
Low Inflation Is Still Too High for Investors and Depositors   

It's a well-known fact that the Federal Reserve aims for an inflation rate of 2%. What's less clear is 
whether the logic behind this goal holds up. 

As the Wall Street Journal recently reported, "Fed officials don’t want inflation too high, because it eats 
away at consumer purchasing power. But they also don’t want it too low, because that signals broader 
weakness in demand in the economy for consumer goods.” The Federal Reserve's own website 
elaborates on this explanation, noting that inflation below 2% is undesirable because it would be 
"associated with an elevated probability of falling into deflation … a phenomenon associated with very 
weak economic conditions." The argument here is that if people come to expect lower prices in the 
future, they will postpone consumption and make the economy weaker. 

I can fully understand the Fed's desire to avoid high inflation. We've seen how high inflation rates are 
detrimental to the economy. Those Americans old enough to remember the 1970s will recall the 
“stagflation” of that era.  But I'm puzzled by the Fed's assumption that 2% inflation is preferable to 0% 
inflation. I have yet to meet consumers, business owners, bankers, students or even university 
administrators who are concerned about prices staying flat. In fact, as bankers generally appreciate, high 
inflation rates require them to charge higher interest rates in order to reward depositors and investors.  

As a financial economist, I hold that zero inflation is an example of "price stability." The Fed also says it 
supports price stability, but it uses a different definition of the concept. To the Fed, price stability 
coincides with an inflation rate of 2%. But as economist Irving Fisher warned over 100 years ago, non-
zero inflation becomes problematic over an extended period of time—impacting both long-term 
investors and bank depositors.  

Some members of the public might reason that 2% inflation is pretty close to 0%, and therefore there's 
no reason to make a fuss over the difference. But this ignores the compounding effect of an annual 2% 
inflation increase over an extended period of time. As an illustration of this principle, if you use your 
calculator to raise $1.02 (one dollar plus the assumed annual rate of inflation) to the power of 35, you'll 
see that prices will approximately double in 35 years’ time if the Fed hits its 2% goal each year.  

In other words, if you are 35 years old today, prices will be twice as high as they are today when you 
retire. While wages are likely to rise along with such inflation, it could be a tall order for many people to 
earn or save twice the amount they need now.  This is why I disagree with the suggestion that a 2% 
annual inflation rate is akin to “price stability." 

Yet the Fed wants so much to avoid deflation that it is willing to aim at doubling prices over the course 
of Americans' working lives. This strikes me as the wrong reason to establish a long-term goal—
particularly when the Fed already has an additional goal of avoiding very weak economic conditions. The 
Fed has a mandate to achieve both maximum employment and price stability. To argue for tolerating 
some positive rate of inflation in order to avoid weak economic conditions would only make sense to me 
if the Fed didn’t have the mandate of maximum employment. 

In the meantime, with this long-term inflation goal in mind, the Fed's current zero percent interest rate 
policy appears very outdated and in need of change. Bank depositors are losing purchasing power with 
inflation but receiving essentially zero percent interest in return. Therefore the Fed’s current policy and 
long-term goal doubly penalize savers and retirees.  

http://www.wsj.com/articles/yellen-says-fed-on-track-to-raise-rates-this-year-1432314091
http://www.federalreserve.gov/faqs/economy_14400.htm
http://www.econlib.org/library/Enc/bios/Fisher.html


This problem needs to be fixed. Fortunately, the anticipated increase in the Fed's target short-term 
interest rate is a good signal that our economy is returning to normalcy.  
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