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Inflation remains in the front of 
everyone’s minds -- the Fed, in-
vestors, business owners, and 
consumers.  It’s interesting to 
note that inflation was much less 
in everyone’s mind during the 

long period of unusually low infla-
tion that followed the Great Fi-
nancial Crisis.  This psychological 
fact explains a key difficulty faced 
by the Fed in its critical manage-
ment of “inflation expectations.”

How Inflation Can Persist…  Even If 
Supply Issues Moderate

The fields of behavioral econom-
ics and behavioral finance explain 
some of the psychological fea-
tures of economic and market be-
havior.  One of these is “rational 
inattention” -- which means that 
economic and financial agents are 
likely to ignore information that 
would be costly to acquire, but 
that really doesn’t have a very se-
vere negative impact on them.

Even though a decade of inflation 
undershoot was strange and in-
teresting to professional econo-
mists, and prompted all kinds of 
research and questions in think 
tanks and government agencies, 
consumers and businesspeople 

didn’t think much about it on av-
erage.  (In fact, surveys show that 
when inflation is low, ordinary 
people tend not to even know 
what the prevailing level of infla-
tion is.)  On the flip side, though, 
this means that consumers and 
businesspeople pay more atten-
tion than might be objectively 
warranted when inflation is run-
ning in a more painful direction, 
above trend.

Where this factors into the Fed’s 
quandary is that, contrary to the 
discoveries of behavioral eco-
nomics, Fed models sometimes 
still presuppose that economic 
agents are purely rational -- while 

Source:  Federal Reserve Bank of St Louis
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of course we know they are not.  The Fed 
models “inflation expectations” as if con-
sumers, investors, and business owners re-
spond equally to below-trend and above-
trend inflation -- assuming that they will 
look at current inflation, rationally assess 
that it is “balancing out” the inflation “defi-
cit” accumulated in the post-2008 years, 
and come to the conclusion that it’s all wa-
ter under the bridge.  Unfortunately, this 
is not how people’s minds work unless 
they are professional economists.

Indeed, research shows that ordinary peo-
ple are about four times more sensitive to 
high inflation than to low inflation.  This 
means that as the current inflation 
shock continues, it becomes more and 
more likely that higher inflation ex-
pectations will get baked 
into the economic pie.

Even if supply chain issues 
resolve fully, even if labor 
force dislocations ease, and 
even if spiking energy pric-
es normalize (as we think is 
likely), inflation can still be-
come a self-fulfilling prophe-
cy if a wage-price spiral gets 
psychologically imbedded.  
This is why many observers 
are worried that the Fed has 
missed the boat, and will be 
forced to taper and hike more 
quickly than generally anticipated -- with 
the risk of sparking market and/or econom-
ic turmoil as a consequence.  

(The question then is whether the Fed will 
have the backbone to stay the course if mar-
kets and the economy connipt.  It may well 
be that the market’s thus-far largely copa-

cetic response to tapering and rate hike talk 
incorporates a view that such backbone will 
not be visible when push comes to shove.)

The Fed recently began measuring infla-
tion expectations -- but its measurement 
gives much more weight to long-run than 
to short-run expectations.  This is like-
ly unrealistic.  One way or another, higher 
short-term expectations and lower long-
term expectations must converge -- and it 
is not obvious to us that this will happen by 
short-term expectations falling.  Psycholo-
gy suggests the opposite could occur.  Fur-
ther, the Fed’s modelling does not factor in 
businesses’ inflation expectations because of 
data limitations -- but these might be the 
most important of all, and they are running 
at 20+ year highs:

The bottom line?  The Fed’s “rock and 
a hard place” problem is that the lon-
ger it makes the normalization pro-
cess, the more likely that inflation gets 
imbedded even if pandemic snarls are 
untangled -- and the more likely it be-
comes that precipitous Fed action will 
result in an “accident” that puts nor-

Source:  Goldman Sachs Investment Research
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malization on hold.  Factor in the need 
to appear moderate and non-partisan in a 
critical election year, and the Fed’s window 
is compressed still further, likely into the 
first half of 2022.

Meanwhile, In the Guild Basic Needs 
Index

Our in-house, real-world inflation measure, 
the Guild Basic Needs Index [GBNI], is 
comprised of a basket of consumer essen-

tials: food, clothing, energy, and housing -- 
and thus captures a faster-moving snapshot 
of the “volatile” elements excluded from 
such measures as “core” CPI.  (We’ve been 
compiling it since the 1980s, and so have 
watched it through many cycles -- you can 
find a more detailed description here.)  No-
vember GBNI data show our index slightly 
off its high of two months ago, currently 
running at 29.4% year-over-year.  Below 
is a ten-year chart of the one-year rolling 
change in the GBNI.
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The GBNI is volatile, as it is comprised of a 
basket of items with volatile prices.  Given 
the asymmetry of the psychological effect 
of above-trend inflation on consumer and 

business psychology, the current elevated 
GBNI trend suggests that concern about 
the “unanchoring of inflation expectations” 
is warranted.

Investment implications:  Because 
businesses and consumers pay more 
attention to unusually high inflation 
than to unusually low inflation, the 
current bout of elevated inflation is 
making it more and more likely that 
inflation expectations will become un-
anchored from the quiescent assump-
tions of the post-2008 era.  To forestall 
this unachoring, the Fed is pivoting 

to more hawkish language and policy 
forecasting.  Their window for action is 
restricted in part by political pressure, 
and some market participants may be 
pricing in the risk that they act too 
fast, and will be forced by resultant vol-
atility to delay further policy normal-
ization.  Watch out for inflation and 
policy-driven volatility and rotations, 
especially in the first half of 2022.

Market Summary
With all the reflection and analysis we’ve 
been offering about inflation over the past 
year, we should emphasize again that we 
do not believe the U.S. is headed for 
hyperinflation or any imminent finan-
cial catastrophe.  While we think the 
very long-term trends of spending, unfund-
ed liabilities, and corporate and govern-
ment indebtedness are troubling and are 
likely to lead eventually to cathartic events, 
we do not believe such events are likely in 
the near future.  

Right now, in the big picture, U.S. 
stocks remain in a credit-led bull mar-
ket, underpinned by massive liquidi-
ty.  In the nearer term, as we noted in our 
“year-ahead” reflections, we think current 
events are likely to create a more volatile 
environment in the coming year, offering 
tactically minded investors the opportuni-
ty to sell ramps, buy dips, and rotate among 
sectors -- though all of these movements 

have become more rapid and difficult to 
navigate successfully.

In December 2019, U.S. bank deposits 
(earning virtually no return) totaled about 
$14.5 trillion; at the end of June 2021, 
that stood at about $18.7 trillion.  
This is far from the only potential source 
of “cash on the sidelines” that can step 
in to “buy the dips” as they occur (mon-
ey market funds are another).  We believe 
this reality will help to constrain the depth 
and duration of corrections.  The pool of 
capital earmarked for risk assets is 
growing, and the hunger for yield of 
the biggest institutional market par-
ticipants (pension funds and insur-
ance companies) is as high as ever.

Major analysts are beginning to ratchet 
back their GDP growth projections for 
2022, largely because of the failure of the 
current administration’s push for their ©
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Build Back Better spending bill.  We think 
it is likely that a smaller version of this 
plan will be passed next year; West Virginia 
Senator Joe Manchin is said to have been 
positive on a more conservative bill.

Turkey 

Ongoing monetary chaos in Turkey 
continues to illustrate several points for 
us, beyond the point that demagogues 
and would-be despots are unlikely to be 
sources of groundbreaking new monetary 
and economic theory.  (Turkey’s Prime 
Minister seems to believe he has discovered 
an economic Holy Grail, to wit: the way 
to combat hyperinflation is to cut interest 
rates.)  

The first point is that the global use 
case for cryptos is enhanced by the 
policies of despotic and destructive 
governments.  As we noted last week, we 
think that the first sidelining of a formal 
financial system by crypto is likely to occur 
in a state with failed financial infrastructure.  
Unfortunately such failure is typically 
accompanied by political repression.

The second point is that even in situations 
of monetary intransigence, locals who have 
no recourse to foreign currencies, cryptos, 
or hard assets, can have recourse to local 
stocks.  Albeit with great volatility, stocks 
in countries like Venezuela, and now Turkey, 
have kept some kind of pace with inflation, 
permitting some value to be maintained.

American investors for whom our qual-
itatively different inflation dynamics are a 
concern would do well to note this as well: 
stocks can perform well in an infla-
tionary environment -- you just have 
to adjust your portfolio to manage in-
flationary risk.  

We are attentive to the opportunities that 
will be created by expected market volatil-
ity.  We believe that cryptocurrencies, gold, 
some commodities, growth stocks at a rea-
sonable price, and certain large-cap growth 
stocks are going to be attractive buys when 
volatility occurs.  Don’t hesitate to call our 
office if you have questions on strategy.

Thanks for listening; we welcome your calls 
and questions.
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      GEneral Disclosures about this Newsletter

The publisher of this newsletter is Guild Investment Management, Inc. (GIM or Guild), an investment advisor registered with the Securities and Exchange Commission. 
GIM manages the accounts of high net worth individuals, investment partnerships, trusts and estates, pension and profit sharing plans, and corporations, among other 
clients.

Your receipt of this newsletter does not create a personal investment advisory relationship with GIM although some recipients may also be advisory clients of GIM. GIM 
has written investment advisory agreements with all its personal advisory clients, which sets forth the nature of that relationship.

The newsletter makes general observations about markets and business and financial trends and may provide advice about specific companies and specific investments. It 
does not give personal investment advice tailored to the needs, objectives, and circumstances of individual readers. Whether investment ideas and recommendations are 
suitable for individual readers depends substantially on the personal and financial situation of that reader, which GIM, as the publisher of the newsletter, makes no effort 
to investigate.

GIM attempts to provide accurate content in its newsletters to the extent such content is factual rather than analysis and opinion, but GIM relies primarily on informa-
tion compiled or reported by third parties and does not generally attempt to independently verify or investigate such information. Moreover, some content and some of 
the assumptions, formulas, algorithms and other data that affect the content may be inaccurate, outdated, or otherwise flawed.  GIM does not guarantee or take responsi-
bility for the accuracy of such information.

Please note that investing in stocks, other securities, and commodities is inherently risky, and you should rely on your personal financial advisors and conduct your own 
due diligence in connection with any investment decision.

If you are an investment advisory client of GIM who is receiving this newsletter, please note that the fact that a general recommendation is made of a particular security, 
commodity, or investment area to its newsletter subscribers does not mean that investment is suitable for you or should be purchased by you.  For example, GIM may 
already have purchased such securities on your behalf or purchased securities in the same industry (and an increase in the position for you may represent too much 
concentration in one security or industry), or GIM may believe the investment is not suitable for you based on your risk tolerance or other factors.  If you have questions 
about the recommendations in this newsletter in relation to your account at GIM, please contact Monty Guild or Tony Danaher.

As of the date of this newsletter, GIM’s investment advisory clients or GIM’s principals owned positions in areas that are the subject of current recommendations, com-
mentary, analysis, opinions, or advice, contained in this newsletter.  GIM’s advisory clients or principals are currently long U.S. and foreign equities.

GIM and its principals have certain conflicts of interest in its relations with its investment advisory clients and its newsletter subscribers resulting from GIM or its 
principals holding positions for its clients or themselves which are also recommended to its clients.  GIM may change the positions of its clients or GIM’s principals may 
change their positions (increasing, decreasing, and eliminating them) based on GIM’s best judgment at any given time, including the time of publication of the newslet-
ter.  Factors that lead GIM to change or eliminate its positions may include general market developments, factors specific to the issuer, or the needs of GIM or its advisory 
clients. From time to time GIM’s investing goals on behalf of its investment advisory clients or the personal investing goals of GIM’s principals and their risk tolerance 
may be different from those discussed in the newsletter, and the investment decisions made by GIM for its advisory clients or the investment decisions of its principals 
may vary from (and may even be contrary to) the advice and recommendations in the newsletter.

In addition, GIM or its principals may reduce or eliminate their positions in an investment that is recommended in the newsletter prior to notifying the newsletter sub-
scribers of such a reduction or elimination. The publication by GIM of a “target price” or “stop loss” for a particular security or other asset does not necessarily represent 
the price at which GIM intends to sell or will sell any such assets for its advisory clients or the price at which GIM’s principals intend to sell any such assets.

As a consequence of the conflict of interest, GIM’s clients or principals may benefit if newsletter subscribers purchase assets recommended by GIM since it could increase 
the value of the assets already held by GIM’s investment advisory clients or GIM’s principals. On the other hand, GIM’s principals and clients may suffer a detriment 
if they seek to acquire additional shares in securities that have been recommended and the price of the securities has increased as a result of purchases by newsletter 
subscribers.

To help mitigate these conflicts, GIM seeks to avoid recommending the securities of individual companies where GIM or its principals have an ownership position and 
where the issuer is small or its securities are thinly traded−that way sales by GIM in advance of possible sales by newsletter subscribers would not be likely to cause any 
significant decrease in the sale price to newsletter subscribers. GIM has a fiduciary relationship with its investment advisory clients and cannot agree on behalf of such 
clients to refrain from purchases or sales of a security mentioned in the newsletter for a period of time before or after recommendations for purchases or sales are made 
to its newsletter subscribers.

GIM encourages you to do independent research on the securities or other assets discussed or recommended in the newsletter prior to making any investment decisions 
and to be especially cautious of investments in small, thinly-traded companies, which are usually the most risky investments that you can make.

GIM disclaims any liability for investment decisions based upon recommendations, information, or opinions in its newsletters. GIM is not soliciting you to execute any 
trade. Nothing contained in GIM’s newsletters is intended to be, nor shall it be construed as an offer to buy or sell securities or to give individual investment advice. The 
information in the newsletter is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be 
contrary to law or regulation, or which would subject GIM to any registration requirement within such jurisdiction or country.

Guild’s current and past market commentaries are protected by U.S. and International copyright laws. All rights reserved. You must not copy, frame, modify, transmit, 
further distribute, or use the market commentaries, without the prior written consent of Guild.

NOTICE TO RECIPIENT: This email or any download from a secure website is meant for only the intended recipient of the transmission, and may be a communication 
privileged by law. If you received this email in error, any use, dissemination, distribution, or copying of this email is similarly prohibited. Please notify us immediately of 
the error by return email and please delete this message from your system. Although this email and any attachments are believed to be free of any virus or other defect 
that might affect any computer system into which it is received and opened it is the responsibility of the recipient to ensure that it is virus free and no responsibility is 
accepted by Guild Investment Management for any loss or damage arising in any way from its use.
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