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Finance Committee 
 

13th Meeting, 2014 (Session 4), Wednesday 30 April 2014 
 

Scotland’s public finances post-2014 
 
Purpose 
 
1. This paper provides copies of the written submissions that have been received 
from the witnesses who will be providing evidence at this meeting in relation to 
Scotland’s public finances post-2014. The submissions received are attached as the 
Annexe to this paper. 
 
2. The topics agreed by the Committee for these evidence sessions are— 

 taxation 
 borrowing 
 public sector debt 
 fiscal rules. 

 
3. The Committee has also agreed to hold evidence sessions to specifically consider 
pensions and the Barnett formula. 
 

Catherine Fergusson 
Senior Assistant Clerk to the Committee 
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SUBMISSION FROM ANGUS ARMSTRONG 
 

Public sector debt, borrowing, taxation and fiscal rules 
 

Evidence presented to Scottish Parliament’s Finance Committee 
Angus Armstrong1 and Monique Ebell2 

 
25th April, 2014 

 
The National Institute of Economic and Social Research (NIESR) is grateful for the 
opportunity to present evidence to the Scottish Parliament’s Finance Committee on 
public sector debt, borrowing, taxation and fiscal rules. NIESR has often stated that 
some key issues for the referendum, such as currency options, cannot be fully 
understood without taking account of the likely balance sheet of an independent 
Scotland. This paper briefly summarises some findings and ongoing research on the 
economics of Scottish independence funded by the Economic and Social Research 
Council.  
 
1. Assets and debt  
 
In the event of Scottish independence, public sector assets and liabilities of the existing 
UK would be divided between the two sovereign states. Two critical issues are likely to 
be: (a) the basis for the division; and (b) the assets and liabilities to be divided. Despite 
the fluidity of international borders, history offers surprisingly few precedents. Two 
examples of ‘friendly’ campaigns which offer some guidance are the separation of 
Czechoslovakia in 1993 and the vote against Quebec’s independence from Canada in 
1995 (see Armstrong & Ebell, 2014b). So far as general principles can be drawn, fixed 
assets are divided on the basis of physical location while non-physical assets and 
liabilities are divided on some basis of ‘fairness’ of which two main measures are a 
population and ability to pay.  
 
The best register of UK public sector assets and liabilities is the Whole Government 
Accounts (WGA) published by HM Treasury (2013) which are the consolidated accounts 
of all audited public sector entities. A summary is presented in Table 1 below. The total 
asset figure of £1,268bn (the sum of physical assets plus other assets and equity 
investments) is quoted in the Scottish Government's White Paper (2013a) as the ‘net’ 
assets to be shared if Scotland becomes independent.3 As a consolidation of public 
sector entities, this includes the Bank of England's balance sheet.4 If fixed assets are 

                                            
1 Dr Angus Armstrong, National Institute of Economic and Social Research, Economic and Social 
Research Council Senior Scotland Fellow and Centre for Macroeconomics. a.armstrong@niesr.ac.uk 
2 Dr Monique Ebell, National Institute of Economic and Social Research and Centre for Macroeconomics. 
m.ebell@niesr.ac.uk 
3 Scottish Government (2013a) pp 30, 341 and 554. ‘Net’ refers to net of depreciation. 
4 The gilts held as assets by the Asset Purchase Facility (subsidiary of the Bank of England) cannot be 
netted against government debt because they are ultimately funded by a liquid liability of banks' reserve 
accounts. 
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divided by location, the Net Asset Register published by HM Government (2007) 
provides a thorough guide and valuation to a limited number of fixed assets. The latest 
Register based on valuations in 2005 shows UK net assets of £337bn. Scotland’s 
department buildings alone are valued at £23bn (which includes the Scottish Executive, 
its Agencies, public corporations, NHS buildings etc).  
  
Table 1: UK Whole Government Accounts 2011-12 (£bn) 
Liabilities  Assets  
Net public service 
pensions  

1,008  Physical assets  745  

Government 
financing  

966  Other assets and 
equity investments  

523  

Other liabilities 
and provisions  

641  Net liability  1,347  

Total  2,615  Total  2,615  
Source: HM Treasury (2013). 
 
The WGA exclude natural resources, in particular the remaining North Sea oil and gas 
fields, which would be keenly contested in negotiations. Maritime experts expect that 
the oil and gas fields will be allocated by location with the median line the most likely 
boundary. On this basis, an independent Scotland could receive up to 84% of tax 
revenues from the remaining reserves.5 The amounts involved are uncertain and 
disputed. According to the Office of Budget Responsibility (2013) (OBR) central 
forecast, the total tax yield between 2018-19 and 2040-41 is estimated at £56bn. If an 
independent is awarded a geographic share of the oil and gas fields, the tax yield would 
be around £50bn in cash terms.6 This benefit to Scotland is mirrored by a tax loss to the 
continuing UK. 
 
Since the Union was created, all citizens of the UK have benefited to a greater or lesser 
extent from the services and investments provided by the state. If Scotland becomes 
independent, the new Scottish state is likely to be required to compensate the 
continuing UK state for being relieved of (i.e. no longer obliged to pay) its share of 
outstanding UK public debt at the time of independence. This compensation is not 
straightforward and raises at least three important questions.  

 Which measure of existing UK public debt is appropriate?  

 How would the public sector debt be divided?  

 How would an independent Scotland compensate the UK?  

                                            
5 HM Revenue and Customs estimate a geographic share of taxes to be equivalent to 79% of total 
revenues. 
6 The OBR presents a range of estimates based on different prices and production. The geographic share 
depends on output from fields hence the approximation. Cash terms implies no discounting of future 
income. 
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The amount of debt to be shared depends on which definition of debt is used. The WGA 
net liabilities of £1,347bn measure includes fixed assets and known future obligations 
and therefore is conceptually the most coherent measure of the UK's obligations. It is 
the counterpart to the Public Sector Net Debt (PSND) used by governments to frame 
fiscal rules. The approximate difference is that the former includes public sector 
pensions liabilities and public sector fixed assets. This does not mean that the UK 
issues this amount of debt on financial markets; many of the liabilities are not due to be 
paid until some date in the future. Yet when deciding at which price to buy government 
bonds, broader exposures such as pension liabilities and contingent claims are likely to 
be considered.  
 
The amount of market debt that an independent Scotland would be likely to assume is 
some share of the government's net financial liabilities. The PSND is a narrow measure 
of financial liabilities (government bills and gilts and National Savings debt) minus liquid 
assets (foreign exchange reserves and cash deposits) measured on a cash basis (so 
without accruals). A broader measure more often used internationally is Gross Debt or 
Maastricht defined debt which does not allow for the netting-off of liquid assets or the 
exclusion of debts issued by other public bodies. Table 2 shows all three measures in of 
indebtedness in absolute amounts and as a share of GDP using the OBR projections. 
 
Table 2: Alternative measures of UK public sector debt 

 2011-12 2013-14 2015-16 
 £bn % GDP £bn % GDP £bn % GDP 
WGA (Net 
liabilities)  

1,347 87 NA NA NA NA 

PSND  1,104 72 1,258 75 1,439 79 
Maastricht 
definition  

1,312 85 1,512 90 1,701 93 

Source: OBR (2014) and HM Treasury (2013) 
 
The division of UK debts is likely to be keenly negotiated. On a population basis, an 
independent Scotland would be responsible for 8.4% of the outstanding debt. The 
resulting gross and net debt burdens for Scotland are summarized in Table 3 below. 
Scotland’s initial gross debt to GDP ratio would be 86% or £143bn, while the PSND 
measure would be 73%. The Scottish Government has suggested another approach 
based on what they call a ‘historic’ share since 1980.7 The key issues are whether 
starting in 1980 is reasonable and an ex post calculation is justified. Another option is 
‘ability to pay’; on this basis since an independent Scotland would have a higher per-
capita GDP including North Sea oil, it would take on a greater share of public debt.  
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Table 3: Hypothetical debt burdens for an independent Scotland 2015/16 
 Measure Total debt Independent Scotland 

  £bn £bn Debt/GDP% 
Baseline  Maastricht  1,701 143 86% 
 PSND 1,439 121 73% 
Source: OBR (2014) and authors’ own calculations 
 
2. Borrowing  
The precise means of transferring the debt is of great importance. In a technical note, 
HM Treasury (2014) re-iterated its full responsibility for the issued stock of UK 
government debt. This ruled out sharing out the outstanding debt in some way, which 
we have argued would constitute a technical default. This leaves two options for the 
Scottish Government to compensate the UK (see Armstrong & Ebell, 2013b and 2014). 
In the first option, Scotland pays the full amount at independence, which we call a ‘clean 
break’. One would need to take the maturity of the debt into account. A simple back of 
the envelope calculation, taking the duration of UK public debt at 8.5 and the 4.1% as 
the discount factor (average yield on 10 year UK gilts since 2000) reduces the present 
value of a population share of gross debt to £102bn. 'Clean break' implies the Scottish 
government pays the UK government £102bn in cash in 2016/17.  
 
The second option, alluded to in the White Paper, is that an independent Scottish 
government would commit to paying its share of interest and principal payments as and 
when they fall due.8 This we call the ‘IOU’ option. This proposal was first suggested by 
the Fiscal Commission Working Group (2013a) which suggests the payments are made 
in line with the current UK yield curve. For example, if the UK’s debt stock included 
£1bn in five year gilts, and Scotland were responsible for 8.4% of the UK’s debt, then 
Scotland would pay the semi-annual interest on the £84mn of five year gilts and repay 
the £84mn of principal at the end of the five years.  
 
Assuming that an independent Scotland takes responsibility for a population share of 
public debt, the two options have great significance for the amount and timing of 
Scottish debt issuance. Under the 'clean break' option Scotland would need to issue 
£102bn of new Scottish government bonds in 2016/17. Under the 'IOU option' it would 
issue only a share of the maturing debt, plus the interest on the IOU. According to the 
WGA £224bn of the UK market debt is due within one year. This implies a first year 
payment to the rest of the UK of around £23bn (repayment plus the IOU interest, say at 
the UK borrowing cost rate).9 Of course the size of the fiscal deficit would also have to 
be added to both issuance amounts. The Scottish government estimates that a 
separate Scotland deficit in 2012/13 was £12.1bn (including tax revenues from a 
geographic share of North Sea oil and gas).10  
 
We have published an analysis of the expected cost of ten year Scottish government 
debt compared to UK public debt (see Armstrong & Ebell, 2013a). Our analysis shows 
that an independent Scottish government would be likely to pay between 0.72% and 
1.65% higher interest rates for borrowing at ten year maturity. The analysis shows that 
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the most important factor driving this spread is the liquidity of the market which reflects 
how easily investors can buy and sell without impacting market prices. This reflects that 
an independent Scotland would be a much smaller bond market that the UK gilts 
market. In recent evidence to the Scottish Parliament Professor Hughes Hallett raised 
two issues about our methodology which we have addressed here (see Armstrong & 
Ebell (2014c)).  
 
Under either repayment option an independent Scotland would have a high debt burden 
(although lower than the rest of the UK).11 We have pointed out many times in our 
research (for example Armstrong & Ebell, 2014d) that the amount of public debt is 
central to the currency options facing an independent Scotland. In particular, the 
combination of a high debt burden while using the currency controlled by another 
country limits the room for manoeuvre in the event of an adverse economic shock. A 
higher level of debt simply adds to the vulnerability of a currency union. And the cost of 
financial distress typically far outweighs the cost of any lower transaction costs. 
NIESR has proposed a practical solution to partially mitigate the debt problem if 
Scotland becomes independent (see Armstrong & Ebell (2013a)). We propose a debt-
for-oil swap which would leave both sovereign nations better-off: the idea actually offers 
a real 'free-lunch'. The tax revenue from North Sea oil is highly volatile. This volatility is 
more easily managed by a larger economy as the revenue variations would simply be a 
smaller share of total tax revenue. If both sides could agree the expected value of 
remaining reserves, perhaps by third-party verification, an independent Scotland could 
accept a slight discount to no longer have the volatility which would be a slight gain to 
the rest of the UK. The greater the uncertainty over the oil tax yield and the higher the 
initial level of debt, then the greater economic case for the swap. Put another way, 
unless the risk adjusted return on investing the funds is higher than the interest rate, not 
doing the swap would cost money.  
 
A final issue to consider with regard to borrowing relates to regulation of the financial 
sector. Banks are often major buyers of their government’s debt because it is 
categorised as zero risk weighted and can be included in their liquidity buffers. They can 
also typically be swapped with a small haircut in liquidity operations. This raises again 
the question of which currency arrangement an independent Scotland would choose 
and whether they would seek to join a banking union (either in Europe or with the rest of 
the UK). Since a union with the rest of the UK would be the more obvious choice, the 
question becomes how the Bank of England interprets Scottish government bonds. 
These issues will be presented in a forthcoming paper (Armstrong & McCarthy, 2014). 
 
3. Taxation  
In our research we have not focussed on particular taxes, or commented on the short 
term outlook for the fiscal deficit, with the exception of the volatility of oil revenues and 
the implications for the currency regime (see Armstrong & Ebell (2014c)). However, we 
have carried out a ten year fiscal simulation on the overall stance of fiscal policy to 
assess the implications for currency options. As we assume in all our work that an 
independent Scotland would join the EU at the earliest opportunity we consider reaching 
the Maastricht debt ceiling criteria of 60% government debt to GDP ratio as a 
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reasonable illustrative target. For a newly independent country, this seems to be a 
reasonable consolidation plan to create some fiscal slack as insurance against 
unforeseen shocks.  
 
To achieve this consolidation plan we assume that the UK public debt is divided on a 
population basis and follow the Scottish government’s convention of looking at fiscal 
accounts on the basis of a geographic and population share of hydrocarbons (see 
Armstrong & Ebell (2013a)). This matters for two reasons. First, Scotland’s initial debt 
burden is substantially lower if calculated as a ratio of GDP including a geographic 
share of oil. Second, while it is reasonable to disagree about how quickly output of 
hydrocarbons will decline, there is clearly a finite amount of reserves. As a result, the 
growth of GDP including a geographic share of oil will be lower than GDP including a 
population share of oil. Another way to put this is to achieve the same rate of headline 
GDP growth requires the non-oil GDP to grow faster. We ignore many factors such as 
differences in demographic profiles, and the feedback mechanism between fiscal 
tightening and demand. 
 
Table 4: Primary Surpluses to Achieve 60% Gross Debt / GDP Ratio 
 
Real GDP Growth Rates  
Horizon  -2%  -1%  0  1%  2%  3%  
4 years  10.1%  9.3 %  8.5 %  7.7 %  7.0 %  6.2 %  
6 years  7.9 %  7.1 %  6.3 %  5.6 %  4.8 %  4.1 %  
8 years  6.8 %  6.0 %  5.3 %  4.5 %  3.7 %  3.0 %  
10 years  6.2 %  5.4 %  4.6 %  3.9 %  3.1 %  2.4 %  
Source: Armstrong & Ebell (2013a)  
 
To pin-down the degree of fiscal adjustment we assume that inflation is 2% in line with 
the Bank of England’s target and the initial interest rate is 4.8% based on the estimates 
for Scotland’s sovereign spread and the average UK bond yield at the time we 
published our work. As the fiscal consolidation is underway and the deficits narrow and 
debt burden eventually falls the interest rate spread narrows resulting in lower 
borrowing costs. Although these lower borrowing costs do not reduce the debt service 
on Scotland’s initial debt levels (the stock), they do reduce the rate at which Scotland 
would be able to borrow in times of stress (the flow). Table 4 summarises the primary 
fiscal balances necessary to reach the target of a 60% debt ratio.  
 
Assuming that economic growth is a constant 2% per year and the consolidation is over 
ten years, the average primary fiscal surplus (including oil) must be 3.1% in each year. 
This implies a substantial fiscal tightening. Scotland’s primary deficit in the fiscal year 
2012-13 was 5.5% of GDP when oil tax revenues are divided on a geographic basis 
implying a fiscal tightening of 8.4% of GDP. According to the OBR (2014), under 
present UK Government policies the primary balance will be a surplus of 0.5% of GDP 
in 2016-17 from a deficit of 4.7% of GDP in 2012-13, which implies a fiscal tightening of 
5.2%. Making some significant assumptions, such as assuming the percentage point 
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current difference between the UK and the estimated Scottish deficit (based on 
geographic oil) is constant and ignoring possible cyclical differences, a newly 
independent Scotland would need to engage in more than 3% additional fiscal 
tightening over and above what the UK Government is already proposing.  
 
There are risks to see this simulation on both sides. Taxation from oil has been less 
than expected and so may recover in future years. The fiscal consolidation is likely to 
have a negative impact on real GDP growth, at least in the short run. Assuming a 2.0% 
rate of real GDP growth against a backdrop of an immediate and permanent fiscal 
tightening of over 8% may be optimistic. Moreover, we assume that the contribution of 
oil and gas to Scottish GDP would be maintained at its 2000-2012 average level, rather 
than decreasing as expected by the OBR. In order to achieve a 2% growth rate with a 
declining oil and gas sector, the non-oil economy would actually have to grow at more 
than 2% annually. Finally, we are also assuming that the required tightening would be 
immediate, rather than being spread out over multiple years in relatively small steps. 
The slower the adjustment to the required surplus, the greater the total amount of 
tightening required.  
 
4. Fiscal rules  
 
NIESR presented evidence to the Finance Committee in December 2013 on the 
possible role of an independent Fiscal Commission for Scotland. Our joint submission 
lead by Professor David Bell is available on the Committee's website. The evidence was 
supportive of the idea, but emphasised the importance that the Commission's members 
are physically located and statutorily independent from other government departments. 
The principles for the design of appropriate internal fiscal deficit and debt burden rules 
are well established. Understanding the impact of specifications of fiscal rules for the 
Scottish economy requires a full macroeconomic model. NIESR is developing a model 
for Scotland under the ESRC Fellowship (see Hurst, Liadze & Lisenkova, 2014) which 
will be available to Higher Education institutions.  
 
One aspect of fiscal rules which we are currently investigating addresses whether fiscal 
constraints can replace a political union to ensure fiscal responsibility for a monetary 
union (see Armstrong & Ebell, 2014e).12 There appears to be a shared view on both 
sides of the independence debate that fiscal constraints may be desirable to achieve 
fiscal responsibility. Statements mirror those for the Euro zone, despite the failings of 
earlier rules. It is more difficult to find reasoned arguments why they are such a vital part 
of a currency or a banking union. We find that the merits of fiscal constraints depend, in 
part, on the relative size of the countries involved. We argue that, contrary to the current 
consensus view, fiscal constraints may be unnecessary and even be counter-productive 
when the two sovereign countries involved are different enough in size. 
 
The standard argument in favour of fiscal constraints in a monetary union is that each 
country has an incentive to borrow above a level desirable for the union. This arises 
when the monetary authority sets policy by committee in the interests of all members, 
while fiscal policy is chosen by each government independently. The monetary authority 



ANNEXE  
 
 

9 
 

recognizes that inflation is harmful for real output, but helpful for reducing real debt 
repayments. More indebted countries prefer higher inflation so an increase in debt in 
one member country will cause the monetary authority to loosen policy across the 
union. Over borrowing arises because governments neglect the harmful spill-over 
effects of higher inflation to other union member. Fiscal constraints are an attempt to 
avoid this outcome by limiting borrowing.  
 
The argument does not necessarily follow when the countries are asymmetrically sized. 
If the larger country dominates monetary policy (it has a large majority on the policy 
committee or the smaller country 'dollarizes') then monetary conditions will reflect only 
its economic imperatives and respond only to its borrowing choices. The smaller 
country’s choice of borrowing has no impact on the larger country, so the inflationary 
externality of the small country onto the large country is eliminated. At the same time, 
however, the small country must simply accept the monetary policy set by the larger 
country. This amplifies the inflation externality of the large country onto the smaller 
country. The smaller country might wish to impose fiscal constraints on the larger 
country, but it is not clear why the larger country would be willing to accept these. 
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SUBMISSION FROM JO ARMSTRONG 
 

Fiscal implications for an independent Scotland when assuming that it takes on a 
low, or zero, share of the UK’s existing debt – CPPR Briefing Note 
 
Introduction  
 
In the event that the referendum results in a YES vote, the Scottish Government has 
tentatively argued it might assume a low, or even zero, share of the UK’s current debt 
liabilities.  
 
There are a variety of arguments that can be put forward as to why a lower than 
population share, or even no share, of UK debt might be appropriate. These are briefly 
discussed later in this note. Depending on which of these arguments, if any, prevails, 
then Scotland could reach such a position, either by mutual agreement with the rest of 
the UK (RoUK) or by taking a unilateral stance.  
 
Such a position could have a significant impact on Scotland’s future fiscal balance. For 
example, in 2012-13 Scotland’s share of the UK’s debt interest and loan payments 
associated with such historic debt was estimated to be £4 billion; 6.5%-7%7 of 
Scotland’s expenditures. This is expected to rise to over £6 billion by 2018-19.  
 
This Briefing Note8 outlines the impact of excluding such an expenditure on Scotland’s 
fiscal balance.  
 
The note also considers some of the arguments as to why Scotland might be exempted 
from assuming any of the UK’s existing debt; the knock on impact on any break-up 
negotiations on the distribution of UK assets and other liabilities of such a zero Scottish 
debt position; and the lack of analysis by the Scottish Government and its Fiscal 
Commission on the full fiscal implications of this zero debt position alongside the 
alternative currency arrangements.  
 
Arguments for Scotland assuming a low, or zero, share of the UK’s existing debt 
 
There are a number of arguments that have been put forward as to why Scotland 
should assume a share of the UK government debt that is less than its population 
share, or even zero. 
 
(i) Quid pro quo for Scotland not being allowed to share a formal monetary and currency 
union with the RoUK  

                                            
7 Scotland’s derived debt interest payments in 2012-13 accounted for 7% of its total expenditure, 
excluding capital spending, or 6.5% if all capital spending was included. 
8 In order to estimate the impact of such a scenario on Scotland’s fiscal balance, we have revised our 
March CPPR Briefing Note (see http://www.gla.ac.uk/media/media_319446_en.pdf), which used a variety 
of recently released UK and Scottish Government documents to review Scotland’s future fiscal balance 
(ie, Scotland’s public sector revenues minus its expenditures). 
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This is the Scottish Government’s current rationale for potentially assuming zero UK 
debt. However, the argument is flawed in the sense that sterling, as a means of 
payment, is not an asset which has a value that can be off-set against Scottish debt 
obligations. Rather, sterling is more a symbol than an asset, symbolising the UK’s 
economic and fiscal reputation to pay its debt obligations, with a track record of doing so 
going back to1694, with the establishment of the Bank of England9. 
 
Hence it is the reputation of sterling, or to be more precise the reputation of the 
government and central bank that lie behind it, that is of value. As such, a monetary 
union would come about, or in this case, remain, when all the parties involved wished to 
work together to make it a success. If either Scotland or the RoUK does not want to do 
so, then the monetary union, and its implicit ‘value’, ceases.  
 
(ii) Due to Scotland having had a “theoretical surplus” since 1980 and so has not 
accumulated debt since that time 
 
One of the options outlined in the Scottish Government’s White Paper uses historic 
official GERS-based10 figures to derive cumulative fiscal balances over the period 1980 
to 2011, for both Scotland and the UK. This results in Scotland having 5.1% of the UK 
total, as opposed to its 8.35% population share11. 
 
Whilst calculating Scotland’s debt obligations on this basis in future negotiations may be 
justified, one challengeable line would be, why begin in 1980; the year when North Sea 
tax revenues started to accrue to the UK and substantially boosted Scotland’s fiscal 
balance?  
 
Scotland’s onshore (non-oil) fiscal balance is known to have been worse, in relative 
terms, than that of the UK back to 1980 and it would seem reasonable to argue that this 
would have been the case for some time earlier than that date too12. But how far should, 
and could, we go in making this calculation? It would be logical to calculate the net fiscal 
balance position, relative to the UK, back to 1707, but data that far back does not exist.  
 

                                            
9 This point is discussed further in a recent paper by Armstrong & Ebell, ‘Assets and Liabilities and 
Scottish 
Independence’, 2014, NIESR Discussion Paper No. 426. 
10 Government Expenditure and Revenue for Scotland 
11 This calculation is questioned by Jim and Margaret Cuthbert in a paper for the Jimmy Reid Foundation, 
‘Issues surrounding the sharing of UK debt post-independence’. The Cuthberts’ point out that if the debt 
servicing payments associated with the UK fiscal balance were removed, as they would not have arisen 
in Scotland post-1980, then the share would be much lower. Indeed, if the early 80s Scottish fiscal 
surpluses had been invested then a significant net asset position could have emerged. While such a 
theoretical outcome is possible, as the Scottish Government has not adopted this particular methodology 
in the White Paper, we have excluded the notion of a ‘surplus’ being brought into the negotiations. 
12 This assumption is based on the fact that the Barnett formula provides Scotland with a higher per 
capita grant allocation reflecting its historic assumed greater fiscal needs, relative to the UK. 
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Initiating the calculation in 1980 seems to be one of many potential starting points for 
such a calculation. Adding in the challenge of determining Scotland’s share of the total 
debt arising from any such chosen start date means a wide array of different outcomes 
is highly plausible.  
 
Finally, we are unaware of any historical disentanglement of the accumulation of 
national debt in the circumstances surrounding the break-up of other nations. In 
particular with respect to the Soviet Union, Yugoslavia or Czechoslovakia in recent 
times, or to Ireland, Singapore or Bangladesh, earlier in the twentieth century.  
 
(iii) As part of a wider set of negotiations post a YES vote  
 
Currency and debt are only two of a much larger number of areas where negotiation will 
be needed in the post-referendum period. The future of Faslane has already been 
identified as one. Who covers the decommissioning cost of nuclear power stations and 
North Sea operations are two others.  
 
International experience on such matters suggests that each case is unique. For 
example, in Yugoslavia, debt issues were eventually decided by reference to IMF 
criteria. However, in the Soviet Union, the final agreement involved breakaway states 
being absolved from all debt, with Russia accepting such liabilities. In return, all other 
states accepted that Russia should take over from the Soviet Union with regards to its 
position at the United Nations and in its ownership of other territories around the 
world13. 
 
In a recent, unattributed quote, a UK coalition Minister stated that “There would be a 
highly complex set of negotiations after a Yes vote, with many moving pieces. The UK 
wants to keep Trident nuclear weapons at Faslane and the Scottish Government wants 
a currency union: you can see the outlines of a deal.” This highlights the potential for a 
wide variety of negotiated settlements, covering debt, currency and other issues.  
 
Summary  
 
If, ultimately, argument (i) is pursued by the Scottish Government then the division of 
UK debt is likely to be acrimonious. Argument (ii) also seems likely to be disputed by the 
UK Government and therefore prove acrimonious. Argument (iii) is more likely to involve 
a mutually agreed, non-acrimonious, settlement.  
 
This is an important point, as unilaterally walking away from part of the UK’s debt is 
likely to lead to concerns over future behaviour from the markets, ratings agencies and 
the EU.  
 

                                            
13 See Chapter 11 of ‘Scottish Independence, a Practical Guide’, Murkens, Jones & Keating, 2002, for 
further discussion of debt sharing examples. 
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Just how much debt Scotland will be expected to support will depend on the Scottish 
Government’s negotiation stance and tactics. However, it is difficult at present to predict 
which line(s) of argument the Scottish Government would concentrate on and how 
successful they might then be.  
 
Implications for Scotland  
 
In the event that part of such a negotiation involved Scotland having zero debt, the 
major implications for Scotland would cover a number of areas.  
 
Assets and liabilities  
 
If Scotland were to assume none of the UK’s existing debt liabilities, then what might be 
the knock on impacts with regards to negotiations over its share of:  

 UK assets outwith Scotland including, for example, assets in overseas territories 
(such as embassies but also the protectorates themselves), gold reserves, etc., 
and;  

 liabilities within its borders e.g., future nuclear power station and North Sea 
decommissioning costs?  

 
While Scotland’s share of the associated running costs of many of the assets are 
included in the GERS figures, extra costs, for both Scotland and the UK, seem likely 
due to the loss of some economies of scale.  
 
It is currently difficult to calculate what the net outcome of such a process of division on 
Scotland’s asset and liability positions would be. In particular, the division of such 
assets and liabilities is likely to be affected by whether the debt negotiations are 
conducted cordially or otherwise.  
 
The information needed to aid the referendum debate on this issue, by providing greater 
clarity, is unlikely to become available until after a majority YES vote has been 
delivered.  
 
Debt and fiscal balance positions - Scotland  
 
Starting with a zero historic debt position will change Scotland’s fiscal position on day 
one of independence. At present, GERS uses a population share to apportion UK debt 
servicing costs to Scotland (i.e. 8.35%). By 2016-17 this is set to reach £5.5 billion, 
rising to £6.3 billion by 2018-19.  
 
Table 114 shows the impact of an opening zero historic 8 debt obligation on Scotland’s 
absolute and relative (to the UK) fiscal position from the point of independence, 
assumed to be 2016-17, to 2018-19.  

                                            
14 Table 1 also assumes the OBR’s estimates for future North Sea tax revenues. 
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Table 1 assumes that Scotland receives its geographic (around 84-88%) share of North 
Sea tax revenues, and that these revenues are in line with the latest forecasts from the 
OBR in March 2014. Based on these assumptions, then, under independence:  

 Scotland would have an absolute fiscal position that was much closer to balance 
initially and, by 2018-19, would be in surplus;  

 Scotland’s fiscal balance would be marginally better than the UK’s over the 
period to 2018-19.  

 
Table 1: Total Net Fiscal Balance, Scotland and the UK, 2013-14 to 2018-19 
 
 2013-14 

estimate 
2014-15 
forecast 
 

2015-16 
forecast 
 

2016-17 
forecast 
 

2017-18 
forecast 

2018-19 
forecast 
 

£ billion (cash terms)       
 
Scotland  
 

-13.0 -12.9 -11.3 -9.4 -7.0 -5.3 

-excluding historic 
debt servicing 
 

   -3.9  
 

-1.0 1.0 

Total UK  
 

-108 -96 -75 -44 -17 +5 

£ per head (cash 
terms) 
 

      

Scotland  
 

-2,430 -2,420 -2,110 -1,740 -1,290 -980 

excluding historic 
debt 
servicing 
 

   -720  
 

-180 190 

Total UK  
 

-1,680 -1,480 -1,160 -680 -250 70 

Scotland minus UK  
 

-750 -940 -950 -1,060 -1,040 -1,050 

-excluding historic 
debt servicing 
 

   -40  
 

70 120 

Cumulative difference 
(£billion)  

-4.0 -5.0 -5.1 -5.7 -5.6 -5.7 

-excluding historic 
debt servicing 

   -0.2  
 

0.4 0.6 

Source: OBR EFO March 2014, CPPR calculations 
 
Clearly if Scotland assumed some of the debt, but less than its population share, then 
the position would improve by less, depending on the final agreed share.  
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It is worth noting that the £5.5 billion improvement in Scotland’s fiscal balance by 2016-
17 would be twice as much as the contribution from North Sea tax revenues in that year 
(£2.75 billion using a geographic share of OBR’s latest forecast). This highlights the 
potential importance to Scotland’s initial, and on-going, fiscal position that Scotland’s 
inherited debt level would have15. 
 
It might also be argued that such a zero debt and debt servicing position would then 
accelerate the potential for Scotland to establish an Oil/Savings Fund for financial 
stability purposes and to share with future generations. This fiscal position could then be 
further enhanced if reductions on spending on what are currently reserved areas, such 
as Defence and International Aid, were also achieved.  
 
However, this apparently very positive picture is clouded by a number of uncertainties. 
Principal amongst these is what credit rating would be attached to the issuance of any 
future Scottish debt. Such a rating will also be essential to the wider Scottish economy. 
Even with no historic debt obligations (and before any of the White Paper spending and 
cost saving measures are factored into the analysis), the Scottish Government would 
still need to borrow, if only to smooth within year revenue and expenditure 
mismatches16. 
 
The Scottish Government would also want to build up a credit record to facilitate access 
to borrowing as and when circumstances arose.  
 
It would also be essential for the Scottish Government to borrow so that Scottish 
residents (corporates and individuals) could have ready access to private finance. This 
would inaugurate the Scottish sovereign rate of interest that is necessary for 
establishing a rate of interest for Scotland’s commercial and individual borrowers.  
 
Scotland’s local authorities will also need access to debt irrespective of the Scottish 
Government’s debt position as they currently borrow for a variety of purposes. For 
example, between 2008-09 and 2012-13 Scotland’s local authorities borrowed £5.8 
billion to fund their capital expenditure commitments (roughly £1.2 billion per annum) 
and, as at 31st March 2013, collectively they had a total loan fund liability of £12.77 
billion17. 
 
So what might an independent Scotland’s cost of finance be?  
 

                                            
15 Over the longer term, Scotland’s debt servicing profile will be affected both by the composition and 
vintage of the debt as well as to the quantum it inherits. For a more detailed assessment of this important 
issue see Armstrong & Ebell, 2014. 
16 For example, the Norwegian Government runs a large annual surplus but still has general government 
debt levels equivalent to around 34% of its GDP in 2011 (see OECD Factbook 2013). 
17 See Scottish Government, Scottish Local Government Financial Statistics 2012-13. In seeking to 
reduce the Scottish share of UK debt to zero could also have the added benefit of fundamentally 
changing Scotland’s local authority finances. The issue of local government borrowing in an independent 
Scotland is a significant one to which we will return. 
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This again is difficult to judge. On the positive side, Scotland could have a very low debt 
to GDP ratio, one of a number of key determinants that underpin such credit ratings. On 
the other hand, Scotland would have no track record in, and reputation for, managing 
the full array of fiscal powers.  
 
In addition, whilst the Scottish Government may negotiate in good faith a zero share of 
historic debt, this position may also arise following an acrimonious dispute with the rest 
of the UK. The latter outcome may then trigger the application of a punitive rate of 
interest, which would have a detrimental impact on Scotland’s businesses, local 
authorities and borrowers in general.  
 
Even assuming Scotland runs a budget surplus and retains no historic debt obligations, 
the financial markets will still need to understand how Scotland intends to manage its 
public finances. This applies both within any agreed currency union and with a separate 
Scottish currency. The markets will also require the development of a set of fiscal rules 
(ie, its debt to GDP target; its projected annual fiscal balance; its reserves policy, etc), 
and clarity around the currency arrangements that will be in place. So, if a zero debt 
option and a new currency arrangement turns out to be Plan B (or is part of Plan B), 
then extensive, credible, details on these critical technical issues would also need to be 
provided.  
 
Debt and fiscal balance positions - RoUK  
As a consequence of Scotland assuming none of the UK’s debt, the UK would then 
have to meet its full debt obligations with a lower level of GDP. This would result in its 
debt to GDP ratio rising, something the UK coalition Government has been seeking to 
reverse with their fiscal austerity measures.  
 
Such an obligation would add 8-9% to the UK’s debt servicing costs. However, this 
amounts to a very small increase in UK expenditure (of less than one third of one 
percentage point as a share of GDP). How the markets react to this outcome is 
uncertain. The most recent statement from ratings agency Fitch , highlights potential18  
negative UK effects from independence, in particular to its public debt ratio and a knock 
on impact in delaying any upgrade to ‘AAA’. Whilst Fitch does not quantify this effect, 
overall they describe the additional risks to the UK as likely to be ‘moderate’.  
 
Scottish Government’s currency option preferences  
 
The Scottish Government’s best scenario position would appear to be to negotiate a 
shared currency union with the UK along with a low, or zero, share of debt. Whether it 
can achieve such a favourable scenario remains an unknown until after the referendum.  
 
At present its negotiating position, as suggested by the White Paper, is for a shared 
currency union and a debt share somewhere between its population share and a lower 

                                            
18 Fitch Special Report, 2014, ‘UK: Rating Implications of Scottish Independence’ 
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share based on a historical calculation going back to 1980 (ie, in line with option (ii) 
outlined earlier).  
 
Despite the potential positive implications of a zero opening debt scenario, the Scottish 
Government has so far not used this option as a potential trade-off option in any wider 
negotiations but instead as a threat, in the scenario where the RoUK refuses to allow a 
formal currency union.  
 
Such a bargaining position implies that the Scottish Government believes the long term 
negative consequences of a separate Scottish currency (or pegged to sterling without 
an official monetary and currency union) significantly outweigh the short term potential 
benefits of starting off with no debt and a near balanced budget (prior to factoring in any 
referendum spending and tax pledges).  
 
There are arguments for and against Scotland having its own currency post-
independence (for example, see the Fiscal Commission and Ronald MacDonald’s 
evidence to the Scottish Parliament’s Finance Committee). There are also clear benefits 
from starting off with a lower, or zero, debt position. At present the negotiations over 
what might suit Scotland best have been undertaken as a subset of the wider 
negotiations that would, in all likelihood, take place. This makes it very difficult to assess 
the relative costs and benefits of various debt obligations that are wrapped up in the 
costs and benefits of other negotiated positions in the referendum debate.  
 
It also means that we have the rather unrealistic current stand-off between the Scottish 
and UK Government’s over debt and a shared currency union. The reality remains that 
these wider negotiations could result in Scotland receiving its population share of debt, 
as happened in most past examples of nations splitting up, or it could end up with none, 
if the RoUK decides that there are wider, largely international and defence-related, 
strategic priorities that mean such a compromise is worthwhile.  
 
The Fiscal Commissions remit does not extend beyond the realm of economic and fiscal 
implications of independence and so will not encompass the implications of wider points 
of negotiation, such as in relation to Faslane or the UK’s overseas territories. 
Nevertheless, a broader consideration of the relative merits of the different currency 
options available with respect to Scotland’s debt and fiscal balance positions seems 
overdue.  
 
Conclusions  
 
The issue of Scotland’s inherited debt at the point of independence is an important one, 
both in terms of Scotland’s future fiscal position and of its need to borrow. This is 
especially so given the poor prospects for Scotland’s fiscal balance, when based on the 
latest OBR forecasts (see CPPR’s most recent paper for more detail on this).  
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If a low, or zero, share of UK debt can be achieved, whether through negotiation or 
otherwise, it could substantially improve Scotland’s fiscal balance and so strengthen its 
longer term fiscal prospects. 
 
As the Fiscal Commission deliberates on the other currency choices, then historic debt 
variants should be factored into their analysis. 
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Executive Summary  
This Briefing Note uses a variety of recently released UK and Scottish Government 
related documents to review Scotland’s future fiscal balance (ie, Scotland’s public 
sector revenues minus its expenditures) both in absolute terms as well as relative to the 
UK.  
 
Scotland’s Fiscal Balance excluding Oil & Gas  
Scotland’s onshore fiscal balance has been in deficit over the period 2008-09 to 2012-
13, by between 13-17% of GDP. As such, Scotland has a noticeably higher fiscal deficit 
than the UK, by around an extra 5% to 6% of GDP (see Table 1).  
Due in main to the fiscal austerity measures currently being proposed by the UK 
coalition government, Scotland’s future onshore deficit is projected to decline but the 
gap, relative to the UK, is not (see Table 2).  
 
Scotland’s Fiscal Balance including Oil & Gas  
GERS continues to use the estimates for Scotland’s geographical share of these North 
Sea revenues made by Professors Kemp & Stephens (K&S) of Aberdeen University. 
CPPR has used both the K&S shares as well as those made by the UK HMRC, which 
are slightly lower.  
 
Relative to the UK, Scotland’s position can be calculated (i) as a share (%) of output 
(GDP) and (ii) on a per head of population basis.  
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The latest GERS projections show that, using either measure, Scotland’s fiscal 
advantage over the UK achieved in 2011-12 disappears by 2012-13, as oil revenues fall 
by over 40%. Instead a sizeable disadvantage emerges (see Table 3). Thereafter, using 
OBR forecasts from the UK’s Budget 2014, CPPR estimates that this relative UK 
advantage continues to grow (see Table 4).  
 
We already know that total UK North Sea revenues, the main variable element in these 
calculations, are likely to have fallen again, to around £5 billion, in 2013-14. This means 
that the figure derived for 2013-14 is more of an out-turn estimate rather than a 
projection produced for the years 2014-15 and beyond.  
 
Fiscal balance under various price and production scenarios  
A year ago the Scottish Government outlined four additional North Sea revenue 
scenarios to those made by the OBR. These were based on varying oil prices and 
production levels, each of which result in higher North Sea tax revenue projections than 
those of the OBR. These forecasts are now out of date and the lower than expected 
out-turn North Sea tax revenue data for both 2012-13 and 2013-14 show them to be 
skewed in an optimistic manner.  
 
It would need currently unforeseen improvements in North Sea production and/or the oil 
price before Scotland’s fiscal balance reverted to being better than the UK’s. This is 
primarily due to the considerable fall in North Sea production seen over the past four 
years.  
 
Conclusions and recommended further work  
From the latest OBR forecasts we can conclude that relative to the UK, Scotland would 
be, significantly worse off over the period 2013-14 to 2018-19. In 2015-16, for example, 
Scotland’s relatively higher deficit would amount to almost £1,000 per head. However, 
OBR make no forward assumptions over what might happen to the Barnett formula or to 
Scottish finances so it is not possible to be certain whether the fiscal position under 
independence would be better or worse than that within the existing United Kingdom.  
 
To help further the referendum debate, it is recommended that the Scottish Government 
issues an updated version of its Oil and Gas Bulletin, given it is now over a year out of 
date. It would also be useful if the UK Government, or the OBR, or the Scottish 
Government estimated the impact of 2 different price and production assumptions on 
future North Sea revenues. This would allow for a greater understanding of the volatility 
surrounding North Sea tax revenues and so the extent to which the OBR’s figures are a 
useful guide for future planning of the Scottish Budget.  
 
Finally, we recommend that the Scottish and UK Governments publish a reconciliation 
of the HMRC and the K&S differences over Scotland’s share of North Sea tax revenues.  
 
1. Introduction  
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This Briefing Note considers the linked implications of data contained in a number of 
recent UK and Scottish Government publications on Scotland’s future fiscal balance.  
 
The fiscal balance is the net financial position of the government after gross expenditure 
is taken away from gross revenues, i.e. if gross revenues are greater than gross 
expenditure then there is a fiscal surplus, if expenditure is greater than revenues then 
there is a net deficit.  
 
The publications of interest are:  

• the latest (2014) edition of the ‘Government Expenditure and Revenues for 
Scotland’ (GERS);  

• the latest Economic and Fiscal Outlook (EFO) by the Office for Budget 
Responsibility (OBR) that supports the UK Government’s 2014 Budget Report; 
and  

• the Scottish Government’s ‘Oil and Gas Analytical Bulletin’ (OGAB) from 2013.  
 
The Note considers:  

a) Scotland’s fiscal balance excluding oil and gas revenues, i.e., its onshore fiscal 
balance;  

b) The impact on Scotland’s fiscal balance of adding in potential North Sea related, 
offshore, oil and gas tax revenues;  

c) How these fiscal balances have changed: in the years covered by the latest 
GERS report, from 2008-09 to 2012-13; in 2013-14, for which much of the data is 
now close to out-turn; and for the projected period, 2014-15 to 2018-19, based 
on the latest OBR forecasts.  

d) For the period 2014-15 to 2018-19 we also consider how relevant the Scottish 
Government’s oil and gas scenarios, from a full year ago, remain.  

Throughout, this note concentrates on Scotland’s overall fiscal balance (i.e. including 
capital expenditure) for the UK and Scotland rather than the current balance, as the 
former reflects better the international measure that is typically used in this area of 
analysis. However, Annex 2 also discusses the potential impact of Scotland’s relatively 
higher capital spend on Scotland’s future fiscal position.  
 
When looking at Scotland’s fiscal balance including North Sea tax revenues, the note 
concentrates on using Scotland’s geographic share, as this is the share most commonly 
used by commentators.  
 
Finally, all calculations shown assume that the Barnett formula will continue in 
essentially its current form, at least until 2018-19. To date, no UK political party has 
expressed any intention to amend it prior to that date, beyond the adjustments 
necessary to incorporate the Scotland Bill changes. 4  
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2. Scotland’s Fiscal Balance excluding Oil & Gas  
 
2.1 Historic position 2008-9 to 2012-13  
Scotland’s onshore net fiscal balance (i.e. excluding the North Sea oil and gas region) is 
in deficit, something that Scottish Government figures show has been the case as far 
back as comparable data stretches, ie, to 1980. GERS 2014 shows that for the financial 
years 2008-09 to 2012-13, this deficit amounted to between 13%-17% of GDP. As such, 
Scotland has a noticeably higher fiscal deficit than the UK, by around an extra 5%-6% of 
GDP in each year over this period.  
 
Table 1, along with subsequent tables, shows the fiscal balance for Scotland (i) in £ 
billion, cash terms, (ii) as a % of GDP and, (iii) per head of population19. The latter two 
measures allow for a clearer comparison of the relative size of these balances with 
respect to the UK and this is made explicit in the rows which illustrate the degree to 
which Scotland’s fiscal deficit is higher/lower than the UK’s.  
 
Table 1: Net Onshore Fiscal Balance, Scotland and the UK, 2008-09 to 2012-13  
 2008-09 2009-10  2010-11  2011-12  2012-13  
£ billion (cash terms) 
Scotland  -15.7  -20.0  -19.8  -18.6  -17.6  
UK  -112  -163  -148  -129  -121  
% GDP  
Scotland  -13.2  -17.2  -16.1  -14.7  -14.0  
UK  -7.9  -11.6  -10.0  -8.5  -7.8  
Scotland minus UK  -5.3  -5.6  -6.1  -6.2  -6.2  
£ per head (cash terms)  
Scotland  -3,030  -3,860  -3,790  -3,500  -3,320  
UK  -1,810  -2,620  -2,350  -2,030  -1,900  
Scotland minus UK  -1,220  -1,240  -1,440  -1,470  -1,420  
Cumulative 
difference, £billion  

-6.3  -6.4  -7.5  -7.8  -7.6  

Source: GERS 2014; CPPR  
* Note - the impact of the one-off £28 billion adjustment to Royal Mail pension fund has 
been excluded from 2012-13 in this and all following tables, in order to present a clearer 
and more consistent, cross-year, comparison. This is also the case with Asset Purchase 
Facility (APF) dividend receipts.  
 
The cause of Scotland’s relative deficit versus the UK is that while Scotland’s 
contribution to onshore UK revenues are a little below its population share (8.2% vs its 
8.4% share of the UK population), its share of public sector expenditure (9.3%) is well 
above its population share. This relative fiscal deficit position has been a consistent 
feature across the period (see Table 1).  
 

                                            
19 The Scottish Government calculates a deficit per head figure in a different way to CPPR. Annex 2 
expands on this and explains why we prefer to use a different methodology. 
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Scotland’s relative position, both in terms of % of GDP and £ per head, worsened over 
the period 2008-09 to 2010-11. GERS shows that this was the result of a worsening of 
Scotland’s share of some major taxes over this period, including, income tax, onshore 
corporation tax, other taxes on income and wealth, VAT and the gross operating 
surplus. 5  
 
In cash terms, this higher onshore deficit is equivalent to between £6.3 billion to £7.8 
billion over this period, or around £1,200 to £1,500 per person.  
 
2.2 Estimate for financial year 2013-14 and projections to 2018-19 using the latest 
OBR forecasts  
Even as the absolute deficit of both countries continues to decline, this relative onshore 
Scotland-UK position is not expected to change much in the current spending review 
period (i.e. to 2018-19).  
 
Table 2 shows:  

• CPPR’s estimate of the position in 2013-14, for which much of the data is already 
available;  

• CPPR’s future projections of the onshore fiscal balance for Scotland and the UK 
to 2018-19 (see Annex 1 for more details on the methodology used for making 
these projections).  

 
Table 2: Net Onshore Fiscal Balance, Scotland and the UK, 2013-14 to 2018-19 
 2013-14 

estimate 
2014-15 
forecast  

2015-16 
forecast  

2016-17 
forecast  

2017-18 
forecast  

2018-19 
forecast  

£ billion (cash terms)  
Scotland  -17.1  -16.2  -14.7  -12.2  -10.0  -8.4  
UK  -113  -99  -79  -48  -20  1  
% GDP  
Scotland  -12.9  -11.6  -10.1  -8.0  -6.3  -5.1  
UK  -6.9  -5.8  -4.5  -2.6  -1.0  0.1  
Scotland minus UK  -6.0  -5.8  -5.6  -5.4  -5.3  -5.2  
£ per head (cash terms)  
Scotland  -3,210  -3,020  -2,730  -2,260  -1,850  -1,550  
UK  -1,750  -1,540  -1,220  -730  -300  20  
Scotland minus UK  -1,460  -1,480  -1,510  -1,530  -1,550  -1,570  
Cumulative 
difference, £ billion 
(cash terms)  

-7.7  -8.0  -8.1  -8.3  -8.4  -8.5  

Source: OBR EFO March 2014, CPPR calculations  
 
Table 2 shows that, as the UK comes into near fiscal balance, by 2018-19:  

• Scotland continues to have a significant absolute onshore deficit.  
• Across the full time-period, Scotland’s relative position continues to be worse 

than the UK’s.  
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• The increase in the relative Scotland versus UK difference, in per head of 
population terms, is because Scotland receives an above population share of the 
UK’s rising expenditure over this period.  

• However, on a % of GDP basis, the differential narrows over the forecast period, 
from 6% to around 5%. This is due to the fact that while the UK’s deficit as a 
share of GDP shrinks at a faster rate, since Scotland’s deficit starts at around 
twice the UK size (ie, 12% versus 6%), the respective declines of each results in 
a slight narrowing of the relative gap.  

 
3. Scotland’s Fiscal Balance including North Sea oil & gas revenues  
 
3.1 Historic position 2008-9 to 2012-13  
Scotland’s overall net fiscal balance changes dramatically once a geographic share of 
North Sea oil and gas revenues is added in to the equation.  
 
Figures for both Scotland and the UK shown in Table 3 include North Sea tax revenues. 
While GERS uses only the Kemp & Stephens (K&S) assessment of Scotland’s 
geographic share we have also used those made by HMRC, which produces a range of 
outcomes (See Box 3.1in GERS 2012-13 for more details). The HMRC estimates of 
Scotland’s geographic share are lower than those of K&S. For 2012-13, for example, 
the HMRC share was 79%, while the K&S share was 84%.  
 
As the reasons for the differences between the HMRC and the K&S shares are not well 
understood we have no view on which is the more accurate. However, as the UK 
Statistics Authority recently commented, more work is clearly needed in this area in 
order to reach a mutually agreed share.  
 
Table 3 illustrates the position up to 2012-13, based on GERS 2014 data but with 
additional estimates derived using the HMRC’s Scottish geographic shares of North Sea 
tax revenues.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



ANNEXE  
 
 

25 
 

Table 3: Total Net Fiscal Balance, Scotland and the UK, 2008-09 to 2012-13 
 2008-09 2009-10  2010-11  2011-12  2012-1320  
£ billion (cash terms)  
Scotland - K&S  -4.1  -14.4  -12.3  -8.6  -12.1  
Scotland - HMRC  -5.2  -14.8  -12.6  -9.2  -12.4  
UK  -99  -157  -139  -117  -115  
% GDP  
Scotland - K&S  -2.9  -10.7  -8.5  -5.8  -8.3  
Scotland - HMRC  -3.6  -11.0  -8.7  -6.2  -8.6  
UK  -6.9  -11.0  -9.3  -7.6  -7.3  
Scotland minus UK - 
K&S  

4.0  0.3  0.8  1.8  -1.0  

Scotland minus UK - 
HMRC  

3.3  0.0  0.6  1.4  -1.3  

£ per head (cash terms)  
Scotland - K&S  -790  -2,760  -2,360  -1,610  -2,270  
Scotland - HMRC  -1,000  -2,850  -2,410  -1,730  -2,330  
UK  -1,610  -2,530  -2,220  -1,850  -1,800  
Scotland minus UK - 
K&S  

820  -240  -140  240  -470  

Scotland minus UK - 
HMRC  

610  -320  -190  120  -530  

Cumulative difference 
- K&S (£bn)  

4.2  -1.2  -0.7  1.3  -2.5  

Cumulative difference 
- HMRC (£bn)  

3.1  -1.6  -1.0  0.7  -2.8  

Source: GERS 2014, CPPR 7  
 
In absolute terms, Scotland, like the UK, still has a large net deficit in each year. 
Moreover, in 2012-13 its fiscal balance worsened significantly compared to 2011-12, 
from a deficit of around -£9 billion to one over -£12.1 billion (depending on whether the 
K&S or HMRC share is used).  
 
This worsening balance had been expected (and forecast by CPPR in previous 
publications) since the deterioration in North Sea revenues has been known about for 
some time; total North Sea tax revenues fell from £11.3 billion in 2011-12 to £6.6 billion 
in 2012-13.  
 
Relative to the UK, Scotland had a higher fiscal deficit than the UK in 2012-13 both as a 
% of GDP and on a per head of population basis. This contrasts with 2011-12 when, 
under both measures, Scotland was in a relatively better position.  
 

                                            
20 Figures for 2012-13 are consistent with the latest GERS publication. However, the OBR’s latest EFO 
reduced UK North Sea revenues by £0.4 billion. If GERS figures were subsequently adjusted Scotland’s 
fiscal position would further worsen, both absolutely and relatively. Similar adjustments in previous years 
have occurred caused by HMRC receiving updated estimates of how companies distribute group CT 
payments between upstream (ie. offshore) and downstream (ie. onshore) activities. OBR has 
incorporated part of this reduction, £0.2 billion, into their forecasts. 
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Over the 5 years shown in GERS 2014, Scotland had a similar annual average deficit to 
the UK.  
 
3.2 Estimate for financial year 2013-14 and projections to 2018-19 using the latest 
OBR forecasts  
Table 4 shows:  

• CPPR’s estimate of the fiscal position in 2013-14, given we know UK revenue 
and expenditure totals and have a very good idea of the estimates for UK North 
Sea oil revenues for this year ;  

• CPPR’s projections of the total fiscal balance for Scotland and the UK to 2018-19 
(see Annex 1 for more details on the methodology used for making these 
projections).  

 
Table 4: Total Net Fiscal Balance, Scotland and the UK, 2013-14 to 2018-19 
 2013-14 

estimate 
2014-15 
forecast  

2015-16 
forecast  

2016-17 
forecast  

2017-18 
forecast  

2018-19 
forecast  

£ billion (cash terms)  
Scotland - K&S  -13.0  -12.9  -11.3  -9.4  -7.0  -5.3  
Scotland - HMRC  -13.2  -13.2  -11.5  -9.6  -7.2  -5.5  
UK  -108  -96  -75  -44  -17  +5  
% GDP  
Scotland - K&S  -8.6  -8.2  -6.9  -5.5  -4.0  -2.9  
Scotland - HMRC  -8.7  -8.3  -7.1  -5.6  -4.1  -3.0  
UK  -6.6  -5.5  -4.2  -2.4  -0.8  0.2  
Scotland minus UK - 
K&S  

-2.0  -2.7  -2.7  -3.1  -3.2  -3.1  

Scotland minus UK - 
HMRC  

-2.1  -2.8  -2.9  -3.2  -3.3  -3.2  

£ per head (cash terms)  
Scotland - K&S  -2,430  -2,420  -2,110  -1,740  -1,290  -980  
Scotland - HMRC  -2,480  -2,460  -2,150  -1,770  -1,330  -1,020  
UK  -1,680  -1,480  -1,160  -680  -250  70  
Scotland minus UK – 
K&S  

-750  -940  -950  -1,060  -1,040  -1,050  

Scotland minus UK - 
HMRC  

-800  -980  -990  -1,090  -1,080  -1,090  

Cumulative difference 
– K&S (£bn)  

-4.0  -5.0  -5.1  -5.7  -5.6  -5.7  

Cumulative difference 
– HMRC (£bn)  

-4.3  -5.2  -5.3  -5.9  -5.8  -5.9  

Source: OBR EFO March 2014, CPPR calculations 8  
 
Based on the latest independent forecasts by the OBR, Scotland’s absolute deficit, like 
the UK’s, improves over time. This is not surprising given the fiscal austerity measures 
that have been in place since 2010-11.  
 



ANNEXE  
 
 

27 
 

However, relative to the UK, the Scottish position continues to worsen, through to 2016-
17, flattening off thereafter. This is true both as a % of GDP terms and in terms of per 
head of population. The principal reason for this profile is the continued fall in North Sea 
revenues projected to 2016-17, declining from £4.7 billion in 2013-14 to near £3.2 billion 
in 2016-17.  
 
The sums involved are not insignificant. In 2013-14, for which we have a good idea of 
what the data will turn out to be, the difference amounts to over £750 per person. Over 
the forecast period 2014-15 to 2018-19, Scotland’s relatively poorer performance stands 
at an annual average of around 3% of GDP or £1,000 per person.  
 
3.3 Projections to 2018-19 under alternative oil tax scenarios  
The projections shown in Table 4 are by no means the only possible outcomes. In 
particular, the relative fiscal position between Scotland and the UK in the future will shift 
depending on the fortunes of the North Sea.  
 
North Sea-related revenues depend on a number of key variables, including:  

- the oil (in dollars) and gas price  
- the £/$ exchange rate  
- oil and gas production levels  
- the tax regime, including investment and decommissioning allowances  
- production and maintenance costs, and hence profitability per £ of output In 

March 2013, the Scottish Government outlined five scenarios for oil prices and 
production that would result in cumulative North Sea tax revenue projections 
ranging from £41.5 billion (nominal prices) under Scenario 2 to £57.1 billion 
(nominal prices) under Scenario 5 (see Box 1). 

 
Box 1  
 
Scottish Government illustrative North Sea tax revenue scenarios for 2012-13 and 2017-18  
 
Scenarios:  
 
1 OBR UK Autumn Statement 2012 assumption on oil prices and production levels  
2 Scenario 1 PLUS flat cash terms future oil price assumptions  
3 Scenario 2 PLUS Oil & Gas UK production estimates  
4 Scenario 3 LESS an allowance for lower profitability of extra production  
5 Scenario 3 PLUS DECC central price forecasts  
 
Source: Scottish Government, 2013 Oil and Gas Analytical Bulletin 
 
The Scottish Government’s Scenario 1 used the OBR’s forecast from the 2012 Autumn 
Statement as the lowest variant, despite the fact that OBR had consistently over-
estimated North Sea revenues since it was established in 2010. All four of the Scottish 
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Government’s other scenarios resulted in higher tax revenues than those forecast by 
OBR.  
 
We now know that, for 2012-13, all 5 scenarios overestimated outturn Scottish offshore 
revenues, which were around £5.5 billion (although now revised down to £5 billion in the 
latest OBR EFO) versus a Scottish Government range of £6.7 to £7.2 billion. 
Furthermore, the outturn for 2013-14, 9 for which we have data for 11 of the 12 months, 
is now expected to be below £5 billion. This contrasts with a Scottish Government 
estimate for 2013-14 ranging between £6.2 and 8.3 billion.  
 
These 2012-13 and 2013-14 out-turns for North Sea tax revenues highlight why the 
Scottish Government’s use of the OBR forecasts as a lower limit, rather than a more 
central estimate, for future offshore revenues is problematic.  
 
Beyond 2013-14, North Sea tax revenue estimates are highly dependent on the 
underlying assumptions used in relation to the key variables outlined above. OBR 
currently assumes: a slowly falling oil price, in $ and cash terms; a flat oil production 
profile from 2014-15 onwards; and high capital expenditure for the next couple of years. 
This converts to a gradually declining North Sea tax revenue profile, with the 
occasional, small, rise, due to the impact of tax relief on investments.  
 
While the OBR’s future oil price assumptions are lower than DECC’s central oil 
projection, they are not extreme outliers. For example, forecasts for Brent crude in 2015 
(in dollars per barrel) by the OBR, the US Energy Information Administration (EIA) and 
the Norwegian Government are $102, $101 and $90, respectively.  
 
Equally, on production, while Oil & Gas UK forecasts remain higher than the OBR’s 
(and DECC’s) they have been revised down in each of their last two relevant 
publications.  
 
Changes to underlying Scottish Government assumptions  
 
The Scottish Government has not updated its original Scottish North Sea tax revenue 
estimates since March 2013, despite revisions to all the underlying assumptions.  
 
At the time of publication of the original scenarios the Scottish Government said that 
“Further updates will be published in due course”. Given the multiple revisions since 
then, it is unclear why no such update has been forthcoming in over a year. 
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Table 5: changes to Scottish Government oil scenario assumptions 
 2012-13 2013-14  2014-15  2015-16  2016-17  2017-18  
Oil price ($ per barrel, cash terms)  
Scottish Government 
Scenario 5  

115  119  122  125  129  133  

Latest comparable  112  110  113  116  120  124  
Difference  -3  -9  -9  -9  -9  -9  
Production (Million barrels per day)  
Scottish Government 
Scenario 5  

1.6  1.5  1.7  1.85  1.95  2.0  

Latest comparable  1.56  1.43  1.45  1.5  1.6  1.7  
Difference  -0.04  -0.07  -0.25  -0.35  -0.35  -0.3  
North Sea tax revenues (£ billion, cash terms)  
Scottish Government 
Scenario 5  

7.2  8.3  9.4  9.7  10.7  11.8  

Latest comparable  4.2  4.1  ?  ?  ?  ?  
Difference  -3.0  -4.2  
Sources: Price: DECC central estimate, October 2012 and July 2013 (calendar years); 
Production: Oil & Gas UK Activity Survey, Feb 2013 and Feb 2014 (calendar years); 
Revenues: Scottish Government Oil and Gas Analytical Bulletin 2013, HMRC.  
 
Table 5 highlights the difference between current data and what was being assumed a 
year ago for North Sea tax revenues, prices and production levels. 10  
 
In 2013-14, North Sea tax revenues are only half the level estimated in the Scottish 
Governments scenario 5.  
 
This is due in part to both oil prices and production being lower than expected. 
However, a significant degree of the difference can be accounted for by lower taxable 
profits. The degree to which this relates to higher investment, which can be written off 
against profits, or to which it relates to higher costs of production, which may 
permanently reduce future profit margins, is not possible to ascertain from publicly 
available data.  
 
Post 2013-14, the updated price and production assumptions are all lower than 
previously predicted, although it is likely to be the future assumption for taxable profits 
that will be crucial in terms of any bounce back in North Sea tax revenues. At the time of 
the 2014 Budget, the OBR assumes no such bounce back in the next few years but 
there are small, against trend, increases seen in 2017-18 and 2018-19.  
Overall, the conclusion must be that if the Scottish Government were to use the same 
general assumptions as a year ago, but to update them for the latest projections 
available, then each of its five future scenarios would result in lower North Sea tax 
revenue estimates. 
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4. Conclusions and Recommendations  
 
Conclusions  

• The fiscal projections in this Briefing Note imply that Scotland will face a difficult 
period of adjustment in moving away from high, to more manageable, fiscal 
deficits. The UK faces a similar challenge.  

• The variability of oil prices and North Sea production levels means that the fiscal 
deficit projections shown in this paper should be read as indicative only.  

• Notwithstanding this caveat, from the latest OBR forecasts we can conclude that 
Scotland would be, in relative terms, significantly worse off than the UK over the 
period 2013-14 to 2018-19. However, as OBR make no forward assumptions 
over what might happen to the Barnett formula or to Scottish finances then we 
cannot be certain whether the fiscal position under independence would be better 
or worse than that within the existing United Kingdom.  

 
Recommendations  

• The Scottish Government should issue an updated version of its Oil and Gas 
Bulletin, which is now over a year out of date.  

• It would also be useful in the referendum debate if both it and the UK 
Government, or the OBR, estimated the impact of different assumptions on price, 
production and profitability on future North Sea revenues. This would allow for a 
greater understanding of the range of change or changes in the assumptions 
over future levels needed for the OBR’s numbers to significantly shift.  

• Furthermore, we recommend that the Scottish and UK Government’s publish a 
reconciliation of the HMRC and the K&S differences over Scotland’s share of 
North Sea tax revenues.  

 
Annex 1  
 
Details on data and calculations for all tables  
 
UK: 2008-9 to 2012-13  

- UK government revenue, expenditure (TME), GDP (including North Sea) and 
North Sea revenue totals all taken from GERS 2014  

- population taken from PESA, Annex 1  
- North Sea GDP derived from latest Scottish government SNAP publications 

using Table B from GVA publication and Scottish shares from Table 4 from Oil 
and Gas publication  
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UK: 2013-14 to 2018-19  
- UK government revenue, expenditure (TME), GDP (including North Sea) and 

North Sea revenue totals all taken from OBR’s Economic and Fiscal Outlook at 
the time of the UK Government’s 2014 Budget  

- population derived from ONS population projections for 2017 (November 2013)  
- North Sea GDP estimated by CPPR as constant at its 2012-13 level. This is an 

approximation. OBR’s projections of declining cash price and lower production in 
2013-14 suggest that North Sea GDP may fall slightly over the period.  

 
Scotland: 2008-09 to 2012-13  

- all Scottish government revenue, expenditure and GDP data taken from 
Government Expenditure and Revenue Statement (GERS) 2014  

- population taken from PESA, Annex 1  
 
Scotland: 2012-13 to 2018-19  

- Scottish Government revenue total calculated as a constant share (8.2%) of UK 
revenues (excluding North Sea revenues)  

- Scottish Government expenditure total calculated as a constant share (9.3%) of 
UK expenditure  

- GDP (excluding North Sea) calculated using same growth rate as for UK GDP 
(including North Sea)  

- GDP (including North Sea) estimated by adding on a constant share (83%) of UK 
North Sea GDP  

- North Sea revenue calculated as constant share of both the K&S (88%) and 
HMRC (82%) of UK total from 2013-14 onwards  

- population derived from GROS population projections for 2017 (from November 
2013).  

 
Shares  
Scotland’s share of UK on-shore revenues, expenditures and North Sea revenue used 
for projections post 2012-13 are an average of the actual % shares for the period 2008-
09 to 2012-13. Over the period these shares varied marginally and so a central estimate 
is assumed to be a reasonable guide to future shares. 13  
 
Annex 2  
 
Relative fiscal deficit per head of population  
CPPR’s estimate of how much higher or lower Scotland’s fiscal deficit per head of 
population has been compared to the UK differs from that used in Scottish Government 
releases.  
 
CPPR’s figures are derived from dividing the total fiscal deficit by the population, then 
subtracting the UK figure from Scotland’s. In 2012-13, this leads to a figure of between -
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£470 and -£530 per head (depending on which geographic share is used, K&S or 
HMRC).  
 
The Scottish government makes a similar calculation, but starts with the relative 
(Scotland versus the UK) deficit as a % of GDP, multiplies the resulting difference by 
Scottish GDP, and then divides by the Scottish population. This more indirect method 
gives a figure of -£276 for 2012-13.  
 
The variation in results is caused by Scotland’s GDP being bigger than the UK’s, in per 
head of population terms. However, much of this difference is due to Scotland’s high 
share of North Sea GDP, most of which is foreign owned, and which results in 
Scotland’s wealth, when looked at in terms of GDP, being exaggerated.  
Over the five year period from 2008-09 to 2012-13 similar calculations give a cumulative 
difference of between -£310 and +£210 per head using CPPR’s methodology 
(depending on the North Sea geographic share) and nearly +£1,600 per head using the 
Scottish Government’s.  
 
Scotland’s higher relative spend on capital  
The Scottish Government has highlighted that Scotland’s higher deficit in 2012-13, 
relative to the UK, was due in large part to higher capital spend and that this would, in 
the long run, improve Scotland’s fiscal balance, through faster economic growth.  
 
This may be true to some degree but without analysis of what this extra expenditure 
was being spent on it is difficult to judge how much extra growth, if any, would result.  
 
For example, the extra capital spending went to a variety of areas such as enterprise 
and economic development, housing and community development, health, recreation, 
culture and religion. The increased economic and growth potential arising through each 
of these areas is not immediately clear and merits additional analysis. 
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SUBMISSION FROM JIM AND MARGARET CUTHBERT 
 

This note covers 5 separate topics relevant to the meeting of 30th April. The first 3 relate 
to the position following a “no” vote in the referendum. The other 2 are relevant in the 
event of a “yes” vote. 
 
1. How expenditure growth and relative population growth interact in their effects 

through the Barnett formula 
 
1.1. The rate of expenditure growth in England, and the relative rate of population 

growth between England and Scotland, interact through the Barnett formula to 
affect relative per capita spending levels (on devolved services) in Scotland and 
England. Unfortunately the effects are complex, and not intuitively obvious. 
Nevertheless, the effects are very significant in policy and political terms: so it is 
important that the Committee is aware of them. 

 
1.2. The two critical factors involved are: 

 
a) the rate of growth in planned expenditure in England on services devolved to 

Scotland. 
 

b) the relative rate of population growth between England and Scotland: (that is 
the rate of growth of population in England, divided by the rate of growth of 
population in Scotland). 

 
1.3. It is a widely held view that, if expenditure in England is growing in nominal terms, 

then in due course the Barnett formula will bring about equalisation of per capita 
spending, (in the sense of DEL per head on devolved services), in Scotland and 
England. It is indeed true that, when (a) is greater than (b), relative per capita 
spending levels in Scotland and England tend to a limit. It is important to note, 
however, that if population is growing in England relative to Scotland, (that is, if (b) 
is greater than 1), then this limit will be greater than 1: that is, per capita spending 
levels in Scotland will in the long run be higher than those in England. Moreover, if 
expenditure growth is not much larger than population growth, this limit will be 
significantly greater than 1.  

 
One illustration of this, using the simplified model of Barnett set out in reference 1, 
is as follows. If relative annual population growth equals 1.003, (which is below the 
level projected for the immediate future), and annual growth in nominal 
expenditure in England were 1%, then in the long run per capita spending levels in 
Scotland would converge to be 44.5% higher than in England: (however, 
convergence to this limit would be relatively slow.) With the same rate of relative 
population growth, but with 2% nominal growth in expenditure in England, then the 
corresponding limit would be 19% higher expenditure in Scotland: and at 5% 
expenditure growth, the limit would be 7.5%. 
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1.4. When expenditure growth is less than relative population growth, (that is, when (a) 
is less than (b)), the system diverges. That is, per capita spending levels in 
Scotland relative to England increase, and keep on increasing. Since 2009/10, we 
have been in this situation because of the budget cuts. 
 

1.5. The above has an important implication. It is not just that per capita spending 
levels in Scotland are currently increasing relative to England, and at a significant 
rate. It is important to note that, given relative population growth in England, this 
process will continue after the period of budget cuts, and will only reverse when 
there is significant growth in nominal expenditure in England. Since this is not 
likely to occur for a considerable time, the result is likely to be heavy political 
pressure to modify or scrap Barnett. It is in fact difficult to see how Barnett can 
survive in its present form.   

 
2. Potential effects of changing the Calman income tax threshold 
 
2.1. The “Calman” powers giving the Scottish government control over 10p of the 

Scottish rate of income tax will shortly be phased in under the terms of the 
Scotland Act 2012. One possibility which has recently been mooted is that, if there 
was a “no” vote in 2014, the Calman mechanism might be extended to give 
Scotland control over a greater portion of income tax. Such a change would have 
implications for two of the identified potentially adverse effects of Calman. 

 
2.2. During the consideration of the original Calman proposals we discussed these 

potentially adverse mechanisms: (see reference 2)  
 

a) A Scottish government operating under Calman will always raise more tax from 
a 1p rise in the Scottish rate of tax than an independent Scottish government 
(facing the same tax/revenue curve), would raise from a similar increase in tax 
rate. We argued that the effect would be that a Scottish government operating 
under the Calman powers would tend to set a higher tax rate than an 
independent Scottish government operating in a similar position.  

 
b) Because the Scottish portion of income tax represents a smaller proportion of 

the tax raised from the higher tax bands, the effect of fiscal drag will mean that, 
for a given Scottish tax rate, the amount of revenue raised will decrease through 
time as a proportion of the total income tax take in Scotland. To compensate, a 
Scottish government would be under pressure to increase its tax rate through 
time. 

 
2.3. Other things being equal, a change in the Calman threshold, (that is the amount of 

the income tax rate over which the Scottish government has control), for example, 
raising the basic threshold to 15p from 10p, would have an effect on both of these 
mechanisms. Interestingly, these effects would be in different directions. An 
increase in the Calman threshold would somewhat reduce, but not eliminate, the 
adverse effects of (a). On the other hand, the potentially adverse effects of fiscal 
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drag would increase, as the Calman tax threshold is increased. In fact, the 
instability in the Scottish tax take resulting from variations in the proportions of the 
overall tax take coming from the different tax bands, (e.g., arising from fiscal drag), 
will increase proportionately with the level of the Calman threshold.  

 
2.4. This latter effect is potentially so serious that it would appear to be inappropriate 

simply to increase the Calman threshold, without taking some step or other to 
counter the instability which will arise through fiscal drag. 

 
3. Local Authority PFI schemes and the fiscal rule. 
 
3.1. Since the Scottish government’s fiscal rule relates to the DEL, what is covered in 

relation to local authority PFI schemes is the support the Scottish government 
gives to local authorities in relation to such schemes – not the unitary charge 
payments themselves. 

 
3.2. This raises a possible issue in relation to indexation. For a large number of PFI 

schemes, the capital element of the unitary charge payments made by the local 
authority is indexed to inflation, (see reference 3): whereas payments made to 
local authorities by way of what was known as level playing field support will not be 
index linked. So, if the rate of inflation is above the rate of increase in local 
authority budgets, local authorities could be running into budgetary pressure on 
their PFI unitary charge payments, while the emerging problem is not reflected by 
any threatened breach of the Scottish government’s fiscal rule. This is not in itself 
a criticism of the fiscal rule viewed narrowly as an indicator of potential problems 
with the DEL itself: but it does suggest that over reliance on the fiscal rule might 
lead to emerging problems in the wider public sector being missed. 

 
4. Issues surrounding sharing UK debt 

 
4.1. There are important issues surrounding the question of how much of the UK’s 

public sector debt an independent Scotland would inherit. For a fuller discussion of 
the issues involved see reference 4: Some of the main points are summarised 
here. 

  
4.2. Leaving aside for the present the question of how UK debt should be split up, an 

important issue which needs to be settled first is how big the UK’s debt actually is. 
This is normally taken as simply being the UK’s headline debt figure: for example, 
the figure of £1,189 billion in 2012/13, as published in the UK 2013 Budget report. 
But to take this figure at face value is to neglect the implications of quantitative 
easing. Under quantitative easing, the Bank of England has printed money: and 
used this to buy back £375 billion of gilt edged securities – that is, almost one third 
of total headline debt. The interest on this quantitatively eased debt circulates 
straight back to the Treasury. The strict orthodoxy of quantitative easing states 
that, as the economy recovers, this debt will be sold back to the market, so 
sucking back the cash which has been printed, and avoiding any danger of 
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inflation. But this last stage is looking increasingly unlikely to happen – to the 
extent, for example, that a serious commentator like Ambrose Evans Pritchard, 
writing in the Telegraph, recently stated that “Britain…is in effect wiping out public 
debt worth 20% to 25% of GDP – on the sly.” Given the uncertainties surrounding 
quantitative easing, it would be more realistic to regard the headline UK debt figure 
which would feature in any debt sharing negotiations between Scotland and the 
rest of the UK as being debt net of quantitative easing. 
 

4.3. Turning to the debt sharing negotiations themselves, there is a strong case that 
these should be conducted using the principles set down in the UN’s Vienna 
Convention of 1983. While the Convention was never ratified, the work behind the 
drawing up of this convention amounts to a most careful assessment of the issues 
arising in debt sharing when countries split up. These principles essentially amount 
to the following: 

 
a) Debt sharing should take place on the basis of negotiation. 

 
b) These negotiations should be informed by the principle of equity: and should 

take account of the way in which the assets relating to the underlying debt are 
split down between the states.  
 

4.4. Taking account of relevant physical assets in the debt sharing negotiations would 
be relatively straight forward: the UK government has compiled an inventory of 
state assets and their associated valuations in the process of assessing the net 
worth of the public sector. Applying this principle would mean that, for example, 
Scotland should not be saddled with any debt in relation to nuclear weapons.  

 
4.5. The equity principle also has important implications. Under this principle, it would 

be perfectly appropriate for the Scottish negotiating team to take as its starting 
position that Scotland was looking for compensation for the size of the oil fund 
which an independent Scotland would otherwise expect to be enjoying, if it had 
had control of the Scottish sector of the North Sea.  

 
(To give an indication of what is involved here. If Scotland had become 
independent in 1980: if it had had the same public expenditure profile that it 
actually subsequently experienced, including a population share of UK defence: if 
it had taken on responsibility for a population share of UK debt in 1980: and if it 
had earned a 2.5% real return on any accumulated surplus: then it would now 
have an oil fund of around £150 billion). 

 
5. Scotland’s less skewed income tax base, and implications for other forms of taxation. 

 
5.1. The distribution of taxable income in Scotland is significantly different from that in 

the UK as a whole, being less skewed towards the higher end of the income 
distribution. For example, Scottish taxpayers represent 8.6% of all income tax 
payers in the UK, but Scottish taxpayers at the highest rate represent only 5% of 
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UK highest rate taxpayers. This difference primarily relates to the City and the high 
incomes and bonuses earned there. 

 
5.2. There are both positive and negative implications of this. On the positive side, 

Scotland is not as dependent as the UK on the group of very high income earners 
that bring in a very high percentage of the income tax take, (e.g., the top 35,000 
taxpayers in the UK, representing just 0.1% of the total, pay 11% of total UK 
income tax):  and so Scotland has potentially more flexibility to restructure its 
economy without damaging its tax base. On the negative side, income tax just will 
not bring in, without punitive rates, the same percentage of total tax revenue that 
can be brought in for the rest of the UK. This points to the need for Scotland to 
make other existing sources of taxation more effective and/or to consider new 
forms of taxation. The types of area which an independent Scottish government 
might wish to consider could include:- 

 
a) Increasing the efficiency of corporation tax collection .The effective rate of 

corporation tax paid by many large corporations operating in the UK is very low, 
for example due to transfer pricing. Assessing corporation tax for certain 
industries based on revenue could increase yield, and remove a competitive 
disadvantage which local firms currently suffer. Better use of tax incentives, for 
example, on research and development, could also increase levels and quality 
of economic activity in Scotland. 

 
b) Examining whether individual PFI contracts are paying expected corporation 

tax. Is the amount actually being paid in corporation tax similar to the amount 
forecast in the initial financial projections on which the PFI contract was based? 

 
c) Land Value Tax. A land tax could not only raise revenue, but bring into 

productive use large areas of land currently held unproductively for lifestyle or 
speculation purposes. 

 
d) North sea oil. Attention could be paid to the Norwegian system of using 

licensing conditions to ensure that the economic activity, expertise, and profits 
are retained in the local economy. 
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