
(which earns next to nothing) or my 4% 
bank line of credit to invest in a project 
that’s expected to produce a much higher 
return?  These decisions are easier to make 
as interest rates fall, and they all affect 
economic growth in a positive way. 

Falling interest rates positively affect the 
economy through what’s known as the 
“wealth effect” as well.  The argument goes 
like this: Low interest rates reduce the 
relative attractiveness of safe alternatives 
for cash (bonds, checking & savings 
accounts, money market funds), thereby 
encouraging investors to go further out on 
the risk spectrum in an effort to achieve 
acceptable returns. Some enterprising 
and risk-tolerant investors even take it a 
step further, utilizing low-cost debt to 

Conventional wisdom within the global 
central-bank community is that falling 
interest rates are nearly always stimulative 
for the economy, and the lower the better.  
In fact, central banks in major economies 
like Japan and Germany pushed interest 
rates to negative levels in recent months in 
an effort to jump-start economic growth.  
The lower interest rates fall, central bankers 
say, the more inclined consumers and 
businesses will be to spend and borrow to 
fuel consumption and investment.  After 
all, why not buy a new car if the dealership 
will give me zero percent financing for 
six years?  Why not remodel a kitchen if 
I can refinance my mortgage at 3.5% and 
save several hundred dollars in interest 
costs each month?  If I’m a small business 
owner, why wouldn’t I use cash on hand 
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accumulate assets in an effort to turbo-
charge investment returns.  As investors 
use their cash and cheap loans to bid up 
risky assets like stocks, bonds and real 
estate, the capital gains on those assets 
allow consumers to spend more with 
their newfound wealth, resulting in – you 
guessed it - the “wealth effect.”  One need 
only look at a chart of household net worth 
(see chart on page 1) to clearly see how ultra-
loose monetary policy has contributed to 
the creation of massive amounts of wealth 
over the past several years. In fact, aggregate 
household net worth has increased by $33 
trillion since the lows of the financial crisis 
in 2009 – a staggering number, especially 
considering the fact that the economic 
recovery has proceeded at an anemic pace 
compared to past recoveries. 

But while there is undoubtedly lots of 
historical evidence supportive of the 
stimulative effects of low interest rates, the 
current low-rate environment does not 
seem to be producing the Fed’s desired 
effects - at least not anymore.  Rather than 
spending their increases in income/wealth, 
consumers are generally saving more of 
their income as well as the windfalls of 
lower interest rates and gas prices. Rather 
than investing in new plants, equipment 
and technologies, businesses are using 
their cash flow to increase dividends 
or repurchase their own stock, thereby 
boosting earnings on a per-share basis 
but not adding to economic output.  And 
rather than using its massive stores of 
deposits to fund loan growth, many banks 
are opting to park their liquidity at the 
Fed.  These responses to Fed policy are 
producing much consternation among 
central bankers and politicians alike, and 
they are at least partially attributable to 
lingering shellshock from the financial 
crisis.  Below we show a chart of personal 
savings rates, which have clearly been 

trending up since the recession ended  
in 2009.  

So why isn’t Fed policy having its intended 
effects anymore?  I think there are three 
main reasons why monetary policy has 
long since reached the point of diminishing 
returns.  The first is that businesses are 
still faced with an inordinate amount of 
uncertainty, and so they remain unwilling 
to commit to significant investments 
in growth. Ironically, the sources of the 
business uncertainty, which can alternatively 
be described as a lack of confidence, are 
the Fed and other government entities.  
Most obvious, the maintenance of a Fed 
Funds target of 0.25%-0.50% for seven 
years does not engender confidence.  The 
Fed is keeping us at emergency liquidity 
levels even though the crisis has long since 
passed, the unemployment rate has cut in 
half and inflation has been rising.  What 
message does this send?  

At the same time, a dysfunctional Congress 
has been unable to pass legislation 
supportive of growth in the form of fiscal 

stimulus.  Initiatives like corporate tax 
reform, allowing for the repatriation of 
earnings held overseas, infrastructure 
investments, and/or entitlement reform 
would clearly provide a much needed shot 
in the arm for the economy.  Not only is 
Congress not delivering on those fronts, 
but the two major-party presidential 
candidates are advocating for policies that 
are generally perceived to be anti-growth.  
Rhetoric supporting restrictions on 
immigration, protectionist trade policies, 
income redistribution, and increased 
regulation are not helpful to the mission.  

And finally, ongoing regulatory 
developments at the Fed and other 
regulatory agencies are leaving banks 
hamstrung as the goal posts are constantly 
being moved.  While some of the 
fault undoubtedly rests with the banks 
themselves (current Wells Fargo scandals, 
London Whale losses at JP Morgan, 
LIBOR rigging), there is no reason why 
the banks shouldn’t be crystal clear on 
the new rules nearly 10 years after the 
financial crisis.  So, in sum, a general lack of 

Source: US Bureau of Economic Analysis.
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confidence plagues the business sector, and 
much of the problem is self-inflicted by our 
policy makers. 

The second reason for current monetary-
policy impotence is that most of the 
economic gains we have seen during 
this recovery have accrued to a relatively 
small percentage of wealthy people. There 
is no shortage of evidence supporting the 
notion that the middle class is shrinking, 
and access to the “American dream” is 
getting out of reach for many.  I could site 
numerous studies about the uneven nature 
of this recovery, but the one that most 
stands out is by Emmanuel Saez of UC-
Berkeley.  Saez found that 50% of the total 
income (including capital gains) in this 
country is currently being earned by the 
top 10% of earners while the remaining 
90% of earners share the other 50%.  These 
are ratios not seen since the late 1920’s, 
according to the study.  

Why is the trend of increasing economic 
inequality important?  Because it means 
that the Fed’s strategy of inflating asset 
prices in the hopes that some of this 
prosperity will make its way to the 
middle class is not working.  Trickle-
down economics may have worked for 
Reagan (or may not have, depending on 
your perspective), but the Fed’s version is 
different because it relies on asset-price 
inflation rather than tax cuts.  Those 
fortunate enough to own the assets 
continue to prosper, but the gains are not 
making their way down.  And many of the 
traditional metrics that economists track to 
gauge consumer health do not capture the 
concentration at the top.  Unfortunately, 
the rich can only spend so much and so 
rapidly.  More widespread participation in 
the economic recovery is needed if we are 
to achieve more rapid and more sustainable 
economic growth.  Please understand that 

expected returns mean that those masses 
of aging prospective retirees will have to 
start setting aside MORE, not less, if they 
ever really want to retire.  The need to set 
aside more money for retirement will mean 
there is less money to spend elsewhere in 
the economy, which threatens to be a big 
drag on growth in the future.  

To put it another way, the Fed has 
significantly raised the cost of saving for 
retirement for the average person through 
its strategy of inflating asset prices.  If the 
Fed had incorporated asset-price inflation 
(ie, the rising cost of saving for retirement) 
into its assessment of overall inflation, it 
might have begun to raise interest rates 
years ago.  And if it had started to raise 
rates years ago, savings accounts would 
now earn more, bonds would produce 
better returns, stock valuations might be 
more reasonable, and housing might be 
more affordable (though mortgage rates 
would be higher).  But more important, 
the outlook for future returns wouldn’t be 
so dire, and therefore prospective retirees 
wouldn’t be faced with the need to save 
more through their retirement dates. 

To illustrate my point about the rising 
cost of saving for retirement, let’s look at 
a hypothetical scenario.  Let’s assume you 
are a 45-year old worker who would like 
to retire at the age of 70, and you currently 
have $100,000 invested in a retirement 
account.  You have determined that in order 
to maintain your current lifestyle, you will 

this is not a political opinion but rather 
one purely based on economics.  

Finally, the Fed has failed to account for 
asset-price inflation in the formulation 
of its monetary policy. As noted, part of 
the Fed’s strategy was to lower the cost of 
borrowing (an implicit encouragement to 
borrow), push investors into risky assets, 
and produce capital gains that could be 
used for buying goods and services.  The 
first part worked – those with the means 
have gobbled up assets with reckless 
abandon.  Prices for stocks, bonds and real 
estate have soared, and those gains have 
certainly led to some consumption that 
otherwise would not have happened.  But 
the reason this strategy was ill-conceived 
is that a huge portion of the population, 
including lots of baby boomers, have 
precious little in savings and are nowhere 
near prepared for retirement.  According to 
the US Government Accountability Office 
(GAO), “About half of households age 55 
and older have no retirement savings (such 
as in a 401(k) plan or an IRA).   Among 
those with some retirement savings, the 
median amount of those savings is about 
$104,000 for households age 55-64 and 
$148,000 for households age 65-74, 
equivalent to an inflation-protected annuity 
of $310 and $649 per month, respectively.”  

The problem is that the inflated current 
level of asset prices, largely due to Fed 
intervention, will result in lower expected 
returns on those assets in the future.  Lower 

To put it another way, the Fed has significantly 
raised the cost of saving for retirement for the 
average person through its strategy of inflating 
asset prices. 
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require $2 million in liquid assets in your 
IRA or 401K account by the age of 70.  (That 
may seem like a big number, but remember 
that inflation will eat into your purchasing 
power.  If we assume 2% annual inflation for 
the next 25 years, the present value of that 
$2 million in 25 years is just $1.2 million, 
and that is prior to paying taxes!).  

Various sources suggest that the long-term 
historical total return for the S&P 500 
(with dividends reinvested) since 1928 has 
been a little under 10%.  In the chart below 
I show how altering that expected return 
would affect the amount you need to put 
away each month in order to reach your 
goal of $2 million by age 70.  For instance, 
if high current valuations result in average 
annual returns of 7% over the next 25 years 
rather than the 10% historical average, 
then your monthly retirement-account 
contribution will need to increase to 
$1,762 from $599.  Big difference huh?  

This analysis assumes that you are 100% 
invested in stocks with no fixed-income 
(bond) allocation. Bonds are generally 
added to portfolios to reduce exposure to 
market volatility. Most people increase their 
allocation to fixed income as they get older 
and closer to retirement.  If your account 
value is nearing the magical $2 million target, 
you probably don’t want it to be vulnerable 
to a 20% to 40% market correction, which is 
the magnitude of decline typically associated 
with an economic recession.  

I hope it is fairly easy to see the predicament 
that many folks (and the nation as a whole) 
will be in as a result of Fed policy.  And 
individual investors aren’t the only ones 
struggling with the problem of falling 

expected returns.  Many corporate pension 
plans, endowments, insurance companies, 
and governments are struggling to 
determine how they will meet their long-
term contractual obligations in a world of 
lower investment returns.  Most professional 
investors believe that because stocks are now 
trading at relatively high levels (relative to 
earnings and margins), long-term stock-
market returns in the future will fall to 7%-
8% at best.  So just as ultra-loose monetary 
policy has borrowed from future growth for 
things like automobiles and appliances, these 
policies have also pulled forward investment 
returns for all kinds of investors.  

I would be remiss not to mention the toll 
that low rates are already taking on current 
retirees.  The old rule of thumb was that one 
could withdraw 5% per year from a retirement 
account that is weighted 60% stocks and 40% 
bonds and still grow the account’s principal 
at the rate of inflation.  This may no longer 

apply.  Many retirees may have to either learn 
to live on a smaller amount or think about 
rejoining the work force.  

If you haven’t taken part in the large stock 
gains since the recession lows, you are 
probably way behind the game and will 
have to increase your pace of savings in 
order to hit your retirement goals.  Is that 
fair? Probably not, especially if you are 
nearing retirement and were expecting to 
live on a fixed income soon.  (If you’re now 
starting to get a little angry about what the 
Fed’s been doing, you are interpreting this 
missive correctly.)  The ramifications of Fed 
policy on individual savers will be felt for 
many years into the future.  But Fed policy 
also has ramifications for the US at large.  
It is estimated that 78 million Americans 
will be 65 or older by the year 2029.  This 
is up from 46 million today.  If current 
savings rates don’t change, we can all expect 
the workforce will get a lot grayer.

Source: Farr, Miller & Washington, LLC.


