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Why has the rapid rise in interest rates—from 0% to 5.5%—had
such little impact on the U.S. economy? Many speculate it's due to
a continued shift away from manufacturing and toward services,
making the economy less debt dependent and less rate sensitive.
But manufacturing hasn’t changed much, hovering around 10%

to 13% of gross domestic product (GDP) since the 1950s.

What has changed is the amount of borrowing. Scaled by GDP,
borrowing has continued to trend upward from around 130%
through the 1950s, 1960s, and 1970s to roughly double that
today. As with much of the world, the U.S. economy has become
more debt dependent, making it crucial to solve this puzzle. To
shed some light, we introduce two concepts—first is the idea

of financial gravity and second is the tale of a 4-foot manin a
5-foot hole.

Financial gravity posits that the weight of interest rates on the
economy is a function of the level of interest rates and the
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period of time that rates stay at that level.
FINANCIAL GRAVITY = RATE x TIME

Markets have focused on the number of rate cuts. But the better
question is how long rates stay at the higher level. Consider that
a 500% interest rate for one minute would capture headlines but
have virtually no impact. However, a 5% rate increase for five
years could crush the economy. We are currently less than two
years into the higher rate environment.

This is illustrated by the period from the post Global Financial
Crisis through 2021. Financial gravity was very weak, with rates
near zero for most of this time. In that kind of environment, all
assets tend to rise as there’s little gravity to hold them down.
Rates rose rapidly in 2022, but it takes time for the weight of
higher rates to be felt. The equity market has priced in very low
financial gravity, expecting significant rate cuts soon.
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Time is an important factor because 1) it takes time for
investors’ expectations to adjust, 2) the longer the interval,

the more debt that needs to be refinanced and the more new
debt that needs to be issued, and 3) how long it takes to adjust
is determined, in part, by how much debt is floating rate (the
impact is swift) versus fixed rate (the impact is more delayed).
Most U.S. debt is fixed rate, but heavy users of floating-rate
debt—such as private equity—are already feeling the pinch

of higher rates. In Europe and elsewhere, floating-rate debt is
weighing more heavily on consumers.

The tale of a 4-foot man in a 5-foot hole illustrates another key
point: The path of interest rates matters a lot. For this analogy,

let the maximum base rate an investor can afford be represented
by how tall he is. If an investor’s maximum base rate is 4%, he is
4 feet tall; the depth of the hole he's in is set by the prevailing
base rate, currently 5%. A 4-foot man in a 5-foot hole cannot get
out—he can't afford higher loan payments, and he can't afford to
refinance. So, a rate cut from 10% to 5% reveals a bunch of tall
people in waist-deep holes. These borrowers can refinance, and
many new borrowers—those 6-, 7-, 8-, and 9-feet tall—can also
afford to borrow. Conversely, we've just moved from a 12-year
period of near-zero base rates to 5%, which means a lot of 1-, 2-,
3-, and 4-foot-tall people are now stuck in 5-foot-deep holes. A
higher-for-longer environment may spark many defaults. Time
and rate—financial gravity—determine the impact.

Investors should think about potential implications of a higher-for-longer scenario, including:

(1 Eaquities have priced in a no-landing scenario. If you're
waiting for a meltdown, be patient—equity markets will
crack along with the economy.

()2 Europe may lead the next global recession as over-
leveraged consumers spend less.

()3 Real estate and other rate-sensitive assets have put off
reality by not transacting. Financial gravity is not their
friend and neither is time.
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(4 Private equity could struggle to return capital in a
falling market and to pay more on debt than expected.
Bankruptcies by private equity-owned firms would
then spike.

(5 Asthe economy slows and rates fall, investors may prefer
fixed-rate over floating-rate debt. Private credit has their
money now but will struggle to raise new capital.

(6 Possible winners include gold; high-quality, medium-to-
longer-term fixed-rate debt; trend-following strategies;
long-volatility strategies; and market-neutral strategies.
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For further information

We're committed to thoughtful investing, purposeful
planning, and the desire to deliver outcomes that
expand above and beyond financial gains. Visit our
website at www.allspringglobal.com.

Contact details

FOR U.S. INVESTORS ONLY

For retail clients, contact your financial advisor.

To reach our intermediary sales professionals,
contact your dedicated regional director, or call us
at +1-866-701-2575.

To reach our institutional investment professionals,
contact your existing client relations director, or email
us at Allspringlnstitutional@allspringglobal.com.

To reach our retirement professionals, contact your
dedicated defined contribution investment only
specialist, or call us at +1-800-368-1370.

FOR EMEA AND APAC INVESTORS ONLY

To reach our EMEA- and APAC-based investment
professionals, contact us at
Allspringlnternational@allspringglobal.com.

FOR SUSTAINABLE INVESTING

To discuss sustainable investing solutions, contact
Henrietta Pacquement, head of Sustainability, and
Jamie Newton, deputy head of Sustainability, at
henrietta.pacquement@allspringglobal.com and
jamie.newton@allspringglobal.com.
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