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Finance Editor ’s Comments

Caputo and K olari examine the well-know n problem of short-r un negative and long-
run pos itive r eturn ef fects  of inf lation in this innovative paper.  When they f ormally
incorporate a function f or memor y of past inflation patterns into the analysis, they find that
rational behaviour (in the tr aditional economic s ens e)  can account for both eff ects.

I have three comments about this  paper, only one of which is  alternative.  I am
happy that s omeone has  r eturned to the inf lation problem, w hich seems  to have lain f allow 
for some years  in the finance research liter ature, presumably because inflation has been ver y
low in the U S, though not necess ar ily elsewhere.  Once again, the dominance of US
experience in finance research s hows its eff ects.  H ow ever, even 1 or  2%  inflation w ill have
a mater ial cumulative ef fect over a f ew  year s, and inf lation is something we should continue
to investigate in f inance becaus e it is  so pervas ive.  Caputo and K olari have advanced our
understanding of the eff ect on ass et pr ices in a novel and useful w ay.

Once we have s uch an advance in theor etical models, we would like to see s ome
empirical testing.  The fir st pass  would be to develop testable hypothes es  about the general
ef fects  of the model and see if  tests can r efute its implications for s hare pr ices.  I  do not
speak of proof , as is so careles sly claimed in most empir ical liter ature, or even of 
cons istency.  The best w e can hope for is that the theory s tands  up to r igorous  empirical tests
in the tr aditional for mat.

Fr om an alternative pers pective, I  view  the empir ical implications of  this  theory very
diff erently.  I w ould like to cast as ide the foolish r eliance on Milton Fr iedman’s 
abandonment of  common sense to investigate the reality of  the as sumptions, which are
really the mos t interesting part of the paper f or  new res earch.  Let me quote:

Each participant in the financial mar kets has the same memory of  the pas t and the
same understanding of how it aff ects futur e values of  the var iables.  Each
participant remembers or  evaluates  the mos t recent experience as  being the most
relevant, and so the memory f unctions  place mor e weight on mor e recent events .

This  is  the as sumption underlying the f or m of the memory function chosen f or  this 
paper, but it doesn’t mean that it is  true, nor  that it need be true for  the gener al idea that
memory functions ar e useful f or modelling the behaviour of inves tor s buying and selling
as sets in the presence of uncertain inf lation.  I  would like to see r esear ch that delves dir ectly
into the behaviour of inves tors with respect to inflation.  How do they view inflation?  How 
long does  their memory of inf lation las t? How do they inter nally model its  ef fects  on ass et
pr ices?  How  accurate is  their memory of inf lation his tor y?  H ow  do they f orm expectations
of  f uture inflation?



In general, af ter  I  read this  paper s everal times  and thought about it, I realized that
our ass umptions about inflation in the finance liter ature are unacceptably simplis tic and
taken-f or -gr anted.  We have a few simple ideas that can be modelled easily, and we have
never tried to lear n mor e about how investor s r ecognize, model and remember inf lation.
Such factors  are far mor e important than a large par t of what is  appearing in the most
pr es tigious finance jour nals today, if we ar e to deepen our  understanding of how f inancial
markets  f unction.

This  is  an obvious invitation for practitioners  of experimental finance and
economics , and behaviour al finance, to pur sue these sort of  ques tions .  Findings f rom s uch
ques tions  could then enlighten the development of  work along the lines that Caputo and
Kolari have done in this  paper.

- Chris  Robins on


