
How Fast Can the Fed Ease? 
The Private Sector Response to Easier 
Conditions Will Be a Key Factor
In a tight economy with high levels of fiscal spending and a very healthy private sector, there is 
limited room for a pickup in private sector borrowing without reigniting inflationary pressures. 
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This has been an unusual expansion. Typically, a few years in, 
expansions are fueled by growth in private sector credit creation 
as households and businesses borrow to spend in excess of income 

growth, reinforcing the positive momentum in the economy. Eventually, 
conditions make it such that the Fed needs to tighten policy, which makes 
borrowing more expensive, leading to a contraction in credit creation and 
an economic slowdown. Today, however, growth is still humming despite a 
meaningful slowdown in private sector borrowing, as higher interest rates 
reduced the incentives for corporations and households to lever up. Instead, 
the economy has been held up by large and ongoing fiscal stimulus (which 
will likely continue at least until the November elections) along with strong 
private sector income growth. As financial conditions ease with the Fed’s 
pivot toward a more dovish stance, we see the private sector in a strong 
position to respond to lower rates and easier financial conditions. Balance 
sheets are unusually unencumbered at this stage of the expansion and are 
coming out of a sustained period of deleveraging, while wages are still rising 
at a healthy clip. This means that Fed easing is likely to be stimulative, which 
in turn will limit how much easing makes sense given the strong starting 
point of the economy. 
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Strong Income Growth Held Up Household Demand 
Despite a Sharp Fall in Borrowing
Household spending, which represents roughly three quarters of the economy, has remained robust despite 
a massive contraction in borrowing. Spending has been held up by strong income growth, which was kick-
started by massive pandemic era stimulus and sustained by ongoing high levels of fiscal spending. This kept 
employment and wages growing at a healthy rate and meant that the massive decline in credit creation did not 
lead to an economic contraction.

-5%

5%

0%

10%

Financed by Incomes
Household Nominal Spending Growth (12m, %GDP)

Financed by Dissaving

2000 2010 2020

Financed by Borrowing

-5%

0%

5%

-10%

-5%

5%

0%

10%

2000 2010 2020

-2.5%

-5.0%

2.5%

0.0%

5.0%

7.5%

-5%

-10%

0%

5%

10%

2000 2010 2020

Strong income 
growth holding 
up HH spending

Strong Balance Sheets Provide Room for Households to 
Increase Borrowing
Households have deleveraged meaningfully over the last 20 years, including during the current cycle. Their 
balance sheets aren’t stretched as they usually are when economic cycles are near their end. So, there is plenty 
of room for households to leverage up in response to more favorable incentives.
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One of the main channels for household borrowing is the housing market. And while housing is a relatively 
small direct input to US economic growth, it punches above its weight because it is the largest asset on 
household balance sheets, the collateral for most household borrowing, and roughly 30% of consumer price 
inflation. Despite the unprecedented rise in rates, when we look at housing today, we see prices as likely to 
remain strong, demand as unlikely to fall much further, and mortgage rates that will need to remain elevated 
to prevent an increase in demand and keep the market in balance. 

The sharp increase in interest rates over the last few years led to a meaningful decline in household mortgage 
borrowing and a fall in residential fixed investment, though the latter has stabilized recently.
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The huge rise in mortgage rates has resulted in significant deterioration of affordability and crushed the 
demand for housing. At the same time, however, the supply of homes is the lowest on record. This reduction in 
demand has not been enough to cool price increases as tight supply has continued to exert upward pressure.
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Going forward, any appreciable rate decline is likely to quickly lead to more demand and higher prices and 
activity at a time when there is little slack in the economy to absorb this boost. As the chart below on the left 
shows, given the strength in household incomes, even a 150bps decline in mortgage rates—not large compared 
to typical easing cycles—would bring affordability back to around average, boosting demand at a time when 
supply is extremely tight.
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If Rates Fall by 150bps

This dynamic creates a positive outlook for builders, and we see that reflected through a marked improvement 
in sentiment and a large rally in their stock prices. This positive response is occurring with mortgage rates 
still about 400bps higher than two years ago. We think rates another 100bps lower would result in a material 
increase in borrowing and building. 
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Strong Corporate Fundamentals Support an Increase in 
Borrowing and Investment
In the direct aftermath of the COVID pandemic, companies took advantage of historically low rates by issuing a 
lot of debt, allowing them to build up an unprecedentedly large amount of liquidity. That, along with continued 
strength in corporate cash flows as economic activity remained strong, allowed companies to reduce debt 
issuance when yields rose and capital market volatility was elevated.
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The lack of new debt issuance, coupled with strong earnings, has kept corporate fundamentals in a very healthy 
position. Balance sheet leverage has barely ticked up, while interest coverage remains at highs despite the 
inevitable deterioration due to higher interest rates.
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With balance sheets in a healthy position, businesses have the capacity to respond to the continued strength 
in household spending by increasing investment. Business surveys we track indicate that capex sentiment is 
already improving.

202020182016 2022 2024

40%

20%

30%

10%

50%

2000 2010 2020

Contribution to GDP Growth

0%

4%

2%

-2%

-4%

Business Capex Outlook
% of Firms Expecting to Increase Capex
in the Next 3 MonthsBusiness Investment Consumption

Strong consumption will increase
incentives for business investment…

…and we are seeing some
signs that capex sentiment
is improving among firms

Source: National Association for Business Economics

There Are Limited Signs of Corporate Excesses That 
Could Tighten Credit Availability
While the aggregate picture for corporate credit markets looks benign and supportive of an increase in 
borrowing, we are always wary of excesses underneath the hood that could cause a tightening in conditions, 
especially as we approach the end of a tightening cycle. Such risks look limited to us today. 

Historically, several extreme credit sell-offs have coincided with the buildup and subsequent unwinding of 
risk in specific sectors. In the 2000s, the high-yield market had a roughly 20% exposure to the tech sector, 
which faced a sharp default cycle after the breakdown of aggressively leveraged capital structures. In 2014-16, 
the high-yield market had around 17% exposure to the energy sector, whose capital structures were predicated 
on the continuation of a high-energy-price environment. The subsequent crash in energy prices naturally led 
to a meaningful credit downturn. One way we screen for such risks is by looking at any sectors that have an 
unusually large need to attract capital. Today, the only sector that meets that criterion is utilities, a sector with 
largely investment-grade, regulated entities with very stable margins. This is a meaningfully healthier setup 
than that presented by the tech and energy sectors in prior credit breakdowns.
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The Supply for Capital Will Likely Turn More Supportive
Banks tightened lending standards rapidly and preemptively in this cycle, anticipating a decline in economic 
activity that has not materialized. Standards have become less restrictive recently but remain tight; with 
borrower fundamentals on a strong footing and policy turning less restrictive, we would expect further easing 
from here, which should support an expansion in credit creation.
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