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Government crisis: don’t panic yet, but risks are rising










A government crisis - what happened? The Finns Party had a party assemble during the
weekend where they elected a new leader for the party, member of European Parliament
Jussi Halla-aho. Halla-aho is known for his strong anti-immigration attitude and has
even been convicted for hate crime. The National Coalition Party (NCP) immediately
announced that they need to seriously consider whether the party can stay in a
government with a Finns Party led by Halla-aho. On Monday, the two governing
coalition partners of the Finns Party, the Centre Party and the NCP, together announced
that there is no common ground for cooperation effectively leading to a government
collapse.
At the time of writing, it is too early to say whether the government collapse will lead
to a snap election. Another option would be to form a new government – possibly
including Centre Party, NCP, the Swedish People’s Party and Christian Democrats. The
four-party coalition would have a slim majority, with 101 seats in a 200-seat parliament.
Finland has been run by majority coalition governments for decades, which would make
the new government fairly weak and dependent on individual MPs. However, the
Swedish Party and Christian Democrats have confirmed that they are willing to
negotiate.
A snap election is very unusual in Finland. It would require a proposal from the prime
minister and a decision by the president. During the time of independence, the president
has decided to dissolve parliament only seven times – most recently in 1975. Thus, in
the case of government collapse, there has been a tradition of forming a new
government. Moreover, in most recent cases where the government has been dissolved,
the reason has often been prime minister’s resignation which has only implied marginal
changes in the government. A total collapse leading to a new round of negotiations is
just as unusual a procedure as a snap election.
Currently, NCP (20.6%) is leading in polls. The Social democrats, currently in
opposition, are runners-up with 18.7% share of the vote whereas the Centre Party
(17.5%) has fallen to third place. The Greens (14.3%) have gained significantly after
the 2015 election whereas the support for the Finns Party has plummeted to 9.4% from
17.7% in the 2015 election. An early election would lead to a government formed by
the likely winner, the NCP. They could try to form a government closely resembling
the centre-right coalition (with the Centre Party, Swedish People’s Party and Christian
Democrats) or an ‘urban-green coalition’ with Social Democrats and Greens.
Some major structural reforms could be at stake. A social and healthcare reform
(SOTE) has been central to the government’s plan to balance public finances going
forward. The Finnish population is ageing fast and the demographic shift burdens the
public sector in the coming decades. The reform is also much awaited by the rating
agencies. The reform planning has proceeded slowly and many details are unsolved. A
weak centre-right coalition could push the reforms ahead, but the pace may slow down.
With snap elections and a completely new government the whole reform could return
to the drawing board. All parties realise that a reform is needed but they disagree a lot
on the form.

Important disclosures and certifications are contained from page 2 of this report.
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Another area of reforms is the labour market. Finnish labour market participation is low
compared to other Nordic countries. Reforms in this area have also been slow and a lot
has been left to collective agreements between labour market institutions. A weak
centre-right coalition could make some reforms, while a government including Social
Democrats (in case of a snap election) would probably not achieve much in this area.



Fortunately, the Finnish economy is growing again. We forecast 2.8% GDP growth in
2017, which gives some buffer against political gridlock. The Debt-to-GDP ratio could
stabilise in the medium run, but reforms are needed to keep it low in the longer run with
the ageing population.



We have witnessed a 1.0-2.5bp spread widening in the RFGB market versus Germany
on Monday as the market has priced in a political uncertainty premium. However,
considering the positive macroeconomic background and the fact that even in case of a
snap election, the government may be able to proceed with the much-needed reform
agenda, we still recommend our clients to be long RFGBs and we actually think that
the current widening could be an opportunity to add exposure.



In our bond portfolio in Government Bonds Weekly we have since the spring
recommended buying the 5Y RFGB against 5Y NETHER. We see no reason to close
this recommendation.



However, we highlight the risk of increasing political risk premium, especially if
uncertainty over the reform agenda prevails for an extended period of time and/or the
rating agencies react to increased political uncertainty. At the current juncture, we
expect no immediate reaction from the rating agencies.

See our published research: Finland Research - Economy at full speed towards potential,
7 June 2017
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