
                                                                    
 
 

Fed Puts the "ARM" on America 
By: Anthony Ogorek of Ogorek Wealth Management LLC 
Serving: Buffalo NY financial advisor serving Williamsville, NY 14221 and all 
surrounding areas. 

Article Published: February 4, 2012 

This is a pivotal year for the American taxpayer. As you may know, the Bush tax cuts 
instituted ten years ago are scheduled to sunset at the end of 2012. What that means is 
an across-the-board tax increase for all taxpayers. The top rate increases from 35% to 
39.6%. The rate on qualified dividends increases from 15% to the ordinary income rate 
(up to 39.6%). 

An additional wrinkle is that net investment income comprised of interest, dividends, 
capital gains, annuity and rental income will be subject to a 3.8% surtax as applied by a 
(surprise here) complex formula. The tax will apply to the LESSER OF your net 
investment income OR the excess of your adjusted gross income over the threshold 
amount of $250,000 for joint filers or $200,000 for singles. 

The estate tax also sunsets after 2012. That means that the single exemption moves 
down from $5 million to $1 million. The same applies to lifetime gifts. Although we do 
not expect the exemption to drop to $1 million, you never know. 

The Board of the Federal Reserve has embarked on a campaign of transparency 
whereby they intend to telegraph their intentions to the financial markets, as well as 
businesses, over an extended period of time. What they hope to accomplish with the 
new policy is greater certainty about Fed intentions. The thought is that less uncertainty 
is better for everyone. 

Previously the Fed said that they intended to keep short term interest rates (which are 
the only rates that they can control directly) at essentially zero until the middle of 2013. 
Their latest guidance stated that they now intend to keep rates at rock bottom until at 
least the end of 2014, essentially another 3 years. The markets predictably rallied on 
the news. While the markets may feel great about low rates, we are not so certain that 
there is much reason to cheer. Think about it for a moment: things must really be bad 
for them to keep rates this low so far into the future. Their actions are unprecedented in 
the history of the Fed. 
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As with any policy, there are unintended consequences regardless of how carefully 
plans are made. For example, the low interest rates that we are now experiencing will 
have a profound effect on savers who are earning next to nothing at the banks. At a 
time when we are being encouraged to save, low interest rates are a disincentive. The 
management fees brokerage firms earn on money market funds are a significant profit 
center. With management fees waived in a low rate environment, other fees are likely to 
rise. Investors may ask why they should place their dollars in money funds that are not 
insured while literally earning nothing. 
 
A sustained low rate environment will wreak havoc with defined benefit pension plans 
for government employees, as well as those at large corporations. Lower return 
assumptions will mean higher taxes as municipalities raise property taxes to cover the 
shortfall. This could act as a further damper on home price appreciation at a time when 
housing is laboring mightily from its recent slump. 

Corporate earnings can be goosed by a higher assumed rate of return for their de-fined 
benefit pension plans. The way it works is that a target rate of return is established for 
the plan. The higher the assumed rate of return, the fewer corporate dollars have to be 
contributed to the plan. This translates into higher earnings. It’s almost like magic, for a 
while at least. 

The scariest thought to ponder is that these low rates are feeding the last and largest 
bubble: the federal debt. The Fed’s zero rate strategy is effectively turning the national 
debt into an adjustable rate mortgage (ARM) with a teaser interest rate. By keeping the 
initial rate low, the pain of carrying the debt at normal rates is masked. When the rates 
inevitably rise, the results can be devastating. We hope the Fed has a plan for that, too. 
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