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Recent opinion polls suggest that the outcome of this year's UK

election is still in the balance and this has led to a widening of the
spread between UK and German bond yields. Having been consis-
tently negative on gilts over the last year, we now think this spread

is subject to two-way risk depending on the actual election result,

For two decades, with the main political
parties broadly agreeing on the general
thrust of economic policy, UK elections have
been of limited interest to financial markets.
Ultimately, this may be the case with this
year's vote. But opinion polls now point to
the possibility of an inconclusive result, the
public finances are in a parlous state and the
two biggest parties disagree on the timing
of fiscal adjustment. Political news is again
moving UK markets.

The general election must be held by June 3.
The precise timing will be decided by the Prime
Minister, Gordon Brown, and is therefore
uncertain. However, the most likely date is
May 6, to coincide with local elections across
much of the country. Until recently, opinion
polls (Display 1) suggested that the
opposition Conservative Party (center right)
would secure a comfortable majority. But the
latest polls point to a pickup in support for the
incumbent Labour Party (center left).

With the exception of a few rogue polls, the
Conservative lead over Labour has fallen from

over 10% at the beginning of the year to about
6% now (Display 2). The vagaries of the UK
electoral system make it difficult to convert this
into an accurate election prediction. Still, most
experts believe that this type of result would
make the Conservatives the biggest party in
Parliament but leave them slightly short of an
absolute majority. To form a government, they
would have to rely on the help of the centrist
Liberal Democratic Party which, so far at least,
has indicated that it will support the biggest
party in the new parliament.

There are several other scenarios. In all
likelihood, the election result will be
determined by voting in around 100 marginal
seats.* Having focused their resources, the
Conservatives are widely expected to do well
in these. This means their current share of the
vote might still be sufficient to deliver a small
majority. But the situation is so tight that even
a modest narrowing of the gap between the
parties could tip the scales in favor of a
minority Labour government. At this stage,
we cannot even rule out the possibility of a
majority Labour government.
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*There are 646 seats in Parliament but the majority of these are securely held. This means the outcome of
the election effectively depends on voting in a relatively small number of seats.




The bottom line is that, two months ahead
of the most likely polling day, the election is
wide open. Moreover, hung parliaments are
unusual in the UK—the last one, in 1974,
lasted less than a year—and, with no formal
constitution, there is uncertainty about
what happens if no side gains an absolute
majority. How long will it take to form a
government, who will the Liberal Demo-
crats actually support and, crucially, will the
resultant government be stable?

In normal times, these questions might not
matter all that much (at least for financial
markets). But these are not normal times.
The economy is only just emerging from
the deepest slump since the 1930s and the
budget deficit is at a peace-time high. In
addition, markets are beginning to focus
on fiscal exit strategies and sovereign risk.
If the UK elects a weak government that is
unable to take difficult decisions, there
could be a sharp sell-off in the gilt market.

There are also key differences in the way in
which the two main parties will approach
fiscal consolidation. The Labour Party has
promised to cut the deficit, but its plans rely
heavily on optimistic assumptions and it has
postponed any tightening until next year,
fearing a more aggressive approach would
jeopardize the recovery. Labour is also likely
to favor tax rises over spending cuts, a bias
that could weigh on long-term growth.

The Conservative Party has promised to

tighten fiscal policy as soon as it takes office.
This is because it believes a delay could lead
to a sovereign debt crisis. Given recent
events in Greece, there is some justification
for this. Indeed, the major rating agencies
have already warned that the UK’s triple-A
credit rating is at risk if a credible fiscal
program is not soon put in place.

Whether governments should tighten fiscal
policy now or later, when recovery is more
secure, is currently the subject of a furious
debate in many countries. A detailed analysis
of the pros and cons of each approach is
beyond the scope of this note. Clearly,
though, if early fiscal tightening sends the
economy back into recession it could prove
counterproductive. However, it's important to
note that putting off fiscal tightening until
growth returns often results in no tightening
at all, with the government instead relying on
cyclical factors to reduce the deficit. To some
extent, this type of approach has contributed
to the current crisis in Greece.

Moreover, this debate presupposes that the
government actually has a choice. Given
recent developments in Greece, the next
British government may have no option but
to tighten fiscal policy after the election in
order to maintain investor confidence.
Promises of jam tomorrow may no longer
be enough to placate gilt investors.

There is little doubt that the best election
outcome for the gilt market would be a
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majority Conservative government. Indeed,
such an outcome would probably give a
short-term boost to gilts. However, an
inconclusive result, particularly a minority
Labour government, could lead to a sharp
sell-off in the gilt market and the pound.
The problem for investors is that it is now
impossible to know which outcome is most likely.

Over the last year, we have been consis-
tently negative on gilts relative to other
markets. During this period, the 10-year
yield differential between the UK and
Germany has widened by roughly 100
basis points and is now close to the highs
of recent years (Display 3). As the
possibility of a hung parliament has now
been digested by the market, we think the
spread is subject to two-way risk depend-
ing on the actual election result.m
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