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In an attempt to explain the resilience of the U.S. economy in the face of elevated uncertainty, we have recently explored the role of
the Al investment boom (see here), the wealth effect generated largely by rising stock markets (here), and accommodative fiscal
policy (here). Today, in the last of four Hot Charts, we focus on financial conditions which, according to an index published by Goldman
Sachs, are currently the most accommodative they have been in three-and-a-half years. In fact, excluding the pandemic period,
financial conditions have only been looser on two other occasions since data collection began in 1990: briefly at the start of 2018 and
for most of 1999. What was the Federal Reserve doing then? It was tightening monetary policy, partly to counteract one of the main
side effects of overly loose monetary policy, i.e. elevated inflation. The central bank is certainly not in the same frame of mind these
days. While conditions are similar to those of the past, the Fed now appears convinced of the necessity of lowering policy rates.
Whether such a course of action is justified is certainly open to debate (there was a dissent in yesterday’s rate decision), but the fact
remains that lower short-term interest rates will contribute to loosening financial conditions even further, all other things being equal.
What does this mean for GDP growth? Well, a model developed by the Fed suggests that, at their current level, financial conditions
could add as much as 1% to growth over the next twelve months. That's all well and good, but when you add to these figures the
anticipated effect of the three other elements covered in recent days (Al investment, the wealth effect, and fiscal policy), there is
reason to fear that the economy could overheat in 2026. (Keep in mind, we haven’t even mentioned the supply shock that could be
caused by tariffs and the reduction in the labour supply due to stricter immigration policies.) This is certainly a risk that is increasingly
on our minds.

U.S.: Looser financial conditions will act as a significant boost to growth
Contribution of financial conditions to GDP growth over the next 12 months
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https://www.nbc.ca/about-us/news-media/financial-news/financial-analysis.html
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/hot-charts/hot-charts-251023.pdf
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/hot-charts/hot-charts-251024.pdf
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/hot-charts/hot-charts-251028.pdf
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