
 

 

 

 

 

We see three signals from the financial markets that 
not only point to the health of U.S. risk assets but 
indicate talk of a U.S. debt crisis and a serious decline 
in the U.S. dollar’s foreign exchange value are 
overstated. First, equities have performed well in the 
face of restrictive monetary policies. Since mid-2022, 
quantitative tightening has cut the size of the Federal 
Reserve (the “Fed’s”) balance sheet by over one third, 
yet the S&P 500 Index has risen over 80%. 

Second, bond managers have raised hundreds of 
billions of dollars in recent years, expecting a flood of 
distressed bonds for sale, but credit spreads have 
remained narrow throughout the post-COVID 
recovery. The supply of distressed bonds has been 
limited, and few managers were able to invest those 
funds.  

Third, in spite of government deficits and large U.S. 
Treasury borrowing needs, the dollar’s foreign 
exchange value has held its own. In the mid-90s, it is 
currently near the middle of its trading range over the 
past 10 years and has been stable since April of 2025.  

The reason for all of this, we think, is that for the past 
several years, the U.S. private sector has been 
throwing off excess cash, and liquidity available to the 
financial markets has been strong and it is growing. 
While much is made of the rise in government debt 
outstanding, private debt, which is a larger aggregate, 
is trending down as a percentage of gross domestic 
product (“GDP”). This has left both the economy and 
financial markets less dependent on what the Fed is 

doing. Liquidity is building up, even in the face of tight 
monetary conditions, and outside of recession, that is 
unique in the post-war period. We believe there are 
structural reasons for the decline in private debt. As 
demographics in the developed world age, spending 
declines and savings rise. At the macro level, the desire 
to save exceeds the ability to spend and invest. The 
result is that savers are asking the financial markets to 
absorb more capital than the economy can profitably 
invest. That began in Japan thirty years ago, migrated 
to Europe around the time of the Greek debt credit 
crisis, and could describe the U.S. economy in coming 
years, particularly if the U.S. constrains immigration.  

This is reflected in what is happening to the monetary 
aggregates. Money and credit levels are growing far 
too slowly for inflation to take hold. Federal Reserve 
Bank credit is down 4.4% year-over-year; commercial 
bank credit is only 5.4% higher; and M2 is 4.8% higher. 
Since these growth rates roughly equal the level of 
nominal interest rates, net new borrowing simply 
credits the interest costs of carrying the current debt 
stock, leaving little for use in the economy. These are 
recession level growth rates, and this shows up in a 
cash buildup. JPMorgan Chase & Co reported 
consumer cash holdings in checking, savings and 
money market accounts touched a record $22 trillion 
in the third quarter of last year, up from $14.8 trillion in 
2019. Low U.S. dollar-based money growth implies 
that any decline in the dollar would come from U.S. 
foreign exchange market intervention. This is 
illustrated in the chart below. 
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All of this tends to force the natural rate of interest 
lower.  

The behavior of dollar liquidity should be compared to 
nominal GDP because it reflects funding of dollars 
relative to the demand for dollar assets or dollar 
payment settlement. 

As a percentage of GDP, government debt has grown; 
COVID-related spending drove the federal debt to 
GDP ratio to the mid-120s%. But it is projected to level 
off for the rest of the decade. That would signal the 
end of growth in excess dollar supply from that source. 
On the other hand, relative to GDP, private debt, which 
includes households and businesses in the U.S., has 
been drawing down since 2021. Household debt, 
consisting of mortgages, private borrowings and credit 
card debt, compared to GDP has been declining since 
2009. If these trends continue (the government debt 
to GDP ratio flattens out while private debt continues 
to move down), total dollar-related debt relative to 
GDP would fall over time. In other words, since dollar-
based credit is growing more slowly than domestic 
demand for it, as measured by nominal GDP, it 
suggests deflationary pressures are building and 
insufficient dollars are being created to meet economic 
needs. Theoretically, that could create a dollar scarcity 
in the years ahead. Should the dollar fall for geopolitical 
reasons, it would likely attract larger investment flows 

into the U.S. That would strengthen the economy and 
likely result in higher stock prices.  

We expect short-term interest rates to fall in 2026 and 
early 2027, and that would be positive for both stocks 
and bonds. Slower U.S. population growth will likely 
lessen final demand and lead to a protracted period of 
both disinflation and weaker labor conditions. Both 
would be triggers for more easing from the Fed. 
Deregulation and productivity growth will support 
business profits, allowing businesses to 
simultaneously invest and reduce debt liabilities. 
Finally, in addition to reducing interest rates, the Fed is 
moving from the policy of quantitative tightening, 
whereby it sells securities into the marketplace and 
reduces the size of its balance sheet, to quantitative 
easing, where the Fed buys securities and grows its 
balance sheet. That will further increase liquidity 
flowing into the financial markets.  

The rise in private savings allows the economy to grow 
faster without creating inflation. It also suggests the 
multi-decade trend to lower interest rates will resume. 
If our thinking is correct, short-term rates will be forced 
downward because the financial sector will face a 
structural decline in demand for credit and have little 
incentive to pay up for deposits, the largest 
component of its liabilities. Deposits held by the 
banking system have already fallen from $20 trillion in 



 
 

2022 to roughly $18 trillion today. That reflects the 
challenge the financial sector has faced in lending and 
investing the flood of savings it has gathered. Any rise 
in interest rates simply aggravates defaults and in a 
fractionalized banking system, defaults automatically 
stop credit. 

The ability of the private equity industry, which today 
manages over $11 trillion in assets, to raise capital not 
only reflects the flood of savings in the economy, but 
its growth ironically adds to underlying deflationary 
pressures. When a bank lends, or purchases an 
investment, it creates money and adds to the dollar-
based credit stock. If private equity makes the 
investment, it must raise outside capital to do so, and 
another asset must be sold somewhere to provide that 
capital. New money is not created. But now, even 

private equity is facing difficulties in both finding new 
investments for the enormous funds the industry has 
raised and also monetizing the investments it already 
holds. Today, private lending exists largely to lend to 
companies owned by private equity entities. A National 
Bureau of Economic Research study indicated 75% of 
middle market borrowers of direct lenders were private 
equity owned firms. Only when leveraged lending by 
the banking system is involved is new dollar-based 
credit created.  

All of this points to lower short-term rates. The financial 
sector creates most money market assets (deposits, 
asset-backed commercial paper). If demand for credit 
to operate the economy is slowing, the demand for 
and price of financial sector liabilities will decline. The 
so-called money rate will decline.  
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This letter is provided for informational purposes only and is not an offer to sell or a solicitation of an offer to buy the securities, products or services 
mentioned, and no offers or sales will be made in jurisdictions in which the offer or sale of these securities, products or services is not qualified or 
otherwise exempt from regulation. The information contained herein should not be considered a recommendation, blanket or otherwise: (1) to 
purchase any specific stock, index or equity-based product, or (2) to utilize any specific stock selection strategy. 
 
These materials are owned by Clough Capital. This letter is for your personal and/or business use, depending on the prospective client relationship. 
You may not modify, copy, distribute, transmit, display, reproduce, publish, license, create derivative works from, transfer or sell any information 
contained herein. 
 
This letter has been prepared from original sources and data believed to be reliable and current as of the date on the cover page but is not 
guaranteed as to accuracy and completeness and does not purport to be a complete analysis of the materials discussed and is subject to change 
at any time without notice to the recipients of this letter. The information set forth in this letter, including, without limitation, information relating to 
the investment process, strategies, philosophies, portfolio composition and allocations, security selection criteria and other parameters, described 
herein is subject to change at any time without notice to the recipients of this letter. 
 
Although not generally stated throughout, the information in this letter is the opinion of Clough Capital, which opinion is subject to change and 
Clough Capital has no obligation to inform you of any such changes. Opinions expressed herein are solely those of Clough Capital. Clough Capital 
is an investment adviser registered with the U.S. Securities and Exchange Commission (the “SEC”). Registration with the SEC should not be 
construed as an endorsement or an indicator of investment skill, acumen or experience. 
 
Nothing contained herein constitutes investment, legal, tax, accounting, financial or other advice nor should be relied upon in making an investment 
or other decision. Nothing herein should be considered an offer to sell, nor a solicitation of an offer to buy, any security in any fund managed or 
sponsored by Clough Capital or any of its affiliates, or any other investment product or security. Offers to sell or solicitations to invest in any funds 
may be made only by means of a prospectus or a confidential offering memorandum, and only in accordance with applicable securities laws. 
Investing involves risk, including the risk that the entire amount invested may be lost. Investors should consider the investment objective, risks, 
charges and expenses of any investment product carefully before investing and should consult their own professional advisors prior to making 
any investment decision. None of Clough Capital, its affiliates nor any funds or products that they manage, or sponsor makes any representation 
or warranty, express or implied, as to the accuracy or completeness of the information contained herein and nothing contained herein shall be 
relied upon as a promise or representation as to past or future performance of any fund or product. Past performance is neither a guarantee, nor 
necessarily indicative, of future results, which may be significantly affected by changes in economic and other conditions. Any outlooks or 
estimates contained herein, or any projections of future economic, financial or other conditions, are forward-looking statements and, as such, are 
subject to change without notice and should not be construed as indicative of any actual events that have occurred or may occur. No 
representations are made that any such forward-looking statements will prove to be accurate. There is a substantial likelihood that at least some, 
if not all, of the forward-looking statements included herein may prove to be inaccurate, possibly to a significant degree. Furthermore, there can 
be no assurance that any portfolio characteristics, holdings or targets referenced herein will be achieved or maintained and any such information 
is subject to change without further notice. 
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