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(MEP). Given your position within the Scottish Government, your paths may have
crossed.

Our paper is titled: Undermining Economic Resilience - The Economic Impact of
Adopting the European Union’s Stability and Growth Pact in an Independent
Scotland. It specifically questions the impact of adopting the EU's fiscal rules before
Scotland rejoins the EU. As you will be aware, this is the current Scottish
Government position, as outlined in 'Building a New Scotland: A Stronger Economy
with Independence’.

We find that, in the best-case scenario, following the SGP would result in fifteen
years of austerity.
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European Parliament in Brussels for Fabio de Masi (MEP). This report was written before his most recent
appointment. Dr. Ehnts has written several academic papers and books on Monetary Operations. Dr Ehnts has held
academic positions on three continents. Dirk is a representative of Modern Monetary Theory (MMT) and
spokesman of the board of Pufendorf-Gesellschaft e. V. Berlin.
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William Thomson is a political economist and has worked for almost a decade in the financial services sector in
London, holding positions at the British Bankers' Association and the Council of Mortgage Lenders. William has
an MA (Hons.), MSC The Green Economy, and an MEcon Economics of Sustainability. Based in Dunblane,
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1. Executive summary

° An independent Scotland has all of the necessary resources, skills, and institutional capacity to enable its
citizens to prosper.

° The decisions made in the first decade of independence will have a significant impact on the level of
prosperity. Following the European Union’s Stability and Growth Pact while outside of the European Union is
likely to have a negative effect on Scotland’s prosperity.

° Scotland's recent economic history as part of the United Kingdom suggests that its economy, once
independent, will not initially be compatible with the European framework of fiscal rules.

° As part of the UK, Scotland has experienced relatively low levels of public spending and investment over
several decades compared to similar European countries. In this regard, it has a significant historical public
spending/investment deficit that must be filled. If the government increases its own investment beyond the
Stability and Growth Pact levels in public services and infrastructure, it will encourage more businesses to invest,
thereby increasing productivity and efficiency.

° Applying the Stability and Growth Pact would force Scotland to undergo several rounds of austerity,
involving cuts to government spending and tax rate increases. These measures would be self-defeating, as they are
unlikely to achieve the Stability and Growth Pact’s deficit and debt criteria and would come at an enormous real
economic cost, shrinking output and damaging living standards.

° Reducing government spending directly reduces GDP for three reasons. (i) It is part of the equation
defining GDP. (ii) Reduces private incomes, which reduces tax revenues. (iii) Increasing tax revenue to fill the gap
from reduced government spending reduces the private sector's purchasing power, which sees consumption fall,
which leads to less spending.

° Applying the Stability and Growth Pact would damage the Scottish economy. Reducing government
spending would weaken the quantity and quality of public services, public goods, and public infrastructure. This
will lead to decreased productivity and competitiveness in the Scottish economy. The long-term effects of higher
unemployment would result in a permanent decline in the workforce's skills and knowledge.

° It is economically nonsensical for the Scottish Government to suggest that the same macroeconomic rules
apply equally under two vastly different regimes—monetary dependence under Sterling and a higher level of

monetary sovereignty with a Scottish currency.

° Following the Stability and Growth Pact while using Sterling would raise the spectre of the Scottish
government running out of Sterling.

° Following the Stability and Growth Pact as a currency issuer, with Scotland using its own Scottish
currency, poses significant issues for a newly independent nation.

° Following the Stability and Growth Pact leads to the government’s focus shifting from tackling society’s
real needs to simply managing the fiscal deficit, a rather meaningless statistic.
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° An independent Scotland complying with the Stability and Growth Pact (3% public deficit to GDP, 60%
public debt to GDP) would collapse economic growth, raise unemployment, and reduce public goods and services.
It would also likely increase household debt stress, disproportionately affecting the lowest earners, women,
children, and minority groups.

° Should the Scottish Government wish to reduce the public deficit after independence to meet the Stability
and Growth Pact deficit limit, it would need to cut government spending by 1.7% annually in the business-as-usual
growth scenario, thereby reducing the public deficit to below 3% of GDP in fifteen years. This ‘best case’ scenario
would mirror the UK’s austerity years between 2010 and 2015, which caused significant and lasting damage to
services and communities. GDP would constantly fall by about 1% per year.

° A private sector surplus of about 10% of GDP for at least a decade would be essential to reconstruct a
normal European level of public services. This requires a significant public deficit.

° Foreign Direct Investment (FDI) can boost private investment and support economic growth, but it also
results in significant income outflows as foreign investors repatriate profits. Relying on FDI alone to reduce the
public deficit to 3% of GDP is unrealistic, as the annual income outflows from FDI over time — such as profits,
dividends, and interest payments repatriated to foreign investors — are typically larger than the annual income
inflows received from abroad.

° An export-led GDP growth strategy is the stated trajectory for the Scottish Government
post-independence. However, the international trade environment — marked by a new era of protectionism, the
impact of the ecological crisis, Scotland’s relative isolation from international trade compared to other
medium-sized European nations, and structural issues such as the lack of direct routes to European markets —
suggests that this strategy will ultimately fail to generate significant growth.

° ‘Supply-side’ policies, for example, removing regulations, more ‘innovation’, and developing an
‘entrepreneurial culture’, will likely have significant redistribution impacts, but would not increase Scottish GDP.

° It is reasonable for the Scottish Government to reject rigid, arbitrary deficit and debt rules of the kind seen
in many countries in recent decades. Any economic rules should instead aim to create a resilient economy, ensure

macroeconomic stability, sustainable resource use, full employment, and price stability.

) While there is no one-size-fits-all solution, adopting economic guide rails tailored to Scotland would better
serve citizens’ social welfare.

° Tracking sectoral balances helps policymakers understand how different parts of the economy—
households/businesses, government, and the rest of the world—interact, making it easier to design policies that

support a sustainable and balanced economy.

° We recommend that the Scottish government publish and maintain Scotland’s sectoral balances statistics.
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2. Introduction

This report aims to evaluate a key and widely misunderstood aspect of the economic prospectus for Scottish
independence, as outlined in the Scottish Government's publication, “Building a New Scotland: A stronger
economy with independence” (Scottish Government 2022a). Specifically, it addresses the rationale and
implications for the Scottish economy to align with the European Union’s fiscal rules, namely the Stability and
Growth Pact (SGP). The SGP outlines the fiscal rules for all EU member states, including those that do not use the
Euro (European Commission 2023). The Scottish Government plans to mirror those rules before it gains
membership of the EU;

We would propose, for the period before Scotland re-joins the EU, fiscal rules that
were, as far as possible, aligned with the principles and the approach of any future EU
Stability and Growth Pact (Scottish Government 2022a p 48).

To fully understand the impact of the Scottish Government adhering to the SGP, the report introduces three
possible growth scenarios for the evolution of the Scottish economy. The report introduces and then applies the
framework of sectoral balances, an established macroeconomic framework (Shipman 2019 ch. 8). The discussion
section examines how the public sector budget deficit is influenced by the interactions between government
spending, taxation, and the behaviour of the private and external sectors. By analysing these dynamics, we will
illustrate how economic conditions drive fluctuations in the public sector deficit. This is essential because it helps
us to understand the economy as a whole, rather than focusing narrowly on government deficits. Finally, in the
conclusion, we consider an alternative approach based on the concept of functional finance.

2.1 Assessing the success of the Stability and Growth Pact

Three years after the Scottish Government's (2022a) publication, we can now assess the ‘“‘future EU Stability and
Growth Pact”. The fiscal rules have been in effect for 24 of the 27 years since the SGP was established. To enable
member states to respond to the COVID-19 Pandemic, the general escape clause was activated in 2020. It was
phased out at the end of 2023. It is possible that the general escape clause will be reactivated or that the SGP rules
will change in the future. However, the European Commission’s ‘Fiscal Policy Guidance’ (European Commission
2023 p 4) states, “There is agreement that the 3% and 60% of GDP reference values of Protocol No 12 to the
Treaties should remain unchanged.” Currently, the Commission has allowed some countries fiscal leeway for
defence spending alone.

The ‘fiscal policy guidance’ sets limits/targets for the government deficit (government expenditure minus tax
revenue) and government debt (sum of government deficits over time) as a percentage of GDP.! The public debt
limit is set at 60%, but it was previously not enforceable (Ehnts 2016).” Following the 2024 changes to fiscal rules,
this debt limit is now expected to be enforceable in the same way as the deficit limit. The primary instrument of the
SGP is the public deficit limit, set at 3% of GDP. If a country's budget deficit exceeds this limit, the European
Commission can strongly recommend cutting spending or raising taxes® as “all Member States are invited to set
fiscal targets that ensure that the deficit does not exceed 3% of GDP or is brought below 3% of GDP” (European
Commission 2023 p 7). Member states have consistently complied with these recommendations to date, but there
is no established rulebook in place for addressing situations where a government refuses to comply. Since the
Scottish Government has expressed its intention to follow the SGP, the question of whether it is enforceable inside

! Why the numbers are divided by GDP is an open question. There is no economic logic behind this.

2 See Ehnts (2024b), Ehnts (2025) and Ehnts and Wray (2024) for further discussions of the fiscal policy and the framework
of the Eurozone.

* The recommendations from the European Commission in the excessive deficit procedure normally does not include higher
taxes, instead focus on ‘fiscal austerity’ policies like reducing welfare spending.
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the EU is irrelevant. The concern lies in the commitment to adhere to its rules and the implications that this has for
the Scottish economy once it becomes independent.

This report assumes that the 3% rule will be the target for the Scottish Government to align with the EU’s
approach. This also aligns with the Scottish Government's expectations to mirror “international best practice”
(Scottish Government 2022a p 48). Box 8 (ibid. p 46) explains, “Fiscal credibility and sustainability’ then argues
that following best practice would mean following the SGP rules. Choosing the SGP as “best practice” in the
middle of 2022 seemed odd because the general escape clause was still in force. By that point, it was becoming
clear that the European post-pandemic recovery, driven by additional government spending of around 10% of GDP,
had been a significant economic success, at least compared to the years of austerity following the 2008/09 Global
Financial Crisis and the Euro Crisis (2010 to 2014). This became crystal clear when, in 2024, switching on the
rules again led the eurozone into a period of stagnation, starting with budget cuts for 2024 in anticipation of the
phasing in of the old rules (Cepparulo et al. 2024). In 2023, the European Commission issued a press release
entitled ‘Commission proposes new economic governance rules fit for the future’. However, the Eurozone has
since been stagnating, with growth occurring only in countries that are increasing government spending — a clear
sign that the new rules are not fit for the future.

The COVID-19 pandemic has shown that “best practice” means the central government is responsible for adjusting
net government spending (government spending minus tax revenues) to manage aggregate demand. Almost all
major industrialised countries have used such a strategy to reduce unemployment rates. In the US, the Biden
administration repeatedly sent $2,500 cheques to citizens to stimulate the economy. Bidenomics successfully
restored employment and price stability, but it was not successful in distributing incomes in an equitable and just
way. During the pandemic, the German government promised unlimited loans from its public development bank,
KfW, to German companies and utilised furlough schemes to pay workers for periods of non-work. The Japanese
government increased its government spending, as did the Chinese government. Even the UK government
increased spending in 2022/23. The employment and price stability results justify the policy measures taken. These
included the removal of fiscal frameworks, debt brakes, and other impediments to increases in government
spending. The rise in inflation rates was caused by supply-side issues in international supply chains and a rebound
in energy prices. They were clearly not demand-side problems.

Fiscal rules such as the SGP lead to government spending being below what it would otherwise be. If this were not
the case, why have fiscal rules in the first place? In a recent study, Swiss researchers Briandle and Elsener (2024)
found that such rules are “associated with improved fiscal performance as approximated by improved budget
balances.” In other words, they tend to coincide with lower net government spending. According to the authors,
“fiscal rules have the strongest limiting impact on social spending” (ibid p 1). This leads to increased
unemployment and below-target inflation, as the 2010s have shown in the Eurozone. Mass unemployment and
rising inequality have led to political instability, which is now playing out in many eurozone member states. The
French government collapsed after a vote of no confidence following the failure to pass the austerity budget in
Autumn 2024. Austerity, driven by the Labour Party following the fiscal rules it has itself adopted, has been cited
as a factor in the rise in votes for the right-wing Reform Party.

The SGP ensures that adjustment in the eurozone works through fiscal austerity (Blyth 2013). ‘Excessive’ deficits
lead to cuts in government spending, which in turn reduce GDP, and subsequently consumption and imports. They
also reduce tax revenues, which is why the idea of adjustment through austerity policy has never worked: countries
ended up with public debt that was higher than before.

* What these words mean I don’t know. Alan Blinder (1998, p. 63) wrote concerning the credibility hypothesis of central
banks: “I do not know a shred of evidence that supports it. It seems to be one of those hypotheses that sounds plausible but
turns out on careful examination to be false.” Fiscal sustainability is a concept that simply does not apply to a government
with its own currency, administered by the central bank as a monopoly.
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2.2 A Scottish currency

To further align with the Scottish Government's economic perspective, the report assumes that the Scottish
Government will initially continue to use Sterling before adopting a Scottish currency (Scottish Government 2022a
p 39). This will likely be between five and ten years after an independence vote. However, we agree with other
commentators, including the Scottish Currency Group and Common Weal in Scotland and Laurentjoye (2024), that
the transition could be carried out in two to three years if there were the political will. The timing and the impact of
issuing or using a currency will have significant macroeconomic effects. The longer Scotland continues to use the
UK'’s currency (Sterling), the harder it becomes to develop its own monetary, food, technological, and energy
resilience—and the greater the risk of accumulating significant foreign-owned debt, which could raise concerns

about insolvency.
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3. Scotland’s Sectoral Balances

The concept of sectoral balances, developed by British economist Wynne Godley (1926-2010), has long been a
well-established tool in macroeconomic analysis. Sectoral balances provide a vital framework for understanding
the interconnected dynamics of modern economies. The St. Louis Fed (2025) tracks the US sectoral balances. The
private bank J.P. Morgan (2024) used sectoral balances to ask, “Is the deficit threat being overhyped?”. The
European Central Bank (2012) used the approach to analyse imbalances in the euro area.

At their core, sectoral balances reflect a simple but fundamental principle: one sector's surplus must necessarily be
matched by a deficit in another, as all financial transactions balance across the economy. This concept, rooted in
the rules of accounting, divides the economy into three sectors: the private sector (households and businesses), the
government sector (which normally includes the issuer of currency, regional and local government, in Scotland’s
case Westminster, Holyrood and Local Authorities), and the foreign sector (representing trade and financial
transactions with the rest of the world). By examining the financial flows between these sectors, sectoral balances
offer a comprehensive view of how economic activity is distributed and sustained.’ Insights from sectoral balances
underscore the crucial interplay between government deficits and private sector balances, providing a powerful
lens to assess the impact of fiscal policy decisions and trade dynamics on a nation's economy. As such, we
recommend that the Scottish government publish and maintain Scotland’s sectoral balances.

This approach is particularly useful for policymakers in Scotland because it shifts the focus from balancing
government budgets to balancing the economy as a whole. As modern economies are socially constructed to rely
on robust sales and production to sustain growth, imbalances in any one sector can lead to broader economic
instability. For example, if the private sector decides to save more out of their income, the resulting decline in
demand must be offset by either increased government spending or net exports to prevent economic contraction.
Understanding these relationships is essential for designing fiscal, monetary, and trade policies that promote full
employment, stable prices, wellbeing, and economic resilience.

When constructing Scotland’s sectoral balances, we must address standard statistical challenges in the calculations.
Typically, reliable data is available for exports, imports, government spending, tax revenues, and private-sector
investment. However, in Scotland’s case, ensuring consistency between government spending and tax revenues is
particularly complex. The UK itself does not publish separate data for Scotland. Instead, we relied on data
published at the sub-national level by the Scottish Government. Government Expenditure and Revenue Scotland
(GERS) “remains a controversial statistical publication on Scotland’s public finances” (Roy & Spowage 2021 p 1),
which is open to “legitimate criticisms” (ibid), but it remains the best available source. As is standard practice,
private saving, shown as the Private Sector Balance, has been calculated as the residual of all other variables,
ensuring that the sectoral balances sum to zero. We use Scotland’s ‘Offshore data’, which includes all onshore data
plus revenue from oil and gas, as this is a truer picture of the Scottish economy.

5 Not all financial transactions are normally included, for example payments made by workers to their families in a foreign
country or profits that cross borders..
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3.1 Scotland s Historic Sectoral Balances

Figure 1: Scotland’s Historic Sectoral Balances
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Source: Scottish Government*. See Box 1.

The public sector balance, also known as the government budget deficit/surplus, is shown in red. The private sector
balance, also known as private saving, is shown in blue. The external sector balance, also known as the trade
deficit/surplus, is in green. Since the Global Financial Crisis (GFC) of 2007/08, the Scottish economy has normally
run with a budget deficit of around 10 % of GDP. During the pandemic, this increased to 22%. The sectoral
balances show that the corresponding surpluses were recorded in the private or external sectors. The external
sector is in surplus because the rest of the world (including rUK) sells more goods and services to Scotland than it
buys from Scotland and/or extracts net financial wealth. The private sector was in surplus from 2009 to 2013, as
private saving exceeded private investment, whereas it had been in deficit in earlier years.

Box 1: How the sectoral balances for Scotland have been compiled. Sectoral balances have been compiled using data
published by the Scottish government. Government expenditure (G) and tax revenue (T) are taken from Government
Expenditure & Revenue Scotland (GERS). All other data are taken from the Extra-Regio-Satellite Accounts Summary tables,
for 1998-2023: private investment (Table 1, columns F and G), exports and imports (Table 1, columns K and N). Private
saving SP has been calculated as the residual according to the equation (SP - I) + (T - G) + (Im - Ex) = 0.° Additionally, we
included the Net Income Flow for Scotland from Scottish Government Primary Income Accounts. Essentially, since Scotland
has a net outflow of income every year, this reduces the private sector balance and increases the external balance.

3.2 Public sector balance

Between 1998 and 2023, only three years — 1999 to 2001 — saw public deficits that would have met the EU’s
criteria for not being considered 'excessive'. Given that the Scottish economy grew by approx 0.7% on average in
the 2010s (Scottish Government, 2022b), relatively high public deficits appear to be the norm rather than the
exception. This means there is little hope that continued on-trend economic growth in the Scottish economy would
be compatible with the Stability and Growth Pact (see figure 2).

® This is established practice since data on private saving is incredibly hard to come by.
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Figure 2: Scotland’s Historic Public Sector Deficit
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3.3 Private sector balance

Holding the foreign sector surplus constant and attempting to reduce the public deficit from 13% (the 2023 figure)
to 3% can only mean a reduction in government spending. This would result in a decrease in private incomes and
wealth. The impact of this reduction in net income and wealth would not be evenly distributed across the private
sector. Given existing inequalities and power imbalances, the burden would likely fall most heavily on
lower-income households. As a result, to maintain current consumption levels and living standards, many in the
private sector—particularly those who are financially vulnerable—would be pushed to take on more debt.

As Figure 3 (below) demonstrates, it would be difficult to argue that Scottish households — particularly those in
the bottom half of the income distribution — could cope with a significant increase in private debt. Figure 3 shows
household income, presented as a three-year average and adjusted for household size and age (equivalised), has
largely stagnated since 2009, with some declines since 2020. This data reflects the financial reality for the
lowest-earning 50% of households in Scotland. After 15 years of stagnant incomes (Resolution Foundation 2023),
it is challenging to argue that these Scottish households can withstand a combination of renewed austerity and
rising personal debt.
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Figure 3: Weekly income* of households earning less than the Scottish average
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Source: Scottish Public Health Authority (2024). Income represents equivalised weekly household income (after housing costs) in Scotland
by decile. Housing costs include rent, water charges, mortgage interest payments, and structural insurance payments.

The takeaway is clear: when fiscal rules focus on limiting public debt, they overlook the broader perspective. Even
without issuing their own currency, governments are better equipped to manage rising debt than the private sector.
It’s private debt—not public—that poses the real risk. When private borrowing surges, the likelihood of financial
crises increases.

3.4 External sector balance

As shown in Figure 4 (below), the level of Scotland’s net exports tends to change gradually. Before 2013, the
foreign sector balance fluctuated around zero. Essentially, then, Scotland’s trade balance with its oil and gas sector
taken into account was relatively even. However, since 2013, Scotland has experienced consecutive trade deficits,
except in 2022. If the trend over the last decade continues, we can expect Scotland to experience consistent small
trade deficits with the rest of the world and the rest of the UK (rUK).

In 2023, approximately 25% of Scotland's exports outside the UK were oil and gas (Scottish Parliament
Information Centre 2024). This figure is likely to shrink considerably by 2030, and the market may not exist by
2035. The closure of the Grangemouth Refinery in May 2025 is expected to reduce Scotland's exports of refined
crude, and the country will subsequently rely on imports. The Scottish Government has a clear export-led growth
strategy for an independent Scotland, and achieving this while transitioning away from oil and gas will prove
extremely difficult.
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Figure 4: Scotland’s Offshore Trade Balance
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Source: Scottish Government (2023b).

For Scotland, the trade deficit is only half of the story. It is income flows that greatly increase the size of the
foreign sector surplus. Figure 5 illustrates a consistent outflow of income each year, which swells the foreign
sector surplus.

Figure 5: Credits, debits, and net income flows from Scotland 1998 - 2021
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Source: Scottish Government (2023a)

Between 1998 and 2021, Scotland had an average net income flow of approximately —£11.5 billion per year
(Scottish Government 2023d), equivalent to around 6% of 2023 GDP (Scottish Government 2023a). The largest
part of that outflow is “returns on direct investment” (ibid p 16) as investors extract their financial gains. In reality,
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if Scotland becomes a hub for FDI, initial inflows will likely be accompanied by significant outflows. This surplus
in the external sector implies a deficit in either the government sector or the private sector (or both), due to the
accounting identity that links sectoral balances.

It is unrealistic to expect net exports to rise quickly or significantly, thereby reducing the foreign sector surplus
upon independence, especially as the trend appears to be in the opposite direction. Profits delivered to foreign
owners of capital are also unlikely to subside in the near future.

3.5 Insights from Scotland s sectoral balances

Without higher exports, lower foreign income outflows, or reduced private savings, the public deficit must rise to
match the foreign and private sectors’ demand for Scottish financial wealth. Taken together, this strongly suggests
that the Scottish Government would continue with a significant public deficit beyond the SGP limit of 3%. This
raises the question: why commit to matching SGP rules when doing so would be nearly impossible? Either the
Scottish Government believes austerity will be a ‘price worth paying’ for independence tied to a future in the
European Union, or they are unaware of the impact of the rules on the Scottish economy.

In reality, it is politically unthinkable that a newly independent nation would start off by following policies that
would reduce GDP in such an unplanned manner as to shrink net private wealth, either by reducing government
expenditure or increasing taxes. This would result in significant fiscal austerity, with direct consequences for
poverty and inequality in Scotland. If this is the economic strategy, it is unlikely to win independence!

If we take the Scottish Government at its word and it follows the SGP, it would likely replicate the approach of
other governments over the last four decades in implementing austerity by prioritising spending cuts over tax
increases. This pattern has often led to rising public debt — as seen in the UK, where public debt rose from 70% of
GDP in 2010, at the start of austerity, to 85% by 2019 (ONS 2019). Eventually, governments tend to reverse course
and increase public spending to repair the social and economic damage caused by austerity. But that damage is
often terminal. According to Walsh et al. (2022), over 300,000 ‘excess’ deaths in Great Britain have been linked to
these austerity measures.
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4. The impact of the SGP on the economy of an independent Scotland

As this report is an exercise to stress test an independent Scottish economy with the Scottish government following
the SGP, we must assume that projecting Scotland’s sectoral balances into the future assumes Scotland as an
independent nation. This raises one obvious concern: extending historical data for Scotland, as part of the UK, into
the future. We must stress that GERS (our primary data source) is an exercise in calculating Scotland’s current
position as part of the UK and makes no attempt to predict Scotland’s independent economy (Scottish Government
2024b). Of course, one of the primary reasons for independence is to chart a distinct economic future, including
decisions that will affect government spending, taxation, and employment. However, as Scotland’s economic
fundamentals and institutions are likely to change gradually over time, using GERS as a viable working
assumption is a reasonable approach.

We calculate three different growth scenarios. The Scottish Fiscal Commission predicts a growth rate of 1.5% in
2025 (Scottish Government 2025), while the Fraser of Allander Institute predicts a growth of 1.1% (Scottish
Government 2024) in 2025, resulting in a mean figure of 1.3%, which is very close to our first scenario, the
Business As Usual Scenario. These predictions will likely be revised closer to 1% as the year progresses, which
provides our second plausible scenario for analysis. We predict stagnant growth for the Scottish economy in 2025;
other forecasts do not adequately account for the climate and other macroeconomic impacts that are likely to
impair UK and Scottish GDP growth. This scenario provides our third option.

These scenarios should be interpreted as possible futures, with the numbers indicating a ‘neighbourhood’ of values
likely to occur.

4.1 Growth scenarios

The first scenario is based on the average economic growth rate of the Scottish economy from 2000 to 2019, which
is 1.4%. Figure 6 (below) shows the resulting sectoral balances.

The budget deficit is expected to stabilise at around 12% at this economic growth rate. The private sector's net
financial savings is projected to be around 5%, and the foreign sector's surplus is anticipated to be around 7%.

Figure 6: Scotland’s Sectoral Balances in % of GDP: based on the historical average GDP growth rate
2000 - 2019 at 1.4%.

Scotland’s Sectoral Balances in % of GDP: based on historical average GDP growth rate 2000 - 2019 at 1.4%
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This result suggests that if the Scottish economy grows at a similar pace to the pre-COVID period in the coming
years, it is highly likely that the country will continue to run a double-digit government deficit, the foreign sector
will remain significantly in surplus, and the net private wealth of the private sector will continue to increase.

In scenario two (1% growth) and three (0% growth), the sectoral balances show a government deficit of around
12% of GDP, private sector net financial savings at around 5%, and the foreign sector's surplus around 7%.
Although the percentages for the three sectoral balances are the same, there are significant changes in the absolute
numbers. For example,

Government spending is £96.9 billion in 2035 in the 1.4% growth scenario, and only £82.4 billion by 2035
in the 0% growth rate scenario.

The private surplus is £12.5 billion in 2030 in the 1.4% growth scenario and only £10.5 billion by 2030 in
the 0% growth rate scenario.

Overall GDP in 2035 under the 1.4% scenario is £271.5 billion, and only £229.6 billion in the 0% growth
rate scenario.

We now discuss the issue of principal concern: the impact of decisions to align with the SGP over four time scales.

4.2 Effect on the Scottish economy of complying with the SGP

Using the ‘business as usual’ scenario, which is our most optimistic scenario, we can envisage the impact of
different pathways for the Scottish economy to comply with the SGP. In other words, how much pain would the
economy have to take to achieve the 3% deficit rule in a specific period of time?

In each pathway, we only reduce government spending and assume the growth rates of the other variables continue
at the same rate. This assumes the most optimistic possibility, as a reduction in government spending would likely
lead to a decrease in consumption and investment. For simplicity and to allow a variety of pathways, we assume
that independence arrives in 2025. We assume that once the public sector deficit falls below 3% — which occurs
after three, five, ten, and fifteen years in the four different pathways — government spending stabilises at a 1.4%
growth rate. We hold all other variables constant at 1.4%, the quickest route to a 3% deficit is through cuts to
government spending. However, in reality, reducing government spending affects the other components of the
economy. Growth in investment, consumption, and exports may slow to 1%, stagnate, or even turn negative. This
pattern has played out in other countries that have implemented austerity measures, such as Greece and the UK,
which have found themselves trapped in a cycle: spending cuts reduce private sector financial wealth, which in
turn lowers tax revenues and pushes the economy further into recession. As investment and consumption decline,
public sector debt may persist or even worsen — just within a smaller, more fragile economy.

Table one: Pathways to a < 3% debt to GDP ratio for an independent Scotland based on business as usual growth

Pathway Timeframe to Deficit Annual Government Spending
<3% Reduction

One 3 years (by 2028) 12.5%

Two 5 years (by 2030) 7.5%

Three 10 years (by 2035) 3.2%

Four 15 years by (2040) 1.7%
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An independent Scotland on a pathway to comply with the EU’s Stability and Growth Pact would be forced to cut
its net spending path because of “excessive deficits”. This would lead to cuts in government spending and, at most,
small increases in tax rates. As a result, economic growth would slow, unemployment would increase, and the
availability of public goods and services would decrease. It would also likely increase household debt stress,
disproportionately affecting the lowest earners, women, children, and minority groups. The extent of those cuts
would depend on the speed at which the Scottish Government aligned with the SGP.

4.3 Summary

Pathways one and two are clearly politically unachievable. For example, pathway two’s 7.5% reduction in
government spending (much less severe than scenario one) is an unfathomable drop. This level of reduction is
roughly equivalent to what was implemented in Greece, starting with the austerity measures imposed by the
Troika, comprising the IMF, the ECB, and the European Commission, in 2010. Greece's 2024 GDP was 77% of
what it was in 2008 (World Bank 2024). It is unlikely that Greece will return to its 2008 GDP level within the next
decade, marking a quarter of a century of economic pain.

Stretching the adjustment for the Scottish economy over a decade or more makes the pain only a little more
palatable. There would still be significant government spending cuts (fiscal austerity) from the first year of
independence under all four pathways. Even in the ‘best’ pathway, the deficit limit would not be achieved for
fifteen years and would mirror the UK’s austerity years that, between 2010 and 2015, resulted in a real-terms cut of
2% in total public spending. Those cuts caused significant and lasting damage to services and communities.
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5. Discussion

The historical data displayed by the sectoral balances in Figure 1 show Scotland’s twin deficits: a government and
a foreign sector surplus (their surplus is ‘our’ deficit). The reasons for this are inherent in the Scottish economy as
part of the UK.

Scotland has no large enough export sector to create export surpluses that would have their mirror image in
surpluses in both the private and public sectors. Scotland's industrial base is relatively limited compared to many
advanced economies, which constrains its capacity to produce a wide range of manufactured goods domestically.
This limits opportunities for employment and earnings from high-value manufacturing. Significant net outflows of
untaxed financial wealth compound this position (Prof. R. Murphy, personal communication, 10th August 2025).

The structural design of the UK also explains Scotland’s twin deficits. As Godley (1992) warned, in a monetary
union without fiscal equalisation, regions that chronically run twin deficits are structurally destined to decline. In
part, this decline arises due to different levels of infrastructure, skilled labour, institutions, and a range of other
practical economic factors. Additionally, there is the proximity effect. The closer a part of that country (or in the
case of the EU, closer to the heart of Europe) is to important institutions, such as corporate headquarters,
Parliament, Courts, Universities, etc., the more important it seems to policymakers. The outcome of this
institutional design in the UK is no accident. Scotland, along with all other regions outside London and the South
East, was designed to be in deficit. Since the late 1970s, deliberate policy choices and broader socioeconomic
trends — most notably deindustrialisation and the elevation of financial services as the growth engine — have
systematically disadvantaged regions outside London and the South East. As a result, many regions across the UK
have persistently been unable to match the surpluses generated in finance-centric London (Martin and Sunley
2023). This fact is rarely acknowledged in mainstream discussions of Scotland’s economy. In reality, it is a miracle
that Scotland performs as well as it does. Its years as a surplus nation during the 1980s and 1990s—primarily due
to the discovery of oil—stand out as an exception in a system that was never meant to produce that result. It could
be argued that this ‘neoliberal’ economic vision was guided by a belief that market forces would correct regional
imbalances; as such, the prevailing economic theory insisted that no government action was required. By design,
Scotland, and most other ‘regions’ of the UK, were left without a serious growth or development plan.

Our discussion now turns to the exogenous nature of the public sector deficit.

5.1 Controlling the public deficit

Figure 8 (below) shows three sectors and their revenue and expenditure flows. At the top of the monetary circuit is
the government, which spends by adding new money to the circuit, injecting it into the economy through
government expenditure. Money is taken out of circulation through tax revenues. While the government has some
control over government spending through the budget, tax revenues mainly depend on the business cycle (given
tax rates and taxes). Therefore, the public deficit is not controlled by the government. This means that it must be
‘caused’ by the behaviour of the private sector and the external sector.

Decisions by households and firms to spend out of income are an important determinant of the government deficit.
If households spend a large share of their income, and perhaps finance some of their spending with an increase in
debt, then consumption will be high. In this case, both households and companies will pay a lot of taxes. During
periods of economic growth, companies tend to hire more workers, leading to increased tax revenues and higher
consumer spending. In such circumstances, the government will recoup most or all of the money it has spent into
the economy, leading to a small deficit or even a balanced budget. Conversely, when households save a greater
share of their income, taxable activity is reduced, and the government does not recoup all of the money it has
injected via spending, thus opening up a budget deficit.
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Figure 8: Macroeconomic policy-making
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The second component is the external sector. When Scottish households consume, they buy some foreign goods
and services. An increase in GDP should, therefore, lead to an increase in imports, while exports will remain
unaffected. For any given level of GDP, there will be an endogenous level of imports (which depends on
Scotland’s total income) and an exogenous level of exports (which relies on the rest of the world’s total income),
which, between them, determine the trade balance. For Scotland, it is usually negative, meaning that money is
flowing out of the Scottish economy to be saved by foreign counterparties, where it ceases to attract domestic
taxation and contributes to a widening government budget deficit. So, to some extent, Scotland's public sector
budget deficit reflects (not causes) a trade deficit. It also reflects the desire of Scottish firms and households to
save out of income, given everything else.

While it is certainly possible to turn a government deficit into a government surplus, the scale of the challenge in
the Scottish case seems insurmountable unless one wants to significantly reduce GDP in the region of twenty
percent.’

To reduce the public deficit to the SGP level of 3%, Scotland could cut government spending by 2% a year in the
average growth scenario (1.4%), which would reduce the government deficit to below 3% of GDP by 2040. This
would also lower GDP by around £42 billion. However, as government spending falls, so too do consumption and
investment, making even this disastrous outlook unrealistically optimistic. Cutting government spending would
have an impact on the workforce, infrastructure, as well as healthcare provision and public education. Any
reductions in productivity resulting from these impacts would feed back on economic growth and therefore induce
an even greater fall in the level of GDP.

5.2 Growing the Scottish economy

The Scottish Government (2022a) economic prospectus for independence, which suggested following the SGP,
also addressed how Scotland would become a more prosperous nation with independence. We address the three
routes identified by the paper to see if sufficient economic gains would be possible to increase the private sector
surplus or/and reduce the foreign sector surplus to enable a reduction of the public deficit.

1. What if Scotland continues to receive high levels of foreign direct investment (ibid p 25)?

7 In the scenario of one percent growth, a reduction of government spending by 19% and assuming that imports fall by the
same percentage leads to a zero balance foreign sector.
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An increase in foreign direct investment (FDI) would likely lead to higher private investment and a positive impact
on GDP growth figures. However, over time, a growth in FDI increases the surplus of the external sector. The
‘success’ of attracting FDI is a driving factor of a large foreign sector surplus, and hence, large government
deficits. The notion that Scotland can grow its economy based on FDI inflows to reach a 3 percent public
deficit-to-GDP ratio is unrealistic. It would certainly be detrimental to Scotland’s resilience, as domestic ownership
of assets and resources would continue to decline.®

2. What if Scotland’s export plan proves to be a success (ibid p 25)?

Scotland — A Trading Nation (Scottish Government 2019) set an ambitious target for international exports (outside
the UK) to reach 25% of GDP by 2028. However, since 2020, international exports have declined while imports
have increased (UK Government 2023). By 2024, international exports accounted for just 21% of GDP (Scottish
Parliament 2024), reflecting the stubbornly slow pace of export growth. Achieving a shift from a trade deficit to a
meaningful trade surplus is not impossible, but it presents significant challenges. The current international trade
environment—marked by rising protectionism, the effects of climate change, and structural disadvantages such as
Scotland’s geographic isolation post independence and limited transport infrastructure (e.g., no direct ferry routes
to mainland Europe)—suggests that Scotland likely arrived a decade or more late to the export growth party.

3. What if significant growth comes from ‘supply-side’ changes, including removing regulations, increased
skills, more innovation, and developing an entrepreneurial culture (ibid p 13)?

Despite all the talk about entrepreneurial culture, the digital economy, and Artificial Intelligence over the last two
decades, productivity growth across OECD economies has been persistently weak, and per capita GDP growth has
not been much higher. The productivity puzzle began with the widespread adoption of the internet in the late
1990s, which led to a significant bubble of financial excesses but yielded little in terms of productivity growth.
Between 2000 and 2009, the UK manufacturing sector experienced a significant decline, resulting in the loss of
over 1.3 million jobs. In the following decade (2010-2019), manufacturing productivity growth stagnated,
averaging just 0.5% annually, marking one of the weakest periods of productivity growth in recent UK history
(ONS 2025). Between 2008 and 2023, Scotland's average annual labour productivity grew by 1.0% (Scottish
Government 2023c¢); however, there is little hope that Scotland can increase productivity to such an extent to grow
its economy so that it will produce enough tax revenues per currency unit of GDP to stay within the deficit limit of
the SGP.

8 This highlights one of the main issues using GDP as the reference point for deficit and debt as GDP can rise while GNI (a
better measure of wealth in a country) falls.
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6. Conclusion

An independent Scotland would have the freedom to adopt any fiscal rules it chooses, including the EU’s Stability
and Growth Pact. Like Sweden, it could also establish its own fiscal framework or operate without formal rules.
However, once Scotland joins the European Union, it would be required to comply with the SGP, regardless of the
currency it uses. Currently, the Scottish Government has chosen to follow the SGP as an independent nation
outside the EU. This appears to apply both to the continued use of Sterling and to a future Scottish currency. Given
the stark differences in macroeconomic tools available to countries depending on their level of monetary
sovereignty, it is difficult to justify treating the SGP as equally appropriate in both cases.

For many small countries within the EU, applying the SGP rules is the price they pay for access to the EU single
market, as well as the perceived economic stability associated with using the Euro (Godley 1992). The Scottish
Government acknowledges that “meeting existing Stability and Growth Pact criteria is not a precondition for
joining the EU” (Scottish Government 2022a p 48). In this regard, the Scottish Government is signing up to take
the stick without the carrot.

The Scottish Government’s decision to pre-emptively align with the SGP before formally applying for EU
membership appears to be a public relations move aimed at demonstrating ‘fiscal responsibility’ to European
institutions. By voluntarily adhering to the EU’s fiscal rules, Scotland is signalling that it would be a reliable and
stable member within the bloc. Ultimately, this is about positioning Scotland as a safe bet, reassuring EU partners
that its public finances will not pose a risk to the stability of the single market or the eurozone. However, we have
shown that following the SGP would be counterproductive. By following the SGP, Scotland’s likelihood of joining
the EU would be hampered by weakening the medium and long-term resilience of the Scottish economy.

Scotland's recent economic history suggests that its economy is not compatible with the current European
framework of fiscal rules. Applying the SGP would force Scotland into several rounds of austerity, involving cuts
to government spending and tax increases, an action that would be self-defeating, as the public debt would likely
rise. The reasons are worth highlighting here:

1. Reducing government spending directly reduces GDP, as it is part of the equation defining GDP.

2. Reducing government spending directly reduces taxed private incomes, resulting in a decrease in tax
revenues.

3.  Reducing government spending will reduce future productivity growth, as public infrastructure, healthcare
provision, education, and other goods and services are cut back.

4. Increasing tax revenue reduces the private sector's purchasing power, leading to less spending, which in turn
reduces GDP and, consequently, the denominator of any statistic measured against it.

Many economically successful countries outside Europe do not include specific public deficit levels within their
fiscal rules. The fiscal rules in New Zealand, for example, are based on transparency rather than working towards
legally binding rules: “The provisions require each government to come to its own decision about, among other
things, what level of Crown debt is prudent” (New Zealand Government 2015 p 2). Given Europe's economic
history of developing before fiscal rules, it would seem that there is no economic benefit in applying the SGP to
Scotland. On the contrary, the damage in terms of unemployment imposed on the Scottish people would be severe,
with long-term effects including lower pensions and a permanent reduction in the workforce's skills and
knowledge due to prolonged unemployment. Reducing government spending will also lead to a decrease in the
quantity and quality of public services, public goods, and public infrastructure. This will lead to a loss of
productivity and competitiveness in the Scottish economy. These problems would be intensified the longer the
Scottish Government remains a currency user.
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As part of the UK, Scotland has experienced relatively low levels of public spending and investment over several
decades compared to similar European countries (Mazzucato & Macfarlane 2024). With the optimism and support
that would come with independence, considering that a majority of the population would have to vote in support of
it, the opportunity for the Scottish Government to redress this balance would be a powerful force. A private sector
surplus of circa 10% of GDP would be essential to reconstruct a normal European level of public services. A
sustained double-figure government deficit would be manageable for a nation with high monetary sovereignty that
followed policies to increase its economic resilience and would not present an inflationary risk or downward
pressure on a new currency. In fact, this level of private sector surplus would be essential for Scotland to chart a
different economic path from the United Kingdom. To quote Economist Michat Kalecki (1899 — 1970),

Opponents of such government spending say that the government will then have
nothing to show for their money. The reply is that the counterpart of the spending will
be the higher standard of living of the masses. s that not the purpose of all economic
activity? (Kalecki 1943).

An independent Scotland has all of the necessary resources, skills, and institutional capacity to enable its citizens
to prosper. It would be significantly strengthened by issuing its own currency within a few years of securing
independence. The new nation would be similar in many ways to other thriving medium-sized OECD nations,
many of which do not follow rigid fiscal rules like the SGP.

If the Scottish Government is in search of credibility, it would be a much better idea to have broader rules that take
into account four objectives:

1. Sustainability: The Scottish Government should not spend money in a way that compromises the
sustainability of the Scottish economy in terms of resources. Nor should it spend in a way that conflicts with
international agreements such as the Paris Agreement.

2. Full employment: The Scottish Government should budget for full employment. It should set its net
spending path to plausibly lead to zero involuntary unemployment. All those who are unable to find work in the
public or private sector should be able to find employment through a government job guarantee.

3. Price stability: The Scottish Government should budget for price stability. It should use its available
resources to buy and contract at prices that rise in line with the inflation target. If there is a shortage of resources,
the government should, where possible, use supply-side policies to increase the quantity of the resource. If this is
not politically feasible, it should use regulation, subsidies, and taxation to ensure an appropriate demand for the
resource or source from other countries.

4, Resilience: The Scottish Government should budget for improving the resilience of Scotland’s economy
by increasing technological, food, and energy resilience and ensuring wealth, income, and ownership are more
broadly spread across Scotland, especially concerning land.

This simple framework would be a better guide to macroeconomic stability than the mainstream view of
governments as currency-constrained economic units that resemble households and firms facing problems of
insolvency and illiquidity. The government of a currency-issuing country issues its currency through its central
bank. Policymakers should not be tempted to apply sound business rules to an institution with a public purpose. In
short, this is the main criticism against the SGP and other fiscal rules.
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Our approach outlined above fits broadly under the definition of functional finance, initially proposed by
J.M.Keynes (1883 — 1946) and further developed by Abba Lerner (1903 — 1983), and can be summarised as:

The central idea is that government fiscal policy, its spending and taxing, its
borrowing and repayment of loans, its issue of new money and its withdrawal of
money, shall all be undertaken with an eye only to the results of those actions on the
economy and not to any established traditional doctrine about what is sound or
unsound. (Lerner 1943 p 9).

Economic rules should support macroeconomic stability, which benefits the overall economy. Sustainable use of
resources, full employment, price stability, and a framework that concentrates on resilience are the foundations of a
modern society. Without them, there is social, political, and economic instability which creates a breading ground
for Fascism (Mattei 2023). While there is no one-size-fits-all solution, as the SGP has clearly shown, a set of rules
tailored to each country's needs is beneficial for the social welfare of citizens today and in the future.

Is the era of fiscal rules coming to an end? The SGP’s general escape clause was activated in 2020-23 as EU
nations responded to the COVID-19 pandemic. In 2025, a dozen EU member states requested the enactment of the
escape clause to rearm (European Commission 2025). The UK Labour government is under intense pressure to
reverse welfare cuts, driven by the welfare cap, which forms part of the UK’s fiscal rules. In a period of intense
global change, including a newly ignited trade war and a rapidly unfolding climate crisis, these arbitrary figures
have become an anachronism. This creates a political space for the Scottish Government to adopt a different
approach, as outlined above.

The Scottish Government argues that independence will allow Scotland to “tailor policy to Scotland’s needs; build
greater equality and wellbeing; and become more resilient” (Scottish Government 2022a p 6). We fully agree—this
is the fundamental case for independence. However, adopting the Stability and Growth Pact—a poorly designed,
counterproductive, and rigid fiscal framework specifically designed for the eurozone—directly contradicts that
goal. It is not tailoring policy to Scotland’s needs—it is outsourcing ‘the rules of the game’ to a framework built
for entirely different economic and political reasons. An independent Scotland requires fiscal flexibility, not rules
imposed by a bloc it does not yet belong to.

Finally, the Scottish Government argues that independence will allow it to,

take decisions which ensured that Scotland is fiscally sustainable, while prioritising
support for public services and investment, and rejecting the ‘austerity’ approaches
imposed on Scotland by UK Governments in the recent past. (ibid p 42).

However, as this report has demonstrated, such goals are incompatible with the EU’s fiscal rules. Under the SGP,
“fiscal sustainability” would constrain rather than enable public investment and services. Far from rejecting
austerity, adopting the SGP would entrench it, undermining the progressive ambitions of independence itself.
Should Scotland become independent in the next decade or so, we cannot rely on neoliberal fiscal rules from the
1990s. An alternative policy framework, as discussed above, is both technically possible and practically feasible.
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9. Appendix and how to use the model

. . N . . . . ,
Figure 9: Scotland’s Historic (onshore) Figure 10: Scotland’s Trade Balance (onshore)
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Note: Economic commentary in Scotland is often peculiar because when people generate macroeconomic statistics, they often
only use onshore data. For example, you have likely heard recently that the GDP of Scotland is around £200 billion. However,
this is onshore GDP, and therefore omits Scotland’s significant oil and gas sector. Including offshore economic activity,
Scotland’s GDP is closer to £220 billion. Furthermore, the trade balance in Figure 11 above is likely the trade balance that
would be discussed in economic commentary in Scotland; however, this is only for the onshore economy.

Scotland is likely the only country in the world that excludes offshore activity from its macroeconomic statistics; therefore, we
refrained from doing so in this report. However, it is important to include this onshore data in the appendix. Since the Scottish
government has set ambitious targets to transition away from oil and gas, it is not a far reach to expect Scotland’s trade
balance and sectoral balances (figure 9) to more resemble the figures above in the coming decades. Without their significant
oil and gas exports, it is likely Scotland's trade deficit would be larger (as shown in Figure 10), and therefore the foreign sector
surplus would be larger too (as shown in green in Figure 9).

This poses a concern for the current Scottish government's prospectus for an independent Scotland. This prospectus, as
emphasised in the report, focuses on growing net exports while maintaining small fiscal deficits. The Scottish government
hopes that a trade surplus will help support private sector surpluses; however, if the reality is likely to resemble the above
(trade deficits), then, accompanied by small fiscal deficits, private sector wealth will be reduced, as thoroughly explained in
the report.

Lastly, it is important to note that trade deficits are not necessarily a significant concern for a medium sized open economy
like Scotland. This is a fairly controversial statement that will be addressed in our later work. Fiscal deficits should reflect the
needs of the private sector; therefore, they should be a residual, rather than a target.
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Government spending from Scottish government accounts, plus transfers from GERS. We have omitted some other GERS
spending that we are not comfortable directly attributing to the Scottish private sector, which is explained in our appendix.

Chart 1: GDP, Government Expenditure and Private Sector Balances for 1.4% growth rate

Year GDP Government Private Sector Surplus
Expenditure (millions)

2025 231, 969 84,284 12,774

2030 251, 531 90, 351 12, 542

2035 271,486 96, 856 13,001

Chart 2: GDP, Government Expenditure and Private Sector Balances for 1% Growth Rate

Year GDP (millions) Government Private Sector Surplus
Expenditure (millions) (millions)

2025 230, 459 83,731 12,451

2030 245, 097 88, 002 11, 922

2035 258, 920 92,492 12,209

Chart 3: GDP, Government Expenditure and Private Sector Balances for Zero growth rate

Year GDP Government Private Sector Surplus
Expenditure (millions)

2025 227,379 82,358 11, 652

2030 229, 580 82,358 10, 463

2035 229, 616 82, 358 10, 443

A short note on our methodology for our ISMY model

For our report and associated model, we utilised data from Scottish GDP variables published by the Scottish Government, as
well as Government Expenditure and Revenue in Scotland (GERS) data published by the UK Government. We chose to use
the datasets that included a geographical share of offshore activity. This is important because it accounts for Scotland’s
significantly strong offshore economic activity. No other country in the world omits offshore economic activity from their
economic measurements, so it doesn’t make sense for us to do so. Although Scotland has ambitions to transition away from oil
and gas, which would significantly reduce this offshore activity, there is no reason to ignore that activity presently. If and
when Scotland makes this transition, then the data will reflect this, and so will our model. Given this modelling decision, the
base year in our model and scenarios is currently 2023 because this is the most recent year where data for offshore economic
activity was published.

Gathering data for our sectoral balances and ISMY model has been complex because of discrepancies between GERS and
other data produced by the Scottish Government. Moreover, there are several valid criticisms of GERS concerning how it
accounts for UK government expenditure to Scotland. However, we have done our best with the available data and made
sound judgments, explaining our methodology. If economic data and statistics for Scotland continue to improve in the future,
we will, of course, utilise them and update our work accordingly.

An important distinction to make is between our historic Sectoral Balances and our ISMY model. Our historic Sectoral
Balances, which we produced for Scotland from 1998 to 2023, measure the balances from the three sectors of the economy.
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The public sector balance is the difference between government expenditure and tax revenue. The private sector balance is the
difference between private savings and private investment. The foreign sector balance is the difference between exports and
imports. A more thorough explanation of sectoral balances can be found in our report. In our ISMY model, we utilise the
variables that comprise Scotland’s GDP. These are government expenditure (G), private investment (I), consumption ( C ),
exports (X), and imports (I). Our model then allows us to exogenously set the growth rates for all these variables to determine
the likely impact on future sectoral balances. For example, if Scotland experiences significant export growth or the
government reduces their spending, what effect will this have on the private sector? The important distinction to make,
though, is that in calculating GDP, government expenditure (G) only measures the government's purchase of goods and
services within the economy. Whereas, in our historic sectoral balances, government expenditure measures total spending by
the government. Thus, in our ISMY model, the government expenditure column is lower than the government expenditure we
measure in our historic sectoral balances. To account for this and ensure our model produces accurate future sectoral balances,
we added a “transfers” column. This transfers column measures additional government expenditure that adds to the net wealth
of the private sector. It consists of social protection payments, interest paid on government debt, and deducts national
insurance contributions.

Additionally, in both our sectoral balances and ISMY model, we added a column titled “Net Income Flows.” This is important
because export and import data only measure the trade of goods and services, and do not account for income flows associated
with or coming from foreign direct investment (FDI) and portfolio investment. Since the Scottish economy has a significant
degree of foreign ownership, these flows are crucial to measure. Since 1998, an average of £11.5 billion has flowed out of
Scotland. This reduces the wealth of the private sector, and increases the balance of the foreign sector, which is reflected in
our sectoral balances.

As is commonly known in economic modelling, model consistency and reality are never a perfect match. Thus, we have made
certain modelling choices which produce results that reflect reality. We are confident in our choices as there is a smooth
transition between historic sectoral balances and the sectoral balances that our ISMY model produces.

How to use our ISMY Model
You can find and download our model (in Microsoft Excel) here:

https://mailchi.mp/scotonomics.scot/the-economic-impact-of-adopting-the-european-unions-stability-and-growth-pact-in-an-in
dependent-scotland

In our ISMY model, there are five tabs. We have our three scenarios, as explained in the report, and then two additional tabs
that display Scotland’s GDP and the subsequent variables included, from 1998 onwards, accounting for both onshore and
offshore economic activity. The onshore and offshore data have been taken directly from the Scottish National Accounts.
Additionally, we calculated growth rates for these variables, taking into account both nominal and real growth rates.

In all three scenarios, you will see Scotland’s offshore GDP in Row 2, column B - as £217,985 million. You will find the
remaining variables that comprise this value in row 2. Respectively, you see consumption (C), government spending (G),
exports (X), imports (M), and investment (I) in columns X, AU, BB, BI, and BP. Since our base year is currently 2023, these
variables should remain unchanged when running scenarios in the model.

Columns BQ to BU allow you to adjust the growth rates of all our variables, which will produce different scenarios for
sectoral balances within the Scottish economy. You will see our scenarios in the model are listed as in the report. Where
scenario one represents a 1.4% growth rate for all variables, scenario two represents 1% growth rate, and scenario three
represents 0% growth rate. In the model, these are imputed as 1.014, 1.01, and 1, respectively.

It is important to note that columns BQ to BU are the only columns available to edit. Changing the values in any other
columns will result in the model failing. It is also important to note that the values in row 2 under columns BQ to BU should
always remain at 1, which represents a zero growth rate. This is because row 2 represents the year 2023, which is our base
year. Meaning, the values in row 2 (2023) are known and historic, and thus should not be changed.
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Our model is open to all users, and we encourage you to explore your own scenarios. For example, decreasing government
spending by 1% each year requires you to input in column BS “0.99”. A fair assumption is that this would decrease
consumption and investment, so you may also want to decrease them by say 0.5% - this requires you to input in columns BU
and BQ respectively “0.995”. Conversely, an increase in government spending of say 2% would require you to input in
column BS “1.02”. Again, you can forecast the potential impact of this on the other variables and adjust them accordingly.

Our model produces sectoral balance scenarios for the next 18 years. With 2023 as our base year and the first scenario starting
in 2024, our current scenarios extend until 2041. When creating your own scenarios, you can determine the growth rates for
each variable for each year. Although we have kept the rates consistent across years in our scenarios, you can choose different
approaches. For example, if you wanted to forecast an export boom for Scotland for say 3 years, where exports grew at 2%
and then stabilised at 0.5% growth, you would input “1.02” for the 3-year period you forecast a boom, and then stabilise the
rate at “1.005” thereafter.

Once you have entered the desired growth rates for all the variables in columns BQ to BU, and hit return, you should scroll
along to the start of the Excel sheet, and after a few seconds, a new sectoral balance chart will be produced that takes into
account your new growth rates. The chart should run underneath columns C to J. In column B you will find the new GDP
values for each year. Column E shows the government deficit as a percentage of GDP, and column F shows that deficit as the
real value. Column I will display the private sector balance, while Column J will show that balance as a percentage of GDP.
Column K will display the foreign sector balance, while Column L will show that balance as a percentage of GDP.
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