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ABSTRACT

In economics and finance today thereis no theory of expectationsthat is both
subjectivigt and fagfiable. A theory isfadfigbleif one can devise tests that might show the
theory isfdse. If the theory passestheted, then it is“not fasfied.” 1t may betrue. A theory is
subjectivigt if the actions implied by the theory make sense from the subjective postion of the
actor. Would ared person redly do that? If S0, the theory is subjectively plausble. 1t may be
true. The paper develops atheory of expectations that is both falsifiable and subjectivigt.

Thetheory isfddfidble. Thereforeit can be tested empiricaly. | report on severd
attempted fagfications. So far the theory holds up. These atempted fasfications are dso
goplications of the theory. The theory implies that the efficiency of financia marketsis afunction
of the larger inditutiond regime within which markets operate. In particular “Big Players’ may

induce herding in asset markets.



Expectations and Economic Theory

Economics currently lacks atheory of economic expectations that is both fasfiable and
ubjectivist. A theory isfagfigbleif one can devise tests that might show the theory isfase. If
the theory passesthetedt, then it is“not fasfied.” It may betrue. A theory issubjectivig if the
actionsimplied by the theory make sense from the subjective position of the actor. Would a
red person redly do that? If so, the theory is subjectively plausible. 1t may be true.

Economics currently lacks a subjectivigt and falsifiable theory of expectations. Such a
theory, however, can be constructed. The theory developed in this book isan example. It
emerged from problems internd to the Austrian school of economics. But it has nove empirica
implications. Later in the book | report on statistica tests of these implications. So far they
hold up. Thus, the theory is a contribution to economicsin generd, not only Audrian
economics. It builds on Hayek’ s notion of unintended consequences.

Economics studies the unintended consequences of human action. A socia order
produced as an unintended consequence of human action is a“spontaneous order.” Each
action generaing a spontaneous order is animated by the activity of afree human mind. The
unpredictability of mental activity would seem to frudirate action aiming beyond the current
moment. But action is often oriented to areatively disgant future. How isit possible to orient
onedlf successfully to adistant future when no central direction pre-coordinates our plans?
This question poses the centra problem of economics. Expectations form an essentia aspect of
this problem. How isit that we can formulate reliable expectations of a distant future? And

why isit that our expectations sometimes fall us completely asin times of economic criss?
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While our expectations are generdly disgppointed in some degree, they are reliable enough to
form the basis of our plansfor ardatively disant future. They generdly guide us wdll.
Sometimes, however, they go wildly wrong.

Economics has no satisfying theory of expectations. The standard approaches are
rational expectations, adaptive expectations, and static expectations. They do not cometo the
heart of the problem. None of them explains how economic expectations emerge from
gpontaneous menta activity. The standard gpproaches dl build on an atificid picture of human
action. With rational expectations, individuds are super-efficient maximizers. In the other two
cases, individuas are unreasonably insengtive to changes in the economic environment. They
can befooled again and again in exactly the sameway. In dl three cases, the limits of the
gpproach stem from the use of an artificid picture of human action.

We can hide from the problem of expectations by accepting an atificid picture of
human action, or we can face the problem squarely. If we face the problem squarely, we must
views each action as emerging from spontaneous mental activity. Ludwig Lachmann |abeled
such an approach, “the subjectivism of active minds’ (1990, p. 37). “The mentd activity of
ordering and formulating ends alocating means to them, making and revisng plans, determining
when action has been successful, dl these are its forms of expresson” (Lachmann, 1990, p.
37).

A satisfactory theory of economic expectations must be based on the subjectivism of
activeminds. Otherwiseit isbased on an artificid picture of human action. It thus evadesthe
centrd problem of economics. A satisfactory theory of economic expectations must dso be

fddfidble. 1t must be predictive. A nonfadgfiable theory of expectations might provide a useful
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grammar to discuss some economic problems. It might provide a useful taxonomy for the
higorian. But without fasfigble content, it cannot be scientific. Nor can it tel us anything redly
new about the world.

It might seem that atheory of economic expectations based on the subjectiviam of
active minds could not be predictive. Active minds are not predictable. | believe such atheory
can be congructed, however. The theory of expectations | develop in this book builds from the
subjectivism of active mindsto a set of testable propositions.

Recent work by Arthur and other complexity theorists builds from the assumption of
heterogeneous agents and bounded rationdity. 1t seems probable that my theory complements
much of thiswork. But the complexity gpproach has not yet developed a clear set of testable
implications. Nor has doesit build from the subjectivism of active minds. Other writers,
including Audtrians and Post Keynesians, have built from the subjectivism of active minds.

They have generdly faled, however, to draw empirica implications from their theories. Even
when such implications can be drawn, they have generdly falled to conduct potentidly fasfying
tests. Thuswhile the argument of this book emerges rather directly from the Austrian tradition, |

bdlieve it adds something new to that tradition and to economics more generaly.

The Role of Expectationsin Economics asa Social Science’

! This section reproduces portions of Koppl 1998
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Ludwig Lachmann first stated the problem of expectations | have taken up. In his essay
on “The Role of Expectation in Economics as a Socid Science’ (1943). Lachmann drew our
attention to the need for atheory of expectations in which each person’s actions are animated
by the spontaneous activity of afree human mind. | will cal the problem of building aradicaly
ubjectivigt theory of expectations the “Lachmann problem.”

It is not obvious how such athing isto be done. How can | let the agents of my model
be free and dtill predict anything — even within themodd!  If we take serioudy the subjectivism
of active minds, we seem to fdl into the horrible pit of open posshility with no ladder upon
which to get out. This, we have been told, is nihilism.

| think thereisaway out. We can combine the radical subjectivigt attention to human
thoughts with a more “objective’ undersanding of the evolution of rule-governed action. Doing
S0 may permit us to correlate observable market conditions with certain properties of economic
expectations. It may help usto learn when expectations will be more prescient and when less. It
may help us learn when markets are driven mostly by fundamentas and when they are more
subject to fad and fashion. To anticipate, my proposa for solving the Lachmann problem puts
Alfred Schutz and F.A. Hayek together. (Alfred Schutz was a sociologst notable for his use of
Edmund Husserl’ s phenomenology. F. A. Hayek, of course, was one of the leading figures of
Audtrian economics.)

The integration of Schutz and Hayek, | will argue, may let us solve the Lachmann
problem. To make my case | will need to distinguish between two meanings of “expectations.”
On the one hand, economic “expectations’ are what the word most naturaly suggests, namely,

ideas about the future. These are the “ expectations’ radica subjectivists have generdly been



talking about. On the other hand, the “expectations’ of many economic models are redly
dispogitions or propendtiesto act in certain ways. | “expect” inflation if | raise my output price.
| will call expectationsin the first sense “psychologica expectations” | will cal expectationsin
the second sense “dispositiona expectations.” If the argument of this book is about right,
integrating Schutz and Hayek to solve the Lachmann problem means explaining both
psychologica and dispositiona expectations and correaing the two explanations.

In his 1943 essay “The Role of Expectationsin Economics as a Socia Science’

([2943] 1977), Lachmann mapped out a position from which he never deviated. It isthis same
position, for instance, that he adopted in an important essay for the Journal of Economic
Literature, “From Misesto Shackle: An Essay on Austrian Economics and the Kaeidic
Society” (Lachmann 1976). Lachmann called for atheory of expectations that goes beyond the
efforts proposed by mainstream economidts.

The “modern theory” of the 1930s had brought the “introduction of expectations’ into
economics (p. 65). Some, Keynes among them, had treated expectations as“data.” Others
had proposed to treat them as “variablesit is our task to explain” (Schumpeter 1939, val. I: p.
55 as quoted in Lachmann 1943, p. 66). Lachmann rejected both ways of treating
expectations.

We cannot regard expectations as mere “data’ given to us. We must ask “why they
arewhat they are” (p. 65). We are, indeed, “compelled” to seek out a*“causd explanation” of
economic expectations (p. 65). Expectations, after dl, are on a“somewhat different plane”’

(66) from the digtribution of mineral depogts or the public’s preferences between movie



directors. The digtribution of expectations, unlike that of mineral deposts, is “largely the result
of the experience of economic processes’ (p. 66).

But neither can we regard expectations as variables to be inferred from the “business
gtuation.” Different interpreting minds will draw different inferences from the same “ objective’
data Thus, “there will be as many ‘business Stuations' as there are different interpretations of
the same facts, and they will dl exist dongside each other” (67).

Here we come to the dark heart of Lachmann’s ideas on expectations. Expectations
are not congtant, or even changing, dataimpinging, asit were, from outside the economic
process. They areinterpretations. But interpretations differ in ways that defy prediction: “The
absence of auniform relationship between a set of observable events which might be described
as a Situation on the one hand, and expectations on the other hand, is thus seen to be the crux
of the matter” (67). We are thus obliged to view expectations as “ economicaly indeterminate’
(67). For Lachmann, “it cannot be emphasized too strongly” that attempts to test empirica
hypotheses with historica datawill be “quite usdess’ if they are * confined to the study of [the]
relations between objective facts and expectations’ (68). The best we can do isto render
expectations “inteligible’ by seeing in them a plan based on an interpretation of the facts of
experience (68-73). (I will come to a somewhat more optimigtic concluson.)

For Lachmann, “it is by reducing ‘action’ to ‘plan’ that we ‘understand’ the actions of
individuds’ (69). Heinfersfrom thisthat “it is the subjective nature of beliefs which imparts
indeterminateness to expectations’ but “it istheir mental nature which renders them capable of
explanation” (73). He drawsthe further conclusion that economists must (in 1943) expand

beyond “the subjectivism of wants’ to embrace “the subjectivism of interpretation” (73). | take
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this to be the same position expressed in 1976 as the invitation to “extend” subjectivism from
Mises to Shackle, for the subjectivism of “tastes’ to the subjectivism of “expectations’ (1976,
p. 58). The theory of expectations whose absence Lachmann cals our attention to must
embrace the “ subjectivism of interpretation” (1943, p. 69). He later used the equivdent term
invoked above, the “subjectivism of active minds.”

Lachmann has put a hard task indeed to economics. Expectations are to be neither
datanor variables. They are to be endogenous, but not functionaly related to observable facts.
Rather than functiond relations, we are to see in expectations subjective interpretations of facts
whose meaning for future action is dways more or less obscure.

A theory that satisfies Lachmann’s cal for a subjectivisam of interpretations must satisfy
three criteria. Firg, it must give expectations a place within economic theory. Second, the
theory must be subjective in a strong sense: Expectations are produced by active minds, each of
which ismore or lessunique. Findly, expectations must be endogenous to the market process.

The hard thing is to satisfy the second and third criteria Smultaneoudy. Expectations
may be right or wrong. Market efficiency depends crucialy on the accuracy of economic
expectations. |f one doubts that markets tend to coordinate action, one may be inclined to think
that expectations are formed through and essentidly psychologica processasin Keynes's
Chapter 12. Gresater faith in the market may incline one to think that expectations are indeed
“rationd” in asense closeto that of Lucas and Muth. But as| indicated earlier, both the New
Classica and Old Keynesian gpproaches to expectations reguire one to choose in advance
one s modeling strategy. One must decide a priori whether to represent expectations as

“rationa” and co-ordinative or as “psychological” and disequilibrating. Thetrick, I think, isto
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represent endogenoudy formed expectations in away that skirts the unsatisfactory choice
between faith and doubt in the co-ordinative prowess of markets. If we are stuck with an a
priori choice between faith and doubt, an essentid question of our discipline is not empirica or
logicd, but purely ideologicd. If the Lachmann problem can be solved, perhaps we can avoid

thisideologicdly charged choice.

Outline of the Theory

As| indicated above, | distinguish two kinds of expectations. Psychologicd expectations are
individua thoughts about the future. Digpositiona expectations are propendtiesto act. | rely
mostly on Alfred Schutz for my trestment of psychologica expectations. | rely mostly on FA.

Hayek for my treatment of digpositiona expectations.

Schutz and the Lachmann problem

Schutz made a detailed study of how meaningsis produced and distributed in society.
He showed that we think in stereotypes. He cdled them “typifications” Thesetypifications are
aways somewhat empty characatures of the redlity they represent. Some of them, however,
are closer to redity than others. Some of our typifications of other people are very detailed.

They contained many psychological particulars. Y our typification of aloved one containsarich
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psychologicd portrait of aunique individud. It isvery “concrete” Other typifications are quite
empty. Your typification of a“bus driver” does not represent any particular person. It contains
avery thin psychologicd portrait. It ishighly “anonymous”

Schutz showed that our expectations about anonymous types are more reliable than our
expectations about concrete types. This remark requires some important qudifications. | will
make my qudifications in the next chapter. But the dlam made is about right for purposes of a
theory of economic expectations. Y ou can reliably expect abus driver to show up at the bus
stop at the customary time and follow the customary route. 'Y ou cannot reliably predict what
unique individuals will do. No one expected Caesar to cross the Rubican.

Economic actors can better predict the actions of anonymous than non-anonymous
persond types. Something Smilar may be said of economic theorists. Socid scientists may be
able to predict confidently the results of processes whose descriptions are given using only
persond types of high anonymity. But when the description of asocid process requires the use
of some persond type(s) of low anonymity, the predictions of socid science are more or less
unrdiable. Thispoint isillustrated by three propostions discussed by Fritz Machlup (1936) in a
paper intended to convey some of Schutz's ideas to an audience of economists. (The quoted

passage has been discussed in Langlois 1986 and Langlois and Koppl 1991.)

Statement (1): “If, because of an abundant crop, the output of wheet is much
increased, the price of whesat will fal.”

Statement (2): “If, because of increased wage-rates and decreased interest
rates, capital becomes relatively cheaper than labor, new |abor-saving devices
will beinvented.”
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Statement (3): “If, because of heavy withdrawals of foreign deposits, the banks
are in danger of insolvency, the Centra Bank Authorities will extend the
necessary credit.”

(Machlup 1936, p. 64)
Thefirg statement is more reiable than the second and the second is more reidble than
the third. Why? Aswe go down from the first statement, we reach ided types of lower

anonymity. Machlup explained that:

the causdl relations such as sated in (2) and (3) are derived from types of

human conduct of alesser generdity or anonymity. To make a statement about

the actions of bank authorities (such as (3)) cdlsfor reasoning in a stratum of

behavior conceptions of much less anonymous types of actors. We haveto

know or imagine the acting persons much more intimately.

(Machlup 1936, p. 68)

Theat greater intimacy implies agrester chance that the actor will surprise us by acting out of
character. (Later in this chapter | will discusstherole of the “system congtraint” in determining
when to use anonymous types.) We cannot be sure the central bank authorities will extend the
necessary credit. It isagood guess they will; but they may surprise us with an act of monetary
restraint. We can be much more confident in the coming reduction of wheet prices. We can
rely on an anonymous typification of the whest farmer. We need non-anonymous typifications
of the centrd bank’s high officids.

Schutz' s concept of anonymity helps us to understand how socid order is achieved in
Spite of the subjectivism of active minds. We can cooperate with anonymous others precisdy

because of their anonymity. Typifications of high anonymity are thin descriptions of robotic

creatures. We know that each real person isunique. But we rely on stereotyped pictures of
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anonymous others. To the extent that we can rely on anonymous typifications of others, we can
ignore the idiosyncrasies of our fellow actors.

This difference between concrete and anonymous typifications of other people matters. It helps
us to solve the Lachmann problem.

The Lachmann problem is the need to have atheory of expectations that builds on the
ideathat each person’s actions are animated by the spontaneous activity of afree human mind.
The persond and interpretive quality of (psychologica) expectations spells trouble for any
theory of expectations. We seem to require a detailed psychologica portrait of each economic
actor if we are to say anything at al about the market process. Moreover, each actor ssemsto
require the same sort of psychologica detail in his mental portrait of each of hisfdlow actors.

Schutz' s discussion of anonymity shows that we do not always need to rely on a
psychologicaly rich picture of economic actors. Both economic actors and economists may
sometimes forgo thick description in favor of thin description. When the observer or his subject
requires reference to concrete typifications, we may not be able to say much about
expectations. In that case he results of the market process will be hard to predict.

In other words, the Lachmann problem is more acute in some contexts, less acute in
others. When it ismost acute, the market process will be hard to fathom and economic theory
of limited predictive vdue. When the Lachmann problem isleast acute, the market process will

be more trangparent and economic theory will have greater predictive vaue.
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Hayek and the Lachmann problem

| have argued that sometimes, thin description is good enough. Thetrick isto know
when. On thispoint Schutzisslent. | think it isfar to say that “radica subjectivism” has so far
falled to tell us much about when economic actors might get dong with anonymous types.

Perhaps we should not be surprised if radica subjectivism has not told us when thin
description isenough. A radicaly subjectivist account would have to run in terms of the
thoughts of economic actors. What we want to know is when those thoughts employ non-
anonymous types. But aradicaly subjectivist account would have to begin with the thoughts of
the agent. It is hard to see how a pure subjectivist could get beyond the circular claim that
agents use thin description when they use thin description. What we seem to requireis a set of
“objective’ conditions under which the * subjective thoughts of agents may be represented as
employing only anonymous types? Similarly, we need a set of objective conditions under which
our own thinking as scientific observers may employ only anonymous types.

Congder again Machlup' sthree statements. Statement (1) said that if, “because of an
abundant crop, the output of wheat is much increased, the price of wheat will fal.” What isit
that lets our reasoning be guided by anonymous typesin this case? Why isathin description
enough? AsLangloisand | have argued, it isthe “ system congtraint” (Langlois and Koppl

1991, p. 92). The system condraint is the constraint imposed on individua action by the larger

2| have been ignoring the difference between the thoughts of agents and our representations of those
thoughts. Thisdifference can matter. Asfar as| cantell, however, it does not matter for the points being
madein this chapter. | will return to this subject in chapter XY Z.
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inditutiona system within which the action takes place. Imagine we have one or afew
idiosyncratic whest farmers or wheat traders. They may act foolishly or arbitrarily. But these
few oddbdls cannot reverse the tide of events. And if they try, they risk losses and banishment
from the market. The large number of competitors involved and the discipline of profit and loss
ensure that we may safdly ignore any idiosyncrasies of behavior in the wheat market. Thin
description will do for economic observers.

Now consider the positions of participants in the wheet market. If they are operating
under atight system condraint, their actions will be driven into gpproximate conformity with the
underlying Stuationd logic. Those whose actions sray too far from thislogic will suffer losses
that, if uncorrected, will drive them from the market. A tight syslem congtraint produces a
relaively high correspondence between action and circumstance. Under such conditions, we
may represent the thoughts of agents as expressng the same correspondence; agents act asiif
they had prescient expectations. The condition that |ets us represent agentsin this as-if way is
the tight system congtraint. But thisis aso the condition that |ets observersrely exclusively on
anonymous types. When the system congtraint is tight, economic actors forgo thick description
in favor of thin description.

Butos and | have devel oped some of these pointsin a paper on Hayek’ s theories of
mind and socia evolution (Butos and Koppl 1993). (See dso Butos and Koppl 1997, 1999).
We argue that the market’ s evolutionary selection mechanism sometimes keeps anticipationsin
line, but sometimes does not. We identify two conditions that promote prescient expectations.
The firgt isthat the rules of the game of market competition are stable. The second is that

competition is aomigtic.
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The rules of the game are stable when changes in them are smdl and infrequent. The
rules that count here are both forma and informd. Indeed, the only formd rulesthat count are
those that are enforced at least some of the time. Human habits are constantly changing
piecemed. Thus, perfect sability isimpossble. But we can often say that the rules of the game
are more stable in this market, less stable in that one.

Compstition isatomigtic when it isrivarous. When each supplier consders hisown
actions to have an inggnificant impact on the overdl market, when thereislittle “riva
consciousness’ (Machlup 1952), then competition in atomigtic in the relevant sense.

Under the conditions of stability and atomism, Butos and | have argued, evolutionary
selection mechanisms of the sort Hayek analyzed will produce rdatively high levels of economic
efficiency. Stable evolutionary environments produce prescient expectations in the socid world,
goodness of fit in the biologica world.

The evolutionary and Hayekian congderations of the present section may not seem to fit
well with the phenomenological and Schutzian considerations of the previous section. Butos and
| adopted the Hayekian view of expectations as (mostly) dispostionsto act. The Schutzian
framework takes expectations to be thoughts. It is not immediately obvious that these are

congstent perspectives. Some definitions may help to darify the issues.
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Fitting psychological and dispositional expectations together

Let the term “dispositiond expectations’ refer to the Hayekian view and the term
“psychologica expectations’ refer to the phenomenologica or hermeneuticd view of
expectations. Psychologica expectations refer to peopl€e’ s thoughts. Digpostional expectations
refer to people€’ s actions.

The “expectations’ of economic theory are often dispositiona expectations. We say
that creditors “expect” zero inflation if they do not ingst on an inflation premium. This
“expectation” may be nothing more than the conformity to old habits and ways of doing
business. Conceivably, some creditors might even have a psychologica expectation of inflation.
If they don’t understand the effect of inflation on purchasing power, they won't ask for an
inflation premium. The case imagined is not purdy hypothetical. Recently, an important Itaian
labor leader expressed concern over the government’ s low inflation target. Such low inflation,
he objected, would reduce the purchasing power of workers wages.

One must be able to give a reasonable account of the psychologica expectations
animating the actions of economic agents. Thisisakind of tes. If your model requires that we
imagine agents acting on unreasonable psychologica expectations, the modd is unreasonable. If
the psychologica expectations at work are reasonable, the model passes the test.

Dispositiond expectations and psychologica expectations are distinct objects. On
narrow logica grounds, any combination of them ispossble. But it seems reasonable to
suppose the two typicaly fit together. A theory of dispositiond expectations without a

correlated theory of psychologica expectationsistenuous. We may wonder if any plausble
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psychologica expectations could correlate with the posited dispositions. Rationd expectations,
for example, are an assumption about dispositiona expectations. Traders act on average as if
they had the true modd in mind. The assumption is reasonable in some circumstances. But
rational expectations are not a reasonable assumption when the implied psychologica
expectations entail, say, superhuman powers of caculation.

A theory of psychologica expectations without a correlated theory of dispostiond
expectationsis also dubious, and for a parald reason. Without the latter we cannot be sure the
posited psychologica expectations would redly cometo prevail. Expectations are, as
Lachmann inssted, endogenous to the market process. If we do not correlate our
understanding of psychologica expectations with astory of the emergence of dispositiona
expectations, we have to doubt that the imagined psychologica expectations would redly
survive the test of market competition. An example may clarify some of theissues. My

example will dso bring us to some fasfiable implications of my theory of expectations.

Big Players

Congder the operation of a modern asset market. Traders must anticipate future values
a least passably well if they are not to be forced out of the game by losses. Profits will
encourage those with unusudly good foresight to keep a it. An evolutionary selection
mechanism works to keep anticipations more or lessin line with underlying asset vaues. If the

filter works well, prices will stay close to fundamentd values. If the filter works badly, prices
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may wander fredy from fundamenta vaues. Whether the filter workswell or not isan empirica
question.

Efficent market theories predict that market prices will reflect dl avalable information.
(Different kinds of efficiency correspond to different assumptions about what information is
“avalable”) Animportant implication of such theories (together with afew subsdiary
assumptions) is that the past changes in an asset’ s return give no evidence about the direction of
future changes. In consequence, (and ignoring some complications occasioned by payouts) the
expected vaue of an assat’ sreturn in any period isSmply its return in the previous period. This
property of the return series defines a“ martingde.” (A random wak isaspecid caseof a
martingale in which the higher moments are not expected to change over time. Statigtica
dependence in higher moments, as with GARCH moddss, does not violate the efficient markets
hypothesis. See LeRoy for areview of basic issues.)

The statisticd evidence for the efficiency of asset markets is srong enough to have
persuaded many serious and competent judges. Others doubt. There are many apparent
counterexamples. Some evidence suggests that observable market conditions help determine
how efficient asset markets are. | review that evidence below and discussit at grester length in
later chapters. The degree of efficiency may be an endogenous variable.

According to the theory of “Big Players’ discussed in chapters C and D, the order-
giving properties of the filter of profit and loss are corrupted when “Big Players’ derange
markets. Yeager and | define a Big Player as* anyone who habitualy exercises discretionary
power to influence the market while himsdf remaining whally or largely immune from the

discipline of profit and loss’ (Koppl and Y eager 1993, p. 368). Aninterventionist finance
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minister is our paradigm of aBig Player. But aBig Player may be any actor who combines
three things, namely, the power to influence some market, a degree of immunity from
compstition, and use of discretion in the exercise of his power. Big Players corrupt economic
expectations. In financid markets they encourage herding.

The point of the Big Playerstheory can be put in Schutzian terms. It is a matter of
psychologica expectations. Big Players divert each trader’ s attention from underlying
conditions of supply and demand towards the persondity of the Big Player. It ishard to know
what aBig Player will do. Market participants must base their expectations on a picture of the
market in which a highly non-anonymous ided typeis prominent. But this picture is dways
more or lessdubious. Thus, the overdl rdiability and prescience of economic expectationsis
reduced. Infinancid markets, traders come have less confidence in their own expectations and
relaively more confidence in the opinions of others. The importance of the non-anonymous
type and the ignorance and uncertainty traders fed regarding the Big Player encourage them to
follow the trend. Big Players encourage herding in financid markets.

The point of the Big Players theory may aso be put in Hayekian evolutionary terms.
The presence of Big Players destabilizes the evolutionary environment. Some actorsin the
market will have dispostionsto act in ways that roughly correspond to the best available guess
about the future. These are “fit dispositions” Otherswill have dispositionsto act in ways that
are more digtant from the underlying economic redities. These are “unfit dispogtions” Big
Payers makefit digpostions less likely to bring profits, more likely to bring losses. They make
unfit digpogtions less likdy to bring losses, more likely to bring profits. Big Players make luck

count for more, skill count for less. The digpogtions guiding action will be lessfit when Big
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Players derange markets. The overdl rdiability of dispogtiona expectations will be lower in the
presence of Big Players. In financid markets, the digpostion to follow trendsin lesslikely to
bring losses. The disposition to respond to fundamentals is more likely to produce losses.
Traders who survive market competition under Big Players will have a higher average
propengty to herd. Big Players encourage herding in financid markets.

Big Players dso encourage “ contra-herding.”  Contra- herding is the tendency for one
day’s movement in an asset’ s price to be reversed the next day. When Big Players operate, it is
hard to understand the meaning of a price change. Some will seeatrend. Other will expect a
“correction.” Some will follow the trend. Otherswill be contrarians. Herding and contra-
herding will produce bulls and bears who will struggle of the price of the asst.

In the Big Players theory psychologica and dispostiond expectations fit together. This
complementarity is a strength of the theory. Other theorieslack this complementarity.

Keynes s treatment of long-run expectations, for example, is about psychologica expectations.
Itisnot clear, in hisandys's, what indtitutiona properties of financid markets encourage the
perversities he identifies, and what properties discourage them. (Keynes refers only to
liquidity.) Moddswith rationd expectations refer, presumably, to dispositiona expectations.
They seem to imply that psychologica expectations are perfectly plastic, taking on whatever
form is needed to generate the predicted behavior. As Thomas Sargent has noted, rationd
expectations seem to imply that economic actors know with certainty the very structurd
parameters of the economy that econometricians can only estimate with uncertainty (Sargent

1993, p. 21). The examples of Keynes and rational expectations help to show that we should
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prefer economic arguments that combine and correlate plausible treatments of both

psychologica and dispositiona expectations.

Satistical evidence

Koppl and Y eager (1993) study an important episode in Russian monetary history.
Koppl and Nardone (1997) and Broussard and Koppl (1999) apply different statistical
techniques to Koppl and Y eager’ sdata. Koppl and Mramor (1999) study arecent episode in
Sovenian monetary history. | study the behavior of two different futures contracts. Findly,
Koppl and Beckett (1999) study U.S. money demand from 1950 to 1990.

Koppl and Y eager (1993) identify an important episode in Russan monetary history.
Leland Y eager discovered the episode in question. Y eager gathered the exchange rates
analyzed by Koppl and Y eager, Koppl and Nardone, and Broussard and Koppl. From 1856
to 1893 Russa had a paper currency, the “credit ruble.” The ruble was typicaly subject to
frequent interventions from the office of the treesury minigter. It was adirty float. Bunge was an
exception. During his tenure as finance minister, the ruble was left to float fredy. Bungewasa
drict non-interventionist in the foreign-exchange market. His successor, Ivan Vyshnegradsky
was an unusudly vigorous interventionist. The period of these two finance minisers gives usan
unusudly clear case of amove from lessto more Big Player influence.

Y eager and | andyzed the data usng Manddbrot' s R/S andyss. R/S andysis can be

used to test for herding (Kaen and Koevos 1986, Ahmed et d. 1996). Anincreasein the
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“Hurst coefficient” indicates an increase in herding. The test indicates an increase in herding in
the international market for rubles during Vyshnegradsky’ s tenure as finance miniser.

Broussard and | fit a GARCH modd to Yeager'sruble data. We show that GARCH
effects are sronger under Vyshnegradsky than under Bunge. We argue that thisresult is
evidence of both herding and contra-herding in the ruble. Recall that contra-herding isthe
tendency for one day’ s movement in an asset’ s price to be reversed the next day. Imagine an
asset’ s price rises for some reason. If no Big Player troubles the market, the price hike may be
interpreted as fully reflecting some recent news. If aBig Player isinfluencing the market, traders
will be uncertain. Bulls and bearswill react differently to the same event. If the bulls outweigh
the bears, the next day’ s price movement will bein the same direction and may be of about the
samesze. If the bears outwegh the bulls, the next day’ s price movement will bein the opposite
direction and may be of about the same size. Whether the bulls or the bears prevail, the next
day’ s price may move by about the same amount. Thisimplies Satistical dependencein the
second moment of the return series. GARCH effects grow stronger when Big Players induce
herding and contra- herding.

Nardone and | find further evidence for herding and contra-herding. Following Crack
and Ledoait (1996), we plot each day’ s return against the return of the previous day. Doing so
gives you the “compassrose” pattern. The compass rose results from discreteness in the data.
We devised away identify patterns in the compass rose other than those imposed by
discreteness. We plot the number of points clustered about each ray againgt the angle of that
ray. Thisgives usthe “theta hisogram.” A Monte Carlo technique lets us congtruct the theta

hisogram that would exigt if returns were satistically independent. The resulting “hypothetica
22



hisogram” may be compared to the “empiricd higogram.” Statisticd tests show that the null
hypothesis of statistical independence cannot be rgected for the Bunge period. Statigtica
dependenceis clearly present in the Vyshnegradsky period. This difference between the Bunge
and Vyshnegradsky periodsis evidence that Big Players encourage herding and contra-herding.

Mramor and | andyze arecent episode in Sovenian monetary history. 1n 1994 the
Bank of Slovenia, the centrd bank, was forced to defend the value of its currency by issuing a
large volume of bonds. We show that this action was interpreted as abasic changein centrd
bank policy. The bank had followed a hands-off policy up to then. Beginning in 1994, the
Bank of Soveniabecame aBig Player. We gpplied R/S andysisto sock-market data. Our
results indicate an increase in herding on the Ljubljana Stock Exchange.

Ahmed, Rosser, White and | (1997) have studied the behavior of closed-end countries
fundsin the late 1980s. We find strong evidence of herding and bubblesin this market. We
conjecture that Nomura Securities U.S. may have acted as a Big Player in this market. Inthe
long run, only government actors or governmentaly protected actors can be Big Players. But
private Big Players may emergein the short run. Nomura securities may be an example.

| applied R/S analysis to data from the Chicago Board of Exchgange. | compared the
amount of herding in soybean futures to that in Treasury bond futures® Since Treasury bonds
are more subject to Big Player influence, they should be more subject to herding. Thisisthe

result | get.

% thank Jeremy Shearmur for suggesting atest along these lines.
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Findly, Beckett and | study U.S. money demand from 1950 to 1990. We argue that
the money supply process was more subject to Big Player discretion after 1970 than before.
We show that this difference implies more herding in money demand after 1970 than before.
Herding can occur in the market for cash badances. A significant portion of money demand
comes from firms. Frms often hire gpecidigts in cash management. Cash managers may
engage in herding if they follow the same set of professona advisors. Big Players encourage
cash managersto follow the advice of outsde experts.

Anincreasein herding in money demand will change the behavior of the resduds of an
appropriately specified money demand equation. R/S analysis of the residuas should show an
increase in the Hurst coefficient when herding increases. We show that precisely such and
increase occurs after 1970. One reason for the recent ingtability of U.S. money demand isthe

recent ingability of U.S. money supply.

Conclusion

The applied studies | have outlined tend to support the Big Playerstheory. That
support counts in favor of the larger project in expectations | am attempting to develop.  If my

arguments hold water, they have implications for finance. Here are two.
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Fird, efficiency isa sometime thing and ardative thing. Both orthodox and heterodox
gpproaches to finance have tended to treat efficiency and bubblesin categoricad terms.  Either
markets are efficient and produce no bubbles, or they are inefficient and produce bubbles and
noisetrading. My results suggest that the underlying inditutiond environment will determine the
degree of efficiency in financid markets.

Second, finance theorists need to expand their tool kit. The orthodox tool kit isfilled
with many daidticd indruments. But it has no room for hermeneuticd tools. But if
psychologica expectations matter, then we need to raise hermeneutica or subjectivist questions.
Would ared person redly do that? Koppl 1996 shows that when Big Playersact, it is
inappropriate to use the rationa- expectations modeling technique.

Further work is needed. We need more researchers attempting to produce theories
that are both fagfiable and subjectivist. If more work of this sort were done, we might be able

to congtruct a more nuanced and human picture of financid markets.
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