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July 31, 2019

On February 4th, 1994, then Federal Reserve Chair Alan Greenspan announced 
a change to the targeted level for short-term interest rates in the United States. 
The press release (we didn’t have televised productions to convey such decisions 
in 1994) stated that the change was being made to “…sustain and enhance the 
economic expansion.”1 This change in interest rates being announced represented 
the first of seven consecutive increases made by the Federal Reserve over the 
ensuing twelve months.The reason I recall this event from twenty-five years ago 
is that our current Federal Reserve Chair Jerome Powell made a similar statement 
in early June of this year. He said that “we will act as appropriate to sustain the 
expansion”2, but this time he was referring to decreasing interest rates. 

Hopefully you’re still with me because I want to back-up and explain. If you’re already a Fed follower 
or an economics junkie, this background may be unnecessary so bear with me.

Interest rates represent the very basis of our financial system. 
As carbon is to life, interest rates are to our financial system. 
Interest rates represent the cost of borrowing money. They also 
represent the foundation for estimating the value of an asset. 
The level of very short-term interest rates is prescribed by our 
central bank, the Federal Reserve, and is dubbed the Fed Funds 
Rate. All other interest rates are more or less tethered to this 
interest rate. So the level of the Fed Funds Rate is vital to the 
U.S. economy and, due to increased globalization, the global 
economy.

The conventional belief is that a lower Fed Funds Rate will spur greater borrowing, investment and 
consumption. All elements that tend to support a growing, thriving economy, but may lead to unhealthy 
price inflation and asset bubbles if left unchecked. Likewise, a higher Fed Funds Rate may promote 
saving over spending, thereby slowing economic growth, stemming inflation and discouraging asset 
bubbles. Like an economic pharmacologist, the Federal Reserve seeks to set the Fed Funds Rate 
at a level that attempts to balance the euphoria of low rates with the austerity of high rates. This 
equilibrium is referred to as the neutral rate.

Let’s jump back to that statement from Chair Greenspan in 1994. To provide some historical context, 
the U.S. economy was in a period of growth following a relatively short recession at the beginning of 
the nineties. Chart 13 is a comparison of economic growth (Real GDP), unemployment and inflation 
from then and now. In comparing the two points in time, economic growth is similar, unemployment 
is much lower today and inflation is also lower today.
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Chart 1

Can you determine which circumstance deserves intervention from the Federal Reserve? Further, can 
you determine which circumstance should prompt the Federal Reserve to increase or decrease interest 
rates? Of course there’s more data that goes into such a decision by our Federal Reserve, but the 
point is that in both scenarios it doesn’t appear obvious that an increase or decrease in the Fed Funds 
rate is necessary. Economic growth is modest, but positive. Unemployment is relatively low, certainly 
presently. Inflation is also modestly positive.

Like caring, diligent parents conferring the wisdom of prevention over remediation to their children, 
the Federal Reserve decreased interest rates this week for the first time since December, 2008. In an 
act that many are considering a preventative measure there is much to ponder in this decision. Should 
the Federal Reserve be attempting to increase borrowing, investment and consumption in an economy 
that is at or near full-employment and has a stock market knocking on all-time highs?

In that context it doesn’t seem to make sense. The Federal Reserve is basing the decision on signs of 
slowing economic growth, lower than desired inflation and the potential for adverse economic effects 
from global trade tensions. When Benjamin Franklin advised, “an ounce of prevention is worth a 
pound of cure”4 he was referring to taking precautions to safely transport hot coals within your home. 
The Federal Reserve is basing its attempt at prevention on its understanding of economic theory. 
Taking care to keep hot embers from dropping between the floor boards in your home makes sense 
and certainly causes fewer problems than the alternative. At this time, it’s questionable whether the 
Federal Reserve’s prevention actions will lead to its desired outcome or require a pound of cure.

The relationship between inflation and 
unemployment has tended to show that higher 
unemployment is consistent with low inflation 
and vice versa. Rationally, this makes sense. If 
there are many more people looking for jobs than 
are available, companies can pay modest wages 
and attract workers. If there are many more job 
openings than qualified workers, companies will 
need to increase wages to attract talent. This 
theory was made popular by William Phillips in 
the late 1950’s and is generally referred to as 
the Phillips Curve given the assumed inverse 
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relationship between inflation and unemployment.

Nikola Tesla once observed that, “the history of science shows that theories are perishable. With every 
new truth that is revealed we get a better understanding of Nature and our conceptions and views 
are modified.”5

Our experience over the past several years in the relationship between unemployment and inflation 
may mean that we need to modify our conceptions of the Phillips Curve. Inflation has been low for 
several years, remaining under 2 percent for much of the past decade. Unemployment has been at 
or below 5 percent since 2015. So why is inflation so low with the unemployment rate at its lowest 
level since Neil Armstrong walked on the moon? The answer is not known, but speculations abound.

The reality is that the Federal Reserve has become more concerned with boosting inflation of late, 
which led it to reduce interest rates this week. The prescription for low inflation continues to be 
lower interest rates. It’s now time to question this relationship though and consider the unintended 
consequences of such action. The evidence hasn’t supported the relationship. The Federal Reserve 
dropped the Fed Funds rate from 5.25 percent in 2007 to effectively zero in 2008 and held it there 
until 2015. The inflation rate went from 2.3 percent in 2007 to 0.7 percent in 20156. Layer on top of 
that the trillions spent in a quantitative easing program to further stimulate the economy and the lack 
of higher inflation is even more confounding.

In Europe, interest rates are negative and the European Central Bank has communicated a willingness 
to reduce rates further. In Japan, interest rates have been at or below 1 percent since 1995. We are 
facing a serious economic problem globally. Traditional tools for incenting economic growth are not 
generating the desired or expected outcomes. In such an environment, it should not be assumed that 
the capital markets will react in a predictable manner.

The fact that Chair Greenspan increased interest rates in 1994 and Chair Powell decreased rates 
this year, both under the auspices of sustaining the economic expansion, is ironic. It conveys the 
complexity of our economy and exposes the rudimentary means by which we attempt to influence it. 
The investment implications of what is being described in this letter are considerable and debatable. 
You can expect that future letters may reflect on similar topics. After all, interest rates are a critical 
component of our economy.

As you well know, we manage your assets understanding that markets are inherently unpredictable 
in the short-term. How we think about relationships between unemployment and inflation may evolve 
or simply just change given different environments. How we think about constructing investment 
portfolios will continue to be based on our principles. Diversification, a long-term perspective, and 
discipline during times of investor exuberance or panic form the basis of our investment philosophy.

Table 1

Market Indices (as of 6/30/19) 2nd Quarter One Year
Dow Jones Industrial Average   +3.2%  +12.2%
NASDAQ Composite   +3.9%  +7.8%
S&P 500 Index   +4.3%  +10.4%
Barclays Capital Aggregate Bond Index   +3.1%  +7.9%
Small Cap Stock (Russell 2000 Index)   +2.1%   -3.3%
Non-US Stock (MSCI EAFE Index)   +3.7%  +1.1%
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It is my great pleasure to inform you that Kimmie Moehring successfully 
completed the CERTIFIED FINANCIAL PLANNERTM (CFP®) exam this month. 
Kimmie has worked very hard to prepare for this exam and we couldn’t be more 
proud of her accomplishment. One of Birchwood’s core values is education and 
we’re so happy that Kimmie’s dedication to becoming a CFP® professional was 
rewarded. If you’re interested in learning more about the CFP® designation, 
we invite you to visit the CFP Board website. Please join us in congratulating 
Kimmie!

Gratefully yours,

Steve Dixon, CFA
Investment Manager
Let’s Connect 

Kay Kramer, CFP
®
, Dana Brewer, CFP

®
, Bridget Handke, CFP

®
, Damian Winther, CFP

®
,  

Rachel Infante, CFP
®
, Stacey Nelson, CFP

®

Financial Advisors

1 Source: Federal Reserve, Press Release dated February 4, 1994; https://www.federalreserve.gov/fomc/19940204default.htm, July 26, 2019.

2 Source: Smialek, Jeanna and Phillips, Matt. “Stocks Jump as Fed’s Powell Suggests Rates Could Come Down.” The New York Times; June 4, 2019; 
https://www.nytimes.com/2019/06/04/business/economy/powell-fed-trade-wars.html; accessed July 30, 2019.

3 Source: (Real GDP): U.S. Bureau of Economic Analysis, Real Gross Domestic Product, retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/GDPC1, July 26, 2019. 1994 rate reflects data as of December 31, 1993. 2019 rate reflects data as of June 30, 2019.

Source (Unemployment): U.S. Bureau of Labor Statistics, Civilian Unemployment Rate, retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/UNRATE, July 30, 2019. 1994 rate reflects data as of December 31, 1993. 2019 rate reflects data as of June 30, 
2019.

Source (Inflation): U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items, retrieved from FRED, Federal Reserve 
Bank of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, July 30, 2019. 1994 rate reflects data as of December 31, 1993. 2019 rate reflects 
data as of June 30, 2019.

4 Source: “Philadelphia In Case of Fire”. USHistory.org; http://www.ushistory.org/franklin/philadelphia/fire.htm; accessed July 30, 2019.

5 Source: Nikola Tesla Quotes. BrainyQuote.com, BrainyMedia Inc, 2019. https://www.brainyquote.com/quotes/nikola_tesla_596903, accessed July 
30, 2019.

6 Source (Fed Funds): Board of Governors of the Federal Reserve System (US), Effective Federal Funds Rate, retrieved from FRED, Federal Reserve 
Bank of St. Louis; https://fred.stlouisfed.org/series/FEDFUNDS, July 30, 2019..

Source (Inflation): U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items, retrieved from FRED, Federal Reserve 
Bank of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, July 30, 2019.

Table 1 Source: Morningstar. Market indexes are unmanaged and investors cannot invest directly in indexes. However, these indexes are accurate 
reflections of the performance of the individual asset classes shown. All returns reflect past performance and should not be considered indicative of 
future results.

Investment advisory services offered through Birchwood Financial Partners, Inc. an SEC Registered Investment Advisor.

Opinions expressed are not intended as investment advice or to predict future performance. No independent analysis has been performed. 
Investment decisions should not be based on information in this letter since the information contained here is a singular update, and prudent 
investment decisions require the analysis of a much broader collection of facts and context. All information is believed to be from reliable 
sources, however we make no representation as to its completeness or accuracy. All economic and performance information is historical and 
not indicative of future results. Asset allocation, which is driven by complex mathematical models, should not be confused with the much 
simpler concept of diversification. Asset allocation cannot eliminate the risk of fluctuating prices and uncertain returns. Rebalancing may be 
a taxable event. Before taking any specific action, be sure to consult your tax professional.

Birchwood Financial Partners, Inc. | 3300 Edinborough Way Suite 610 | Edina, MN 55435


