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The economy stands to benefit from a return to political stability
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Labour still on course to form the next government

The Labour party remains on course to win the UK general election on 4 July, and win
it comfortably. When Sunak, the UK PM, took the surprise decision to call the vote last
month we suggested that his Conservative party’s polling deficit could narrow slightly
(see here). That has not been the case. The Conservatives have suffered from
numerous campaign missteps and the rise in support for the right-wing populist Reform
UK party since Nigel Farage, the architect of Brexit, entered the contest as a candidate.
Labour have consistently led the polls since late 2021 and by-election and local
election results have provided no reason to question the accuracy of this. Prediction
markets now put the implied probability of a Labour majority at over 95%.

Chart 1: Labour’s lead has remained stable since Sunak Chart 2: The UK economy has experienced an extended
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The Labour Party in its current incarnation is moderate and centrist. It has strongly
indicated that it would follow a pro-business approach while erring on the side of
caution when it comes to public finances. The manifesto (full document here, summary
at the end of this note) reflects this stance with a coherent but unassuming set of
policies. Essentially the pitch is that sound management and political stability will
create better growth conditions. We believe there’s some truth in that, all else equal.
The UK has had five prime ministers in eight years and high leadership churn in the
majority of government departments which has resulted in frequent policy shifts. As
well as the uncertainty around what shape the Brexit deal would take, the opportunity
cost of leaving the EU has also been high with policymakers focusing on little else for
an extended period. Against that background, UK business investment has increased
by just 3.6% since Q3 2016, which leaves clear scope for an extended recovery.

On Brexit, we don’t expect a significant change in EU-UK trading relationship. Labour
will want to be seen to be at least trying to make Brexit work and there is little appetite
on the EU side to re-open meaningful negotiations. That said, the party has indicated
that it will seek to decrease some of the current frictions by looking to limit some border
checks and expand the mutual recognition of qualifications for service-sector workers.

Chart 3: The turnover of cabinet ministers increased Chart 4: Some firms still cite Brexit as a source of
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Labour’s cautious programme does not point to radical change

The most significant policy proposal from Labour is the aim to shake up planning
restrictions to make it easier to build in the UK. The target is to build 300,000 new
homes each year. That would certainly be positive for growth and the commitment
seems genuine. While the UK does have plenty of developable land, it may be hard to
achieve. Successive governments have had similar aims yet fallen well short in the
face of deep-rooted and effective nimbyism in the UK — an average of just 180,000
new homes have been built annually since 2000. It's also worth noting that there are
500,000 fewer people employed in the construction sector compared to the pre-
pandemic peak of 2.6m, so any meaningful increase in output is unlikely to happen
quickly.

Other proposals include some Bidenomics-inspired (but much more modest) active
industrial policy, with a focus on trade, manufacturing and clean energy. The new
‘National Wealth Fund’ would invest 7.3bn GBP of public money over the course of the
next parliament, with the aim of attracting three times that in private investment (which
seems plausible). Again, it looks good on paper but the sums are modest and in
isolation it is unlikely to move the needle in terms of growth or productivity.
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Indeed, a common criticism of Labour’s policy proposals has been that they are too
cautious and will do little to address some of the UK’s long-term structural issues.
Labour has ruled out any increases in income tax, national insurance, VAT or
corporation tax (which are the main sources of government revenue) and pledged
trivial amounts of new day-to-day spending, in areas such as health, education and
policing (see Table 1).

With the Liz Truss debacle still fresh in memories it's clear that there is no desire to
rock the boat when it comes to fiscal policy. The shadow chancellor, Rachel Reeves,
is a former BoE economist and seems instinctively cautious. Labour will tweak the
current fiscal rule which limits the deficit to 3% of GDP in the fifth year of the forecast
by moving to a balanced day-to-day budget, but allowing borrowing for investment.

That is a sensible shift (UK investment-to-GDP has long trailed behind most peers),
but still won’t afford much room for manoeuvre. Labour will retain the current, primary
fiscal rule that debt-to-GDP should be falling over the medium-term, with no distinction
made for whether that debt was accrued through borrowing for current or capital
expenditure. While the rolling horizon makes it easy to game this rule by backloading
any politically painful decisions, the headroom against the target is wafer-thin and only
modest investment spending is credible on current projections. Labour's manifesto
claims there will be GBP 3.5bn of extra annual borrowing for investment — just 0.1% of
GDP.

Chart 5: There is clear scope for an investment bounce Chart 6: The UK has a health-related ‘lost worker’
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That said, we suspect that the current government’s recent national insurance tax cuts,
which can essentially be seen as pre-election giveaways, may well be at least partially
reversed under Labour (despite the manifesto pledge to leave the rates unchanged).
There could be some political leeway to do so early on (e.g. “we can now look at the
books in more detail and unfortunately the previous government has left public
finances on an unsustainable path”) but it would certainly shorten the ‘honeymoon
period’ for the incoming government. At any rate, the tax burden is set to continue to
increase with Labour maintaining the Conservatives’ policy of leaving tax thresholds
unchanged rather than increasing them in line with inflation. This fiscal drag is set to
see the UK’s tax-to-GDP ratio rise from 33.5% in 2021 to above 37% by 2028 based
on OBR forecasts.

These forecasts are dynamic and a clear point of difference between a Labour and
Conservative government is how any increase in fiscal headroom — e.g. from faster-
than-expected growth or lower interest rates — would be used. In that case, the
Conservatives would continue to prioritise tax cuts while Labour would increase
spending, whether on public services or capital investment.
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The UK’s growth outlook looks brighter

The UK economy started the year strongly (see here) with upwardly-revised growth of
0.7% Q/Q. The signs from higher-frequency and forward-looking indicators are that
momentum has moderated somewhat this quarter, but we still believe that the Q1
expansion will mark an inflection point after an extended period of stagnation for the
UK economy. Consumer spending is set to be the main driver with inflation now back
at target but nominal pay growth still above 5% Y/Y. We think that the BoE will reduce
its focus on wages and services inflation, which are backward-looking, and proceed
with rate cuts — perhaps as soon as August (see here). (Against this background we’re
still unsure why Sunak called the election when he did rather than wait for economic
conditions to improve and borrowing costs to fall).

All told, we are cautiously optimistic on the UK’s growth prospects. Our current forecast
is for GDP growth of 1.6% next year, which is slightly above the consensus. To our
minds, the UK’s emergence from almost a decade of political instability is set to be the
single most supportive factor when it comes to growth. With the French election sharply
raising political risk in the euro area, the UK economy could increasingly be viewed as
a relative beacon of stability in Europe (after a long period when the opposite was true)
and we expect that will be reflected in better business investment figures. Over the
longer-term, Labour’s proposed planning reform and more active industrial policy could
also be growth-friendly if actually implemented, as would any easing in trade barriers
between the UK and the EU. But structural issues (such as the health-related drop in
activity rates — see here) will be hard to reverse, monetary policy will remain restrictive
even after some cuts and there is limited scope for meaningful fiscal support. For those
reasons it’s hard to make a case for UK growth to exceed potential rates in the absence
of supportive external conditions (e.g. a synchronised global upswing).
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Appendix: Labour Party’s manifesto and plans

Topic ‘ Labour Party policy proposals

Economy

Set strong fiscal rules which govern every decision made:

e  The current budget moves into balance, so that day-to-day costs are met by revenues

e  Debt must be falling as a share of the economy by the fifth year of the forecast
Strike a balance between prioritising investment and the urgent need to rebuild our public finances with no return to austerity.
Every significant change to taxation or spending will be subject to an independent forecast by the Office for Budget
Responsibility. End the link between access to minister and an inside track for public contracts.

Tax

Will not raise taxes on working people — no increase in National Insurance, the basic, higher or additional rates of Income
Tax or VAT. Abolish non-dom status and replace it with a scheme for people in the country for a short period of time. End
the use of offshore trusts to avoid inheritance tax. End the loophole in private equity where performance-related pay is treated
as capital gains. Modernise HMRC to tackle tax avoidance, focusing on large businesses and the wealthy. Cap corporate
tax at the current 25% for the entire parliament.

Businesses &
Industries

Ensure a pro-business environment with a competition and regulatory framework that supports innovation, investment and
high-quality jobs. Create the conditions to support innovation and growth in financial services by supporting new technology
and a pro-innovation regulatory framework. Create a National Wealth Fund that uses public investment to encourage private
investment in industries such as steel and green technology. Reform the British Business Bank to allow easier access to
capital for SMEs.

Financial
Services

Growth of the financial services sector, especially outside London. Take an innovation-centred approach to regulation and
supervision to increase competitiveness. Explore alternative models for increasing financial resilience such as longer-term
fixed rate mortgages. Make the UK a global hub for green finance. Embrace innovation and fintech and deliver the next
phase of Open Banking. Review the pensions and retirement savings landscape to enable greater consolidation of schemes
and allow the British Business Bank to investment more in growth capital.

Infrastructure

Develop a 10-year infrastructure strategy aligned with the industrial strategy to create new roads, railways, reservoirs and
other infrastructure. Update the national planning policy to make it easier to build laboratories, digital infrastructure and
gigafactories. Make a renewed push to fulfil the ambition of full gigabit and national 5G by 2030. Bring railways into public
ownership as contracts expire.

Trade

No return to the single market, the customs union or freedom of movement with the EU. Improve the UK’s trade and
investment relationship with the EU by reducing trade barriers such as negotiating a veterinary agreement.

Climate &
Energy

Restore the phase-out date of 2030 for new cars with ICE. Create 650,000 jobs by 2030 as part of the Green Prosperity Plan
to invest in future industries. Work with the private sector to double onshore wind, triple solar power and quadrouple offshore
wind by 2030. Extend the lifetime of existing nuclear power plants and complete Hinkley Point C, as well as developing new
nuclear power stations. Work with industry to upgrade the UK’s national transmission infrastructure. Mandate UK-requlated
financial institutions and FTSE 100 companies to develop and implement credible transition plans that align with the 1.5°C
goal of the Paris Agreement.

Defence

Conduct a Strategic Defence Review within the first year and set out the path to spending 2.5% of GDP on defence. Update
rules on counter-extremism to stop radicalisation. Rebuild relationships with allies such as the US and EU. Seek a UK-EU
security pact to co-operate on threats. Launch a Strategic Defence Review to assess threats. Bring forward a defence
industrial strategy aligning security and economic priorities.

Health

Cut NHS waiting times with 40,000 more appointments every week by incentivising staff to carry out additional appointments
out of hours and pool resources across neighbouring hospitals. Introduce a new Dentistry Rescue Plan to provide 700,000
more urgent dental appointments and recruit dentists to areas most in need. Hire an additional 8,500 mental health staff.

Welfare

Review Universal Credit so that it makes work pay and tackles poverty. Develop an ambitious strategy to reduce child poverty
by working with the voluntary sector, faith organisation, trade unions, business and local governments. Retain the triple lock

on state pension.

Employment

Support people into work by providing a national jobs and careers service. Ensure the minimum wage is a genuine living
wage. Remove age bands so all adults are entitled to the same minimum wage. Open an additional 3,000 nurseries. End the
VAT exemption and business rates relief for private schools to invest in state schools. Recruit an additional 6,500 teachers

& Education and get more teachers into shortage subjects. Guarantee training, an apprenticeship or help to find work for all 18- to 21-
year olds.
Create a Border Security Command which hundreds of new investigators, intelligence officers to work internationally to
Immigration pursue, disrupt and arrest criminal gangs. Restore order to the asylum system so it operates swiftly, firmly and fairly. Hire

additional caseworkers to clear the backlog of claims. Set up a new returns and enforcement unit to fast-track removals to
safe countries.

Source: Labour Party manifesto, MUFG Bank Economic Research Office
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The sales and trading staff who produce investment recommendations have received compensation based upon various factors, including individual performance competitive
factors, firm revenues, sales and trading revenues and overall investment banking revenues.

Our General Sales and Trading Communications and Sales and Trading Commentaries are proprietary to MUBK and MUS(EMEA) and may not be quoted, circulated or otherwise
referred to without our prior written consent. Notwithstanding this, MUBK and MUS(EMEA)shall not be liable in any manner whatsoever for any consequences or loss (including
but not limited to any direct, indirect or consequential loss, loss of profits and damages) arising from any reliance on or usage of this report and accepts no legal responsibility to
any investor who directly or indirectly receives this material.

This material has been prepared in accordance with MUBK’s and MUS(EMEA)’s organisational and administrative arrangements for managing conflicts of interest. Such
arrangements include policies which set out guidelines relating to (but not limited to) restrictions on access to information, personal dealing and inducements.
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Any instruments referred to in this material may not be eligible for sale in all jurisdictions or to all categories of investors. This material is not directed to, or intended for distribution
to or use by, any person or entity who is a citizen or resident of or is located in any locality, state, country or other jurisdiction where such distribution, publication, availability or
use would be contrary to any law, regulation or rule. Certain products which may be mentioned in this material, including derivative products, give rise to substantial risk, including
currency and volatility risk, and are not suitable for all investors.

This material, is only intended for distribution to a “professional client” or “eligible counterparty” (as defined in UK FCA and PRA rules) or their equivalent(s) within the EU and
should not be passed onto any other person.

This material and all claims arising in connection with it are governed by, and to be construed in accordance with, English law.
Disclosures for the website concerning Investment Recommendations:

MUSE and MUFG Bank may own a net long or short position exceeding the threshold of 0,5 % of the total issued share capital of the issuer.

Entities mentioned in our Sales and Trading Commentaries may have interest in excess of 5% of the total issued share capital of Mitsubishi UFJ Financial Group. Information
relating to Major Shareholders is available on MUFG; Stock Information | Mitsubishi UFJ Financial Group

MUSE and MUFG Bank may be market maker or liquidity provider in the financial instruments of the issuer and may have been lead manager or co-lead manager over the
previous 12 months of any publicly disclosed offer of financial instruments of the issuer.

MUSE and MUFG Bank are not party to an agreement with the issuer relating to the production of the recommendation, neither disclose their recommendations to issuers, so
they can’t can make no amendment to the investment recommendation.

A description of the effective internal organisational and administrative arrangements and of any information barrier it has set up for the prevention and avoidance of conflicts of
interest with respect to the recommendations is available on MUFG; Policy for Conflicts of Interest Management | Mitsubishi UFJ Financial Group

MUSE and MUFG Bank are part of the MUFG Group however owing to the organisation of the Group, employees involved in the production of Sales and Trading Commentaries
do not know and are not expected to know what is done by other entities of the Group.

Our Credit Strategy recommendations incorporate valuations (relative value) and the author’s fundamental view on the security. The fundamental credit view of an issuer may be
based on the company's underlying credit trends, overall creditworthiness and our opinion on whether the issuer will be able to service its debt obligations when they become
due and payable. We may review, among other things, the company's cash flow capacity and trends and standard credit ratios, such as gross and net leverage, interest coverage
and liquidity ratios. We may also review profitability, capitalization and asset quality, among other variables, when assessing financials. We also take into account management
strategy, financial policy and the overall competitive landscape in relevant industries insofar as these may impact credit quality. We may also assess market technical aspects
such as the likely future supply of bonds or fund flows into the broader asset class. Unless we specify a different recommendation for the company’s individual securities, an
issuer recommendation applies to all of the bonds at the same level of the issuer’s capital structure. The investment recommendations remain valid only at the point of publication,
as they are not updated to take account of changes in the financial markets or new news about the issuer or instruments.

Definitions

Positive:

Credit: We expect the credit spread to tighten, on an interest rate hedged basis
Neutral:

Credit: We expect the credit spread to remain stable, on an interest rate hedged basis
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