantly lower elasticities of demand 
for health care, which would further weaken this effect. We are nonetheless including it 
to ensure a degree of comparability with the OBR and SFC projections, as it forms a 
critical part of their health demand framework. 

 
5 See for example Szymańska (2025), “The relationship between health expenditure, income, and 
environmental degradation: Evidence from OECD economies”, Economic Analysis and Policy, Volume 87, 
September 2025, Pages 2183-2201 
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The starting point matters a lot 

The SFC’s projections start from a position of no funding gap – which is defensible given 
the limitations on borrowing by the Government. But in the Medium-Term Financial 
Strategy, the Finance Secretary specifically presented a £4.7 billion excess of spending 
over funding by 2029-30. It would not be reasonable to ignore this announcement and 
the large effect that such a gap will have on the sustainability of the public finances. 

Once we do include the MTFS projections as a starting point, the position worsens 
considerably, with a structural gap of around 5-6% of spending throughout the 
projection horizon. Remember that the Scottish Government essentially has to hit 
balance, meaning that sustainability would require a permanent increase in funding via 
tax receipts or permanent cuts to spending by around 5-6% of the Scottish Budget (or 
some combination of the two). 

What happens if and when the UK Government adjusts its fiscal policy to 
ensure sustainability? 

One of the main conclusions from our discussion of the UK’s fiscal sustainability 
challenges was that while the scale of the issue is smaller than it might appear at first, 
there is still a problem to tackle, and we fully expect the UK Government to do so. 

When that time comes, the effects on the Scottish funding gap will be quite severe. If 
the UK Government restricted growth in health spending to 1.8% a year, as modelled in 
our previous scenario, the Scottish funding gap would jump to 14% of spending by the 
projection horizon. The 3p increase in the UK Government-controlled income tax that 
we discussed before would another 3 percentage points to the funding gap, bringing it to 
around 17% of spending if both options were used. Remember that both are required to 
reach fiscal sustainability in a UK-wide context. 
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Chart 2.19: Projected annual funding gap as a share of devolved spending in Scotland 
assuming the UK Government tackles its fiscal sustainability issues 

 

Source: FAI calculations 

This would mean a substantial adjustment for the Scottish Government to come back 
into balance – similar in direction to the SFC projection in chart 2.18, even if quite a bit 
lower. But it would by no means be easy, as we will see. 
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effects. 

-18%

-16%

-14%

-12%

-10%

-8%

-6%

-4%

-2%

0%

A
n

n
u

a
l 
fu

n
d

in
g

 g
a

p
 (

%
 o

f 
s
p

e
n

d
in

g
)

FAI baseline

Lower health spending in England (1.8%)

UK Government increases income tax basic rate by 3p

Lower health spending in England and UKG increases income tax basic rate by 3p



Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 39 
 

Chart 2.20: Projected annual funding gap as a share of devolved spending in Scotland 
assuming both the UK and Scottish Governments tackle their fiscal sustainability issues 

 

Source: FAI calculations 
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3. Paving the way for preventative budgeting 
The Scottish Government’s Public Service Reform Strategy: Delivering for Scotland 
places prevention, and specifically preventative budgeting, at the centre of its vision for 
reforming how public services are designed and funded. The strategy explicitly 
recognises that existing budget structures are a barrier to prevention, stating: 

“Current budgeting processes are a key barrier to shifting resources to preventative 
spend. We know that working within individual service or organisational spending limits 
does not allow the space to invest in prevention while managing existing need. We know 
that investment in one area often leads to demand reduction in another.” 
The strategy commits to practical change rather than rhetorical endorsement of 
prevention. In particular, it states that the Scottish Government will: 

“[R]e-design our approach to identifying, tracking and monitoring preventative spend 
and set out how this will be utilised in future Budget processes… change how we 
budget, including allowing resources to move between portfolios, organisations and 
services, to support upstream investment.” 

This framing acknowledges that preventative action often sits outside the portfolio and 
organisational boundaries within which budgets are currently set. Preventative 
budgeting therefore implies a fundamental shift, not just in categorising spending, but 
in how decisions are made, trade-offs are assessed, and success is measured. 

This is the first Scottish Budget since the publication of the Public Service Reform 
Strategy in June 2025. It is too soon for the budget process to be have redesigned, but 
we hope to see some acknowledgement of progress made since and the plans going 
forward on putting the strategy into action.  

Importantly, to meet the aims of the strategy, preventative budgeting cannot simply be 
an analytical exercise that categorises spending once the budget has been set. Our 
experience on working on equality budgeting has been that a lot of time and resources 
can be spent on producing analytical tools that simply justify spending decisions, rather 
than changing spending decisions. Even the justification of spending decisions often 
only provides a partial picture or the benefits, and none of the trade-offs.  

Here we set out some of the traps that need to be avoided.  

What Do We Mean by Prevention? 

Clarity on prevention is a prerequisite for meaningful preventative budgeting. The 
Christie Commission on the Future Delivery of Public Services (2011) positioned 
prevention as one of four pillars of reform. The Commission argued that public services 
should prioritise “preventative measures to reduce demand and lessen inequalities” 
and shift resources away from “reactive responses to problems once they have become 

https://www.gov.scot/publications/scotlands-public-service-reform-strategy-delivering-scotland/
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acute”. Prevention in the Christie sense is about intervening earlier, addressing root 
causes, and reducing the need for more intensive and costly public service 
interventions later on. 

Public Health Scotland provides a more formal typology through its three levels of 
prevention: 

• Primary prevention, action taken to prevent problems from arising in the first 
place by addressing the root causes of a problem 

• Secondary prevention, early identification and intervention to stop emerging 
problems from becoming more serious. 

• Tertiary prevention, action to reduce the impact of problems that have already 
occurred, through careful management 

This framework is well established in public health, and although it is not perfect (no 
definition is) it can easily be applied to other parts of public sector spending.  

This Public Health Scotland definition is close to the definition used by the Future 
Generations Commissioner for Wales in their preventative budgeting work, as agreed 
with the Welsh Government which is used beyond health and across all types of public 
spending.  They also have a fourth category for the majority of residual spending which 
they label as ‘acute spending’ on dealing with the impact of a harmful outcome but 
doing little, if anything, to reduce the chance of it happening in future.   

Whilst there may be appetite amongst some stakeholders to gain consensus on a new 
definition to be used specifically for preventative budgeting in Scotland, the gains from 
doing so are unlikely to outweigh the time and resources required. Utilising the PHS 
definitions for primary, secondary and tertiary prevention is a good enough place to 
start.  

Issues to be resolved to make preventative budgeting work for Scotland 

Moving beyond definitions, there remain issues to be resolved. Two fundamental issues 
that we feel need to be addressed quickly to allow progress to be made are.  

1. Being clear on what is being prevented  

2. Dealing with the practicalities of the budget process. 

1. Being clear on what is being prevented 

For some parts of the public sector, prevention outcomes are relatively clear. For 
example, for NHS boards (including Public Health Scotland), preventing poor health 
outcomes is a core purpose. Reducing incidence of preventable illness, narrowing 
health inequalities, and extending healthy life expectancy are explicit goals against 
which preventative activity can be assessed. 

https://publichealthscotland.scot/about-us/what-we-do-and-how-we-work/public-health-approach-to-prevention/the-three-levels-of-prevention/
https://futuregenerations.wales/resources/advice-to-welsh-government-on-taking-account-of-the-well-being-of-future-generations-act-in-the-budget-process/#:~:text=The%20definition%20of%20prevention%20is%20broken%20down,to%20prevent%20problems%20occurring%20in%20the%20future
https://futuregenerations.wales/resources/advice-to-welsh-government-on-taking-account-of-the-well-being-of-future-generations-act-in-the-budget-process/#:~:text=The%20definition%20of%20prevention%20is%20broken%20down,to%20prevent%20problems%20occurring%20in%20the%20future
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The challenge becomes much more complex when considering organisations that are 
working toward multiple outcomes – for example, the Scottish Government pursues 
multiple outcomes simultaneously which can overlap, interact, have different time 
horizons and can at times pull in different directions.  

Take, for example, the government’s “number one priority” of eradicating child poverty, 
as proclaimed by the First Minister multiple times, including in a speech from January 
2025. In this speech he stated that eradicating poverty will prevent lower educational 
attainment and the ‘‘damage caused when a child is brought up hungry, or lives in a 
damp or draughty home’’. So any policy which has a tangible impact on reducing child 
poverty could be viewed as a primary preventative measure that will reduce a) poor 
educational outcomes and b) health issues caused by poor nutrition and poor housing. 

But there are different ways of tackling poverty, some of which themselves prevent child 
poverty from occurring in the first place (secure employment, higher wages, cheaper 
housing costs) and others, such as social security, which address so called ‘failure-
demand’ because the above issues prevail.   

Is social security a preventative policy?  If your outcome is improving educational 
outcomes or reducing health inequalities, then social security would go in the primary 
prevention box. If your outcomes is reducing child poverty, then, arguably, at best its 
tertiary prevention, but could justifiably be argued as acute spending (i.e. if you took 
that spending away, as happened during austerity, then poverty will rise).    

Some will disagree with this assessment and argue that because social security keeps 
some children out of poverty entirely it is upstream enough to count as primary 
prevention. But there are also potential tensions between outcomes. For example, 
some social security interventions may reduce incentives to enter employment in the 
short to medium term. Is this preventing prevention?  

As is hopefully apparent, there is a lot of room for subjectivity in assessing what is 
preventative spending. Subjectivity, however, does not provide a sound basis for 
objective analysis of the budget, nor for agreeing what a systematic shift towards 
prevention spending looks like. Without shared definitions of outcomes, preventative 
budgeting risks becoming an exercise in categorising spending to tell the story that the 
government wants to tell, rather than changing policy choices.  

Indeed, this has largely been our experience of Scottish Government efforts on equality 
and human rights budgeting, despite the best efforts of many government officials 
(although we are hopefully of new approaches for the 2026-27 budget round will lead to 
some tangible progress– watch this space!).  

Government will need to be robust and transparent in its analysis of prevention and be 
clear what is and is not prevention. Starting with incremental analysis of changes in the 

https://www.snp.org/first-ministers-john-swinneys-speech-on-eradicating-child-poverty-in-scotland/
https://www.snp.org/first-ministers-john-swinneys-speech-on-eradicating-child-poverty-in-scotland/


Scotland’s Budget Report 2026-27 
 

 

Fraser of Allander Institute, University of Strathclyde, January 2026 43 
 

budget year-on-year, rather than trying to categorise the entirety of existing spending 
may be a good way of starting this process to build consensus and trust in the process 
with stakeholders over time. However, without a clear set of outcomes that spending 
can be assessed against, coherence across different types of spending will still be 
difficult to achieve.  

The refresh of the National Performance Framework at the start of the next parliament 
provides an opportunity to think about this more strategically, and an explicit focus on 
linking budget decisions to national outcomes (which, since the inception of the NPF 
has been ad-hoc at best, but usually absent) could provide a structure to support the 
work.   

2. Practical Issues in identifying spending 

If we have consensus on what counts as prevention against what outcome, significant 
technical barriers remain. 

The most detailed level of budget data published in Scotland (known as Level 4) is far 
too aggregated to support meaningful analysis of spending. A key reason for this is that 
the Scottish Government is rarely the delivery body for policy so multiple policy actions 
are rolled up into level 4 allocations for others (local government, other public bodies as 
well as charities and the private sector) to then deliver. This makes it extremely difficult 
to identify what is actually being spent on prevention, let alone to assess effectiveness. 
Audited outturn expenditure for delivery bodies will for the most part exist but is not 
collated and published. We demonstrated this issues in work funded by JRF earlier this 
year on tracking child poverty spending: lack of transparency on outturn spending on 
policy commitments meant that it was not possible to track how much has been spent 
on policies designed to meet the child poverty targets.  

Analysing preventative spending will also require more detail than Level 4 budget lines. 
We will need to see commitment to increase the amount of information published by 
government to evidence assessments of what spending is preventative, and why.  

The organisation of the budget by portfolio also poses problems. Preventative action 
often cuts across portfolios. Looking at the health portfolio alone will not capture the 
bulk of spending that prevents poor health outcomes, much of which sits in portfolios 
covering housing, social security, education and communities. Portfolio-based 
budgeting obscures these connections, and, as in health, accountability for delivering 
preventive outcomes often sits apart from those with accountability for the budget 
levers that can deliver prevention. This is before we consider how budgets are set for 
local authorities, public bodies and other organisations funded by Scottish Government 
– who is accountable for delivering prevention when spending leaves the government 
entirely? 

https://fraserofallander.org/publications/do-we-know-how-much-the-scottish-government-has-spent-on-tackling-child-poverty/
https://fraserofallander.org/publications/do-we-know-how-much-the-scottish-government-has-spent-on-tackling-child-poverty/
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These imposed organisational boundaries could be the biggest barrier to allowing 
spending to move between portfolios, organisations and services as envisaged by the 
Public Service Reform Strategy. Incentives to protect spending, which often ultimately 
means people jobs, is understandably embedded in how public sector leaders operate.  

The optics of this will be difficult to manage too. For example, if government is 
successful in preventing the incidence of ill health through tackling upstream 
determinants such as low income or poor housing, then demand-led spending in the 
NHS could fall. This feels far away from the current position where politicians champion 
increases in NHS  – and no doubt this will be a theme in the upcoming election.   

Again, perhaps the National Performance Framework provides an opportunity here. The 
NPF is government “document” but requires parliamentary scrutiny and approval. 
Ensuring that the next iteration of the framework addresses the challenges of the budget 
process to better enable parliamentary scrutiny and to ensure that the right people can 
be held to account is something that all parties could get behind.  

Conclusion 

Meeting the aims of the Public Service Reform strategy will not be straightforward, but is 
definitely possible.  

However, preventative budgeting will only be meaningful if the different parts of the 
system fit together. Clear outcomes, a refreshed and operational National Performance 
Framework, more granular budget data, and processes that acknowledge and overcome 
resistance to change are all required. Without this coherence, preventative budgeting 
risks becoming another bolt-on that produces impressive figures but little real change. 

Getting this right matters. Prevention is not just a technical budgeting exercise. It is 
about reshaping how government understands problems, prioritises action, and invests 
public resources to improve long-term outcomes for people and communities across 
Scotland, as well as playing a key role in ensuring fiscal sustainability. We’ll be keeping 
a close eye on developments here as plans progress, in this budget and beyond.  
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