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(Dis)United Kingdom: 
implications of 
Scottish 
independence 
 

Key points 

 Scotland is to vote on independence from 

the rest of the UK in autumn 2014. But 

current opinion polls indicate weak support 

for independence. 

 An independent Scotland almost certainly 

means a new currency.  

 Continuing using sterling would involve the 

surrender of fiscal sovereignty, rendering 

independence almost redundant given the 

Scottish Parliament already has control of 

domestic policy. 

 North Sea oil & gas production last year was 

the lowest since 1978. Unless the trend of 

falling production can be halted, the North 

Sea will not provide a long-term source of 

revenues for a Scottish government. 

 

by 
Mark ALLAN  

 
 
 
 
 

Exhibit 1 
Scotland and the UK compared 

 Scotland 
United 

Kingdom 

Population (million, 2011) 5.3 62.3 

Unemployment rate (%, 

September 2012) 
8.1 7.8 

GDP per capita (£, 2011) 28,700* 24,400 

Nominal GDP (£ billions, 2011) 152* 1,520 

Fiscal balance (% of GDP, 
2010/11) 

-7.4* -9.2 

*NB: These figures assume almost all North Sea oil production is 
allocated to Scotland 

Source: General Register Office for Scotland, ONS, Scottish Government 
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The UK to split asunder? 

The First Minister of Scotland Alex Salmond and 

the British Prime Minister David Cameron have 

reached agreement over the framework for a 

referendum in Scotland on independence in 2014. 

Recent opinion polls suggest that support for full 

independence in Scotland is muted, with just 

under a third of voters in favour. But around a 

fifth of the electorate is undecided and, with 

two years until the referendum, there is plenty 

of scope for campaigning to change minds.  

Ultimately, the decision on whether to vote for 

independence is a political one for Scots. But a 

vote in favour would result in intense negotiation 

between the parliaments at Westminster and 

Holyrood over the details of separation. One of the 

issues to be dealt with will be how Scotland’s 

economic framework will interact with the rest of the 

UK. Another will be deciding how to apportion North 

Sea oil revenues between London and Edinburgh. 

The (Scottish) pound in your pocket? 

One of the most important issues that would 

have to be tackled were Scotland to separate 

from the UK would be the economic settlement. 

What currency would an independent Scotland 

use? What portion of the national debt would it 

acquire? How would responsibility for the UK’s 

banking system be divided up? 

Earlier this year, Alex Salmond said an 

independent Scotland would continue using 

sterling (effectively giving birth to a ‘sterling-

zone’). I doubt this will be possible.  

Although in principle Scotland could try to adopt 

sterling as its currency without the explicit support 

of London, this would be difficult in practice. On a 

day-to-day basis, Scotland would be importing 

British monetary policy which may or may not be 

appropriate to the needs of Scotland. But, more 

significantly, it would also raise serious questions 

about the stability of the Scottish banking sector.  

Scotland has a large, complex financial system 

centred around RBS and HBOS (now part of 

Lloyds Banking Group). Without support from 

the Bank of England (BoE), Scottish banks would 

be exposed to potentially fatal liquidity crises. 

The BoE is able to stem liquidity problems 

through its ability to create limitless amounts of 

sterling. The fact that such a backstop exists 

both reduces the frequency of liquidity crises and 

can be used to treat them when they do occur.  

An independent Scotland operating on sterling 

without the explicit blessing of the rest of the UK 

would lack this liquidity insurance. But even if 

Alex Salmond were willing to run this risk – after 

all, banking crises happen on average only once 

every 20 years the next one will probably occur 

long after he has left public life – I doubt the 

UK Treasury will be prepared to offer the 

implicit backstop such an arrangement entails.  

In the event of a banking crisis
1
 in a sterling 

Scotland, the political pressure on the 

establishment in London to offer help to the 

Scots would be immense. With a shared history 

and culture, it would likely be very hard for 

politicians in London to stand by and watch the 

Scottish economy collapse. Even naked self-

interest based upon trade and financial links 

between Scotland and Britain would probably 

push London into offering support. At that point 

taxpayers in the rest of the UK would have to 

shoulder the burden of a Scottish banking crisis. 

Surely the UK government will consider the 

possibility of such an event and take steps to 

deter an independent Scotland using sterling 

without any formal agreement from London.  

A sterling zone? 

If an independent Scotland would find it difficult 

to use sterling without the consent of London, 

what about a formal agreement: the creation of 

a sterling zone analogous to the Eurozone?  

The trauma the euro area has undergone in 

the last few years has taught the world that it is 

very difficult to construct a robust single currency 

without the enforcement of tough rules and 

regulations. UK officials have sat on the sidelines 

in recent EU summits, watching as euro area 

countries have struggled to build the kind of 

economic framework many believe is necessary 

for the survival of the euro. That experience will 

inevitably dominate the response of a London 

government asked to form a sterling-zone.  

                                                
1
 One of the factors that led to the establishment of the 

Union between England and Scotland in 1707 was a 
Scottish fiscal crisis resulting from a failed project to 
establish a colony in Panama. 
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Many of the proposals being advanced by 

academics, City commentators and think tanks to 

solve the euro crisis – debt mutualisation, a 

banking union with burden sharing across 

countries, and even common tax and fiscal 

policies – all involve much closer political union 

in Europe. Some, possibly all, of these 

measures would be demanded by the London 

Treasury before allowing Scotland to become 

part of a sterling zone. Given the Scottish 

parliament already has substantial autonomy 

on domestic issues, if the first act of an 

independent Scotland was to surrender almost 

all fiscal sovereignty to London in order to 

continue using sterling, one could reasonably 

ask: what was the point of independence? 

Facing such a choice, an independent Scotland 

would surely have to issue its own currency and 

make its own way in the global financial markets. 

Dividing up the debt 

The UK national debt currently stands at just 

over £1,200bn. An independent Scotland would 

become liable for a portion of it: deciding exactly 

how much will doubtless be a source of 

intense debate. One metric – the share of 

Scotland’s economic activity within the UK – 

would suggest that Scotland would assume 

responsibility for 10% of the debt. Apportioning 

the debt by population would result in a similar 

split. The instinctively appealing desire to split the 

debt according to the relative historic pattern of 

taxation and public spending in Scotland to the 

rest of the UK is probably impossible. Although 

there is some data on public spending per 

capita, the data on origination of taxes is sparse.  

The implications for gilt holders of Scottish 

independence would clearly be heavily dependent 

on the exact deal struck, a variety of outcomes are 

possible. One option would be a Scottish tax 

hypothecated to service a portion of the gilt stock 

in issuance and alongside that a refinancing 

program to retire gilts, replacing them with 

Scottish issues. 

Oil, the source of all happiness? 

Inevitably in any discussion of Scottish 

independence the question of oil rears its 

head. Regardless of exactly how one divides 

North Sea oil & gas production between 

Scotland and the rest of the UK, the facts are 

clear. UK energy production is falling rapidly. 

Since 1999, the rate of extraction of oil and 

gas has fallen by two-thirds (Exhibit 1).  

Some of that decline in production might be 

the result of the UK’s tax regime for the North 

Sea – a policy an independent Scotland could 

change – but the major factor is it is becoming 

ever more difficult to extract oil from mature 

fields. Absent a new round of oil discoveries –

 unlikely but not impossible, as the US shale 

gas experience shows – energy extraction 

from the North Sea is likely to continue to 

decline. 

Exhibit 2 
UK oil & gas production and tax revenues 

 
Source: Datastream, AXA IM Research 

Although falling production does not bode well 

for the long-term prospects of the Scottish oil 

industry, it has continued to provide an 

important source of revenues for the UK 

government: falling production has been more 

than offset by rising global energy prices. But 

unless that fundamental downward trend in 

production can be halted, the fiscal revenues 

the North Sea provides – whether destined for 

Westminster or Holyrood – cannot continue 

forever. 

Banks: ring fences are fashionable 

As the last few years have shown, failed banks 

are extremely expensive for the taxpayers in 

the countries in which they are based. Given 

that the major UK banks have extensive 
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operations throughout the UK, and some are 

headquartered in Edinburgh, independence for 

Scotland will entail difficult negotiations over 

the system of regulation and support for banks.  

RBS illustrates the scale of the problem: it has 

a global balance sheet of £927bn. Scottish 

GDP was £152bn in 2011, supporting such a 

behemoth in case of a new financial crisis 

would cripple the Scottish taxpayer. I suspect 

that a new UK/Scotland ring fence on top of 

the proposed retail/investment bank split in the 

Vickers review of the UK banking system is 

likely for the major UK banks in event of 

independence.

Scotland decides: the heart should 

listen to the head 

None of the economic issues discussed in this 

piece are insurmountable barriers to Scottish 

independence. The process of separation is 

likely to be rocky, but ultimately the long-term 

decision is a political rather than an economic one.  

However, the economic framework in an 

independent Scotland will be one of the toughest 

issues to resolve in the event of a ‘yes’ 

referendum. In order for Scottish voters to make 

an informed decision, let’s hope that both 

unionist and independence factions explore 

these issues over the next two years. 

 

Our research on the internet 

All our research is available on our website: http://www.axa-im.com/en/research 

Our last two publications: 

High yield: the party continues – at least for now! 

The US and European high yield markets have 
enjoyed exceptional returns in 2012. While we 
maintain a positive outlook for the sector, 
continued investment requires an understanding 
of the elements which continue to drive and 
distort it, combined with an appreciation that all 
good things come to an end.  

Solvency II has and will make corporate bonds 
more expensive 

A number of papers have been published on the 
impact of Solvency II on European Insurers asset 
allocation. Mathilde Sauvé and Mathieu L'Hoir go one 
step further and analyse the impact of the € 500 bn of 
rebalancing flows generated by the new regulation on 
asset prices in Europe. They show that it will continue 
to influence asset prices in coming years, making 
corporate bonds more expensive, with spreads 
shrinking by up to 60bps, whilst the rebalancing away 
from equities should weigh on valuations. 
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