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Foreword

In our opinion Labour’s 2017 
manifesto was not radical, despite 
the proclamations of Jeremy Corbyn’s 
acolytes. Populist? Sure. Leftist? 
Absolutely, although actually no more 
so than Neil Kinnock’s final manifesto 
in 1992. But radical? Not really. In fact, 
our cold-blooded analysis concluded 
that there was no one policy that alone 
should have made capital run for the 
hills, although we did worry about a case 
of straws and camels’ backs. 

The 2019 manifesto has tacked 
even further to the left. There’s more 
nationalisation, the forced transfer of 
shares to workers, a promise to transition 
to a 32-hour working week with no loss 
of pay, and an enormous increase in 
spending and taxation. Although there 
is still no revolution of the way income, 
wealth and property are taxed, this year’s 
manifesto is undeniably radical. 

I’ve tried very hard to supress any 
political bias while writing this. Any 
analysis that doesn’t isn’t worth the paper 
it’s written on. In fact let’s summarise the 
manifesto via an economic production 
function: the idea that economic 
growth is a function of the quantity and 
quality of labour (also known as human 
capital), the stock of invested capital 
(everything from factories and tractors 
to broadband cables and computers), 
and the technological and organisational 
knowhow that interacts with them (what 
we call productivity). It doesn’t get much 
more sterile than that! 

There are no obvious plans to 
curb immigration, and there are big 
plans to upskill the adult population 
through adult education funds and 
apprenticeships. So far, so good 
(remember we’re talking purely about 
economic growth here!). There is huge 
investment in public infrastructure. 
That’s great too; in fact I even think it’s 
affordable, and empirical studies do not 
suggest that “crowding out” is a big risk 
when interest rates are low and money is 
invested not consumed. 

But that increase in capital 
may be undone by a loss of private 
sector investment as a result of an 
overabundance of policies that are 
unfriendly to business. A loss of foreign 
direct investment (overseas investors 
putting cash into UK enterprises), would 
be troublesome for productivity growth, 
something that Labour is explicitly 
reliant on to sustain elements of its 
manifesto. A comprehensive programme 
to address the wide productivity gap 
between regions is welcome, as is 
a policy to lower energy costs and 
reduce waste with green technologies. 
Giving workers a more direct stake in 
company profits (but not boards) has 
been shown to increase productivity 
too. In fact Labour’s ambition here is 
admirable. But it is hugely optimistic. 
Productivity is notoriously difficult to 
predict. I worry about the public sector’s 
ability to manage companies well, the 
implicit scope for regional procurement 

policies that stymie competition, and 
sector-based collective wage-setting. And 
even if everything goes swimmingly, 
productivity gains may take an awful 
lot longer to come through than Labour 
thinks. James Watt invented his steam 
engine in 1769, but it took almost 100 
years before steam power made any 
outsized impact on productivity.

Figure 1 draws our assessment 
together. It indicates a best and worst 
case for the growth of human capital, 
invested capital and productivity relative 
to the status quo. We then weight 
them by how much each factor tends 
to feed through to econmomic growth 
and tot up the total effect. It’s not an 
especially scientific approach, but the 
uncertainty surrounding Labour policies 
is so great that anything sharper would 
achieve only spurious accuracy. It neatly 
indicates the large range of plausible 
outcomes, and the clear skew to the 
downside.

In the first section we reprint our 
previously published report on François 
Mitterrand’s France – the only relevant 
precedent we can find. In the second 
section we get stuck into some of 
Labour’s more controversial policies. In 
the third section we discuss government 
finances. In the final section we ask if 
these policies have a realistic chance of 
turning voters’ heads, before discussing 
recent and potential market reaction.

 Fig 1. Summarising the impact of Labour’s manifesto with a production function 
approach

*each + or – is a guide to the degree of deviation from the long-term trend rate of growth for the UK economy.

Edward Smith
Head of Asset Allocation Research

Impact relative to baseline

Human capital Physical capital Productivity Total output

Best case + + + + + +

Worst case · – – – – – – – – – –

https://blogs.lse.ac.uk/politicsandpolicy/corbyns-labour-agenda/
https://labour.org.uk/wp-content/uploads/2019/11/Real-Change-Labour-Manifesto-2019.pdf
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Labour’s manifesto is no ‘revolution’, but radical 
enough to skew economic risks to the downside 

Part 1: A hard-left precedent
It’s hard finding a precedent of a hard–
left government coming to power 
anywhere in the advanced world over 
the past 30 years. The replacement of 
right-leaning governments with left-
leaning ones have not had meaningful 
repercussions for equity or bond 
markets, but that’s because they have 
all been centrist, not hard left. 

There is no good UK precedent. 
The first government of Harold Wilson 
was hamstrung by an ultimately 
doomed effort to avoid devaluation. 
Mr Wilson imposed wage freezes and 
reined in public spending, hardly a 
radical departure from his Conservative 
predecessors. Although he certainly 
favoured state-direction of industrial 
investment, he had little taste for 
nationalisation (he renationalised 
the steel industry only to placate 
Labour’s left wing after he watched 
Hugh Gaitskell, his predecessor as 
Labour leader, effectively end his own 
career by trying to remove industrial 
nationalisation from the party’s 
constitution). 

James Callaghan took over from Mr 
Wilson (following his second term) by 
defeating the hard left’s Michael Foot 
and Tony Benn in a leadership contest; 
his left-wing tendencies were reined 
in by the Lib-Lab pact. It hardly needs 
to be said that there’s no precedent in 
Tony Blair or Gordon Brown: harnessing 
the power of capitalism for the social 
good rather than constraining it was 
practically the byline of ‘New Labour’. 
Mr Blair was actually one of the more 
fiscally conservative post-war prime 
ministers: annual government net 
borrowing as a percent of GDP during 
his premiership averaged less than 
during any other leader’s term since Mr 
Wilson’s first (figure 2).

If we go back a little further, 
however, we find one potential case: 
in 1981 François Mitterrand came 
to power in France and enacted an 
economic programme based on the 110 
Propositions for France, a distillation 
of policies drawn up between Mr 
Mitterrand’s Socialist Party, the 
Communist Party and the Left Radical 
Party. All those policies that stir fear 
in ardent capitalists were there: a 

wealth tax, significant expansion of 
the welfare state, a 10% uplift in the 
minimum wage, an extra week’s holiday 
and the start of enforced annual pay 
negotiations between unions and 
industry. He also went on a buying 
spree, nationalising an astonishing 
number of companies. By the end of his 
first year as president, the government 
owned 12 conglomerates, 36 banks 
and two financial services businesses, 
representing 8% of France’s GDP.

For the markets, Mr Mitterrand’s 
campaign slogan of ‘La force tranquille’ 
certainly didn’t ring true. Just five 
weeks after the election, the French 
stock market had fallen 35% relative 
to global equities. This was its nadir, 
however. Meanwhile government bond 
yields widened by 2% relative to their  
German equivalents almost overnight 
(figure 3). At the time the franc was 
pegged to Germany’s Deutsche Mark 
under the European Monetary System 
(EMS), a precursor to the euro. However, 
the French finance ministry was forced 
into successive devaluations to reduce 
pressure on its foreign exchange 
reserves from capital outflows. 

Fig 2. Conservative and Labour government borrowing Fig 3. French borrowing costs under Mitterrand

Source: OBR, Refinitiv, Rathbones
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Yet higher yields and a cheaper 
currency did a good job of stemming 
the leak, with money pouring in from 
1982 onward. Overseas investors did 
not divest their direct holdings (the thin 
green line in figure 4) and there were 
only two quarters in which French firms 
shifted operations abroad, albeit at a 
rather modest rate (the thick green line). 
Domestic portfolio investment (defined 
as equity and debt ownership that 
amounted to less than 10% of market 
cap) took flight during only one quarter 
(thick blue line). Sure, the government 
imposed some capital controls, but 
these were limited by the rules of the 
EMS. Overseas portfolio investment 
actually flew into the economy from 
late 1982 onward (thin blue line) as 
foreigners bought the debt of the newly 
nationalised corporations.

The stock market recovered from 
its post-election slump, and recouped 
its relative underperformance within 
eight months once Mr Mitterrand shored 
up support in the National Assembly 
elections – even as he enacted his very 
left-wing agenda. Perhaps investors were 
more concerned about political disarray 
than anything else. Yield spreads over 

bunds fell almost in a straight line, 
eventually reaching zero by the time Mr 
Mitterrand handed the reins to Jacques 
Chirac in 1995 (figure 3). 

The French stock market index was 
erratic though, with further significant 
falls until a particularly strong recovery 
in 1983. That final and lasting recovery 
coincided with Mr Mitterrand’s ‘tournant 
de la rigueur’. Nationalised firms were 
costing the government an exorbitant 
amount of money amid a protracted 
global economic downturn. Unlike Mr 
Corbyn, Mr Mitterrand was interested 
in nationalising only ailing, unprofitable 
companies and, unsurprisingly, they 
remained unprofitable. In fact, they 
were haemorrhaging money. By 1983 
the government was on the hook for 
recapitalising these companies and, in 
short, it couldn’t fund both jobs and 
productive investment. Democracy got 
in the way. 

The denouement came in March. Mr 
Mitterrand approved rigorous austerity 
measures, slashing state expenditures, 
increasing taxes on workers and 
consumers by 40 billion francs, while 
reducing charges on businesses. The 
former communists were silenced and 

a new centrist economic consensus 
prevailed within Mr Mitterrand’s 
government, driven by his finance 
minister Jacques Delors.

This case study raises interesting 
questions about how a Corbyn-led 
government would fare. Markets could 
run riot initially, but higher rates and 
a weaker exchange rate should limit 
capital flight. And if, even after a period 
of folly, a Corbyn government jettisons 
its most left-wing reforms and courts 
private enterprises just a little, markets 
could recover very quickly. Of course, 
this requires Mr Corbyn to allow centrist 
colleagues to join in the debate. He has 
refused to permit anything of the sort; 
his army of activists have demonised 
the terms ‘centrist’ and ‘Blairite’ while 
threatening with deselection MPs and 
councillors found wanting of hard-left 
credentials.

Let’s hope Mr Corbyn doesn’t recall 
Mr Mitterrand’s supposed last words to 
his aides: “In economics, there are two 
solutions. Either you are a Leninist, or 
you won’t change anything.”

Fig 4. French capital flows during Mitterrand’s first term Fig 5. Long-run link between the size of the state and growth

Source: Refinitiv, Dincecco (2015), Rathbones
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Part 2: Assessing Labour’s manifesto 
While Mr Mitterrand’s 110 Propositions 
provides the best precedent for what a 
hard-left government might look like, 
Labour’s revamped manifesto for 2019 
is not that radical in comparison. Still, it 
contains many programmes designed to 
redistribute income, wealth, prospects 
and power away from the very top of 
the distribution. Many are sold on the 
promise that they will also enhance 
Britain’s ailing economic productivity: 
some have a chance of doing so, but 
there are many more nostrums. 

Britain’s inequalities are high and 
many, such as wealth or housing cost-
adjusted income, are rising. There is 
an unrelenting stream of evidence 
that associates high inequality with 
worsened economic performance. 
The line-up at the Peterson Institute’s 
recent conference on the subject reads 
like the Who’s Who of economics, with 
former advisers to both left and right-
leaning governments concurring. In 
short, high inequality reduces economic 
opportunities for the lower and middle 
classes, and fosters monopolistic rents 
for the very wealthy, all to the detriment 
of human capital and productivity. Still, 
fixing inequality isn’t straightforward. 
Many solutions can end up encouraging 
worse behaviours, not more desirable 
ones. Too many pages of Labour’s 
manifesto can be summed up as: good 
intentions, iffy design.

Furthermore, the manifesto gives 
businesses an awful lot of reasons 
to think twice before increasing 
investment or headcount in the UK – 
especially overseas ones, which might 
not need to be here. A pervasive loss 
of business confidence is a big risk. 
It could lead to lower economy-wide 
investment (despite the extra public 
investment) and inhibit the productivity 
gains that would otherwise come from 
infrastructure investment. 

In the remainder of this section, 
I will dive deep into the merits and 
pitfalls of some of the manifesto’s more 

controversial elements. But before that, 
let’s note the headlines. 

Labour would push up day-to-day 
spending by £83 billion in 2023–24, an 
almost 10% increase on what is currently 
planned. It estimates that its tax-raising 
measures would bring in a similar sum 
which, if delivered, would push the tax 
burden well above levels sustained by 
Britain in the UK since World War II. 
While this is a radical change for the UK 
economy, there are other developed 
economies – in Scandinavia for example 
– with similar tax burdens. Furthermore, 
there has been no correlation between 
the size of a country’s tax burden and 
its economic performance over the last 
few decades. And the ultra long-run 
evidence shows a very clear association: 
larger tax programmes are accompanied 
by higher rates of economic growth 
(figure 5). In the early industrial 
revolution, British counties which 
provided more poor relief saw greater 
political stability and more technological 
innovation. That’s not to say that the 
structure of taxation (who, where, or 
how) isn’t important. Changes in taxes 
often lower growth in the short- to-
medium term. But the long-run effects 
on productive potential are less clear.

The additional 45% rate on personal 
income tax would apply from £80,000 
and a new 50% rate would apply on 
income above £125,000. Corporation 
tax would rise from 19% to 26%. And 
capital gains above the 10-year gilt 
interest rate would be taxed at the same 
rate as income. Clearly this last change 
falls on the shoulders of you, our client. 
Thinking dispassionately, however, there 
is scant evidence that lighter taxes on 
capital incentivise more investment in 
business. The analysis collected in the 
Mirlees report on Britain’s tax system 
suggested that capital gains tax could 
undermine economic performance 
by failing to distinguish productive 
investment from (unproductive) rents .

Labour will also look at swapping 
business rates for a land value tax on 

commercial landlords. Residential 
landlords are also in the firing line: 
councils will be given powers and 
funding to buy back homes from private 
landlords – no mention of at what 
price. Similarly property developers 
also face some constraints. Leasehold 
properties will be abrogated, and current 
leaseholders will be given a right to buy 
their freehold “at a price they can afford”. 
Developers will face new “use it or lose 
it” taxes on stalled developments.

The big risk came two days after 
the publication of the manifesto: the 
promise to the WASPI women to reverse 
the rise in pensionable age for older 
women. This will cost an additional 
£58bn, according to the IFS, and means 
that they will breach their fiscal rules 
without more taxation.

Labour promises to take on 
corporate short-termism, and amend the 
Companies Act accordingly, requiring 
companies to prioritise long-term 
growth while strengthening protections 
of stakeholders, including pension 
funds. The manifesto contains less detail 
than a speech delivered by the Shadow 
Chancellor earlier this month. The 
intentions chime with our own advocacy 
of Responsible Capitalism. We also want 
to ensure that profits today aren’t made 
at the expense of profits tomorrow – 
we’re long-term investors after all. There 
is an abundance of evidence to suggest 
that firms have become more short-
termist and that the worst offenders 
deliver poor performance for long-
term shareholders. Although the tide 
is turning, the market failure has been 
well documented and some intervention 
appears necessary. But there is a risk that 
Labour’s hand will be too heavy, and that 
some policies, such as putting workers 
on company boards, may be more curse 
than cure. It could lead employees to put 
their own short-term interests above the 
long-term viability of businesses in the 
process.

https://labour.org.uk/wp-content/uploads/2019/11/Real-Change-Labour-Manifesto-2019.pdf
https://www.piie.com/events/combating-inequality-rethinking-policies-reduce-inequality-advanced-economies
http://piketty.pse.ens.fr/files/Dincecco2015.pdf
http://ftp.iza.org/dp7377.pdf
https://taxfoundation.org/what-evidence-taxes-and-growth/
http://www.ifs.org.uk/docs/taxbydesign.pdf
https://www.ifs.org.uk/election/2019/manifestos
https://scanmail.trustwave.com/?c=5417&d=r5LW3WPtmPhBZG0H6PscccZupzUSOC37mjSo8BigkA&u=https%3a%2f%2flabour%2eorg%2euk%2fpress%2ffull-speech-by-john-mcdonnell-on-rewriting-the-rules-of-our-economy%2f
https://www.rathbones.com/sites/default/files/imce/responsible_capitalism_investment_report-final_08-19.pdf
https://www.mckinsey.com/~/media/mckinsey/featured insights/Long term Capitalism/Where companies with a long term view outperform their peers/MGI-Measuring-the-economic-impact-of-short-termism.ashx
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The four-day working week
Let’s start with one of the most eye-
catching policies. Labour has promised 
to move the economy towards a 32-hour 
working week over the next decade 
(although after the Conservatives 
highlighted the massive cost of the 
transition to the NHS, where the average 
working week is 37.5 hours, Labour 
admitted different industries would be 
treated differently. Interestingly, 32 hours 
is actually the average for a UK worker 
in 2018, but the average full-time worker 
logged 37-hour weeks. 

What’s more, Labour promises its 
plan will come with no loss of pay. What 
it means by this is unclear. No loss of 
pay relative to today, or relative to the 
year before the policy is eventually 
implemented? We think it means 
the former, hence the party’s equally 
ambiguous statement that it will be 
“paid for” by productivity gains. If it’s the 
latter, then either companies will have 
to take the hit, or the state would have 
subsidise it (as France did in the early 
2000s – see below).

When thinking about this policy it’s 
important to remember that working 
hours have been on a downward trend 
for at least 150 years, although that trend 
has plateaued since the 1980s in the US 
and since the mid-2000s in the UK. In 
the 1870s, the average man in Western 
Europe or the US worked just over 3,000 
hours a year (58 per week). Today, the 
average worker works far less: around 
1,600-1,800 annual hours (31-35 per 
week). 

Working hours decreased as labour 
productivity rose. In his famous essay 
from 1930, John Maynard Keynes 
envisaged “science and compound 
interest” bringing about a 15-hour 
working week by today’s era. And the 
Western World would have achieved it 
if the trend reduction in hours between 
1930 and the 1970s had continued. It 
didn’t. Mr Keynes thought those who 
wanted to accumulate income for 
income’s sake were in the minority, 
but he was wrong. Consumers (or 
perhaps nasty advertising execs) have 
chosen ‘stuff’ over what Mr Keynes 
counted as ‘leisure’; more iPads over the 
opportunity to master Bach’s Chaconne. 

The rate of reduction in working 
hours slowed markedly from the 
1970s, particularly since the 2000s. 
Extrapolating a simple 25-year trend, the 
working week for the average full-time 

UK worker is set to fall from 37 to 36 
hours by 2030. It’s not just consumer 
preferences at play. The falling rate of 
reduction also reflects more of the gains 
from increasing productivity accruing 
to capital owners rather than workers, 
and, latterly, a sharp drop in productivity 
growth itself. 

Labour believes shortening 
the statutory working week will 
simultaneously resurrect productivity 
and ensure the gains accrue to workers’ 
standard of living. This is something of a 
gamble. 

There are plenty of firm-specific 
studies that report positive effects from 
shortening workers’ hours. Recent papers 
have covered Swedish care-homes and 
Dutch call-centres. When Henry Ford 
first adopted a five-day, 40-hour week 
in his car factories, productivity and 
profits went up. There is a huge literature 
that proves the association between 
working hours and workplace accidents, 
using evidence dating back to Kellogg’s 
cereal factories in the 1930s and British 
munitions workers in World War I. 

A few pieces of anecdotal evidence 
have been hitting the headlines recently 
too. Most notably, Microsoft’s four-
day week experiment in Japan, one 
that the company claims has boosted 
productivity – measured by sales per 
employee – by 40%. (Although it also 
claims that substituting its messaging 
app for unnecessary meetings was 
a key driver, making us sceptical the 
press release wasn’t something of an 
advertorial!). This is interesting, but 
Japan has a well-documented problem 
of workers spending long unproductive 
hours in the office, and the effects may 
not translate as strongly to the UK.  

And here’s the problem: a large 
proportion of these studies suggest that 
the threshold above which more working 
hours may be counter-productive lies 
somewhat above 32-hours.

When France decreased its working 
week from 39 to 35 hours in the 
early 2000s, researchers at the IMF 
concluded that it was something of 
a failed experiment. It didn’t increase 
employment (the government’s main 
goal), it didn’t have a clear effect on 
productivity, and was unpopular. Workers 
didn’t want to work fewer hours, and 
many took on a second job. Worse, as the 
reduction was phased in between 2000 
and 2002, starting with the largest firms, 
workers left large firms to go to small 

firms. Given that productivity growth at 
large firms tends to be larger than at small 
firms, this was a particularly worrying 
side effect for the economy – and for 
workers too, who effectively sacrificed 
future productivity-driven gains in wages. 

How the reduction in working time 
will be realised is still up for debate. 
France allowed for seasonal variation 
and focused on the average working 
week over the course of a year. Pleasingly, 
Labour intends to decide by setting up an 
independent Working Time Commission. 
The next bullet point, however, suggests 
that expert opinion may not count for 
much, as Labour will also mandate 
(presumably union-led) bargaining 
councils to negotiate reductions.

While the evidence doesn’t suggest 
that the policy will be quite as disastrous 
as the Conservatives suggest, we are 
sceptical about its prospects. Labour 
has also announced a major programme 
of adult education and training. If that 
occurs on the “fifth” day, then the policy 
may have more hope of achieving the 
uplift in productivity growth that Labour 
desires. If it provides more opportunity 
for older workers to continue to 
participate in the labour force without 
discrimination then it could play a small 
role in solving the impending pensions 
crisis (although freezing the retirement 
age at 66 greatly undermines that and 
exacerbates the already alarming pension 
funding-gap as we discussed in our 
report Too Poor to Retire) and also help 
younger workers meet parental care 
needs  

Minimum wages: who would benefit?
Both Labour and the Conservatives have 
committed to large and rapid increases 
in minimum wages, and both propose 
reaching a minimum wage in 2020 
that is higher than in most comparable 
countries (figure 6). Labour has stuck 
with its 2017 promise to increase the 
National Living Wage (NLW) to £10 per 
hour in 2020. There are no references to 
future increases. Currently the NLW only 
applies to workers over the age of 25, but 
Labour pledges to extend it to all workers 
over the age of 16. The Conservatives 
propose increasing the NLW to over 
£10 by 2024, and extending coverage to 
21-year-olds. 

Relative to the current government’s 
already generous plans, this represents 
a 17% increase in 2020 for those aged 
over 25, a 26% increase for 21-24 year 

http://personal.lse.ac.uk/minns/Huberman_Minns_EEH_2007.pdf
https://edition.cnn.com/2019/11/04/tech/microsoft-japan-workweek-productivity/index.html
https://www.imf.org/external/pubs/ft/wp/2006/wp06251.pdf
https://www.imf.org/external/pubs/ft/wp/2006/wp06251.pdf
https://www.rathbones.com/knowledge-and-insight/too-poor-retire
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olds, 58% for those aged 18-20, and 123% 
for those aged 16 and 17 (see figure 7 
for proposals in cash terms). Labour’s 
increase would put the UK a fraction 
ahead of France. That might make you 
gasp, but growth in business investment 
was no lower in France than in the UK 
over the 10 years to 2016. 

Unless a higher minimum wage 
makes workers more productive, 
someone, somewhere along the chain 
must pay for higher minimum wages. 
Either firms make less profit, cut jobs 
(or other benefits) or pass on the 
increased labour cost to households in 
the form of higher prices. There is some 
empirical evidence that an increase 
in the minimum wage has increased 
productivity, but the literature is still 
scant. It seems there is a cost, so who 
pays it? 

In 2019, HM Treasury published a 
report collating international evidence 
of the impact of higher minimum wages 
more broadly, authored by renowned 
labour economist Arin Dube. The 
conclusion was clear: to date, there has 
been a rather muted effect of minimum 
wages on employment. Across the 
48 estimates from various countries 
there was a slight loss of employment 
for groups of workers directly affected 
by the minimum wage, but for the 
economy as a whole the effect was 
statistically indistinguishable from zero. 
Even for those affected workers, the rise 
in wages more than offset any effect on 
jobs. 

That may be because the historic 
examples almost invariably start from a 
relatively low base. Theoretically, there 
must be a point beyond which higher 

minimum wages lower employment - 
more technically, when they rise above 
the market clearing wage - but that 
point is unknown. The higher the NLW 
rises, the greater the risk of things going 
wrong. Still, when Mr Dube considered 
the evidence collected from very 
large increases in the minimum wage 
(which included the UK’s recent past), 
the employment effects were not very 
different from the broader evidence 
base.

Assessing the impact on firms’ total 
employment costs seems a prudent 
gauge of this risk. In our 2018 Corbyn 
report, we used employment cost data 
from the Institute for Fiscal Studies 
(IFS) and projections from the Office for 
Budget responsibility (OBR) to estimate 
that Labour’s £10 NLW would knock 
about half a percentage point off the 
average company’s profit margin, which 
for FTSE 250 companies has averaged 
14% since 2010. Neither the IFS nor the 
OBR data are available this time around, 
but a crude, tentative adjustment 
suggests that our initial findings are 
likely still in the right ballpark. 

Firms are unlikely to wear all of 
that loss in profit, but it could probably 
be managed by some combination of 
lower profits, lower non-wage benefits 
and price hikes without resorting to 
the firing squad – as we have seen in 
previous instances. The Dube report 
suggests that firms passing on higher 
wage costs through higher prices plays a 
considerable role in the adjustment. The 
evidence is particularly noteworthy for 
shareholders because the adjustment 
tends to focus on industry sectors 
heavily affected by minimum wages, 

such as retailers or care homes. The 
impact across sectors is highly varied. 
According to the IFS, by 2024 around 
40% of employees in agriculture, 
wholesale and retail, support services, 
and arts and recreation would be 
covered by the minimum wage (c.30% 
under Conservative plans). That 
compares with around 15% today. Over 
60% of employees in accommodation 
and food services would be affected 
(c.17.5% today). This contrasts with 
IT and communication, finance and 
insurance, mining and utilities, and 
public administration where less than 
10% of employees will be affected by 
2024. Of course, firms that lack pricing 
power will inevitably suffer. 

So what would Labour’s plan for the 
NLW do to inflation? Let’s guesstimate 
that it adds £17.5 billion, or 1%, to 
household disposable income in 2020 
after accounting for spillover effects 
and income taxes. That’s an upper-end 
guesstimate because it assumes that 
firms don’t lower wages and bonuses 
elsewhere or decrease employment. Just 
1% of disposable income is not enough 
firepower to induce a wincingly high rate 
of inflation. 

A 1970s-style episode of stagflation 
is also unlikely. That death spiral of 
high inflation and high unemployment 
was in part caused by a succession of 
inflation-indexed annual wage increases 
achieved by many (unionised) workers. 
Crucially Labour isn’t proposing to index 
the NLW (although there is an extremely 
worrying implicit commitment to 
deliver inflation-plus increases in public 
sector pay). After the NLW reaches 
£10, any negative effect on growth or 

Fig 6. International comparison of minimum wage  
(% of median wage)       

Source: OECD, IFS, Rathbones

Fig 7. Proposals for the minimum wage in cash terms

https://www.gov.uk/government/publications/impacts-of-minimum-wages-review-of-the-international-evidence


8     rathbones.com Oh! Jeremy Corbyn 2.0   |   Novmeber 2019

employment would quickly produce 
subsequent deflationary pressures. The 
policy environment is very different 
today compared with the 1970s, and 
inflation expectations are well anchored. 
We must also remember that the 
relationship between wages and prices 
is historically very weak – close to zero 
between 2001 and 2016, even when we 
account for time lags. 

Any uplift to index-linked bonds 
from higher inflation expectations is 
very likely to be offset by higher real 
government bond yields resulting from 
the greater national debt pile. And, if 
you’re a ‘Corbynista’, by other growth-
enhancing policies. And, if you’re not, 
by the outflow of capital from the UK. 
One way or another, real yields are likely 
to rise, so inflation-linked bonds may 
not offer much of a return, especially 
considering how high inflation needs 
to get in coming years for you to make 
money on index-linked gilts relative to 
run-of-the-mill gilts. 

Who is most likely to benefit from 
a higher NLW? Politicians claim that 
higher minimum wages help those 
on low incomes, but in reality middle-
income households are the largest 
beneficiaries. A key reason for this is 
that many individuals with low hourly 
wages are not in especially low-income 
households. Many have a working 
partner and two-earner families don’t 
tend to have the lowest household 
incomes. Less than 20% of beneficiaries 
live in the poorest fifth of working 
households. Many of the very lowest-
income households have no one in work 
at all, and those that are working often 
find that increases in wages are partially 
offset by resulting reductions in means-
tested benefits. 

While Labour’s policy looks set to 
shower young workers with money, 
we wouldn’t advise rushing out to buy 
… well, whatever it is young people 
are buying these days. The empirical 
evidence of minimum wage effects on 
youth employment is starkly different to 
the evidence for whole-economy effects. 
Without a wage incentive to choose a 
younger worker over a relatively older 
one, employees rarely want to hire or 
invest in them. Given unemployment 
when young can have a very long-
lasting impact on a worker’s income and 
human capital, this is something to be 
concerned about. 

“Inclusive ownership funds” (IOFs) and 
workers on boards
Labour wants to transfer more power 
to workers. It plans to change the law 
to require one-third of board seats to go 
to elected worker-directors, and, most 
controversially, force companies to 
transfer shares to workers. 

All UK companies with more than 
250 employees would have to transfer 
1% of shares each year for a decade to 
the IOF. These funds would be managed 
by trustees elected from the company’s 
eligible employees. The IOF wouldn’t 
be able to sell the shares, and the 
employees would not be able to sell their 
interests in it either. Requiring existing 
shareholders to transfer 10% of each of 
their property for no payment seems 
complicated and particularly vulnerable 
to legal challenges (especially those from 
foreign countries with whom we have 
bilateral investment treaties), so it would 
likely occur by some form of dilution. 

Dilution is never good for existing 
shareholders, but it’s important to 
remember that it happens all the time, 
not least when C-suite executives pay 
themselves exorbitant pay packages. 
In fact, research by veteran investment 
strategist Ed Yardeni has found that 
a significant portion of large share 
buybacks of recent years have been 
used to offset the dilution caused by 
executive compensation schemes. If 
Labour’s changes to the Companies Act 
include restrictions on executive pay, the 
net effect may not be quite as negative 
for existing shareholders as the IOF 
policy first appears. 

The dividends on those shares 
would be shared between employees, 
but capped at £500 per employee with 
the balance paid to the government, 
which would give it to a Climate 
Apprenticeship Fund. Although the 
business sector would be a beneficiary 
of that fund, this still makes the policy, 
in part, a closet tax. Taken together with 
Labour’s proposed seven-percentage-
point increase in headline corporation 
tax, the de facto tax rate for some large 
firms would reach 27-28%. 

The £500 cap is low. If it were as 
simple as this an awful lot of money 
would be going to the government: 
90% according to analysts at law firm 
Clifford Chance. But the manifesto 
has improved upon Labour’s initial 
announcement of the policy with the 

addition of a caveat: the cap will rise for 
large companies so that no more than 
a quarter of the IOF’s dividends would 
be paid to the government. Workers at 
large firms would therefore be entitled to 
much larger payouts. This is a welcome 
relief: when first announced there was 
a risk that the policy could encourage 
workers to move to smaller firms, 
where productivity is lower (see French 
example below), while we want workers 
to share in the success of (relatively 
more productive) larger firms. Of course, 
many of the most successful firms don’t 
pay dividends, so the policy still distorts 
incentives in the labour market. 

Similarly, the rising cap is also 
required to stop the IOF becoming 
warped owners of very large companies 
with no interest in the growth of the 
firm. There’s a reason we don’t give 
bondholders voting rights! We worry 
about the risk that future governments 
stop raising the cap. 

The biggest flaw of the policy is 
the big disincentive to headquarter in 
the UK. For a foreign-headquartered 
company, the IOF only applies to profits 
from UK subsidiaries. But dividends 
from the worldwide business of a 
UK-headquartered company would 
be subject to the IOF. The UK’s hugely 
important business services industry 
(accountants, management consultants, 
lawyers, advertising, etc.) could be 
devastated if multinationals relocated 
abroad.

Giving workers a better stake in the 
system via profit-sharing is a good idea. 
It aligns incentives and, done properly, 
would ironically give them less reason 
to vote for (textbook) socialism. The 
literature isn’t large, but there is a fair 
amount of evidence (see here and 
here) that share ownership and profit-
sharing schemes raise productivity 
and increase co-monitoring (workers 
are more incentivised to do something 
about bad co-workers). Although, these 
effects are greatest within medium-
sized firms, as there is too great an 
opportunity for “free-riding” behaviour 
in large firms where a worker is just one 
among thousands. Still, the effects are 
still likely to be positive for the economy 
as a whole. The pushback to the concept 
is that if giving workers stock/profits 
rather than wages improved employee 
motivation and led to better outcomes 
then firms would already be doing it. 

https://www.sciencedirect.com/science/article/pii/0147596787900400
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=1823745
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After all, Share Incentive Plans already 
benefit from tax breaks. I disagree with 
this argument, however: how many 
behavioural economists does it take to 
convince the world that people (and 
firms) don’t always do what’s best for 
them! Sometimes governments need to 
provide a nudge. But 10% is one hell of 
a nudge, and it’s a very poorly designed 
one at that.

Labour makes the bold claim that, 
“when those who depend on a company 
have a say in running it, that company 
generally does better and lasts longer.” 
This is a rather generous interpretation 
of the literature, and the evidence for 
placing workers on boards is more 
mixed than for profit-sharing. An 
extensive review of the literature – 
which is mainly based on studies in 
Germany – shows that there is no clear 
correlation (let alone causal evidence) 
between the presence of board-level 
employee representatives and better or 
worse company performance. Positive 
evidence tends to come from single-
country studies; the analysis doesn’t 
hold up on a cross-country basis. The 
most productive countries (rather than 
companies) don’t have more workers on 
boards. Germany and Scandinavia have 
too many large, old and not especially 
innovative companies.

The type of worker who wants to 
campaign for election to the board may 
not be the best person to reach balanced 
conclusions when they get there. 
Politicians are among the least trusted 
groups of people in the country. We tend 
to distrust them because we suspect 
they place their own interests above 
the country’s, buying votes with their 
influence. Would workers be any less 

self-serving? 
As long-term shareholders, we 

want boards to promote investment 
for the long-term and to try to optimise 
outcomes for all stakeholders. We don’t 
want them to prioritise vested interests 
today at the expense of those of 
tomorrow. Are elected workers likely to 
think about the long-term? Ask Eastern 
European friends and colleagues about 
how workers’ representatives behaved 
over there. 

Corporate and financial taxes: more 
reasons to relocate?
Labour plans to increase the corporate 
rate to 26% in 2020 from 19% today. 
We believe that would very likely 
have an adverse effect on wages and 
investment. The academic literature 
tells us that economic growth is far more 
sensitive to changes in corporation tax 
than it is to taxes on personal income, 
consumption or property. Still let’s not 
get carried away. A paper by HM Treasury 
modelled the long-run impact of the 
eight-percentage-point reduction in the 
corporate tax rate between 2010 and 
2015, the biggest percentage point cut in 
any single parliament since the 1980s. 
Its modelling work suggests that GDP 
would be just 0.6% to 0.8% higher after 
20 years. While it could have a bigger 
impact in the short term and the model 
probably underestimates the effect on 
foreign direct investment, it still tells us 
that Labour’s corporate tax hike may be 
less harmful to long-term growth than 
some fear.

In an international and historical 
context, Labour’s plan for corporation 
tax does not stand out conspicuously 
(figure 8). The rate of 26% is still 4% 

below the 30% in effect from 1999–2008, 
when the economy and business 
investment grew strongly. It would still 
mean the UK offered the second-lowest 
headline rate among the world’s seven 
largest developed economies (the G7), 
although some countries offer more tax 
breaks. 

That said, Brexit already threatens 
to decrease after-tax profits as the 
regulatory and compliance costs of 
doing business in Europe rise. And 
our concern is that this could provide 
a further nudge to international 
companies considering relocation. 
Sure, the UK has a corporate tax rate 
lower than all of the original 15 EU 
member states except Ireland (figure 
8), where it is just 12.5%. But it is now 
more important than ever to remain 
competitive versus the Emerald Isle. 
Most Western European countries have 
been cutting corporate tax rates over the 
last three years too. 

Labour also expects to raise £8.8 
billion by extending the 0.5% stamp 
duty payable on share purchases to 
equity derivative and non-government 
bond transactions. A stamp duty 
equivalent to 50% of transaction 
costs would also be extended to 
foreign exchange, commodity spot 
and derivative trades. There would be 
discounts for financial firms. However, 
note that this tax would not be based 
on where the trade is transacted but on 
who is doing the buying. Labour claims 
that such a tax would ensure a fairer 
distribution of financial system profits 
and eliminate “destabilising” speculative 
high-frequency trading. While it isn’t 
exactly logical that equities are subject 
to stamp duty but not derivatives and 
bonds – and it could provide a useful 
source of government income – we 
see this proposed tax as an indirect 
and ultimately misguided attempt to 
fulfil those two aims. First, it’s a tax on 
transactions, not profits, and anyone 
with a pension will suffer a higher cost 
of investment. Second, the majority of 
derivative transactions are for risk-
management purposes, not speculation. 
The academic evidence suggests that 
preventing short- selling via derivatives 
(where you make money if an asset’s 
price falls) would likely raise, not lower, 
volatility. It clearly gives finance houses 
another excuse to leave the UK too.

Fig 8. Corporate tax rates in international context    

Source: OECD, IFS, Rathbones

https://www.etui.org/Publications2/Reports/Board-level-employee-representation-rights-in-Europe
https://home.kpmg/xx/en/home/services/tax/tax-tools-and-resources/tax-rates-online/corporate-tax-rates-table.html
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The infrastructure card
Labour’s plans for increased 
infrastructure spending could have a 
large positive economic impact. Through 
the creation of a £400 billion National 
Transformation Fund, it promises to raise 
government investment by £55 billion a 
year, taking it to around 4.5% of national 
income from just over 2% today. The 
Conservatives have promised to increase 
annual investment to 3% of national 
income, as have the Liberal Democrats 
(to around 3.2%) – moves that would 
have appeared very large were it not for 
Labour’s plans.

Countless papers from mainstream 
economists, think tanks and consultants 
published since the financial crisis have 
advocated greater UK investment in 
public sector infrastructure. Although 
it may sound counterintuitive it is very 
possible, if not probable, that borrowing 
money at record-low interest rates today 
could lower the ratio of national debt 
relative to GDP tomorrow if it is invested 
in infrastructure. If the tax base grows 
faster than the debt, you can keep on 
increasing the debt without having 
to debase your currency. Borrowing 
for current expenditure should not be 
confused with borrowing to invest. 

Faster railways, wider broadband 
coverage and so on should raise the 
productive potential of the economy and 
therefore increase future tax revenues 
that can be used to pay back debt. 
Additionally, infrastructure spending can 
employ more people, possibly increase 
wages, increase the volume of goods 
and services bought by the government 
sector and invest capital that might have 
otherwise been invested overseas.

As such, most evidence-based 
estimates suggest that every pound 
of public investment generates more 
than a pound of economic output. In 
fact, better returns on government 
spending are hard to come by. A recent 
OECD paper found that a sustained 0.5% 
increase in public investment gives a 
long-term output gain of 0.5-2.5%.

But an immediate 150% increase 
in annual investment spending makes 
the bold assumption that there are £55 
billion a year of relatively shovel-ready 
projects. The IFS is rather sceptical. 
Pursuing such a high target risks waste 
and the misallocation of resources.

Of the £400 billion National 
Transformation Fund, £250 billion 
would be dedicated to renewable and 

low-carbon energy and transport, 
biodiversity and environmental 
restoration. By 2030, Labour commits to 
delivering nearly 90% of electricity and 
50% of heat from renewable and low-
carbon sources. As such, it aims to build 
7,000 new offshore wind turbines, 2,000 
new onshore turbines, enough solar 
panel to cover 22,000 football pitches, as 
well as new nuclear power. Labour will 
continue to trial tidal energy. It would 
also commit to building 150,000 or more 
council and social homes a year.   

Nationalisation: populism over profits?
Since our last Corbyn report, Labour’s 
nationalisation agenda has grown 
bolder, but also less justifiable. Public 
utilities enjoy natural monopolies (you 
can’t choose who you buy your water 
from), and so their nationalisation is not 
an affront to market principles, rooted 
fundamentally in competition. But this 
is less the case for train operators, and 
certainly not for fibre broadband, the 
latest industry to be targeted. 

Moreover, Labour wants to give away 
fibre broadband access for free, on the 
premise that it is essential for school 
children doing homework. But you 
know what’s also essential? Electricity. 
Why isn’t Labour proposing to give that 
away for free? Or water? Or clothes? 

There is a strong case for state-
subsidised investment in broadband. 
And arguably strong regulation to ensure 
that its productive potential is fully 
realised. Only 8% of UK homes have 
access to fibre, and that means the UK 
is falling behind its peers. But giving it 
away for free is a populist gimmick.

Alongside its manifesto, Labour 
released a fairly detailed account of 
its cost, as well as estimates of likely 
tax receipts. But the nationalisation 
programme is not costed. Shadow 
Chancellor John McDonnell has 
claimed that Labour’s nationalisations 
would be costless over the long term. 
Theoretically, this is possible if the 
purchase is made via an equity-for-debt 
swap, and current shareholders accept a 
guaranteed fixed level of interest instead 
of a dividend. A fixed coupon should 
be lower than a variable dividend, and 
this should give the new state-run 
businesses some headroom to increase 
investment as well as pay the coupon, 
assuming they can generate as much 
free cash flow as the old privatised ones 
(water utilities have paid out 70% of 

their net income in dividends over the 
last 20 years, so there’s a lot of free cash 
flow to play with).

However, if that’s not too big an 
assumption already, Mr McDonnell also 
wants to cut bills, which could turn 
profitable utilities into loss-making ones. 
When this happens, as Mr Mitterrand 
found out to his detriment, politicians 
must choose between the jobs, wages 
and pensions of employees and 
investing to ensure a profitable future. Is 
the average politician any less short-
termist and self-serving than the average 
chief executive?

The CBI has said that nationalisation 
excluding BT Openreach would cost 
£196 billion. This is not credible, as it 
includes a 30% premium to current 
share prices. Still, the likely sum 
would be more than 10% of GDP. But 
it is important to remember that the 
government would be acquiring cash-
generating assets to offset the new 
liabilities – you must bear this in mind 
when thinking about the impact on 
public finances, as we discuss in the next 
section. That said, the ability of the civil 
service to manage them productively is 
a serious concern (until recently, most 
government departments couldn’t even 
measure their productivity!). 

Supporters of nationalisation often 
point to the success of other countries. 
France’s electricity prices have risen 
by 57% over the last 15 years compared 
to the 186% rise in British prices. But 
France’s state-owned supplier – EDF – is 
a major supplier of British electricity. 
French water costs have also risen by a 
fraction of the UK’s, but France’s water 
suppliers are largely private. It might not 
be nationalisation that’s at work in these 
cross-country comparisons.

The direct impact of nationalisation 
on UK equity markets is actually quite 
limited. The affected firms account 
for less than 5% of the FTSE 100. The 
government would have to compensate 
current owners, and even if that occurs 
at less than current market valuations, 
it is unlikely to be that much less, else 
it will fall foul of anti-appropriation 
laws, a pillar of democracy and modern 
economic growth. Even if a 25% discount 
were applied, that would shave just over 
1% of the value of the FTSE 100, which 
is not much more than an average day’s 
move in the market! We’ve also heard 
anecdotal evidence that Mr McDonnell 
has spent the last few months assuring 

http://www.oecd.org/eco/public-finance/Can-an-increase-in-public-investment-sustainably-lift-economic-growth.pdf
https://www.ifs.org.uk/election/2019/article/labour-manifesto-an-initial-reaction-from-ifs-researchers
https://www.bbc.co.uk/news/business-50046329
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pension funds who own nationalisation 
targets that any discounts to market 
valuations will not be substantial. 

Of course it is not so much the direct 
impact, more the indirect impact from 
a loss of business confidence or the 
substantial costs of relocation should 
multinational companies up sticks 
and leave. This would be felt via lower 
valuations/higher equity risk premia 
in the UK market. In other words, 
shareholders would demand lower 
prices today for higher returns in the 
future to offset the greater risk of the 
investment not panning out due to the 
political agenda.

The manifesto states that rail 
operators will be brought back into 
public ownership “using options 
including franchise expiry”. Private 
Finance Initiative contracts would also 
be taken back “over time”.

Part 3: How will it all be paid for? 
Unlearning what you think you know 
about budgets
Government budget balances 
are misunderstood. They are 
misunderstood by politicians, and even 
by some economists, and so they are 
misunderstood by the public. They are 
misunderstood because they have been 
politically weaponised. Don’t like the 
other party’s policy? A criticism sure to 
land well is its “unaffordability”. Voters 
listen because they spend a lot of time 
worrying about the budgets of their own 
households or businesses, and make the 
intuitive leap that government budgets 
are the same, that there is a certain 
tolerable limit to your capacity to take on 
debt and that there are some things you 
just can’t afford.

But the British government is not a 
household and it is not a business. For 
starters it can create its own money. Its 
budget does not need to balance, and 
there are good reasons why it shouldn’t. 

The UK has had a current account 
deficit for some 35 years. That means 
that net trade, net investment income 
and a few other items add up to a 
negative number: the UK sends more 
money abroad than it receives. The 
1990s aside, it has become steadily 
larger relative to the size of the economy, 
but it has been funded by overseas 
investors at all times. The funding price 
(the exchange rate and the interest rate) 
has changed, but the desire to fund it 
hasn’t, even when the budget deficit has 

been huge and the economy has been 
in trouble. The current account deficit is 
largely a function of the global savings 
glut. It is a structural phenomenon 
that is unlikely to reverse without an 
extremely interventionist trade policy 
that even Mr Corbyn isn’t suggesting 
(and just look at how the US current 
account deficit has continued to grow 
despite protectionism). 

The money coming in from overseas 
must be used by someone; taking 
the current account deficit as a given, 
either the government, businesses 
or households must borrow. Figure 
9 shows how government austerity 
has altered household saving: as the 
government has saved more (borrowed 
less) households have saved less 
(borrowed more). A government in 
control of its own currency is in a much 
better position to run a deficit than 
the household sector, which largely 
borrows to consume and not to invest 
productively. Government borrowing is 
preferable.

That said, a government like the 
UK’s doesn’t actually need to borrow. 
It can fund spending by creating its 
own money. Although we don’t tend 
to think of it in this way, this is what 
governments actually do – they don’t 
sit around waiting for a loan to clear. 
The government’s ability to finance 
itself is ultimately constrained only by 
inflation. It collects taxes and issues debt 
(the swapping of a short-term liability 
– money – for a long-term one – debt) 
as a form of demand management in 
order to keep inflation expectations 
contained. Who it taxes is sadly often 
as much a matter of political preference 
as it is one of economic optimisation. 

Governments also tax so that its citizens 
have a guaranteed use for the currency 
they issue. 

If inflation expectations remain low, 
a government with its own currency 
can run deficits ad infinitum. Just look 
at Japan. Of course Japan is no poster 
child, but it illustrates this point nicely: 
the sustainability of Japan’s debt rarely 
gets mentioned these days, even though 
its net debt ratio is 153% of GDP (the UK’s 
is 77%)

What matters are credible 
institutions. Monetary and fiscal policy 
must make a credible commitment to 
attend to inflation expectations and not 
resort to currency debasement. But this 
credible commitment does not need to 
involve balanced budgets. 

This is where the fiscal rules come 
in. Both Labour and the Conservatives 
have written new ones, both for the 
better (figure 10). Both parties only 
want to balance day-to-day spending. 
Investment spending is treated 
differently: the Conservatives set a hard 
cap; Labour do something extremely 
interesting. For the first time, they 
bring in a rule based on public sector 
net worth (PSNW). This provides a 
much more comprehensive picture 
of the public balance sheet and so 
the long-term sustainability of public 
finances. It includes more liabilities than 
public debt, which the Conservatives 
continue to focus on, such as student 
loans, help-to-buy housing loans and, 
more importantly, non-debt liabilities 
(currently totalling £1.5 trillion) such as 
public sector pensions. Unlike standard 
debt ratios, it also looks at the asset 
side of the balance sheet: nationalised 
companies, and other fixed assets such 

Fig 9. UK government and household financial balances, % GDP

Source: OECD, IFS, Rathbones
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as social housing. A fiscal rule targeting 
PSNW commits to ensuring that the 
state is investing in things at least as 
valuable as the borrowing required to 
make them happen. Improvements in 
public sector accounting and auditing 
over the last 10 years means that this is a 
feasible measure.

Where the government spends 
money matters for inflation too. Some 
spending, mainly investment spending 
such as upgrading infrastructure or 
up-skilling citizens, creates productive 
capacity. That’s deflationary – all other 
things equal, the UK can produce more 
of the stuff that people want to spend 
their money on. Social transfers tend 
to be inflationary because they give 
cash to those more inclined to spend 
it, therefore boosting demand but not 
supply.

I think that’s enough of a preamble 
to get to what for many readers will 
be the most controversial statement 
of this document. Labour’s manifesto 
is not unaffordable. They are business 
unfriendly, yes, but too expensive? No. 
The currency and gilt yields may need 
to adjust, but the latter probably not by 
that much – remember our case study 
of Mr Mitterrand’s France. ‘Expense’ 
depends on inflation expectations, 

which shouldn’t be taken for granted, 
but are unlikely to become unanchored. 
Examples of spiralling inflation have 
common features, none of which will be 
present if Labour gets into No.10 (and 
sticks to doing what’s in its manifesto). 
These are: the demonstrable loss of 
credibility of public institutions; wage 
contracts with automatic inflation links; 
a poorly regulated banking sector; and 
an inability to raise taxes. 

It is also worth remembering 
just how well anchored inflation 
expectations have become in the 
developed world over the last 25 
years, even in countries which have 
pursued aggressive fiscal policies. 
Despite President Donald Trump’s 
fiscal largesse, which came at a time 
when the US economy was already 
operating at capacity (i.e. extra demand 
is inflationary), and his repeated attacks 
on the independence of the Federal 
Reserve, inflation expectations in the US 
remain well anchored. In fact they look 
rather depressed!

I suspect I may have lost some 
readers. This is complex, unintuitive 
stuff. So to conclude, let’s discuss the 
cost of Labour’s plans in more usual 
terms. Capital Economics estimates 
that Labour’s manifesto would increase 

the gross debt to GDP ratio to around 
100%. To recap, it has risen from 34% 
before the financial crisis to 84% today. 
Meanwhile, the cost of servicing that 
debt is very low. Figure 11 charts interest 
payments relative to history and 
international peers. Even at 100%, the 
UK would still have the second-lowest 
debt ratio among the G7 economies, 
and we haven’t seen interest expenses 
spiral higher in France, Germany, the US, 
Canada or Japan. 

At this point, Italy or peripheral 
European nations might spring to 
mind. Perhaps bond investors would 
see reason to riot if they had to meet 
with Mr McDonnell on a regular basis. 
Perhaps they would push yields up 
by five to 10 percentage points almost 
overnight and therefore turn debt 
servicing costs into a huge burden in 
fairly short order. This is plausible, but 
unlikely. Firstly, Italy and Greece are not 
analogous to the UK. They cannot print 
their own money and their exchange 
rates cannot take any of the adjustment 
because they are part of the euro 
system. Bond yields spiked because 
some investors feared that they would 
need (or choose) to exit the euro, which 
would have had a calamitous impact on 
financial stability. 

Fig 10. Fiscal rules, new and old

Fig 11. Interest payments as a % of GDP   Fig 12. Italian government borrowing costs 

Source: Refinitiv, Rathbones

Source: Resolution Foundation, Rathbones

Old rules New Conservative rules New Labour rules

Overall constraint 1. Overall structural borrowing <2% GDP by 2020-21;
2. Zero borrowing by mid-2020s;
3. Falling debt-to-GDP ratio from 2020

n.a. Public sector net worth to be rising in value over the 
5-year parliament

Expenditure constraint n.a Balancing the current budget (i.e. excluding capital 
spending) in 3 years’ time

Balancing the current budget at the end of the rolling 
5-year forecast period

Capital spending constraint n.a 3% of GDP limit to net investment n.a.

Interest cost constraint n.a If debt interest costs exceed 6% of tax revenues, 
borrowing plans must be reviewed

Debt interest costs to be always <10% of tax revenues
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Italy and Greece were also 
undergoing profound private sector debt 
and banking crises, with a profoundly 
destabilising feedback loop back to 
government bonds via the large holdings 
of government bonds by troubled 
banks as well as the implied existence 
of a guarantee that governments 
would inject capital into the most 
important troubled banks. The UK is 
not undergoing a banking crisis today. 
This matters: just look at the much 
smaller two-percentage-point spike in 
Italian borrowing costs in 2018 when an 
anti-European government took office 
(figure 12). Of course, the European 
Central Bank had by then committed 
to “doing whatever it takes” to prevent 
a catastrophe by buying government 
bonds: so has the Bank of England.

In short, the UK has its own central 
bank, its own mint, and a free-floating 
exchange rate, allowing its economy 
to adjust in a much more orderly 
fashion. And here we’re back to where 
we began: to the constraint of inflation 
expectations. 

Part 4: Could this actually happen?
The betting markets suggest just a 3% 
chance of a Labour majority, and there 
is still a 14-point gap between Labour 
and the Conservatives in the average of 
the last five polls. But the Conservatives 
had a 17-point lead at this point before 
the 2017 election, and in the end the 
Conservatives didn’t get a majority 
(figure 13). 

Mr Corbyn is incredibly unpopular. 
According to the pollsters Ipsos-MORI, 
just a few months ago he had the lowest 
leadership rating of any opposition 

leader since they started conducting 
surveys in 1977. But don’t mistake 
his personal unpopularity for the 
unpopularity of his policies. 

There isn’t a single age cohort in 
which more people view “capitalism” 
favourably than unfavourably, 
while only the over-65s have a net 
unfavourability rating on “socialism”. 
The National Centre for Social Research 
finds that 60% of people want to 
increase taxes so as to spend more on 
health, education and social benefits – 
the highest proportion since 2002 and 
up sharply from the 31% when David 
Cameron took office. Strikingly, more 
than half of people who previously 
voted Conservative feel this way. Fewer 
than one in 20 voters want taxes and 
spending to fall. The British Election 
Study finds that seven in 10 people 
say “private companies running public 
services has gone too far or much too 
far”. Last year, the Legatum Institute 
found that when you present voters 
with a range of paired statements they 
leaned toward a populist left disposition: 
protectionist; supporting capping 
executive pay; wanting more regulation 
of business; believing that some 
businesses are making so much profit 
that it can no longer be justified; and that 
companies have a responsibility to put 
their workers on company boards. 

When real wages are still below 
pre-crisis levels all the way up to and 
including the 99th percentile of the 
income distribution; when more than 
20% of households with an income 
over £75,000 a year report difficulty 
paying the rent or the mortgage; when 
Brexit has alienated some voters from 

traditional party allegiances: a surprising 
result is entirely plausible. Especially 
when an unusually high proportion 
of voters intend to vote tactically. In 
October, the Electoral Reform Society 
found 24% of people would vote for 
the person best placed to keep out a 
candidate they didn’t like.

That said, the route to a Labour 
majority is difficult to see, especially 
now that the Brexit Party won’t split the 
“leave” vote in seats already held by the 
Conservatives. Of the 22 seats that the 
Conservatives won with a majority of 
less than 3% in 2017, 18 voted to leave 
the EU. In fact, compelling analysis by 
economists at Redburn, the broker, 
suggests that the Conservatives could 
pick up quite a few seats from Labour. 
But this may be more than offset by 
losses to the Liberal Democrats and the 
SNP in remainer boroughs.  

In other words, a Labour-led 
minority government (most likely a 
“confidence and supply” coalition) is a 
very plausible outcome. Coalitions tend 
to impede policymaking. According to 
the Institute for Government, fewer than 
60% of the Conservatives’ manifesto 
pledges from 2010 were fulfilled by the 
coalition government. If the coalition 
required the Liberal Democrats we 
could expect some of the most radical 
propositions to fall by the wayside. 
Would the markets take solace from 
this?

Financial markets are not sending 
a clear signal about Labour’s chances. 
The pound has rallied strongly over the 
last month as the Conservative Party 
extended its lead, but the historical 
correlation is non-existent and the 

Fig 13. Election polls and the pound Fig 14. The pound and global risk appetite  

Source: Source: ukpollingreport.co.uk, Refinitiv, Rathbones
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rally is unlikely to have had anything 
to do with the polls (figure 13). Indeed, 
although the rally coincided with the 
Brexit extension granted by the EU, the 
rally can actually be explained largely 
by the return of “risk-on” sentiment in 
global financial markets across the board 
(figure 14) – in other words Brexit news 
was not the major driving force. 

Where would the pound trade if Mr 
Corbyn were to get the keys to No. 10? 
I am highly sceptical of any short-term 
currency forecasts, especially when 
they involve unprecedented political 
scenarios. But the way to approach it 
involves first adjusting the exchange 
rate up for the near guarantee of either 
a customs union Brexit or no Brexit at 
all. Using our Behavioural Equilibrium 
framework, our target is around $1.55 

in the case of the former, 20c higher 
still in the case of the latter. Only then 
should we adjust it back down for the 
risks to business confidence, investment 
and the long-term effects on Britain’s 
productivity and savings profile. 

I suspect that the market will 
place more emphasis on the downside 
risks to the UK’s economic outlook 
and less on the possibility of better 
performance (figure 1). This takes us 
back to around $1.00-$1.25. Of course, 
currency markets have a tendency to 
overreact, but the downside in the event 
of a Labour minority government aided 
by the Lib Dems may not be much at 
all. Remember that the French franc 
staged a 25% rally in 1983 when Mr 
Mitterrand moderated his policies just 
a little (which were further left than Mr 

Corbyn’s to start with). 
UK equities have underperformed 

their international peers since the 
Conservatives started to rocket up the 
polls (figure 15). That can be explained 
in large part by the strength of the 
pound, but clearly there is still too much 
uncertainty surrounding Brexit and 
Westminster for international investors 
to return, even though the risks of a 
‘no-deal’ Brexit have reduced. Stocks in 
the firing line of nationalisation have 
outperformed a little, but only after two 
years of marked underperformance 
(figure 16). 

In short, don’t get too complacent 
about the Conservative’s chances: they 
are still well placed to retain the keys to 
Downing Street, but it’s not a sure thing 
by any means.

Fig 15. Election polls and the UK stock market Fig 16. Election polls and UK utility stocks 

Source: ukpollingreport.co.uk, Refinitiv, Rathbones
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