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An unprecedented natural disaster has made fiscal
discipline obsolete

Musha Research Commentary

A devastating natural disaster caused by a worst-case pandemic Musha Research Co., Ltd.
The worst expectations for the new coronavirus outbreak that originated in China have President

become reality. Healthcare systems have collapsed in Italy and Spain, where the virus has Ryoji Musha

killed more than 10,000 people in each country, far more than the 3,318 reported deaths in Tel +81-3-5408-6818
China. In the United States, about 300,000 people have been infected, four times more than mus.ha_@musha.co.m.

in China. Economic activity has come to a standstill as countries worldwide shut down cities. hitp://www.musha.co.jp

The outbreak appears to be settling down in China but there is still no sign of the beginning 901 Renai Partire Shiodome
of a decline in Europe and the United States. Stock prices in the United States and other 2-18-3 Higashishinbashi,
countries plunged 35% to 40% during the three-week period following the all-time highs of Minato-ku, 105-0021 Tokyo

the second half of February. In Japan, stocks have a dividend yield of 3.1% and a PBR of
0.8. At this valuation, stock prices have factored in the constant destruction of corporate
value for many years. As a result, stocks in Japan have been sold off to a level that is
absolutely undervalued regardless of what happens from now on.

Bold government actions will stop the decline in stock prices

Almost all natural disasters are regional events. However, the magnitude of the COVID-19
crisis is unprecedented because it is happening simultaneously around the world. If this
crisis cannot be stopped, sales in the tourism, transportation, restaurant and other industries
worldwide will disappear. The result would be a massive economic downturn due to a rapid
increase in bankruptcies, unemployment and lost income. This is nothing less than a war.
Leaders of countries and monetary authorities have declared their determination to do
whatever is needed. Countries are enacting spending programs, monetary easing and
financial support measures on a scale never seen before. Stock prices have finally stopped
falling because these actions have made people confident that the chain reaction of
economic decline will end.

Figure 1: Global stock market capitalization Figure 2: PBR of Japanese stocks |
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The crisis has eliminated limitations on government spending

One strange effect of this crisis is the instant disappearance of guidelines and restrictions
for government spending that countries have been religiously observing for a long time. The
United States approved expenditures of $2.2 trillion, which is about 10% of its GDP.
Furthermore, the United States plans to spend another $2 trillion on infrastructure projects.
Germany, perhaps the country with the strongest commitment to fiscal discipline, has
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approved expenditures of €156 billion and a rescue fund of €600 billion, a total of €756 billion, which is about 20% of
its GDP. In Japan, the government is considering expenditures that will exceed the global financial crisis measures
totaling ¥56.8 trillion, which was about 10% of the GDP.

Figure 3: US fiscal deficit and unemployment rate
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The demise of the “golden rule” for fiscal discipline is good news

Fiscal discipline has clearly been destroyed by this crisis. The end of this discipline should be regarded as necessary
rather than simply an obvious outcome of current events. Removing restraints on public-sector spending will speed
up the next economic recovery. This recovery will probably result in only higher stock prices with no inflation or sharp
increase in interest rates. The reason is that the global economy had two fundamental problems even before this
crisis started. One was downward pressure on prices due to insufficient demand. The other was downward pressure
on interest rates due to idle capital. Demand has been inadequate because of the growth in the ability to supply
goods resulting from higher productivity fueled by the technology revolution (internet, Al, robots). Interest rates have
been declining because companies have let funds from their substantial earnings sit idle rather making new
investments. Due to this situation, there was a need to stimulate demand by enacting expansionary fiscal and
monetary policies in order to put this idle money back to work.

Utilizing idle capital and production capacity will make the economy stronger than before the new coronavirus crisis.
For years, what the world needed was to be set free from the long-standing belief that governments should be frugal.
But this thinking is not at all applicable to the world today. During the past 20 years, the majority of economists,
government officials, reporters and commentators in Japan have constantly issued warnings about budget deficits.
They were convinced that deficits would lead to inflation, higher interest rates and a big decline in the yen’s value. In
fact, deficits had the opposite effect: the diseases of deflation, lower interest rates and a stronger yen. Warnings of
the experts were completely wrong. As Figure 6 shows, Japan has the highest government debt in the world as a
percentage of the GDP. However, government interest expenses are the lowest in the world as a percentage of the
GDP. Japan is clearly nowhere near a situation that would trigger a public-sector financial crisis.

During the past several years, a number of academics, economic theories have emerged in the United States that
justify more government spending. Two examples are the fiscal theory of the price level (FTPL) and the modern
monetary theory (MMT). One reason for these new ideas is that they reflect what the global economy of today needs.

Figure 4: LT interest rates of major countries Figure 5: Why deflationary pressures continue
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Figure 6: Government interest payments as % of GDP
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Italy shows the world the dangers of a tight fiscal policy

The collapse of the healthcare system and shocking number of COVID-19 deaths in Italy are events that no one
expected to see in an affluent country. Italy’s fiscal discipline is in part responsible for this tragedy. Italy is not
competitive in global markets and its internal demand has been sluggish. The EU has insisted that Italy hold its
budget deficit below 3% of the GDP and government debt to below 60% of the GDP. To meet these demands, Italy
was forced to limit public-sector expenditures with steps that included cutting the healthcare budget. Japan and Italy
both have very high public-sector debt relative to their GDP. But the primary budget deficits of the two countries are
different. This deficit, which excludes interest payments on debt, represents expenditures that create demand. Japan
has an enormous primary budget deficit but Italy has an enormous primary budget surplus. This surplus signifies that
Italy’s frugal budget has been consistently creating a burden for the people of Italy by reducing overall demand.

The negative side of Italy’s closer ties with China

During the past 20 years, the number of hospital beds in Italy per 1,000 residents has decreased about 40%.
Furthermore, the number of long-term care beds for seniors has dropped to only about half of the levels in Japan and
the United States. These downturns are probably an underlying cause of the current healthcare crisis in Italy. Another
problem in Italy is the inability to devalue its currency because, even though the country is not very competitive, it
must use the euro. With a currency devaluation off the table, Italy instead suffered declines in the number of jobs and
consumer spending. To end these problems, Italy became the only G7 country to participate in China’s “one belt one
road initiative” in order to increase trade with China. However, the negative consequences of Italy’s decision to rapidly
strengthen ties with China are now appearing.

Figure 8: Personal consumption of EU countries
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Figure 9: Unemployment rate of EU countries Figure 10: China’s direct investment towards Italy
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Figure 11: Italy and Japan fiscal balance Figure 12: Italy and Japan primary balance
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The new Keynesian Era will soon be in full bloom

The Wall Street Journal reported that the government debt of Britain surpassed 200% of the GDP only three times
during the past three centuries: 1815 due to the Napoleonic Wars, 1920 due to World War | and 1945 due to World
War Il. The new coronavirus crisis may be following (Figure 13). If this crisis turns out to be the beginning of a new
era, it will probably mark the end of the period when government deficits were regarded as unquestionably harmful.

Six economic periods in the United States are evident in Figure 14, which shows the changes in real stock prices.
First is the phase of prosperity in a classic free economy (the gold standard), which ended in 1929. Second is the
failure of the classic free economy and end of the gold standard (1930-1940s). Third is prosperity in an era of
Keynesian policies, non-convertible currencies and government budget deficits (1950-1960s). Fourth is the death of
Keynesian economics (1970s). Fifth is the prosperity of neoliberalism with global non-convertible dollar printing(1980-
1990s). Sixth is the failure of neoliberalism (2000-2009). Seventh is prosperity since 2009 in an era of new
Keynesianism, quantitative easing and the growth of government spending. New Keynesianism started with
quantitative easing and may now finally be on the verge of advancing to a period of full-throttle prosperity as
governments set huge fiscal initiatives in motion.

The fruit of technology revolution hasn’t brought lifting standard of living of people nor shortening workhour. It’s just
resulted in increasing corporate profit and excessive saving. As the transitionary era from agriculture to industry,
improvement of productivity must be accompanied by rapid growth of new demand simultaneously as technology
improve.

For the time being fiscal policy must bridge between lack of demand and excess saving. Creative policy such as
universal basic income must be considered at this occasion. We hope this disaster will mark a new era.
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Figure 13: UK fiscal balance Figure 14: US real Dow Jones and economic regime

War on Virus Means War-Like Debt (Logscale)
U.K. government debt to GDP 10,000 7 Faiure of
. Keynesian economy| ?
200% Napcoleonic wars VWWI WWWII (Managed currency Prosperty under Mar. 2020
2 jsiem + Fiscal polcyf neo beraism 83203
Prosperity under Great depression Triemma
Iassicalfree market | oSy (Refecson of
economy (Regecton of classical eynesian econcmy) New Keynesian
(Gold standard) iy td nomy (Prosperiy of
globaizaton)?
200
1,000 -
100
O T T T T T T T
1700 ‘50 1800 ‘50 1900 ‘50 2000
Note: 2020-21 forecasts from Fitch Ratings
Sources: Bank of England; International Monetary 100
Fund: Fitch Ratings 10 15 20 25 30 35 40 45 50 55 60 55 70 75 80 85 90 95 00 05 10 15 20
* Real stock = DJIAUS CPL (CPI ;Oct 1982=1)
Source: Wall Street Journal SD:rac:g;n::;zr; U.S. Dept. of Laber Statistics, Musha Research

© Copyright 2020 Musha Research Co., Ltd

Although the information contained herein is based on sources that Musha Research believe reliable, Musha Research do not make any representation or warranty, express or implied, with respect to the
fairness, correctness, accuracy, reasonableness or completeness of the information and opinion herein. Musha Research is not responsible for any losses or damages incurred by your relying on such
information and opinion. The analyses or opinions contained herein may be based on assumptions that if altered can change the analyses or opinion expressed. Nothing contained herein shall constitute any
representation or warranty as to future performance of any financial product, credit, currency rate, interest rate or any other market or economic measure. Furthermore, past performance is not necessarily
indicative of future results. Musha Research has no obligations to update, modify or amend this document or to notify a reader in the event that any matter stated herein changes or subsequently becomes
inaccurate. When you analyze risks and issues on investment, finance, tax, law and/or accounting contained herein, you should take steps to ensure that you understand the transaction and have made an
independent assessment of the appropriateness of the transaction and it is strongly recommended to seek advice from your own experts and/or advisors, in light of your own objectives and circumstances.
This document shall not be construed as and does not form part of an offer, nor an invitation to offer, nor a solicitation or recommendation to enter into any transaction with DSI or any of its affiliates, nor is it
an official or unofficial confirmation of terms. This document and any information contained herein are confidential and may not be reproduced or distributed in whole or in part without our prior written consent.

5/5



