Stagflation: A Scenario Analysis of a
Resurging Economic Threat to the
United States

Executive Summary

Stagflation—the paradoxical combination of stagnant economic growth, high unemployment,
and persistent inflation—represents one of the most formidable challenges for economic
policymakers and a significant threat to household and corporate financial stability. Once
considered a theoretical impossibility, its emergence in the 1970s shattered the post-war
macroeconomic consensus and required a painful policy-induced recession to resolve. This
report provides a comprehensive analysis of the stagflationary threat to the U.S. economy,
examining its historical precedent, theoretical underpinnings, and the potential catalysts that
could precipitate its return in the 2025-2026 period.

The analysis reveals that while the current U.S. economic environment is not yet in a state of
stagflation, it exhibits several pre-conditions: moderating growth, a softening labor market,
and inflation that remains stubbornly above the Federal Reserve's target. The primary
catalysts that could escalate this situation into a full-blown stagflationary event are identified
as adverse supply-side shocks, particularly those stemming from escalating geopolitical
conflicts, intensified trade wars and tariffs, and severe global supply chain disruptions.

Three potential scenarios are outlined: a baseline "sticky inflation" slowdown, a moderate
stagflationary episode triggered by external shocks, and a severe stagflationary spiral
amplified by a critical monetary policy miscalculation that un-anchors public inflation
expectations. The analysis underscores that the credibility of the Federal Reserve's policy
response is the single most critical variable determining the outcome.

A renewed bout of stagflation would have corrosive effects across the economy, eroding
household purchasing power, compressing corporate profit margins, and creating a hostile
environment for traditional financial assets like stocks and bonds. This report concludes by
examining the constrained policy toolkit available to combat such a crisis and offers strategic
recommendations for corporate leaders and institutional investors to enhance resilience,



including a focus on balance sheet strength, pricing power, and portfolio diversification
toward real assets and defensive equity sectors.

|. Anatomy of an Economic Malady: Defining
Stagflation and Its Consequences

Stagflation is a pernicious economic condition characterized by the simultaneous occurrence
of three negative phenomena: high inflation, stagnant economic growth, and elevated
unemployment.’ The term itself, a portmanteau of "stagnation" and "inflation," was first
popularized in the 1960s by British politician lain Macleod to describe this rare and
debilitating state that defies conventional economic models.*

The Paradoxical Triad

The defining characteristics of stagflation create a uniquely challenging environment for an
economy:

e Stagnant Economic Growth: Economic activity, as measured by Gross Domestic
Product (GDP), slows to a crawl, registers no growth, or even contracts.® This stagnation
limits opportunities for business expansion and curtails the creation of new jobs.?

e High Inflation: The general level of prices for goods and services rises persistently,
eroding the purchasing power of money.” Consumers find that their income buys
progressively less, leading to a decline in their real standard of living.°

e High Unemployment: As businesses struggle with poor growth prospects and rising
costs, they reduce hiring or resort to layoffs, causing the unemployment rate to climb.?
This further weakens consumer spending and overall economic activity.

Normally, high inflation is associated with a booming economy and low unemployment, while
recessions are characterized by rising unemployment and low or negative inflation. Stagflation
upends this relationship, combining the worst aspects of both scenarios.® A useful metric for
quantifying the public's financial distress during such a period is the "misery index,"
calculated as the simple sum of the inflation and unemployment rates.” As this index rises, it
reflects the dual pain of declining purchasing power and diminished job security.



The Core Policy Dilemma

Stagflation's most vexing quality is the policy dilemma it presents to central banks and
governments.* Standard macroeconomic tools, designed to address either inflation or
unemployment, become double-edged swords that can exacerbate one problem while
attempting to solve the other.®

e To combat high inflation, the conventional response is for the central bank to
implement a tight monetary policy by raising interest rates. This makes borrowing more
expensive, which cools demand and slows price growth. However, in a stagflationary
environment, this action risks deepening the economic stagnation and pushing the
unemployment rate even higher.’

e To combat high unemployment and stagnant growth, the standard prescription is
expansionary policy—either monetary (lowering interest rates) or fiscal (increasing
government spending or cutting taxes). This is intended to stimulate demand,
encouraging businesses to invest and hire. Yet, in the presence of high inflation, such
stimulus risks pouring fuel on the fire, driving prices up even further and potentially
triggering an inflationary spiral.?

This conflict renders policymakers' choices exceptionally difficult, creating what has been

described as a "near-impossible balancing act".®

The emergence of stagflation in the 1970s represented not just an economic crisis, but a
profound intellectual one. It fundamentally challenged the prevailing post-war Keynesian
orthodoxy, which was built upon the concept of the Phillips Curve—a model suggesting a
stable, inverse relationship between inflation and unemployment.® This framework implied that
policymakers could effectively choose a point on the curve, accepting a tolerable level of
inflation in exchange for a desired level of employment. Stagflation proved this relationship

was not stable. The entire curve could shift outward, presenting society with a far worse
trade-off: higher inflation

and higher unemployment simultaneously.” This failure of existing theory forced a radical
re-evaluation of macroeconomics, leading to the development of new models that
incorporated the crucial roles of supply shocks and, most importantly, public expectations
about future inflation.”

Il. The Ghost of Crises Past: A Post-Mortem on the
Great Stagflation of the 1970s



The only sustained period of stagflation in modern U.S. history occurred from the early 1970s
through the early 1980s.' An examination of this period provides a critical historical
benchmark for understanding the mechanisms and potential severity of a modern recurrence.

The Pre-Crisis Environment (Late 1960s - Early 1970s)

The U.S. economy entered the 1970s on the heels of an unprecedented 25-year post-war
boom, a period of such prosperity that the nation, with only 6% of the world's population, held
40% of its wealth." However, beneath the surface, inflationary kindling was accumulating.
Expansionary fiscal policies, driven by simultaneous and massive federal spending on the
Vietnam War and President Johnson's "Great Society" social programs, led to growing budget
deficits.? This was accommodated by an expansionary monetary policy from the Federal
Reserve, which prioritized maintaining full employment, further stoking aggregate demand
and price pressures.’

The Trifecta of Shocks

This domestically vulnerable economy was then struck by a series of powerful external shocks
that ignited the stagflationary fire.

1. The Collapse of the Bretton Woods System (1971): In what became known as the
"Nixon Shock," President Richard Nixon unilaterally ended the direct convertibility of the
U.S. dollar to gold.® This act effectively dismantled the post-war Bretton Woods system of
fixed exchange rates.” The dollar's subsequent devaluation had a dual effect: it removed
a critical anchor restraining U.S. monetary expansion and angered oil-exporting nations
whose revenues, priced in dollars, were now worth less."’

2. The First Oil Shock (1973): Following the outbreak of the Yom Kippur War, the
Organization of Arab Petroleum Exporting Countries (OAPEC) declared an oil embargo
against the United States and other nations that supported Israel.'” This massive supply
shock caused the price of crude oil to quadruple in a matter of months, from
approximately $2.90 to $11.65 per barrel.”® As energy is a fundamental input for nearly all
economic activity, this price explosion cascaded through the economy, dramatically
raising production and transportation costs for almost all goods and services.'

3. The Second Oil Shock (1979): Just as the economy was attempting to adjust, the



Iranian Revolution triggered another major disruption to global oil supplies, causing
prices to spike once more and deepening the economic malaise.’

It is crucial to recognize that these external shocks did not strike a healthy economy; they
struck one already primed for inflation by years of loose domestic policy. This confluence of
factors—pre-existing fiscal and monetary imbalances colliding with severe supply
shocks—created a "perfect storm" for stagflation. A more nuanced academic perspective
even questions the purely external nature of the oil shocks, suggesting that the global
monetary expansion following the breakdown of Bretton Woods fueled a worldwide economic
boom that drove up demand for all commaodities, including oil, making a price spike almost
inevitable. In this view, loose monetary policy did not just react to the supply shock; it helped
create the conditions for it.”’

The Vicious Cycle and Policy Failures

The supply shocks triggered severe "cost-push" inflation, which quickly became embedded in
the economy through a debilitating wage-price spiral. As living costs soared, workers
demanded higher wages to maintain their purchasing power. Businesses, facing higher energy
and labor costs, passed these increases on to consumers through higher prices, which in turn
prompted further wage demands.®

Policymakers, operating with the now-obsolete Phillips Curve framework, were ill-equipped to
respond. President Nixon's temporary wage and price controls in 1971 merely suppressed
inflation, which surged as soon as the controls were lifted."” The Federal Reserve, under
Chairman Arthur Burns, was widely seen as being behind the curve, hesitating to tighten
policy sufficiently for fear of worsening unemployment and ultimately allowing inflation
expectations to become dangerously entrenched."

The Volcker Shock: The Painful Cure (1979-1982)

By 1979, with inflation running in the double digits, President Carter appointed Paul Volcker as
Chairman of the Federal Reserve. Volcker initiated a radical and painful shift in monetary
policy designed to decisively break the inflationary cycle.?* The Fed abandoned its focus on
managing short-term interest rates and instead targeted the growth of the money supply,
allowing the federal funds rate to skyrocket to a peak of 20% in 1981.°



The "Volcker Shock" was brutally effective. It plunged the economy into a deep double-dip
recession, driving the unemployment rate to 10.8% in 1982.° The policy was immensely
unpopular, sparking widespread protests from industries like farming and construction that
were devastated by the high interest rates.” Yet, Volcker remained resolute. The severe
recession, while socially and economically costly, succeeded in its primary objective: it broke
the wage-price spiral and, critically, shattered the public's expectation of perpetual high
inflation.?” This restoration of the Fed's credibility laid the foundation for the long period of
price stability and economic growth that followed.

lll. Theoretical Underpinnings: Evolving
Macroeconomic Perspectives on Stagflation

The crisis of the 1970s forced a revolution in macroeconomic thought, leading to the
development of new theories to explain the phenomenon and guide future policy.

The Demise of the Simple Phillips Curve

As previously noted, the simultaneous rise of inflation and unemployment in the 1970s
invalidated the simple Phillips Curve as a reliable long-term policy guide.® The data showed
that the trade-off was not stable and that the entire curve could shift to a less favorable
position."™

The Rise of Monetarism and Expectations

The most influential explanation for this shift came from monetarist economists, particularly
Milton Friedman and Edmund Phelps.* They argued that the inflation-unemployment trade-off
exists only in the short run.”® Their central insight was the role of

inflationary expectations. They proposed the existence of a "natural rate of
unemployment,” a level consistent with a stable rate of inflation (later refined into the
concept of the Non-Accelerating Inflation Rate of Unemployment, or NAIRU).®



According to this theory, if policymakers use stimulus to try to hold unemployment below this
natural rate, they will generate inflation. Over time, workers and businesses will come to
expect this inflation and incorporate it into their wage negotiations and pricing decisions. This
causes the short-run Phillips Curve to shift upward. The ultimate result is not permanently
lower unemployment but an ever-accelerating rate of inflation.* This expectations-augmented
Phillips Curve provided a compelling explanation for the wage-price spiral of the 1970s and
established a new central tenet of monetary policy: the paramount importance of anchoring
inflation expectations.’

Supply-Side vs. Demand-Pull Explanations

Two primary theories emerged to explain the root causes of stagflation:

e Supply Shock (Cost-Push) Theory: This remains the dominant explanation for the
1970s event. It posits that stagflation is triggered by an adverse shock to the supply side
of the economy, such as a sudden, sharp increase in the price of a critical commodity like
oil.? Such a shock directly increases firms' costs of production. In an aggregate
supply-aggregate demand model, this is represented by a leftward shift of the aggregate
supply curve. The new equilibrium point occurs at a higher overall price level (inflation)
and a lower level of national output (stagnation and higher unemployment).*°

e Demand-Pull Stagflation Theory: This alternative view suggests that stagflation can
result exclusively from monetary shocks.*” If a central bank injects an excessive amount
of money into the economy, it can create a surge in aggregate demand that outstrips the
economy's productive capacity. This "too much money chasing too few goods" scenario
pushes prices up (inflation) while economic output fails to keep pace, leading to
stagnation.

The lessons from this theoretical evolution are profound. Modern central banking is now
understood to be, at its core, a practice of managing public expectations. The immense
economic cost of the Volcker Shock was necessary not just for its mechanical effect on the
money supply, but because it was a credibility-restoring exercise. The Fed had to prove to a
skeptical public that it was willing to endure significant economic pain to restore price
stability. The initial lack of belief in the Fed's resolve is evident in the fact that long-term
interest rates remained stubbornly high even after inflation began to fall, as markets priced in
the risk that the central bank would reverse course prematurely.*® Today's emphasis on central
bank independence, clear communication (forward guidance), and explicit inflation targets
are all direct legacies of this hard-won battle over credibility.




IV. The Contemporary Economic Tableau: A
Data-Driven Assessment of the U.S. Economy (2025)

To analyze the potential for a future stagflationary event, it is essential to first establish a
clear, data-driven baseline of the current U.S. economic landscape as of the third quarter of
2025.

Gross Domestic Product (GDP) Growth

The U.S. economy is exhibiting clear signs of a growth slowdown. Following a 0.5%
contraction in the first quarter of 2025, real GDP growth rebounded to a 3.3% annualized rate
in the second quarter.>* However, this rebound is not expected to last. Consensus forecasts
project a significant deceleration, with annual real GDP growth for 2025 anticipated to be in
the range of 1.4% to 1.7%, and a similar sluggish pace of 1.4% to 2.0% expected for 2026.%

Inflation Dynamics (CPI & PCE)

Inflation remains the most persistent challenge, running well above the Federal Reserve's 2%
target. The Consumer Price Index for All Urban Consumers (CPI-U) rose 2.9% for the 12
months ending in August 2025.%° More concerning for policymakers is core inflation, which
excludes volatile food and energy prices. The core CPI index registered a 3.1% annual
increase.’® The Fed's preferred inflation gauge, the core Personal Consumption Expenditures
(PCE) price index, showed a year-over-year increase of 2.9% in July 2025.%* Projections
indicate that inflation will remain "sticky," with forecasts for year-end 2025 core PCE inflation
clustering around 2.9% to 3.3%.%

Labor Market Conditions

The once red-hot labor market is now demonstrably cooling. The pace of job creation has
slowed markedly, with nonfarm payrolls increasing by a mere 22,000 in August 2025, a



significant downshift from prior months.* The national unemployment rate has ticked up to
4.3%."° Forecasters expect this softening to continue, with projections for the unemployment
rate to reach between 4.2% and 4.5% by the end of 2025 and potentially rise further to 4.6%
in 2026.

Monetary Policy Stance

This combination of sticky inflation and a weakening labor market has placed the Federal
Reserve in a difficult position. After a historic campaign of rate hikes that concluded in
mid-2023, the Federal Open Market Committee (FOMC) executed its first interest rate cut in
September 2025, lowering the federal funds rate target by 25 basis points to a range of
4.00% to 4.25%."° Fed Chair Jerome Powell characterized the move not as a response to a
strong economy, but as an act of "risk management" against a deteriorating labor market,
acknowledging that the concurrent pressures from slowing employment and elevated prices
presented an "unusual" situation with stagflationary undertones.*® Projections from Fed
officials suggest the potential for two additional rate cuts before the end of 2025.>°

The table below summarizes the key economic indicators that form the baseline for the
scenario analysis.

Indicator

Latest Data

2025 Forecast
(Annual/Year-End)

Real GDP Growth (QoQ,
annualized)

+3.3% (Q2 2025)

1.4% - 1.7% *°

Unemployment Rate

4.3% (Aug 2025) “

4.2% - 4.5%

CPI Inflation (YoY)

2.9% (Aug 2025) “°

2.8% - 3.5% *

Core PCE Inflation (YoY)

2.9% (Jul 2025) *?

2.9% -3.3% ¥

Federal Funds Rate
Target

4.00% - 4.25% (Sep 2025)

48

3.50% - 3.75%




V. Scenario Analysis: Pathways to Stagflation in the
Modern U.S. Economy (2025-2026)

Based on the current economic tableau and an understanding of historical precedents, three
plausible scenarios for the U.S. economy over the next 12 to 24 months are presented below.

Scenario A (Baseline): The "Sticky Inflation” Slowdown

e Description: In this scenario, the U.S. economy avoids a full-blown stagflationary crisis
but navigates a challenging period of below-trend growth and persistent inflation. Real
GDP growth averages between 1.0% and 1.5%, the unemployment rate drifts higher but
remains below 5.0%, and core inflation gradually subsides but remains "sticky" in the
2.5% to 3.0% range, consistently above the Fed's 2% target.

e Key Drivers: This outcome assumes that current economic trends persist and that
external shocks are manageable. The Federal Reserve successfully executes a delicate
"soft landing," cutting interest rates just enough to prevent a sharp rise in unemployment
without reigniting significant inflationary pressures. In this scenario, the inflationary
impacts of tariffs and supply chain issues are treated by the economy as one-time price
level adjustments rather than a persistent force driving ongoing inflation, as policymakers
hope.*®

e Probability: High. This scenario is broadly consistent with the median forecasts of the
Federal Reserve, the Congressional Budget Office, and a majority of private-sector
economists.*®

Scenario B (Moderate Stagflation): The Supply-Shock Echo

e Description: A definitive stagflationary environment materializes, characterized by
several quarters of zero or negative GDP growth, an unemployment rate rising above
5.5%, and core inflation re-accelerating toward 4.0% or higher. This scenario represents
a modern echo of the 1970s experience.

e Key Catalysts: This outcome is precipitated by a confluence of adverse supply-side
shocks that overwhelm the economy's resilience:

1. Geopolitical Escalation and Energy Price Spike: An expansion of military conflict
in a critical energy-producing region, such as the Middle East, disrupts global oil and



gas supplies, leading to a sharp and sustained price increase.>* Even with significant
domestic production, the U.S. economy would not be immune to a global price shock,
which would raise costs for transportation, manufacturing, and utilities.>®

Intensified Trade Wars and Tariffs: A significant escalation in protectionist trade
policies, such as the imposition of broad new tariffs, would directly fuel cost-push
inflation as the higher cost of imported goods is passed on to consumers.*®
Simultaneously, the resulting uncertainty and retaliatory measures would dampen
business investment and consumer demand, thus suppressing economic growth.®°
Severe Supply Chain Disruptions: A convergence of factors—including major
climate-related disasters, sophisticated cyberattacks on critical logistics
infrastructure, or the geopolitical fragmentation of trade blocs—could create severe
and lasting bottlenecks in global supply chains, leading to shortages and price spikes
for a wide array of goods.>*

Probability: Medium. The probability of this scenario is contingent on external
geopolitical and environmental events that are inherently difficult to predict. However,
these factors are consistently cited as the most significant downside risks to the global
economic outlook.”

Scenario C (Severe Stagflation): The Policy Misstep Spiral

Description: This is a high-impact, worst-case scenario where the adverse supply
shocks of Scenario B are compounded by a critical monetary policy error. The economy
tips into a deep and prolonged recession, with unemployment rising toward 7% or 8%,
while inflation becomes entrenched at high single-digit levels, triggering a destructive
wage-price spiral.

Key Catalysts: This scenario unfolds in a two-stage process:

1.

Premature Easing by the Federal Reserve: In response to the rapidly rising
unemployment and negative growth caused by the supply shocks from Scenario B,
the Fed faces immense political and economic pressure to support the economy. It
pivots too aggressively, implementing deep and rapid interest rate cuts.
Un-anchoring of Inflation Expectations: This aggressive easing is interpreted by
financial markets, businesses, and the public as a sign that the Fed has abandoned
its primary mandate of price stability in favor of short-term employment goals. This
shatters the Fed's credibility. With the public now expecting high inflation to persist, a
wage-price spiral ignites. Workers demand large pay increases to offset anticipated
cost-of-living hikes, and businesses, expecting higher costs and seeing the central
bank validating inflation, raise prices preemptively. This creates a self-fulfilling
prophecy that is exceedingly difficult and economically painful to reverse.’

Probability: Low. This outcome represents the ultimate policy trap that modern central



bankers are trained to avoid at all costs. The Fed's current cautious communication and
emphasis on data dependence indicate a high degree of awareness of this risk.*

The critical distinction between these scenarios lies not in the nature of the initial shock, but
in the integrity of the policy response. The history of the 1970s demonstrates that once public
expectations of inflation become un-anchored, the phenomenon gains a powerful
psychological momentum that can only be broken by inflicting severe economic pain, as the
Volcker Shock proved.* Scenario C, therefore, is fundamentally a scenario about the
destruction of the Federal Reserve's hard-won credibility.

VI. The Ripple Effect: Potential Impacts Across the
Economic and Financial Landscape

The emergence of a moderate or severe stagflationary environment (Scenarios B and C)
would generate profound and largely negative consequences that would ripple through every
corner of the U.S. economy.

Impact on Households and the Corporate Sector

e Households: The primary impact would be a severe degradation of financial well-being.
High inflation would relentlessly erode the purchasing power of wages and savings, while
stagnant or negative wage growth, a consequence of high unemployment, would prevent
households from keeping pace.® This squeeze on real incomes would lead to a sharp
decline in living standards, consumer confidence, and discretionary spending. The impact
would be felt most acutely by lower-income families and those on fixed incomes, such as
retirees, exacerbating social inequality.”

e Corporate Sector: Businesses would face a debilitating assault on profitability from two
directions. On the revenue side, stagnant demand and weakened consumer confidence
would limit sales growth. On the cost side, cost-push inflation from energy, raw materials,
and a potential wage-price spiral would compress profit margins.®® This environment of
high uncertainty and shrinking profits would lead to a sharp pullback in capital
investment, hiring freezes, and ultimately, widespread layoffs, further reinforcing the
economic downturn.®®



Impact on Financial Markets

Stagflation is uniquely toxic for financial markets because it undermines the performance of
both major asset classes in a traditional portfolio.

Equities: Stock markets typically struggle mightily during stagflation. Slow economic
growth directly translates to weaker corporate earnings and revenue forecasts.”
Simultaneously, high inflation and the correspondingly high interest rates required to
fight it reduce the present value of companies' future earnings, causing valuation
multiples (like the price-to-earnings ratio) to contract. This combination of falling
earnings and falling valuations can result in a deep and prolonged bear market with
negative real returns.®®
o Sector Divergence: Performance would likely vary significantly by sector. Defensive
sectors such as Consumer Staples, Healthcare, and Utilities—which provide essential
goods and services with inelastic demand—are expected to be more resilient.*’
Commodity and Energy producers may outperform, as their revenues are directly
tied to the rising input prices driving the inflation.”® Conversely,
growth-oriented sectors like Technology and cyclical sectors like Consumer
Discretionary would be particularly vulnerable to the combination of slowing growth
and higher interest rates.”
Fixed Income (Bonds): Contrary to their typical role as a safe-haven asset, bonds also
perform poorly in a stagflationary environment. The fixed interest payments (coupons)
that bonds provide are eroded in real terms by high inflation, diminishing their value.”
Furthermore, central bank actions to raise interest rates to combat inflation directly
cause the prices of existing, lower-yielding bonds to fall. This negative performance of
both stocks and bonds challenges the very foundation of traditional 60/40 portfolio
diversification.™
Commodities and Real Assets: These are among the few asset classes that can provide
protection. The prices of commodities (particularly energy and precious metals) and
other real assets are often a primary source of the inflationary pressure, making direct
investment in them a potential hedge.”" Treasury Inflation-Protected Securities (TIPS),
whose principal value adjusts with inflation, would also likely be in high demand.”

The historical record from the last major stagflationary period provides a stark illustration of
these dynamics.

Asset Class General Performance in Historical

Stagflation (e.g., 1970s)




U.S. Large-Cap Equities

Negative real returns due to weak earnings
and compressed valuations.”'

U.S. Long-Term Government Bonds

Negative real returns as inflation eroded
the value of fixed payments and rising
rates pushed prices down.”

Cash & Equivalents

Negative real returns as interest earned
failed to keep pace with high inflation.”

Commodities (Energy, Agriculture)

Strongly positive real returns as prices
were a key driver of the inflation itself.”

Gold Strongly positive real returns, serving as a
classic safe-haven asset amid economic
uncertainty and currency devaluation.”

Real Estate Generally positive real returns, as property

values can act as a hedge against
inflation.™

VIl. The Modern Policy Conundrum and Strategic

Recommendations

Should a stagflationary scenario materialize, policymakers would face a challenge arguably
even more complex than the one confronted in the 1970s, while corporate leaders and
investors would need to adapt their strategies to a fundamentally altered landscape.

The Constrained Policy Toolkit

The fundamental policy dilemma remains unchanged: tools used to fight inflation worsen
stagnation, and tools used to fight stagnation worsen inflation.” However, the context in which
these tools would be deployed has shifted, creating new constraints.

e Elevated Debt Levels: Total public and private debt as a percentage of GDP is
significantly higher today than it was in the 1970s.” This makes the economy far more




sensitive to interest rate hikes. A modern "Volcker Shock" involving a rapid increase in
interest rates to double-digit levels could trigger a catastrophic wave of defaults in the
corporate and household sectors, potentially leading to a systemic financial crisis.
Political Polarization: The current political climate is intensely polarized. The social
consensus required to endure a painful but necessary policy-induced recession, like the
one Volcker engineered, would be exceedingly difficult to achieve and sustain.” A central
bank attempting such a policy would face immense political pressure to reverse course.

Policy Options and Trade-offs

Given these constraints, the viable policy options are limited and fraught with difficult
trade-offs.

Monetary Policy: The Federal Reserve would remain the primary actor. The central
challenge would be to tighten policy enough to re-anchor inflation expectations without
causing a full-blown financial crisis. This would require a resolute and clearly
communicated focus on the inflation mandate, even at the cost of a period of higher
unemployment.” The lesson of the 1970s is that a loss of credibility is the most costly
outcome.

Fiscal Policy: Broad-based fiscal stimulus, such as large tax cuts or spending programs,
would be counterproductive, likely adding to inflationary pressures.”™ The more effective
approach would be to deploy targeted,

supply-side fiscal policies designed to address the root causes of the cost-push
inflation. Such measures could include public investment to alleviate energy
infrastructure bottlenecks, deregulation to reduce the costs of doing business, and
policies aimed at increasing labor force participation to ease wage pressures.*
Unconventional Policies: Policies such as the wage and price controls used
unsuccessfully by the Nixon administration are now almost universally discredited by
economists. Such controls interfere with market price signals, create shortages, and fail
to address the underlying macroeconomic imbalances."”

The greatest long-term danger of a renewed stagflationary crisis extends beyond the
immediate economic pain. The 1970s experience catalyzed a major political and ideological
shift, discrediting the post-war Keynesian consensus and paving the way for the rise of
supply-side economics and deregulation.* A similar crisis today, occurring in an era of
heightened populism and skepticism toward established institutions, could have even more
profound consequences. It could accelerate a retreat from globalization and market-based
principles, leading to widespread calls for protectionism and greater state intervention in the
economy. This elevates the stakes of sound policymaking from a matter of managing the



business cycle to one of preserving the stability of the broader economic order.

Strategic Recommendations for Stakeholders

For Corporate Leaders:

Prioritize Balance Sheet Resilience: In an environment of slowing growth and rising
interest rates, a strong balance sheet is paramount. Leaders should focus on maintaining
robust cash flows, extending debt maturities, and reducing overall leverage to weather a
potential credit crunch.

Cultivate Pricing Power: The ability to pass on rising input costs without destroying
customer demand will be a key differentiator. This requires investment in brand equity,
product innovation, and operational efficiencies that create value for which customers
are willing to pay a premium.

Build Supply Chain Redundancy: The era of purely cost-optimized, just-in-time supply
chains is over. Proactively diversifying suppliers, near-shoring critical production, and
building strategic inventories are essential investments to mitigate the risk of future
supply-side shocks.

For Institutional Investors:

Re-evaluate Traditional Diversification: The assumption that bonds will reliably hedge
against equity downturns breaks down during stagflation. Investors must look beyond the
traditional 60/40 portfolio.

Increase Allocation to Real Assets and Inflation Hedges: A strategic overweight to
asset classes that have historically performed well in stagflation is warranted. This
includes commodities, Treasury Inflation-Protected Securities (TIPS), infrastructure
funds, and certain segments of the real estate market.”

Adopt a Defensive and Quality-Oriented Equity Strategy: Within equity allocations,
the focus should shift away from speculative growth stocks and toward high-quality,
dividend-paying companies in defensive sectors. Businesses with stable earnings, strong
balance sheets, and demonstrable pricing power are best positioned to navigate the
challenging environment.*’
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