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Dear Llyr

Inquiry into the implementation of the Wales Act 2014 and operation of
the Fiscal Framework

Thank you for giving me the opportunity to contribute to the above inquiry. Prior to
my attendance in person at the Finance Committee on 28 September, | thought it
would be useful to set out some key details of my work and responsibilities in this
area.

As you’ll be aware, as Auditor General for Wales, | am responsible for the
statutory audit of the financial statements of the Welsh Revenue Authority (WRA),
and | have the legal power to scrutinise the economy, effectiveness and efficiency
of how the WRA and other Welsh public bodies use public money. Consequently,
my responses here relate only to my areas of responsibility.

Some areas of this inquiry relate to the merits of government or taxation policy,
rather than its implementation, and it would be inappropriate for me to provide
responses in these areas.

| should also mention another limitation on my role in relation to Welsh tax
matters. This concerns the administration of the Welsh Rates of Income Tax
(WRIT), which is administered and collected by HM Revenue & Customs (HMRC),
who in turn fall under the audit remit of the Comptroller & Auditor General. |
understand that the C&AG will be responding separately to this inquiry and so
may be able to provide further evidence on the administration of WRIT, as well as
any other work that the National Audit Office has carried out on devolved funding
mechanisms.

However, | set out the areas below where | can contribute to this inquiry and hope
that the information proves to be of use.
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Taxation

How successful the administration of Welsh taxes and the Welsh Rates of
Income Tax has been

You will be aware that, between 2016 and 2018, | issued three reports monitoring
the implementation of fiscal devolution in Wales, the establishment of the WRA
and arrangements to collect Welsh Rates of Income Tax (WRIT). These reports
are available on the Audit Wales website. In our closing 2018 report! we
concluded that:

. the WRA has operated effectively to date to administer devolved taxes in
Wales; and

. the Welsh Treasury has appropriate arrangements in place to obtain
assurance over HMRC'’s implementation of Welsh Rates of Income Tax.

Since 2018, | have been responsible for the statutory audit of the accounts of the
WRA and have recently completed my audit of the 2019-20 Annual Accounts.
These statutory audits have not identified any significant issues in the WRA’s
financial statements, nor have | needed to report any shortcomings in controls or
processes to the WRA Board. | have provided an unqualified audit opinion for the
WRA'’s 2018-19 and 2019-20 financial statements.

As noted above, WRIT is administered and collected by HM Revenue & Customs
(HMRC). The C&AG is responsible for the audit of HMRC and has issued two
reports to date on the administration of WRIT for 2017-182 and 2018-193. His key
findings from 2018-19 were as follows:

. HMRC has established a project governance structure within its wider
devolution and change programme and it is engaging with Welsh
Government representatives across the full range of project activities;

. maintaining a complete and accurate database of Welsh taxpayers is
important to ensuring that HMRC can collect the correct amount of tax from
Welsh taxpayers and allocate this to the Welsh Government;

. HMRC regularly communicates with a diverse range of external audiences
including employers, pension providers and other businesses that deliver
payroll-related services to help ensure the Welsh rates of income tax project
is implemented as intended; and

T https://www.audit.wales/publication/fiscal-devolution-wales-devolved-taxes-and-
welsh-rates-income-tax

2 https://www.nao.org.uk/report/administration-of-welsh-income-tax-2017-18/

3 https://www.nao.org.uk/report/the-administration-of-the-welsh-rate-of-income-tax-
2018-19/
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. in 2018-19, HMRC incurred and recharged £5.8 million of costs for
implementing WRIT.

With the audit of HMRC and its administration of WRIT being a matter for the
C&AG, my role in assessing the success of the administration of Welsh taxes and
the WRIT, and making recommendations for improvements, is restricted to value
for money examination and study powers in relation to the WRA and the Welsh
Treasury*.

My ability to undertake data matching in relation to Welsh tax administration is not
as well developed for the WRA and Welsh Treasury as it is for local government.
And as | and my predecessor have mentioned before, my data-matching powers
need updating®. In particular, my power to conduct data-matching exercises® is
confined to the purpose of ‘assisting in the prevention and detection of fraud in or
with respect to Wales’, which precludes, for example, exercises to identify
recoverable debt. Also, | am only able to require local authorities and NHS bodies
in Wales to provide data; other bodies, such as the WRA, may provide information
for such exercises on a voluntary basis, or they may choose not to.

Generally, | exercise my data-matching powers in conjunction with the UK-wide
National Fraud Initiative (NFI). To date, the NFI has identified £42.9 million in
fraud and overpayments in Wales, including in respect of local taxation. In the
most recent exercise (2018-19), data-matching claims for Council Tax Single
Persons Discount against sources such as the electoral register identified 3,939
fraudulent or erroneous claims resulting in Council Tax underpayments of

£4.6 million. And currently | am piloting an approach to identify false claims for
business rate relief under the Covid-19 relief measures.

Clearly, the implementation of Welsh tax-raising arrangements presents risks of
fraud, error and uncollected debt, which may be addressed by data matching.
Indeed, the WRA has recognised the value of data matching, and has already
developed work using its own investigation powers and data sharing using the
Digital Economy Act 2017. Nevertheless, | consider that there is scope for
significant benefit to both the WRA and other Welsh public bodies from updating
my data matching functions. The NFI holds data that would assist the WRA
identify fraud and uncollected debt, and the WRA holds data that would similarly
assist other public bodies.

4 Under section 32 of the Tax Collection & Management (Wales) Act 2016 and
section 135 of the Government of Wales Act 2006, together with section 145A of
the Government of Wales Act 1998

5 See for example letter from Huw Vaughan Thomas of 5 April 2017
6 Under s64A of the Public Audit (Wales) Act 2004

" Together with the Minister for the Cabinet Office, Audit Scotland and the
Comptroller & Auditor General Northern Ireland.
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How the mechanism for devolving powers for new Welsh taxes has been
performing

My comments in this area are largely restricted to my reviews of fiscal devolution
between 2016 and 2018, as mentioned above. These reports found that the
legislative framework for the devolution of Land Transaction Tax and Landfill
Disposals Tax was scheduled and implemented effectively and in good time.
Primary legislation was given Royal Assent well before the introduction of the
taxes themselves, and relevant secondary legislation was also passed to ensure
that the WRA was awarded the relevant powers and duties to collect these
devolved taxes from 1 April 2018.

Furthermore, our 2018 report confirmed that UK legislation required for the
implementation of WRIT was drafted and passed in time to allow tax collection
from 1 April 2019. Outside these reports, we note that WRIT resolutions to confirm
the Welsh rates each year were also passed prior to the start of each tax year by
the Senedd:

. for the 2019-20 income tax year, the WRIT resolution was approved by the
Senedd in plenary on 15 January 2019; and

. for the 2020-21 income tax year, the WRIT resolution was approved by the
Senedd in plenary on 3 March 2020.

The fiscal framework

Consider the fiscal framework processes and how funding is allocated to
the Welsh block grant

The bulk of the Welsh Government’s funding comes through the Barnett Formula.
On our Guide to Welsh Public Finances, we provided a simple explanation to help
the public understand how the formula works. | have repeated the relevant
sections from our guide to help support the Committee’s consideration of the
Barnett formula and the needs-based element introduced in the fiscal framework.

The UK Government makes no direct decisions about how much money to
allocate to Wales for devolved services. The UK Government’s decisions relate to
its own departments, which cover spending in England and non-devolved
spending elsewhere. Those decisions have an automatic impact on the block
grant to Wales through the Barnett formula.

The formula is about annual changes. It determines how much more (or less)
money Wales gets through the block grant each year of the spending review
period. The ‘baseline’ for these changes derives from the block grant in the year
preceding the spending review period. The Barnett formula then translates
changes in UK Government departmental budgets into an amount that will be
added to (or be taken from) the block grants for devolved bodies. The Barnett
formula as it applies to Wales asks three simple questions:

1. How much has the UK Department’s budget changed by?
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2.  What percentage of the policy area, the UK Department is responsible for,
has been devolved?
3.  What is the population of Wales compared with England?

Figure 1 shows how the formula would work in practice if the UK Government
increased the budget of the UK Department for Health to spend £500 million more
on the NHS in England

Wh h How much of What is the
at is the i
change in UK the UK population of Change to the
D - 1 Department's Wales block grant
ol responsibilities compared to
budget? are devolved? England?
€500 | E E E : \ £28 million
. million extra 4% : 3.6% extra

____________________________________________________________________

The UK Government runs this calculation across all of its departments to produce
an overall net figure. Prior to 2018-19, this is where the calculation would end. The
net change would be added to (or taken away from) the previous year’s block
grant, to produce the block grant for that year.

However, the 2017 Fiscal Framework agreed between the UK Government and
the Welsh Government, introduces a ‘needs factor’ to address two long-standing
concerns:

. that the Barnett formula failed to reflect the higher levels of need in Wales.
Wales has an older, poorer, sicker and more dispersed population than
England. As a result, Wales has a greater need for public services and
funding. In 2010, the Holtham Commission identified that for every £1 spent
on services in England, Wales needs between £1.14 and £1.17 for devolved
services.

. ‘convergence’: one of the effects of the formula is that when budgets in
England rise, spending in Wales, per head of population, gets squeezed
towards the same level as England. Conversely, when the budgets in
England fall, there is a tendency to diverge, with spending per head in Wales
falling proportionately more slowly than in England.

The ‘needs factor’ aims to ensure that Wales always gets at least 115% funding
per head of population for devolved services, compared to England. The data set
out in the Fiscal Framework shows that, since the start of devolution in 1999-2000
there were only two years — 2008-09 and 2009-10 — where the funding fell below
the 115% level. In 2019-20, Wales had around £1.20 for every £1 allocated to
equivalent services in England.
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Source: The agreement between the Welsh Government and the UK government on
the Welsh Government's fiscal framework (generally known as The Fiscal Framework)

The needs factor involves multiplying the change in funding as a result of the
Barnett formula by a set percentage. Because Wales currently gets above the
115% level, the introduction of the needs factor is phased. Initially, the figure will
be 105%. This will apply until funding levels gradually converge at 115%. At that
point, the needs factor will change to 115%. It is difficult to estimate how long it will
take to reach the point of convergence. The additional needs factor is applied to
increases in spending relative to the 2017-18 baseline. Figure 2 shows an
example of how the needs formula combines with the Barnett formula to create
the block grant for 2018-19.

Figure 2

Barnett Needs

Block grant Block grant

2018419 201718

formula factor*®

*the needs factor only applies if the Barnett formula results in a net increase to
the block grant relative to the 2017-18 baseline.
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As part of its inquiry, the Committee may wish to explore with the Welsh
Government how the new needs-based formula will work if we return to a period of
austerity in future. As drafted, the needs-based formula involves multiplying the
change as a result of the Barnett formula (whether that is an increase or a
reduction) by either 105% or 115%. The Fiscal Framework sets out a degree of
temporary protection from amplifying cuts, stating that:

‘From 2018-19 and for the remainder of the current spending review period,
all uplifts to Welsh Government DEL above the level in 2017-18 will attract
the 105% factor, while any reductions below the 2017-18 level will be applied
without the additional factor.’

The wording of the Fiscal Framework suggests that in future spending review
periods, cuts to devolved funding could be multiplied by either 105% or 115%,
depending on relative funding levels at the time. It may seem perverse, but the
cuts to the block grant will be bigger if the funding gap to England has reduced.
This situation seems contrary to the purpose and spirit of the fiscal framework.

| hope you find this information useful to your inquiry and | look forward to
attending in person on 28 September.

Yours sincerely

. -

Adrian Crompton
Auditor General for Wales
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