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No number is more important for investors right now than inflation. The belief that it will continue to rise underpins the recent rally in financial stocks and the slump in government bonds. It is key to commodities, currencies and more.
Yet investors are in a quandary: Theories used to forecast it just don’t seem to work.
“I don’t think we know what inflation is. It takes so many different forms,” said David Lafferty, chief strategist at Natixis Global Asset Management, which manages about $900 billion. Inflation is this year’s “wild card,” Mr. Lafferty said.
For decades, the assumption has been that central banks have the ultimate handle on inflation. When inflation goes up, they raise interest rates to quell it; when it goes down, they lower the rates.
Investors care a lot, because bond yields broadly track interest rates. They need to predict inflation levels as well as how central banks would react.
Neither is easy, and it just got more complicated: After years of postcrisis monetary experimentation, it’s not even clear central bankers can do much about inflation at all.
On Friday, five top economists presented a paper at a monetary-policy conference saying the main gauges policy makers typically use to understand inflation—such as “slack” in the labor market—don’t actually explain it.
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What’s more, the last several years of extraordinary monetary policy have shaken a theory that had held sway for decades in financial markets: American economist Milton Friedman’s view that inflation is ultimately a function of how much money a central bank prints.
That theory posits that if the economy has only two apples and two dollars, each apple has to be worth $1. When the central bank issues two more dollars, there is suddenly $2 for every apple: inflation. And what people think inflation will be in the future is crucial: Workers will bargain harder for pay raises if they believe prices will rise faster in the years to come.
Yet, after the 2008 crisis hit, central banks in developed economies slashed interest rates and printed trillions of dollars, euros, pounds and yen. Many investors and policy makers believed inflation—and a selloff of government bonds—would soon follow.
“I thought we’d see inflation before authorities could respond,” said James Athey, a fund manager at Aberdeen Asset Management. So confident was one former eurozone central-bank governor that, over dinner in late 2013, he made a 10 Hong Kong dollar bet (pegged by the government at US$1.29) with economics professor Ken Kuttner that money printing would cause inflation to soar.
It didn’t. In fact, economists who study central-bank operations broadly believe that the amount of money created is a consequence of rising prices, not the cause. That is, if the price of apples goes from $1 to $2, the central bank will eventually need to issue more money to prevent money from getting scarce and interest rates from skyrocketing.
“I think I can count those 10 Hong Kong dollars as money in the bank,” said Mr. Kuttner, of Williams College.
Mr. Athey laments not having bet heavily on U.S. Treasury bonds, which have been on a roll since 2008. “The bond investor community in aggregate for a long time got that wrong.”
Friday’s research also found little connection between people’s expectations of future inflation and what prices actually turn out to be.
The reality check for economic theory goes further: Surveys show that lower interest rates aren’t a key factor in the decisions of households and businesses to take on credit and spend more.
If central banks printing money and lowering rates doesn’t cause inflation, what does? Investors are scrambling for alternative answers.
Before the 1980s, many economists described inflation as coming from a complex mix of sources. Companies nudged up prices when their input costs were higher—“cost-push” inflation—or when shelves were depleted by booming sales—”demand-pull” inflation.
Indeed, some money managers today believe President Donald Trump’s tax-cutting policies may spur demand and thus inflation. His protectionist policies may also push up domestic wages and make imported goods more expensive.
Yet, historically, a better guide to inflation has been prices of raw materials, largely commodities. Swings in oil markets and market expectations of long-term inflation have moved in lockstep. Arend Kapteyn, chief economist of UBS’s investment bank, calculates that 84% of the variation in inflation since 2002 is explained by shifts in oil and food prices.
Demand may play a small role indeed in fueling inflation. Research finds that businesses rarely price their products based on how much they are able to sell. Rather, companies pass on to consumers as much of their costs as competition will allow. Throughout history, most sudden spikes in inflation were preceded by rising commodity prices pushing up costs.
But even costs are complicated to measure. Wages aren’t negotiated in the smooth manner economists imagine, because power dynamics between employers and employees can shift. A globalized workforce, weaker unions and changing government policy likely play strong roles in keeping prices down.
Analysts and investors are paying closer attention to indicators like corporate margins and the amount of industry concentration. Fatter profits allow companies to respond to rising commodity and labor costs without increasing prices, but a position of monopoly can lead them to pass on costs to consumers regardless.
Mark Tinker, head of AXA IM Framlington Equities Asia, said the current rise in prices doesn’t give him the information needed to forecast the future. “An indication of pricing power is much, much more relevant,” Mr. Tinker said.
Central bankers’ reactions have also changed. Economists believe that house prices and household debt loads now play a more important role in their decisions. 
Neil Williams, chief economist at Hermes Investment Management, is looking at land prices to gauge whether Japanese officials would start rolling back two decades of ever-increasing stimulus. In the past, a fall in the value of land has always driven them to backtrack, Mr. Williams said.
To be sure, many investors still fear the danger they see in all the money printed by central banks.
“‘Too many dollars chasing too few goods’ is easy to explain, and it’s a theory that can almost fit on a bumper sticker,” said Mr. Kuttner, who is still waiting for his opponent to concede the $1.29 bet. The former central banker declined to comment.
Adjusted for inflation, the prize is still worth $1.24 after more than three years.
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What Drives Inflation?

After the 2008 financial crisis, faith among economists and investors
that central banks can control inflation has faltered.

Printing money didn’t inflate ..and lowering interest rates
U.S. prices after the crisis... has failed to stoke inflation...
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..but oil has recently driven long-term inflation expectations.
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