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HAYEKIAN EXPECTATIONS: THEORY AND
EMPIRICAL APPLICATIONS#*

William N. Butos and Roger G. Koppl**

e show that the orderliness of market processes and outcomes, and hence the realization
and coordination of individuals’ plans, are dependent on the social environment in which
individuals function. In specific, when atomicity and stable (social) rules are compromised
in| the case of Big Players, markets are less orderly despite the fact that individuals
are behaving rationally.—The paper provides an account of individual rationality by
generating a theory of expectations based on Hayek’s cognitive theory. Hayekian expec-
tations are coherent, competitive, and endogenous. This suggests that expectational
amalysis must take account of the context of constraint—the ‘“‘environment’’ or what
we call *“filtering conditions™ —within which individuals function and to which they must
adapt. The paper provides a theoretical analysis of expectations at the individual level
and shows that the particular behaviors stemming from those expectations require a
specification of the rules governing social and market activities.

1 Introduction

his paper develops an Hayekian theory of expectations having both
icy implications and testable empirical content. We draw on Hayek’s
cognitive and social theory to demonstrate the significance of rules
in creating order in the market process. Our claim is that economic
expectations will serve as reliable guides to action only when certain
““filtering conditions” are satisfied. The selection of constitutional con-
straints, by helping to determine these filtering conditions, influences
the efficiency by which knowledge is produced and distributed in soci-
ety. In our model, then, the evolution of the system is explicitly rule-
and constitution-dependent because such constraints affect the produc-
tion and use knowledge.

ithin Hayek’s own research program there is a need for some such
theory of expectations. In his famous paper of 1937, *‘Economics and
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Knowledge.” Hayek first proposed that we view equilibrium as plan
coordination. Equilibrium exists, Hayek argued, *‘if the actions of all
members of the society over a period are all executions of their respec-
tive plans™ (1948: 37). From this notion of equilibrium it follows that
equilibrium exists when expectations are, in some sense, harmonized
or coordinated. "*Correct foresight,”” Hayek explained, is not “‘a pre-
condition which must exist in order that equilibrium may be arrived
at”" but instead is *“the defining characteristic of a state of equilibrium™
(1948: 42). Thus, Hayek reasoned, when we claim that there exists a
tendency toward equilibrium we are making the empirical claim that
““the expectations of the people and particularly of the entrepreneurs
will become more and more correct.” This claim “‘ought, at least in
principle, to be capable of verification” (1948: 45). (“*Orrather,”” Hayek
says in a note referring to Karl Popper, it should be capable of *‘falsifi-
cation™ [1948: 33, n. 1].) “*The only trouble,"” Hayek lamented, “‘is
that we are still pretty much in the dark about (a) the conditions under
which this tendency is supposed to exist and (b) the nature of the
process by which individual knowledge is changed’ (1948: 45).

In the first part of this paper we build on Hayek’s theory of mind to
generate a theory of expectations. This theory explains, though only in
ageneral way, “the process by which individual knowledge is changed”’
(1948: 45). In the second part of the paper we apply our theory to the
problem of economic expectations in markets. This section discusses
some, though not all, of “‘the conditions under which this tendency
[toward equilibrium] is supposed to exist’ (1948: 45). The Hayekian
theory of expectations we propose thus helps to plug a gap in our
knowledge, a gap Hayek identified in 1937. Our way of plugging this
zap also helps to establish a greater unity in Hayek's work than one
might otherwise have suspected. Hayek’s theory of mind, by way of the
theory of expectations, turns out to have implications for the economic
questions of expectations and coordination in market economies.

In Section I we develop an Hayekian theory of expectations that
bur'ds on Hayek’s theory of mind. We overview Hayek’s cognitive
theory according to which the mind exists as sets of rules whose princi-
pal function is to guide actions that promote the individual’s adaptation
tothe environment. Hayek’s theory of mind allows us to identify Haye-
kian expectations as *‘coherent’” and “competitive’’ and does not
require (or even suggest) that such expectations are “‘rational’’ in
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Muth’s sense, *‘irrational’”’ Keynes-type animal spirits, or the product
of conscious deliberation.

Section II discusses the nature of “‘filtering conditions’’ and their
role in determining how well individuals’ expectations dovetail with
the environment. These filtering conditions represent the context within
which individuals act and include the whole range of explicit and tacit
rules, conventions, and institutional arrangements germane for individ-
uals’ plans. In our treatment, we focus on two categories of filtering
conditions: the degree of market atomism and the stability of the rules
defining market behavior. We argue that a weakening in these conditions
reduces the orderliness of the market process.

This hypothesis is examined in Section II1. Specifically, we look at
the implications of discretionary *‘Big Players”’ by reporting on a study
by Koppl and Yeager (1992) in Russian monetary history. The results
Koppl and Yeager obtain corroborate the theoretical analysis in this
paper. In a concluding section we summarize our argument and suggest
avenues for further refinement and extension.

I. An Hayekian Theory of Expectations
1. Introduction

The nature and limits of explanation in the realm of complexly orga-
nized phenomena constitute central elements of Hayek’s research
agenda.' Whether the context is the market, the broader social domain,
or the cognitive functioning of the individual, constraints on what can
be known and hence on rationality itself emerge as principal themes
in Hayek’s work. This suggests that no epistemological Archimedean
lever exists to establish justified true knowledge. Our knowledge is
always conjectural, processive, and circumscribed by the inevitability
of ignorance.

In identifying and elucidating the context of constraint for complex
phenomena, Hayek provides an analysis of the possibilities for their
theoretical understanding and of the problems for their practical control.
The order in undesigned or spontaneous complex phenomena like the
mind or the market derives from the constituent elements following
error-correcting or negative feedback rules. Hayek’s contributions

1 See Weimer (1982), Gray (1984), Kukathas (1990), and Vanberg (1990).

305




CONSTITUTIONAL POLITICAL ECONOMY

a}cross several disciplines analyze the self-regulative properties of such
sﬁontaneous orders, given that these structures contain no central locus
of control and are not designed or deliberately constructed.

‘ Although Hayek is probably known most widely for his contributions
in catallactics, his work across several domains of inquiry manifests
the same essential themes and, indeed, theoretical explanations.? In
tje theory of market economies, the Hayekian perspective invites us
to comprehend the market process as a spontaneous order governed
by abstract rules—embodied in the habits, practices, customs, and
institutions of the society—that allow necessarily decentralized knowl-
eclge to be utilized effectively.® Thus, market structures and mecha-

nisms and the various attendant societal institutions integral to the
functioning of markets enable individuals to economize on the knowl-
edge necessary to coordinate their activities,

ayek’s theory of mind has many parallels with his theory of markets.
Th decentralization of knowledge, the role of mechanisms for the
transmission of knowledge, the necessity for and dependence on
abstract rules, and the self-regulative or adaptive character of the pro-
cess all constitute essential components for explaining the functioning
of jhe mind. The primary change in moving from the market (or social)
level to the individual cognitive level is the domain of inquiry, not
the|explanatory principles. In the theory of mind, the rule-governed
“inbividuals” whose interactions generate this spontaneous order are
nerve fibers, rather than demanders and suppliers. They do not interact
thrdugh markets governing the sequence of exchanges; rather, they

2 This claim is more fully developed in Butos (1991).

3 In “*Notes on the Evolution of Systems of Rules of Conduct,” Hayek (1967: 67)
mentions that *‘the term ‘rule” is used for a Statement by which a regularity of the conduct
of individuals can be described.’* Hayek (1973: 76) emphasizes the abstract (or general)
quality of rules and recognizes that we know and can state only a small fraction of the
““rules which govern both action and thought.” In addition, Hayek (1967: 56f.) under-
stands rules as constraints; ‘‘the rules of which we are speaking generally control or
circumscribe only certain aspects of concrete actions by providing a general schema
which|is then adapted to the particular circumstances. They will often merely determine
or lim:Elhe range of possibilities within which the choice is made consciously. . . . Like

scientific laws, the rules which guide an individual’s action are better seen as determining
what he will not do rather than what he will do.” Also see Burrell (1967). Hayek (1960:
chap, jO) provides a detailed discussion of rules (as constraints) versus instructions (as
commands).
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interact through the connections existing among these fibers, connec-
tions that govern the sequencing of nerve firings.

Since our main objective here is to develop and to apply a theory of
Hayekian expectations, we shall treat the theory of cognition upon
which such expectations are based in a somewhat cursory manner.
More detailed discussions are available in Butos (1990), Butos and
Koppl (1992), and especially Weimer (1982). Our discussion, though
admittedly incomplete, should nonetheless provide a usable framework
to develop an Hayekian theory of expectations.

2. Overview of Hayek’s Theory of Mind*

At the level of the individual, Hayek’s central problem is to explain
the cognitive processes that enable the individual to adjust his actions
to external reality. According to Hayek, the adaptation of individual
action occurs within a context of constraint conditioned by the biologi-
cal makeup of the species and by an inevitable ignorance of the external
world.

Hayek’s theory of mind tells us what it is to interpret the existing
environment and form inferences about it. For Hayek, knowledge is
an abstract representation of external reality, not a report or reflection of
any intrinsic properties of that reality. At the cognitive level, therefore,
" Hayek’s theory requires that constraints exist on what can be known.
Identifying the mechanisms that allow an individual to achieve a better
fit with the environment despite his necessary ignorance forms the
principal objective of Hayek’s theory of mind.

To ascertain the processes by which individuals are able to adjust
their actions to achieve a better fit with reality requires for Hayek a
theory of how sensory inputs are transformed into a particular mental
interpretation of reality. Hayek’s claim is that the mind functions as a
classificatory apparatus for sensory stimuli in which the mental picture
generated by any combination of stimuli refers to qualities constructed
by the mind. The world does not impress upon the mind any forms or
any sort of knowledge of its intrinsic properties or true nature. The
mind, instead, arranges stimuli in an elaborate taxonomy. What we

4 It is surprising that Hayek’s theory of cognition has received so little attention by
econamists given that his *‘knowledge papers™ of the 1930’s and 1940's have a distinct
epistemological flavor. Psychologists who discuss Hayek's cognitive theory include
Agonito (1975) and especially Weimer (1982). Also see Nishiyama (1984).
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tl:ink of as a property of things is, in the first instance, a property of
the mind’s taxonomic framework. Of course the taxonomy of the mind
must “fit,”” in some sense or another, the external world. If it does

‘ot, then the mind will guide action badly and the organism will suffer.,
’}hat the mind functions as an instrument of classification suggests that
the patterns of interpretation constructed by the mind result from its
ability to organize its own activity.® In short, the mind’s classificatory
activity must itself be rule-governed.

In conceiving of the mental realm as a relational order governed by
abstract rules, Hayek understands mind as a hierarchical order that
produces knowledge not of intrinsic attributes, but only of those quali-
ties made intelligible by the organization and memory of the mind.
That knowledge is something produced by the mind’s classificatory
operation, means for Hayek that perception is ‘‘always an interpreta-
tion, the placing of something into one of several classes of objects.”
Thus we see in external events “only such properties of these events
as|they possess as members of classes which have been formed by past
‘linkages.” ** The rest is closed to us. “The qualities which we attribute
to the experienced objects are strictly speaking not properties of the
objects at all, but a set of relations by which our nervous system
classifies them’* (1952: 142f.).
hen individuals learn, i.e., when the mind constructs novel inter-
pretations of reality, then in Hayekian terms a process of reclassification
occurs that re-channels sensory data into a different configuration of
relations. Within this new schema, knowledge has been created and
perhaps destroyed as well. What once were taken as “‘facts’’ under the
old scheme may be altered or discarded under the new. The abstract
rules determining the operation of the mind (i.e., the perception of
phenomena by classification and the creation of phenomena by memory
given the prior existing categories) thus provide an ‘‘inference ticket’’
for the individual. That is, the rules by which the mind operates have
the ‘apacity to generate an indefinitely extended domain of potential
data|points. Alternatively, new concepts and conjectures involve the
recopfiguration of experienced particulars through new abstract rules
of determination.

|
5 It|is only for ease of €xposition that we speak of an “interpretation constructed by
the mipd.”" In Hayek’s theory the mind is an interpretation of reality, an interpretation
embodied in the rules governing its operation.
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The generative character of the deep conceptual structures of our
inds implies a creativity to cognitive functioning, even if only pre-
existing experiences are reshuffled. Nonetheless, the creation of such
novelty is subject itself to precise, though unspecifiable, limitations
imposed by the mind’s operating rules. According to Hayek, then,
the individual’s cognitive functioning always operates within a rule-
governed framework or structure; it is precisely those rules and that
structure that enable the individual to function coherently even in the
midst of necessary ignorance.®

0 understand the mechanisms that allow individuals to adapt to
reality, both as they see it and as they imagine it could become, Hayek
invokes the concepts of the “‘map’’ and ‘*model.” The map is a semi-
permanent network of connections among nerve fibers. This network
determines the course which any chain of impulses can follow. Mapping
is thus the process of classification. The map represents the framework
within which information has been organized; it presents an arrange-
ment of information the individual has relied on in the past and found
useful. The map, however, does not indicate **what particular events
will be recorded at any moment”’ (Hayek 1952: 115). The current inter-
pretation of the world is represented by the ‘‘model,”” which is consti-
tuted by the currently operative network of impulses coursing their
way through the map. The model, thus, is the mind’s interpretation of
the immediate environment. Since the environment may be assumed
to be changing continuously, the model is more dynamic, conjectural,
and situationally contingent than the map.

iven the existing semi-permanent framework of the map, Hayek
(1952: 118) argues, the model “‘will thus function as an apparatus of
orientation by representing both the actual state of the environment
and‘the changes to be expected in that environment.”” The model is,
ther#:forc, anticipatory. Indeed, the ‘‘representation of the existing situ-
ation’” provided by the model “‘cannot be separated from, and has no
signrﬁcance apart from, the representation of the consequences to which
|

6 Heiner (1983, 1986, and 1990) explains how rules undertaken as a consequence of
the limits of cognitive prowess can generate predictable behavior, a claim of considerable
import for theories of expectation. Our discussion, however, also is meant to highlight
Hayek’s insight that a finite number of rules will generate infinite novelty. Also see note
14 below.
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if\ is likely to lead’” (1952: 121). Thus any conscious being lives “‘as
much in a world of expectation as in a world of ‘fact’”” (1952: 121).

3. Coherent Expectations

|In Hayek’s theory the semi-permanent map offers a stable framework
for organizing information. And though the model involves the more
dynamic or ‘‘short run’’ adjustment of cognitive activity to the environ-
ment, Hayek sees the map as constantly adapting to new experiences
as well. Hayek’s theory, thus, provides an account of cognitive activity
that permits creativity of a constrained kind.
or any individual, a model of the world cannot exist somehow
independently of prior knowledge. If Hayek’s theory is correct, then
the individual’s accumulated stock of knowledge—and by that we mean
concepts, theories, and interpretations derived from the abstract and
tagit rules governing cognitive activity—serves to establish boundary
conditions for the construction of new knowledge. In this way, the
ability of the individual at the cognitive level to dramatically depart
from previously established theories is subject to definite, though
unspecifiable, constraints.
ayek’s theory exhibits a subtle tension between those mechanisms
tending to restrain expectation revision and those tending to move the
indjvidual toward a closer fit with reality. As noted earlier, Hayek
accounts for knowledge and expectation revision through ‘‘reclassifi-
cation.”’ By virtue of the mind’s ability to reclassify (i.e., employ a
different set of rules), new conjectures—literally new theories of real-
ity——can be constructed that replace previously held ones. Learning
for Hayek represents not simply the acquisition of more data points
but more importantly the adoption of new (generally tacit) generative
rules. Reality is seen differently because a new set of rules have con-
structed it differently.

hile theories of reality may be consciously selected, the rules of

determination governing cognitive activity operate, according to
Hayek, at a supra-conscious (tacit) level. Thus, the opportunity to
actually effect some kind of fundamental revision in cognitive function-
ing must coincide with changing these deep-seated rules of mental
activity. But the further removed such rules are from the conscious
level of mental activity, the more difficult it is to make such a change.
Clearly, the mind’s model may induce certain kinds of changes in the
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rules governing the associated processes of classification and reclassi-
fication. Nonetheless, those higher cognitive processes, according to
Hayek, reflect deeper—and successively less conscious—rules for clas-
sification. Consequently, such rules become further removed from our
direct control and hence more difficult to alter (Hayek 1952: chap. VI).

hen we turn to the vast array of sensory data to which the individual
is |exposed, whether by choice or coincidence, another avenue for
‘‘constrained change’’ presents itself. Though Hayek’s theory requires
that the mind construct theories of reality, it is the perception of sensory
data that figuratively puts the process in motion. The flow of incoming
data, as noted earlier, is subjected to classification by the mind; yet
that same flow may also induce a reinterpretation of reality when the
prevailing model or map fails to generate the necessary correspondence
between what the individual expects and what reality appears to be.
To|the extent that expectations are disappointed, a gap exists between
the individual’s knowledge and actions relative to the environment.
This gap spurs the individual to generate new conjectures and theories
about reality. For Hayek (1978: 43), what we know and expect are
things that happen fo the mind. Given the structure of the mind and
given the mechanisms governing its operation, our knowledge and
expectations arise from sensory inputs whose source is external to us.
hat our (subjective) experiences are dependent on external stimuli
carries an important implication. Any individual's knowledge and
actions are inextricably linked to the patterned stimuli of its external
environment. In this sense, it is not possible for an individual to set
himself cognitively apart from external reality. What the individual
knows is shaped by the particulars of the environment within which
he tperates. In the Hayekian view, the mind is endogenous to the
individual’s environment.” This implies that expectations are endoge-
nous to the individual's environment and more specifically that eco-
nomic expectations are endogenous to the market process.

The application of Hayek’s theory of mind to economic expectations
tells\us something about the relevant data of the social sciences. While
we surely wish to recognize the profound significance of data such
as prices, Hayek’s conception of data encompasses a broad range of
information including the particulars of time, place, and circumstance,

7 Iﬁ other words, Hayek's theory, if true, puts an end to Cartesian dualism.
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the influence of family, social norms, conventions, and cultural tradi-
tions. Hayek has argued that much of this sort of data is not quantifiable
or even collectable. If what we know, given our cognitive apparatus,
is contingent on such complex arrays of particulars, much of which we
know oaly tacitly through our daily habits and practices, then knowl-
edge for Hayek has a dimension which is always social and not exclu-
sively personal. Because of this broadly sculpted endogenous concep-
tion of knowledge, an Hayekian account of knowledge must show it
to be rooted in the social order.

4. Competitive Expectations

Our “*knowledge of the external world’> Hayek claims, *‘consists in
the action patterns’” that ‘‘stimuli tend to evoke, or, with special refer-
ence to the human mind, that which we call knowledge is primarily a
system of rules of action assisted and modified by rules indicating equiva-
lences or differences of various combinations of stimuli’” (1978: 41).
Hayek warns us against thinking of the ‘‘formation of abstractions’’ as
**actions of the mind.”” We should think of the formation of concepts
*‘as something which happens to the mind, or that alters that structure
of relationships which we call the mind, and which consists of the
system of abstract rules which govern it operation” (1978: 43).

Hayek's remarks about the formation of abstractions reflect his opin-
ion that we should liken the mind to ‘*a system of abstract rules of
action’’ (1978: 43). And ‘‘every appearance of a new rule (or abstraction)
constitutes a change in that system, something which,”” Hayek holds,
*‘its own operations cannot produce but which is brought about by
extraneous factors’” (1978: 43). Experience induces change in the taxo-
nomic rules that constitute the mind. But to what end is this change
directed?

For Hayek, the structure and mechanisms of the cognitive apparatus
function chiefly as a method to allow the individual to get a better fit
with the environment. The generation of knowledge and the actions
induced by expectations involve a cybernetic relationship between mind
and environment. This relationship enables the individual to adapt to
changes in the world through an ongoing evolution of knowledge: adap-
tive modification of the individual’s knowledge produces adaptive modi-
fications of his actions. Indeed, what an individual ‘‘knows’’ is not so
much how things are as what to do.® When action is inconsistent with

8 See "*Notes on the Evolution of Systems of Rules of Conduct’ in Hayek (1967).
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