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SCOTLAND DEVOLVED AND M ONETARY
UNION

Margaret Cuthbert

INTRODUCTION

The Treasury assessment of the Five Tests has templeted with a
decision of 'not yet' to European Monetary UnioM({B entry. Essentially,
the tests assessed whether the UK (a) could emtél ®without the shocks
being too great and (b) could thereafter survivel grosper in it.
Convergence and flexibility were regarded as beingrime importance.

The five tests provide a framework which can beduseassess any monetary
union and are used here to consider the positioSaottland. This paper
examines three issues: first, what assessment eamazle on Scotland's
performance in the current UK monetary union (UKMEBcond, is devolved
Scotland likely to benefit from entry into EMU; aritlird, what policies
should the devolved Scottish Parliament pursuessisaScotland to benefit
from whichever scenario develops: that is, UK eptryon-entry into EMU.

SCOTLAND 'S PERFORMANCE : IN THE CURRENT UK
MONETARY UNION AND IN RELATION TO EMU ENTRY
The paper concentrates on the Treasury's key tests:

Are business cycles and economic structures coamé?g

If problems emerge is there sufficient flexibility deal with them?

Margaret Cuthbert is an economist, and a directbAnalytical Consulting Ltd.
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The Treasury examined cyclical, historical, strugtu and endogenous
convergence. Each of these is considered here neghrd to Scotland's
performance in the UKMU and to assess Scotlanelation to EMU entry.
With regard to flexibility, the Treasury examinedge and price mechanisms
available, and the potential for an enhanced rotefitcal policy. Where
possible we use the same variables: GDP growtpubgiaps, labour market,
housing, trade, foreign direct investment, andcstme of industry. In some
cases, we have examined movements over a longemptmiod: we have also
added population change as an indicator of the-teng performance of an
economy: monetary unions are, after all, expecidddt a long time.

Convergence

The Treasury notes that: 'the convergence teseadés the issue of whether
a single interest rate will be suitable for all@area members over time. ...
UK and euro area business cycles and economic tistesc must be
compatible. Convergence must be settled and sastainThere must be a
past track record of achieving convergence andyh tiegree of confidence
that this performance will be sustained into thenrfe.'

1. Cyclical convergence: Is there more cyclical wengence between
Scotland, the UK and the eurozone than in the past?

(a) GDP growth

GDP growth is one measure of the business cyclartCh shows growth

forecasts for Scotland, UK and the eurozbriehe performance of the
Scottish economy remains much weaker than the Uiy manufacturing

output, and electronics output in particular, beirggak. Over the period from
1988 to 1994, the cycle in GDP growth in Scotlandl ahe UK was

substantially different from that for the eurozondth the UK showing much

more volatility than Scotland. Thereafter, growtltes have been more
convergent, but still with differences. In partiayl if Fraser of Allander

projections are correct, the Scottish GDP growitiecys closer to that of the
eurozone countries than to the UK.

! Data for the UK and the eurozone are as given inTtreasury's Assessment of the
Five Tests. GDP forecasts for Scotland are takemfthe Fraser of Allander
Quarterly Economic Commentary.
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(b) The Output Gap

Shocks may lead to a gap opening up between actuplt and long-run
potential output: the output gap. This gap is a suea of inflationary
pressure in the economy. In estimating the out@g fpr Scotland, HM
Treasury advice was to use the technique which theynselves used, as
described in Ravn (1997). The results are show@hart 2. The Treasury
tests are primarily concerned with inflationary gmare rather than with the
possibility of deflation. The output gap measure rist particularly
appropriate to Scotland. The relative weaknesshef $cottish economy
compared to England is likely to manifest itsefden an output gap than in
long-run generally depressed output, relativelynhang term unemployment,
and migration out of Scotland: that is, in realté@anovements. An analysis
of output gaps as a percentage of GDP for the ¢eti@B88 to 2002 for
Scotland, UK and the eurozone is nevertheless liagedBefore 1997, the
series are very divergent: after 1997, they do nmemraeewhat closer together
but this is weak evidence to imply that there haerba fundamental
improvement in convergence, among any of the ateasidered.

(c) Sectoral Composition of Output Growth

The main factor behind stronger growth in the Ukreamy relative to the

euro area in 2001 and 2002 was UK consumptionleftiddy a strong housing
market. This aspect for Scotland is discussed usttectural convergence
below. While house prices in the UK increased oerage by 30% between
1996 and 2000, the average increase in Scotlandomwys15%. (Croner-

Reward, bi-annual). The Treasury also cites in@gas the employment rate
as fuelling consumption. While the employment rditas increased in
Scotland, this has primarily been in part time eyplent. The inflationary

pressures from these sources on the Scottish egoamrtherefore likely to

be far weaker than they are in the UK as a whahg, position Scotland

closer to the eurozone than the UK as a whole is.

(d) Labour Market Conditions

The Treasury uses the unemployment gap as an todio& the degree of
spare capacity in the labour market. Both UK antbzoane unemployment
rates are estimated as being close to their longungderlying trend. Chart 3
compares Scotland's unemployment gap with thath®rUK and shows that
like the eurozone and the UK, Scotland's unemploymate is close to the
long run underlying trend. However, this possildynporary position gives
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little comfort. During the early part of the periodnsidered, both the UK and
Scotland experienced considerable fluctuationsratdrend. Since 1994, the
UK has shown less volatility than Scotland, withotand experiencing

positive cyclical unemployment over much of theipersince 1996, before
its improvement against trend in 2001.

(e) The Treasury also considered: official shomténterest rates, real short-
term interest rates, long-term interest rates afidtion expectations, and the
exchange rate. As Scotland is part of the UKMUrehie only UK data on
these variables

2. Historical convergence

Time series evidence is important for establishimg long-term record of
convergence between countries. For the UK, theshig& conclusion is 'on
past performance, UK business cycles have been tesshcompatible with
the euro area average than has been the case an aghntries such as
Germany and France. ... Over the last five yearsUeutput gap cycle has
been more highly correlated with the German cyblentthat in the US,
although the UK has fluctuated around a higher tlianend. ... However,
the UK's history of divergence remains a risk fattbhis section examines
time series evidence for Scotland relative to tieddd the eurozone.

(a) The Output Gap

Chart 4 shows the output gap business cycles fotl&®ad and the UK, 1951
to 1999, and that for the eurozone 1975 to 1¥9%ercentage point values
greater than zero indicate where the economy iopeing above its long-
term trend. Output gaps in Scotland and the UK dweafairly well together,
indicating that the Treasury findings of UK greatedatility than those for
major Eurozone countries also hold for Scotlandadidition, considerable
differences between Scotland and the UK from 1984avds suggest non-
convergence within the UKMU. However caution hasb&oexercised over
GDP performance in Scotland in the 1990s and ONSédxaressed doubt
over the reliability of their figures which are werdrevision. For this reason,
no further work is presented here on correlaticgtsvben cycles and between
shocks.

2 As measured using the Hodrick Prescott Filter Téghe,/=100.
3 From Treasury Convergence chapter.
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(b) Output Gap Deviations

Analysis of absolute output gap deviations providesmeasure of the
amplitude of the cycle. Regional output gaps calmd by the Treasury
(2003) show that, over the 1990s, the absoluteatieni between Scotland's
output gap and the output gap for the UK has bagimeh at 1.45% of GDP
than the UK's deviation from the eurozone (0.8%Ga&fP), which is itself

higher than that of France and Germany, and Italyther words, based on
the Treasury's own findings, UK business cycleseh&een much less
compatible with the euro area average, and thedacis of convergence
between Scotland and the UK average.

3. Structural convergence

Differences in structures between countries in aetery union can make one
country more vulnerable to shocks that do not affiee others; further, one
country could react differently to changes in eguimcircumstances that
affect the whole of the monetary union. Which didfieces in structures are
important?

The Treasury considered sectoral composition, traaterns, investment
linkages and financial structures, and housing etark

(a) Sectoral share of output

Table 1 summarises the composition of output intl8nd, UK, Germany,
France and lItaly. In the UK, 73.6% of output is@atted for by the services
sector, higher than Germany, Italy and France. |&uds service sector is
smaller but its public sector share is much larée share of manufacturing
in output in Scotland is on a par with Germany aigher than that of the
other countries shown. At a sub-heading level, I8ndtand the UK have
important oil, gas, and financial services sectdrse Treasury conclude that
in terms of industrial specialisation the UK is tgusimilar at the aggregate
level to other large EU countries. Experience witthie UKMU indicates that
the differences which do exist in manufacturingretere important. A rise in
interest rates to manage inflation in the Southt Bdere financial services
are more important can have a relatively greatenpaing effect in Scotland
where manufacturing is important.
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Table 1
Sectoral share of output, 2002

Percent of Total Scotland UK Germany France Italy

Output

Agriculture, etc. 2.7 0.9 1.1 2.8 2.6

Manufacturing, 24.6 19.9 24.2 20.1 22.4

mining, utilities

Construction 6.0 55 4.4 4.7 4.9
Distribution, etc 23.0 22.9 18.6 19.3 23.7
Finance, etc. 22.0 27.9 30.1 30.1 26.8
Public admin & 24.1 22.8 21.6 23.1 19.6
other services

Services total 69.1 73.6 70.2 72.4 70.1

Note: Output measured by gross value added. Freatdn for 2001.

Source: Treasury, Scottish Economic Statistics

Any differences in the structure of the Scottisk &hd euro area economies
could result in divergence with the euro area ia filnture. One significant
difference in structure lies in the relative im@orte of the public sector to
the Scottish economy, accounting for 21.6% of GDé#mgared with
England's 18.3%. The potential for growth in thet8sh economy will be
more limited than that in England if in meetingrpairy objectives attention is
not also paid to how innovation and enterprise ojymities in Scotland
might be fostered. Second, wage rate parity sys&ensss the UK public
sector mean that a buoyant labour market in Englzard push up public
sector wages in England and result in increaseayrrates in Scotland, even
if overall labour demand in Scotland is far lessyant. Other differences are
in oil and gas production, and in the financialvgars sector. Both oil and
financial services can be subject to large shociks lsave the potential to
affect the whole economy, despite their relatiathall share of total output.

(b) Trade

As with the UK, Scotland's relative patterns ofd&aand the degree of
openness to trade have an important role in detémgihow global shocks



Scottish Affairs

might affect Scotland relative to the eurozone. MafsScotland's trade is
carried out with the rest of the UK. This sectimmsiders only ex-UK trade.
UK and Scotland have less EU trade integration tithar EU countries. The
Treasury notes that UK trade in goods and servegports plus imports)
with the EU is equal to nearly 30 per cent of UK BDThis is in line with
Italy but slightly lower than in Germany and FranGemparable data is not
available for Scotland. Using Scottish Council Depenent and Industry
estimates of exports to EU, and ONS estimates oftiSk GDP in 1999, it is
estimated that Scottish exports to the EU wereratdi8% of GDP. Customs
& Excise regional data suggest imports from exEE greater than those
from EU and total imports are less than exportstiidnbasis, it is reasonable
to assume that Scottish trade with the EU is alsgecto 30% of GDP:
Scotland is more likely to be exposed to trade ktidom exEU than is the
eurozone as a whole.

European Central Bank interest rate managementriisaply geared to
managing inflation rather than exchange rate mowsnéJK entry to EMU
could put Scotland into a vulnerable position usliésvas able to change its
trade patterns towards Europe and away from otherseas countries. But
doing this would involve a radical change as it ldoinvolve Scotland
abandoning its current entrepot role: that is inipgr materials and parts
from outwith the eurozone, adding value, and expgrthe more finished
products to the eurozone.

Further, relative to the rest of the UK, Scotlasdniore peripheral to the main
markets in Europe. Transport costs from Scotlardirsvitably higher, and
this is exacerbated by UK fuel cost policies aridtieely poor transport links
to the main markets. This peripherality would netdm important if it were
not that the domestic market in Scotland is itseigll: this places reliance on
supplying to markets outside of Scotland.

(c) The housing market

One of the principal factors stalling the Treasaryecommending immediate
entry into the eurozone is the state of the housiagket and how it fuels
domestic demand. The Croner Reward Regional Priceparisons series, as
shown in Chart 5, shows that while house pricabénUK as a whole, led by
the south east and London, have increased morethineefold since 1982,
those in Scotland have increase 2 times. The hgusrket in Scotland is
less buoyant than that in the south of Englandraigiht be badly affected by
efforts to damp down the market throughout the UKus, the Treasury
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conclusion for the UK that 'incompatibility of hang structures (between the
UK and the eurozone) means that the housing masleetigh risk factor to
the achievement of settled and sustainable conmeegenay be less true with
respect to Scotland and the eurozone.

(d) The Treasury also examined differences in stwent linkages and
financial structures. A separate exercise was assiple for Scotland.

4. Endogenous convergence

The Treasury considers: 'How strong are endogewousergence effects
likely to be and how rapidly could they occur?' iFh&udy is in its nature
hypothetical since, at present, the UK has notejdithe EMU. However, it is
possible for Scotland to add to the debate on eswlmgs convergence since
it has been in a loose UK monetary union for aro866 years, and more
particularly has been in a tighter one since thaekB@harter Act of 1845.
Where the Treasury study has properly examinedatiews from trend rather
than trends in its examination of historical, cgali and structural
convergence, underlying trends are of importancetilying endogenous
convergence. In considering the value of a moneiaign to it, a country is
concerned about how it will fare in the long rum &xamining the
endogenous convergence of Scotland and the reftecUK, we have the
advantage of fairly long time series in a numberiroportant economic
variables: these are considered below.

(a) GDP growth

GDP growth trends confirm that, as part of UKMU,offand has not

converged with the rest of the UK within the UKMUWsing Scottish

Executive GDP data (Scottish Executive 2001), frd@64 to 1998, the
average annual growth rate of output in Scotland 2:4%; the overall UK

rate was 2.4% at constant basic prices. Going éwher back to 1951,

Scottish GDP has grown by around 285%, UK GDP hasvig by 319%

(Simpson et al 1999). The relatively large publecter has ensured that
Scotland has not experienced the depth of recessiathe UK as a whole.

The Treasury (2003) estimates that entry into EMIJ the potential to add
between 5% and 9% to UK GDP over 30 years, aridiogn lower
transaction costs, lower exchange rate volatititgater cross border trade,
and an integrated European capital market. Compaitldthe difference in
growth rates between Scotland and the UK, thisrgiatiegain is small.
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It is not enough to look at output gaps: we needrtderstand what has been
happening to long-term trends in the economy. Chashows the derived
underlying trend in the Scottish and UK economi&§1 onwards, estimated
from (Ravn 1997). From the early 1980s the long trend for Scotland is
depressed relative to that for the UK as a whold differences are
increasing, again suggesting that the two economariesnot converging but
following different output paths.

(b) Labour market conditions

Unemployment statistiésgive some idea of the spare capacity in an
economy. Scottish unemployment rates have beenisteny above UK
average rates. During the 1980s they averaged drdupercentage points
higher than UK rates. Chart 7 shows that althounghiet was some relative
improvement in the early 1990s, the divergenceeiased as the UK economy
recovered.

With regard to employment, the Annual Business &uishows that between
1991 and 2000, employment in GB as a whole ros&&§% while that in

Scotland rose by 11.2%. The improvement in overadployment figures in

Scotland is primarily due to increases in part tengployment: the growth in
full time employment in GB was 10%, compared to%3.B Scotland; for

part-timers, the growth in GB and Scotland was lsimat 35%. This would

indicate continuing divergences between Scotlanbitha rest of Britain.

(c) Is there evidence that Scotland is functiordahthe wrong interest rate?

In its assessment of convergence, the Treasurg tlite Taylor rule' as
providing a simple rule of thumb for estimating thppropriate short-term
nominal interest rate for the prevailing output anfiation conditions at a
given point in time. The basic form of the origifalylor rule is given by:

i=r+T +0.5(T-T)+ 0.5y -y,

where i is the nominal interest rate, r is the r@uequilibrium) real interest
rate, T is the inflation target, (T —Jis the deviation of actual inflation from
target and (y — y*) is the deviation of actual autfrom trend (the output
gap). The Treasury assume an equilibrium real eésterate of 2.5% and the
inflation target is assumed to be 2%. In wordss thieans that the interest

4 Labour Force Survey, ILO Statistics.



Scottish Affairs

rate, i, should differ from its notional equilibriuvalue, (r + 1), by amounts
which reflect both the deviation of actual inflatifrom target, and the output

gap.

Using this formula for Scotland and the UK, anduasisg as shown on
Croner's Reward series, that inflation is roughly $ame in Scotland as in the
UK as a whole, then any differences in interestgdietween Scotland and
the UK are a function of differences in the outpaps. In recent years, from
1989 onwards, the data suggest that the actuat séiwon interest rate in
Scotland should have differed from that in the mfsthe UK in a range
varying from as much as 1.9 percentage points bawl990 to 1.5
percentage points above in 1996. It would be wrtonigterpret these figures
as implying Scotland's interest rate has at tineenkioo low over the recent
past. Taylor's rule in itself does not apply to tRoad, since it fails to take
account of the depressed trend line of ScottiskvgroHowever, the point of
applying even this inadequate version of Taylodk rto Scotland is to
illustrate how it gives significantly different nadss from those for the UK as a
whole, suggesting that the 'one size fits all' nt@ryepolicy of the UK has not
been not in Scotland's best interests.

The above indicators would suggest that the Stotdsonomy is not
converging with the rest of the UK within the UKMLUEntry into the
eurozone would not change the relationship betvgzmiland and its largest
trading partner, England. Further, there are disks associated with entry
into the EMU at the present time.

Flexibility

The Treasury identifies flexibility as a key tedbrag with convergence:
sufficient flexibility ensures that shocks do natve long-lasting effects and
that high levels of output and employment are nadmetd. 'Flexibility is the
ability to respond to economic change efficiently. Inside EMU, loss of
national monetary policy and the nominal sterlingeeexchange rate means
that other adjustment mechanisms would have to warder. Wage and
price adjustment are the most effective adjustmethanisms available, but
there is also a potentially enhanced role for figgdicy. National monetary
unions, including the UK, have been successful auithhigh internal
mobility.® These statements raise a number of issues whithendliscussed

SHM Treasury '‘An Assessment of the Five EconomitsTdane 2003
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in this section: first, while flexibility is impoant as a short-term response to
shocks, in the long-run, what really matters tosbhecessful in a monetary
union is to have productivity growth at or above tiverage in the union.
Flexibility and productivity are examined here. &ed, there is an
acknowledgement in the Treasury documents thaalfipolicy may be an
important tool in ensuring flexible responses tocks within a monetary
union: however, the Chancellor, as a general placidefends the unitary
fiscal policy within the UKMU. And thirdly, the stament that the UKMU
has been successful without high internal mobiiag to be assessed.

Without a variable exchange rate, flexibility withhe EMU will have to rely

on wage adjustment, re-skilling, labour mobilitydachanges in fiscal policy.
The Treasury believes that neither the UK nor tim@zone exhibits sufficient
flexibility in the labour market for UK entry to lrudent at the present time.

(a) Wages

The Treasury's findings are that UK real wages hamded to be rigid when
there are high levels of unemployment but have grastrongly when
unemployment has fallen: more recently there han e improvement in
real wage flexibility.

We would argue that in Scotland, a relatively lamlic sector and UK
national wage bargaining are likely to have helpadke wages sticky
downwards, while also fuelling wage increases wtien Scottish economy
itself is not experiencing demand pressures. Egsnin Scotland have been
lower than in the UK as a whole, but potentiallyicbbe lower.

(b) Prices

Government statistics on price indices for différparts of the UK are not
produced; however the Croner's Reward group hawdused UK regional
price comparisons since the early 1970s. The btosut for Scotland is
similar to that for the UK, although slightly belowhe differential in prices
is of a much lower order of magnitude than theedéhtial in employment,
unemployment, or GDP growth. The strong effect sfrgle UK market and
single currency is likely to severely limit the gdslity of prices being
relatively flexible.
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(c) Skilling

By improving skill levels, a country can effect acdease in real wages. This
policy is and has been one of the major planks afeghment economic
policy for Scotland. This policy can be successfuthere are sufficient
openings in employment and sufficient entrepreréynotential to absorb or
attract large numbers of graduates and skilled lpedithout such openings,
an improvement in skills and education can increasemobility of labour
out of the country. Anecdotal evidence from Scbttisigher education
institutions suggests that a high proportion of ltfest science, engineering
and technical graduates leave Scotland to find eynpént elsewhere.

(d) Fiscal Policy

Under present devolution arrangements, the optibrcomnpetitive fiscal
policy, or of using fiscal policy to manage demandhe Scottish economy,
is not available. Further, if the UK begins to tdiseal policy more actively,
for example to lower demand pressures, then ongmastomic performance
this is likely to be in response to high demandspuee in London and the
South East. It is therefore possible that the effésuch policies will be to
dampen the Scottish economy, even if there is rideace of inflationary
pressure in Scotland.

(e) Population migration

Failure of any of the above four mechanisms to pcedsufficient flexibility
for an economy to respond to change is likely tamiat real factors, labour
and capital, will have to move. Contrary to tharolby the Treasury that the
UKMU has been successful without high internal rlighiwe suggest that
Scotland has experienced high labour and capitfibaus, including the loss
of many head offices, and that the dynamics of timmetary union work
against the general development of enterprisedrctiuntry.

Out-migration is the classical adjustment mechantsman imbalance in
economic performance among states in an economan,uif wages and
prices are sticky downwards, and so it is with Bewt. Net emigration has
averaged roughly one quarter of a million per decad the past century
(Simpson et al 1999). Scotland's population hdsrfdfom 12.5% of the UK
population in 1861 to 8.6% in 2001. The issue opyation decline in
Scotland and its ageing has almost become acceptedf, this was just
another manifestation of what is by now a standaiestern phenomenon:
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that all industrialised countries are experienciugh difficulties and that
Scotland is no different. This is far from the cashile Scotland's population
rose by only 13.2% between 1901 and 2001, the ptipalin England rose
by 64%. Projections indicate that Scotland's pajrids set to fall while that
for England will rise.

(H New firm formation

Scotland is third-bottom in the list of UK regioimsterms of new business
start-ups, as measured by VAT registrations pedhaad has been so, on
average, for more than ten years. Scotland's sparate per head is around
85% of the UK average. This is one indicator of ldmek of opportunity and

entrepreneurialism in Scotland. Note too that fgufrom 1881 onwards
show Scotland's employment growth rate to be lothian the UK average
(Ashcroft 1997).

In the long-run, to be successful in a monetarpminproductivity growth is
vital. One method is to improve the education aktlssof the labour force
and capture the benefits of those improvementgHerhome country. This
however requires employment opportunities and ar@mment conducive to
entrepreneurship. We have suggested in (c) andn(fhis section that
Scotland within the UKMU has not been sufficierslyccessful in capturing
these benefits. We consider here two further measwhich have been used
in Scotland to increase productivity: both involmaovation and technology
transfer.

Inward Investment: Scotland has been successfuhéoty years in attracting
foreign direct investment; however this has notvptbto increase innovation
and productivity in home-grown firms. For exampie,2001, 22% of all
employees in manufacturing in Scotland were in s&as owned firms: their
gross value added per worker was £67,300 compare£%,400 for UK
owned firms in Scotland (Scottish Executive 200h)is suggests that some
more refined policy instrument needs to be appliedmprove regional
competitiveness and remove regional imbalances.

Innovation and Knowledge Based Industries: the eragement of
knowledge-based industries is seen as a major foolimproving
competitiveness. A study by Cardiff University (Eoimls 2000) assessed
areas within the UK in terms of proportion of knedte-based businesses
and of economic competitiveness. The study foundt, thn general,
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competitiveness was highly correlated with the prdpn of knowledge-
based businesses in an area, and that Scotlard faorly on both rankings.

Table 2
Index of Regional Competitiveness (UK =100)
Region/Country Index Knowledge Overall
Business Ranking Competitiveness

Ranking
London 146.7 1 1
South East 130.3 2 2
South West 124.3 3 3
East 107.6 4 4
North West 83.6 5 8
East Midlands 78.4 6 5
West Midlands 76.4 7 6
Yorkshire & Humberside 76 8 10
Scotland 73.3 9 7
Northern Ireland 72.6 10 12
Wales 64.5 11 11

Source: Edmonds (2000)

Scotland also performs poorly in business reseanchdevelopment (0.53%
of GDP compared with an EU average of 1.06%). Aeseof initiatives to
encourage a knowledge based economy, including LDNIKK programmes,
Farady, European Framework Programmes, COST andEEKBRshow
extremely poor participation by Scottish based messes (Cuthbert 2001;
Cuthbert and Cuthbert 2002, 2003). This must aasiesdoubt on the ability
of Scottish businesses to increase their prodagtibirough a knowledge
economy base.
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IS ADEVOLVED SCOTLAND LIKELY TO BENEFIT FROM EMU
ENTRY?

The evidence considered in this article suggestd Bcotland has not
converged with the rest of the UK within the prasgikMU, nor is it in a
convergent position with the eurozone. The omeristwénefiting from entry
are therefore not good. There are arguments thay evould alter the
situation: for example that the lower eurozone rigde rate would benefit
Scotland. However, if a lower rate is right for 8and then on the evidence
presented here it is likely to be too low for EmglaThere would then be a
danger that the English economy would overheatitawvduld be reined back
with fiscal measures. As fiscal policy is the sathmughout the UK, this
would affect Scotland and dampen demand. Secorftgsitbeen suggested
that there would be high benefits to the UK frontrgmand that the Scottish
economy would float up in the general benefit. Theasury Five Tests
assessment has disposed of this likelihood witlsutgyestion that the likely
gain is between 5% and 9% of GDP over thirty ye&or a devolved
Scotland, therefore, entry to the EMU does not lmaitlany promise of doing
any better than it is currently doing. Indeed, entr the EMU could make
matters worse: monetary policy will be tailored fbe eurozone and will be
less tailored to the UK. Further, the papers prieseby J. R. Cuthbert and
Hughes Hallett and Scott in this volume suggedtttieeuro is likely to be a
volatile currency, and the latter paper also suggbsit there are limits to the
extent of endogenous convergence that can be &xpect

HOW MIGHT THE DEVOLVED PARLIAMENT ASSIST?

To survive and prosper in a monetary union, a aguiias to have
productivity growth at least equal to the averafee Treasury has outlined
the five key drivers that it believes are essertalraising productivity:
investment, innovation and enterprise, educatiah skills, competition and
regulation, and public sector productivity. Undezvdlution, the Scottish
Parliament is limited in its ability to operate $keekey drivers, as a number of
them are reserved matters to the UK governmenteftlesiess, the following
could make a difference:

A reappraisal of the Barnett formula: to considaatexpenditure is
required in Scotland to compensate for any natiprigtermined fiscal
and monetary policies likely to be inappropriat&Stmtland.
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A radical new look is required to raise productivaind competitiveness
in the public sector. In Scotland, the public se@tdarge and diverse.
Different parts respond to different objectives: éaample, health
provision is in response to domestic demand; cesearch at Scottish
universities is funded in accordance with reseasgessment exercise
ratings, where the more research of an interndtstaadard that is
carried out, the greater the funding. Clearly tha@gectives are
important, but they do not in themselves lead teitpe outcomes for
the Scottish economy. More effort is required tamnan Scottish
economy objectives where possible, and in somesgcaseh as research,
to consider a partial re-focusing of objectivesidimg, and effort.

Improved co-ordination between the Scotland Offind the Scottish
Executive to ensure that Scotland benefits frorshiege of public
expenditure on reserved matters, such as scienctannology, and
that it co-ordinates such spending with its ownesditure on

innovation and enterprise. The Parliament mighheeeisit the matters
that are reserved and seek for them to be devdfivkeir being reserved
results in inefficiency in the Scottish economye($ar example Cuthbert
2001 and Cuthbert and Cuthbert 2002).

Supply side factors could be improved: for examassistance targeted
to exporting industries; assistance targeted tb-sf#s in knowledge
based industries; more encouragement to reseadctierelopment;
information networks improved in exporting and @l development;
encouragement of local supply chains; addressxpereopportunities
trapped in the public sector; improve the skillsda technical subjects.

Most importantly, co-ordination is needed. Increbgeovision in higher
education, for example, should be accompanied gvithter
opportunities in the job market.

CONCLUSION

Overall, it is suggested that Scotland's experiéndes monetary union with
the rest of the UK is not positive at the presenetnor has been for much of
the last century. Scotland is in an exchange réte the rest of the UK that
looks too high; wages and prices have been relgtsteky downwards; and
Scotland has continued to lose population. Movimip ia larger monetary
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union, while remaining in too high an exchange rasith the rest of the UK,
will not cure this fundamental problem. What is dee is a radical change in
the management and direction of the Scottish ecgndtolicies must be
prioritised to take into consideration productivignd competitiveness.
Scotland needs policies that will encourage furtegpansion of markets,
increasing the diversity of the products and sewiexported, and increasing
the numbers of firms engaged in exporting.
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