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The Great Moderation, lasting from the mid-1980s until the beginning of the COVID pandemic, was a 
period characterized by growth stability and moderate infl ation. The world economy was driven by glo-
balization-induced demand, and steady growth in the number of global suppliers ready to meet it. Both 
economic booms and recessions were addressed with rate hikes or cuts by the world’s central banks.

That period appears to have ended with the COVID pandemic, as in recent years the world economy has 
taken on its early 1980s persona of higher infl ation and volatility. There are several variables to blame for 
this paradigm shift.  

Production Constraints
First, production constraints – stemming from a massive shift in spending and labor shortages – are hin-
dering the economy and fueling infl ation. The primary bottleneck has been labor supply, rather than sup-
ply chain disruptions (which tend to get more headlines). Production has been further derailed by energy 
and food shocks brought on by the war in Ukraine. Both the pandemic and Ukraine crisis have  accelerated 
geopolitical fragmentation, as Russian sanctions, the scramble for energy independence, and rising ten-
sions between the U.S. and China have been contributing factors.

As central banks remain hyper focused on raising rates to fi ght infl ation largely tied to production con-
straints, they risk choking off  healthy economic activity and only changing course after the damage has 
been done. Such an approach would only serve to prolong market volatility.

Further, equities would suff er if future rate hikes trigger a downturn in growth. Likewise, if the Fed con-
cedes and accepts higher long-term infl ation levels, bond prices would fall. Either outcome means the 
likelihood of a long-term bull market for both stocks and bonds could be over.  This means that investors 
must become more fl exible than ever with asset allocation, utilizing asset classes they have seldom or nev-
er used before (i.e., alternative assets).

Government Debt
Second, record public debt means that small changes in interest rates can have a signifi cant impact on 
governments, companies, and individual households. The result is that investors will ultimately demand 
more compensation (risk premium) to hold longer-term bonds in their portfolios.

Unprecedented leverage in a world shaped by supply has made trade-off s for policymakers become more 
stark, while at the same time their room to maneuver has shrunk. Global debt has increased to new highs 
as world governments attempted to limit the fallout from the pandemic. In addition to public debt, private 
sector debt is also susceptible to higher rates, especially in the housing market. The Fed must carefully 
navigate its rate hike path in order to balance infl ation while avoiding an economic hard landing. 

Political Polarization
Third, the hyper-politicization of virtually every aspect of society is exerting massive infl uence on policy-
makers, leading to suboptimal solutions. In the current environment, often those with the loudest or sim-
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plest argument often win. This new reality means that leaders must identify diff erent methods of discourse 
to be most eff ective.

This is especially true for infl ation. The loudest critics claim the current infl ation problem was obvious to 
all and argue that if central banks had simply raised rates sooner, the situation could have been avoided. 
Rather than off ering a reasoned rebuttal, central banks have instead resorted to a “talk even tougher” 
approach.

Succeeding In the New Normal
An increasingly polarized and dysfunctional political system, coupled with the economic aftermath of a 
global pandemic, have left many investors wondering how they can succeed in the years to come. Not to 
mention a Fed that is more easily distracted, and at times infl uenced, by its critics. More traditional strat-
egies, such as the 60/40 portfolio, are becoming less eff ective in achieving competitive long-term returns, 
meaning investors must develop a new approach going forward.

While stocks and bonds should remain the foundation of any asset allocation strategy, diversifi cation into 
alternative assets (i.e., private equity and debt), commodities, and real estate are prudent choices. Within 
public equities, the current environment will keep volatility elevated for some time to come, meaning in-
vestors are wise to focus on specifi c sectors and industries more than broad exposure. And, investors must 
be willing to exercise fl exibility, being ready to pivot as conditions change.

The bottom line is that succeeding in the new normal is possible, but investors must be fl exible, and will-
ing to challenge familiar and sometimes outdated approaches to do so.

Some information is derived fr om First Trust Portfolios, Morningstar, Charles Schwab, and Value Line. Reproduction or distribution of this material is prohibited and all rights are reserved.


