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Confluence Investment Management offers various asset allocation products which are managed using “top 
down,” or macro, analysis.  We publish asset allocation thoughts on a bi-weekly basis, updating the report 

every other Monday, along with an accompanying podcast. 
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U.S. policymakers used deregulation and globalization to corral inflation from 1966 to 1982.  

Unfortunately, that policy was at odds with America’s superpower role, which required the U.S. 

to act as global importer of last resort.  If the U.S. didn’t consume all the goods the world wanted 

to sell to Americans, the world economy would face a liquidity crisis.  Policymakers addressed 

the issues of containing inflation and providing global liquidity by deregulating financial 

services, which made it easier for households to borrow money.  Although deregulation and 

globalization slowed real income growth, the ability to borrow allowed households to absorb 

global imports, holding the international system together.  After 1995, this lending was 

increasingly attached to residential real estate, which was considered safe.  Sadly, one of the key 

economic imbalances that was revealed during the Great Financial Crisis was excessive 

household debt.  Since the crisis, the economy has been trying to address this debt overhang.  

There has been some progress as household debt peaked at 129.4% of after-tax income in Q1 

2008 but fell to 84.4% in Q1 2021.  Since then, it has risen to 96.5%.  

 

Although policymakers haven’t targeted this issue, we believe that addressing this debt situation 

is not only key to improving the health of the economy, but the austerity required to reduce debt 

may be a factor behind political polarization.  The last time the U.S. had a similar debt issue was 

in the late 1920s when the Great Depression was the resolution, although the situation wasn’t 

fully addressed until WWII.  From a financial perspective, WWII finally resolved the private 

sector debt problem by placing that debt on the public balance sheet.  The debt relative to the 

size of the economy was reduced on the public balance sheet through financial repression. 

 

One of the difficulties in discussing debt is proper scaling; in other words, how do we know 

when debt is “too high”?  Economists often use nominal GDP or some sort of income measure to 

scale debt.  The problem is that both GDP and income are “flow” data, meaning that they 

measure a quantity calculated over a period of time, while debt is “stock” data, which is a level at 

a specific time.  In terms of debt, income or GDP may or may not tell us much about the ability 

to service the debt. 

 

Accounting often creates ratios that measure stock or flows.  For example, assets divided by 

liabilities are two stock numbers that give us some idea about the balance sheet of a firm or 

household.  Clearly, if the assets exceed liabilities, it suggests solvency.   
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From 1970 to 1990, American households had more cash than debt.1  After 1990, household 

leverage rose, peaking with debt exceeding cash to the tune of nearly $6.0 trillion.  The 

difference narrowed after the Great Financial Crisis by more than 50%.  The huge injection of 

fiscal aid to households during the COVID-19 pandemic finally led to cash exceeding debt for 

the first time in three decades.  

 

So, have we resolved the household debt problem?  Perhaps, but the Federal Reserve’s 

Distributional Financial Accounts, which examines household balance sheets by income, 

suggests that the debt situation hasn’t necessarily been fixed. 

 
1 This dataset, from the FRB’s Financial Accounts of the U.S., includes households plus non-profits that service 
households.  Thus, strictly speaking, this isn’t just households, but data suggests the non-profit contribution is 
relatively minor. 
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We divide households into three groups: the top 10%, the middle 40%, and the bottom 50%.  The 

top 10% has seen its cash levels rise relative to debt for most of this century, but this difference 

widened dramatically during the pandemic.  Since the upper income brackets were mostly 

excluded from direct cash payments, it’s likely that this group liquidated appreciated assets.  We 

do note that all three classes took on more debt, but in the case of the top 10%, the cash 

accumulation far exceeded these new liabilities.  The middle 40% saw cash rise relative to debt 

into Q1 2021, but over the past year, liabilities grew modestly relative to debt.  However, for the 

bottom 50%, net debt continued to rise even with the influx of pandemic transfer payments. 

 

We don’t have a data series by income prior to 1989, so we can’t compare what occurred during 

and after WWII, but, given the high marginal tax rates of that period, we suspect that the lower 

income classes saw their balance sheets improve.  What can we take away from the above chart?  

First, as interest rates rise, consumption may fall since the bottom 50% increased their leverage 

during the pandemic.  Consumption will then have to come from the upper 50%.  Second, given 

the massive cash balances of the top 10%, asset prices could find support in the coming months.  

Although higher cash yields from rising interest rates might keep this cash on the sidelines, we 

suspect this level of cash will eventually find its way into the equity, commodity, and debt 

markets.  This flow may depend on signs that the FOMC is near the end of its tightening cycle, 

but once such a catalyst emerges, the conditions for a strong financial market recovery are in 

place.  The great unknown, of course, is which market the potential flows will favor. 

 
Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes 
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed 
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and 
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.   
 

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 


