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On some arguments for the rationality of conventional
behaviour under uncertainty: concepts, applicability and
criticisms’
David Dequech

Abstract

This paper tries to organize, develop and criticize the treatment of the relation between conventions
and rationality under uncertainty. It begins by identifying different concepts of conventions. Next, it
critically examines the approach centred on the rationality of following a convention. Several
arguments for this rationality are highlighted. These arguments are based on convention as something
workable, as induction, as a self-fulfilling prophecy, as defensive behaviour or as something that
avoids criticism. The paper emphasizes the impossibility of completely rationalizing behaviour under
uncertainty and the difficulty of knowing whether a convention wil] continue being followed. The
reviewed literature is criticized for neglecting the possible compatibility between unconventional
behaviour and rationality, as well as the deeper cognitive function of conventions.

Key words: Rationality; Conventions; Uncertainty (Economy).

Resumo

Esse texto procurar organizar, desenvolver ¢ criticar o tratamento da relagio entre convencées e
racionalidade sob incerteza. Ele comega identificando diferentes conceitos de convengdo. Em seguida,
examina criticamente a abordagem centrada na racionalidade de seguir uma convengdo. Diversos
argumentos para cssa racionalidade sio destacados. Esses argumentos sio baseados na convengio
como algo pritico, como indugiio, como uma profecia auto-realizavel, como um comportamento
defensivo ou como algo que evita criticas. O texto enfatiza a impossibilidade de racionalizar
completamente o comportamento sob incerteza ¢ a dificuldade de saber se uma convengio continuara
sendo seguida. A literatura revista ¢ criticada por negligenciar tanto a possivel compatibilidade entre
comportamento ndo-convencional ¢ racionalidade quanto a fungiio cognitiva mais profunda das
convengoes.

Palavras-chave: Racionalidade; Convengées; Incencza{Economia).

Introduction

There exists an increasing body of literature that tries to show that
emphasizing uncertainty in a strong sense (such as Keynes’s) does not lead to

(1) This paper is a somewhat revised version of a chapter in 2 book in honour of Geoff Harcourt
(Dequech, 1999¢). [ am grateful to Paul Davidson, Alessandro Vercelli, Claudio Sardoni and the participants of the
Post Keynesian Economics Workshop, Cambridge, February 1996, for comments on earlier drafls of this chapter.
Above all, [ would like to express my gratitude to Geoff Harcourt and my admiration for his very rare combination
of scholarship, kindness and Joie de vivre. Financial support from CNPq/Brazil is thankfully acknowledged.
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theoretical nihilism.> A major part of this literature deals with the possibility of
rational behaviour under uncertainty, often resorting to Keynes’s references to
conventions.

In what follows, I try to organize, develop and criticize the treatment of the
relation between conventions and rationality under uncertainty, which has been
rather obscure and confusing, particularly in what concerns the concept of
convention and the arguments in favour of the compatibility between conventions
and rationality. This is the first step in what I consider to be a broader and more
adequate approach, which I pursue elsewhere (Dequech 1998, chap. VIII).

1 The concept of convention

Several definitions of conventions coexist in the literature that refers to
conventional behaviour under uncertainty.

Since some of these definitions are interpretations of what Keynes meant
by a convention, it is worth noting that Keynes did not explicitly define convention.
He (1936: 152-3; 1973¢, v. XIV: 114, 124) can be summarized as referring, rather
loosely, to (a) the assumption that the current situation will continue to exist in the
future, unless specific indicators in the contrary direction appear,’ and (b) the resort
to the average or majority opinion. The same applies to other authors who follow
Keynes — e.g. Lawson (1985: 916), Carabelli (1988, esp. p. 225, 227, 237 and 301),
O’Donnell (1989: 254, 261) and Meeks (1991: 128-32). In my opinion, this is too
vague.’

I have selected a few of the more explicit definitions.

(2) The charge of nihilism was madc by Alan Coddington (c.g. 1982), to whom part of that literature
responds directly.

(3) This is different both from the Rational Expectations Hypothesis and the Adaptive Expectations
Hypothesis (Dequech, 1999d).

(4) Excessive broadness rather than vagueness is the potential theoretical problem with Davis’s (1994a:
166; also 1994b) conceptualization of Keynes’s convention. Convention would be a structure of different
individual expectations ‘that bears a complex relationship to average opinion as its central reference’. This allows
procedures that differ from a certain standard to be considered a convention. In this case, it would be difficult to
define what unconventional behaviour is. Consequently, convention itsell becomes too broadly defined. In
contrast, the theoretical interest of the definition extracted from Dutt and Amadeo’s (1990: 105-6) reading of
Keynes is affected by their primary association of convention with the projection of the existing situation. Relying
on other people would not be a convention. This scems to be too restrictive.
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(1) Some writers explicitly argue for a broad concept of convention. Darity
& Horn (1993: 28, 31), interpreting Keynes, mean by a convention a rule of thumb
and state that ‘there are many types of rule of thumb’. The projection of the existing

situation and the reliance on the opinion of others would be examples of rules of
thumb.’

(2) Also inspired by Keynes, another conceptualization, hinted at by Possas
(1990: 11-12) and developed here more explicitly, identifies the convention
primarily as the conformity with the average opinion. The projection of the present
and the recent past into the future is considered as one — even if the most important
— of the possible conventional (that is, average) opinions. The projection of the
existing situation would be, then, one of the specific expectational patterns that
people can adopt.

(3) On my own definition, convention is, first of all, a collective rule of
thumb, or, more precisely, a socially shared and/or prescribed standard of
behaviour (and thought). This is different from definition #2 in that the average
opinion can be the result of many different individual types of behaviour, whereas
the idea of a collective rule of thumb or standard of behaviour suggests that many
people follow a similar rule or standard. The two definitions are almost equivalent
when the dispersion around the average opinion is very low. Then, the specific
pattern of expectations that represents the average opinion would be the one
underlying the specific rule of thumb that is followed. As a socially shared and
regular standard of behaviour, a convention on this definition is similar to what
other people and I call an institution or a type of institution. On my definition, a
convention has two other characteristics: (a) it is followed at least in part because
other people are following it; (b) it is to some degree arbitrary.

(4) For Lewis (1969: 58), a convention is also a collective standard of
behaviour, but his definition is more restrictive than mine, for it requires everyone
to conform to the convention when there is an expectation that others will do the
same. Based on Lewis, Bromley (1989: 41-2) and Runde (1994: 248) adopt a
similar definition (Bromley 1989: 79n, notes that Lewis’s definition is not always
so strict) — see also Schotter (1981) and Sugden (1986).

(5) Although not so explicitly, Lavoic (1992: 55-8), combining Keynes and Simon, takes a very similar
position. For Driver & Moreton (1992: 73-4), likewise, the notion of convention ecncompasses ‘a broader range of
possibilities than merely maintaining previous behaviour’, but they fail to be more specific than this.
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The rule-of-thumb definition proposed by Darity & Horn (1993) applies, as
in Simon, to an individual procedure which is not necessarily associated with a
collective pattern of action, although the resort to the opinion of others is seen as
one among the several possible individual rules of thumb. The definitions of
convention as compliance with the average opinion and as a collective rule of
thumb are closer to the common way of seeing a convention as something shared
with others (see also Lawson, 1991a: 221; McKenna & Zannoni 1993: 402; Dow
1995: 119).

The conceptual differences shown in the previous paragraph are very
relevant for an analysis of the relation between convention and rationality, to which
I now turn.

2 A critical examination of some arguments for the rationality of conventional
behaviour

Before anything else, I should emphasize the obvious fact that, if a
convention is seen as a response to uncertainty, the study of a possible
compatibility between convention and rationality cannot adopt a concept of
rationality (such as in mainstream neoclassical economics) that is indissolubly
linked to the assumption that Keynes’s uncertainty, if it exists, is irrelevant.

Otherwise, the study is over as soon as it starts and the possible compatibility is
denied.

Different interpretations are presented in the next paragraphs which share a
belief in the compatibility between convention and rationality. In this sense, they
are contrary to the position taken by Shackle (1967: 228), who treats the resort to
conventions as a substitute for reason, the latter being incapable of operating for
lack of data.

Several authors working with a strong concept of uncertainty broaden the
notion of rationality by associating it with the existence of ‘good reasons’ or with
people ‘doing the best they can under the circumstances’ — see Lawson (1985: 918;
1993: 194), Harcourt (1987: 237); Hamouda & Harcourt (1988: 214); O’Donnell
(1990: 258, 264), Runde (1991: 134), Lavoie (1992: 51); Langlois (1986: 230).
Without further specification, this is too generic. In particular, this could be
compatible with an extremely subjectivist view. To avoid extreme subjectivism,
rationality is defined here as something that requires knowledge, in a somewhat
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objective or intersubjective sense. Uncertainty does not imply complete ignorance
and therefore allows for a broader notion of knowledge and rationality than the
neoclassical. Irrationality is that which is contrary to rationality. I overcome the
dichotomy between rationality and irrationality by introducing a third possibility:
arationality is not based on nor contrary to knowledge (Dequech, 1999b). Hence,
under uncertainty there is necessarily some space left for arationality, when
knowledge is not enough to determine what is a rational and, consequently, what is
an irrational course of action. In addition to being based on knowledge, rational
behaviour is also defined here as the most adequate, in the light of the available
knowledge, to the achievement of some end, even if it turns out to be unsuccessful
ex post. This criterion is particularly useful when analysing the behaviour of
capitalists, decision-makers who, at least for some analytical purposes, can be
assumed to be self-interested and to have pecuniary gain as their ultimate objective.

Another preliminary remark is necessary. Following Lewis and others,
game theory has discussed convention (or institution, as it is sometimes called),
defining it as a solution to a coordination game with multiple equilibria (for
uncomplicated, recent discussions see Young, 1996 and Lecq, 1996). I will not deal
with the relation between convention and rationality in game theory, for the latter
traditionally abstracts from uncertainty in the strong sense adopted here.’

There are two basic ways of approaching the relation between convention
and rationality under uncertainty so that compatibility between them is possible. In
the first and prevalent one, the relation between convention and rationality has been
constructed in a restrictive manner, which centres on the rationality of following a
convention. See Kregel (1987: 525), Harcourt (1987: 241), Feltz & Hoogduin
(1988: 117), Rotheim (1993) and Rogers (1997: 330). More specific references to
several other authors will be made shortly. The second approach, which I suggest in

(6) Sce Shackle (1972: 422-6) and, regarding the Bayesian foundations of game theory, Binmore (1987:
210-11). Other, related criticisms of this literature on conventions/institutions in game thcory are made by
Mirowski (1986). [ should note, however, that game theory has begun to incorporate recent developments in
decision theory which go beyond the standard, weak notion of uncertainty (or risk) prevalent in mainstream
economics (e.g.: Dow & Werlang 1994; Lo 1996; sce also Epstein & Wang 1996). It is still to be better assessed
whether these developments really convey the strong notion of uncertainty involved in the most relevant economic
decisions, as in Keynes's sense. Even less explored so far is the impact of these developments for the discussion of
rationality and conventions in a game-theoretical application. The discussion of rationality in game theory is
already very complex, to say the least, without introducing issues related to strong uncertainty.
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Dequech (1998), is less restrictive. Here I will limit myself to a discussion of the
first approach.’

Different arguments may be given to try to show that it is rational to follow
a convention, depending, among other things, on how the latter is defined. In what
follows I present some of these arguments, try to improve and/or generalize them,
but also ultimately criticize them. It should be noted from the start that my own
position is that following a convention is not necessarily the best option to take. I
prefer the second, less restrictive, approach to the first. In this sense, I will be
surveying and even trying to improve some arguments which I eventually consider
insufficient, at least in the light of my own definition of rationality. The approach
that asserts the rationality of following a convention under uncertainty is not
completely successful. A particularly important type of action which this first
approach does not adequately deal with is innovative behaviour, as in the case of
the Schumpeterian entrepreneur. Even if one improves the definition of convention
and the arguments for following a conventional behaviour, as I will try to do, one
cannot argue that it is best for a decision-maker to follow a convention. I should
also note that my critical assessment of the first approach is completed only in the
sequel to this paper, with my proposal of an alternative. This alternative goes
beyond the literature discussed here in two aspects. First, it expands the discussion
of the rationality of conventional behaviour by explicitly connecting conventions,
tacit knowledge and rationality. Second, it incorporates the possibility of
unconventional behaviour as something compatible with rationality

2.1 Workability

The rationalization of conventional behaviour in terms of ‘workability’ is
most clear in Darity & Horn (1993: 29), who define convention as an individual
rule of thumb: ‘Adherence to a rule of thumb appears — at least for a time — to make
affairs manageable’. ‘There is no alternative that is, typically, more workable’
(p.32). “Workable’ seems to mean here not too complicated.

(7) Before doing this, I should note that there are those, such as Fitzgibbons (1988) and Winslow (1989:
1180), who, specifically dealing with Keynes, identify an incompatibility between convention and rationality. At
least in part, this involves Keynes’s position on ethics (and G. E. Moore's influence on it), which lies beyond the
confines of this paper. On this, see the rebuttal of Fitzgibbons’s claim by Lawson (1991a: 204-8; 1993). | expect to
provide, by the end of section 2, several arguments for qualifying Fitzgibbons and Winslow's interpretation
without having to discuss ethics. [ will avoid discussing the rationality or otherwise of pursuing money or pursuing
the good, issues that appear in Winslow (1989, 1992).
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The argument of workability applies both to financial and product markets.®
Rules of thumb — be they individual or collective — save the time involved in
analysing a large amount of information.’

Now one can ask which specific rule of thumb the individual will choose
and why. The problem is that being twice as bold as the average opinion is also
workable, and so is doing nothing and preferring liquidity. Some elements for this
discussion appear in the next sections. Moreover, uncertainty is not merely
complexity. Thus, the workability argument is not sufficient to rationalize
conventional behaviour under uncertainty.

2.2 Convention as induction

Another argument intended to show the rationality of conventional
behaviour appears in the writings of authors that propose to interpret The general
theory in the light of Keynes's major philosophical work, his Treatise on
probability (TP hereafter). According to that interpretation, it is rational to use
induction as a guide for action under uncertainty. O’Donnell (1989) and Gay Meeks
(1991) are among the main defenders of such view. For example, O'Donnell (1989:
250) argues that, in Keynes’s theory of expectations, ‘the primary notion is that
expectations are generally based on induction’ (original italics). O’Donnell clearly
implies that induction is what Keynes has in mind when he speaks of projecting the
existing situation into the future (see also Meeks, 1991)."°

This interpretation is centred on the projection of the existing situation. To
the extent that in this argument the projection of the existing situation can be

(8) Even if he did not (at least not explicitly) define convention as a rule of thumb, Keynes (1936: 51) can
be interpreted as using ‘workability” as part of his justification for the convention of projecting the present when
forming short-term expectations: ‘It would be too complicated to work out the expectationsde novo whenever a
productive process was being started’.

(9) This is clearly close to Herbert Simon's (1955, 1959) work on bounded rationality. The rationalization
of rule-following in terms of its workability for an individual with a limited capability to deal with a vast and
complex amount of information also appear in other traditions of cconomic thought. Rutherford (1994: 59-60) and
Perlman (1986: 272) point out similar ideas by old institutionalists such as Commons, Mitchell and J. M. Clark.
Hayek should also be mentioned here, at least in Vanberg's (1993: 181-2) interpretation (but see Vromen, 1994:
216). A more recent author to emphasize the rationality of rule-following people with what he calls a competence-
difficulty gap is Heiner (1983).

{10) On Keynes and induction, sec also Brown-Collier & Bausor (1988), Hamouda & Smithin (1988b) and
Carabelli (1988).
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associated with a convention,'' then conventional behaviour would be seen as
rational behaviour.

I accept that there is some cognitive basis for the projection of the recent
past and the present into the future (see also Dow & Dow, 1985: 52; Lawson,
1991a: 200; 1995: 94-95 and Runde, 1991: 136-37). Keynes (1936: 249; 1973b, v.
XIII: 137) pointed out that the economic system ‘is not violently unstable’ and that
one ‘must not confuse instability with uncertainty’.'> Following these warnings,
Davidson (1978: 385) argues that ‘the economic system is potentially very unstable.
Recognizing the mercurial possibility of the economic system, man has, over time,
devised certain institutions and rules of the game, which, as long as they are
operational, avoid such catastrophes by providing a foundation for a
conventionality of belief in the stability of the system and hence in the quasi-
stability of the state of expectations’ (emphasis added).

Among these institutions, Davidson (1978: 388-9) highlights, first of all,
contracts and especially the money-wage contract, crucial for the ‘conventionality
of belief” in price stability.” He (1994: 49-50) also emphasizes the existence of a
‘market maker’ in national and international financial markets, which provides a
considerable degree of orderliness in these markets. Kregel (1980: 46; 1981: 69-70)
refers not only to wage and debt contracts but also to supply and trading
agreements as ‘uncertainty-reducing institutions’.

Furthermore, along with these institutions, conventions themselves play a
decisive stabilizing role." As a particular case, the convention of projecting the
present and the recent past into the future contributes to this, as Keynes himself
argued,” and therefore reinforces itself. The point is more general: institutions,
conventions, social practices, etc., through their influence on people’s behaviour,

(11) It can indeed, because these authors do not explicitly define convention. Following Keynes's 1937
Galton Lecture (1973c, v. XIV: 124), O'Donnell (1989: 254) refers to the ‘inductive process described above' as a
convention. On another occasion (p. 261), he follows Keynes’s 1937 QJE article association between conventional
Jjudgement and imitation of the majority. The same applies to Meeks (1991). Another thing to note regarding this
line of argument is that a convention does not need to have a social character. It can be merely individual.

(12) In the same vein: “the state of long-term expectation is often steady” (Keynes, 1936: 162).

(13) Towhshend (1937) was an early interpreter of Keynes to emphasize this. See also Shackle (1967:
228, 247), Carvalho (1992: 28, 100-102) and Rotheim (1993).

(14) See, for example, Vickers (1979/80: 244-5; 1994: 157-9), Harcourt (1981: 261), Harcourt &
O'Shaughnessy (1985: 8-9), Earl & Kay (1985: 43), Hamouda & Smithin (1988a: 163), Carabelli (1988: 220),
Littleboy (1991: 30), Lavoie (1992: 11), Darity & Hom (1993: 30), Rotheim (1993: 199) and Crotty (1994).

(15) At least in the stock market context, ‘the above conventional method of calculation will be
compatible with a considerable degree of continuity and stability in our affairs’ (Keynes, 1936: 152). 1 believe the
argument is valid for many other markets.
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bring order to economic life. This point, forcefully made by institutionalists as, for
example, Neale (1987), Hodgson (1988) and Fusfeld (1989), is acknowledged by
Carvalho (1983-84) and Lawson (1985).

These factors make the projection of the present and the recent past a
pattern of expectations particularly capable of being adopted by many different
people and thus becoming a convention. They justify Keynes’s emphasis on this
projection. Especially for short-term expectations, this convention can be said to be
partly based on some type of knowledge (even if one does not call it inductive or
probable knowledge).

However, I draw a distinction between the rationality of belief and the
rationality of behaviour. Rational belief is a necessary but not a sufficient condition
for rational deliberate behaviour. The rationality of deliberate behaviour depends on
the reliability of rational belief as a guide to conduct. This distinction is useful
when discussing the TP. In the TP, probability is a rational degree of belief.
Probability as applied to conduct has to be supplemented by weight (TP, chapter
26). Even if some kind of probable knowledge (in the TP sense) were possible
under uncertainty, there would still exist doubt as to the reliability of such
knowledge as a guide to action. Similarly, in Keynes’s later writings, the notion of
confidence reflects the doubts as to the reliability of expectations. The
corresponding distinction between expectations and behaviour should also be made.
As suggested in Dequech (1998, chap. V), the rationality of the state of expectation
_ as well as the rationality of decision-making, by extension — depends not only on
the rationality of expectations but also on the rationality of confidence (as discussed
in detail in Dequech, 1999a, expectations and confidence form the state of
expectation). Even if it were possible, under uncertainty, to form expectations
based on some kind of probable knowledge (for example, in the TP sense), there
would still exist doubt as to the reliability of such knowledge as a guide to action.

O’Donnell himself acknowledges this reliability problem. O’Donnell
(1989: 252) argues that to the ‘core notion’ of induction ‘Keynes attached two
further ideas’. The first is that only knowledge of the present and the recent past, as
opposed to the distant past, ‘will commonly be used in the inductive projection’.
The second ‘is that the reliability of induction as a guide to the economic future
decays rapidly when expectations are pushed beyond the immediate horizon’.

While there exists a difference in degree of uncertainty between short- and
long-term expectations, the former also involve uncertainty, contrary to what seems
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to be O’Donnell’s view. In any case, it is more difficult for this projection to
become the specific expectational pattern adopted by the average opinion in the
case of long-term expectations, which guide the decision to purchase capital goods.
In this specific sense, O’Donnell (1989: 253) correctly highlights the difference
between short- and long-term expectations. For example, contracts with the same,
very long duration as capital goods are not so common. In addition, the more
distant is the future, more time is allowed for technical innovations or important
cultural and political changes to occur.

The projection of the existing situation might even be seen by the average
opinion as the best long-term expectation to form in the absence of a calculable
basis. People may have some confidence in this convention, and particularly they
will have more confidence in it in a country with more stable institutions and social
practices, ceteris paribus. However, the confidence in this convention tends to be
considerably less than in the case of short-term expectation. This makes investment
expenditures especially liable to sudden changes.

In conclusion, conventional behaviour cannot, under uncertainty, be
completely based on inductive or probable knowledge (or any knowledge, for that
matter). Consequently, conventional behaviour cannot be considered completely
rational under uncertainty, if rationality comes in degrees and its degree is given by
the extent of its basis in knowledge. As argued in section 1.1 above, behaviour may
only be partly rational under uncertainty, be it conventional or not.

Moreover, if the projection of the current situation into the future were
completely based on knowledge, there would be no degree of arbitrariness in its
becoming a pattern of behaviour followed by many people. Then, if a convention is
to some degree arbitrary in this sense, by definition, how could that projection be
called a convention?

Furthermore, some people may intentionally break with the current
situation through their own innovative actions. For example, the Schumpeterian
entrepreneur does not project all the relevant aspects of the existing situation into
the future, but instead creates a new future.

2.3 Convention as a self-fulfilling prophecy

Hinting at a definition of convention as conformity with the average
opinion, Possas (1990:11-12) argues that it may be rational to follow the
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convention because the average opinion may indicate ‘a convergence, and, as such,
a probable market trend’” of the variables considered. The use of the average
opinion as such an indicator has ‘at least two preconditions. ... The first consists in
the possibility of identifying, and progressively turning into conventional use, a
particular pattern of expectations’; the second is ‘a low dispersion of opinions
around the average’. The first precondition is necessary for the formation of the
convention, which obviously is, in this perspective, a specific average opinion; the
second is required so that the convention is really representative of a likely market
trend.

In this argument, as I understand it, the average opinion represents the best
expectation about future results in a particular market and to follow the convention
is to try to make the right guess. This argument logically depends on the potentially
self-fulfilling character of the average opinion. Keynes (1936) could perhaps be
seen as applying this to the expectations about the interest rate (see also Freedman
1995: 91).'° At any rate, Possas (1990: 23n) believes that the average opinion can
represent a likely trend of product markets, under some stable conditions. This is
contrary to O’Donnell’s (1989: 261) belief that the average opinion would be of
most significance for those operating in financial markets (also, although less
emphatically, Meeks, 1991: 132-3, 136).

Concepts of convention that refer to an eminently individual behaviour,
with no necessary relation to the opinion of others, cannot give rise to this kind of
rationalization of conventional behaviour.

This argument is critically examined in section 2.5.

2.4 Conventional behaviour as defensive behaviour
One may try different ways to defend the rationality of following a
convention by saying that this is defensive behaviour in conditions of uncertainty.

One of them is provided by Lawson (1991a). He centres his analysis of
conventional behaviour on the projection of the present and recent past, which is

(16) Referring to the rate of interest as a conventional phenomenon, Keynes (1936:203) writes: “its actual
value is largely governed by the prevailing view as to what its value is expected to beAny level of interest which
is accepted with sufficient conviction as likefy to be durable will be durable’ (original emphasis). The use of the
notion of convention in this case is complicated, however, for Keynes (1936: 172) also mentions the need for
divergent opinions in such markets.
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for him one example of a convention. He confines this argument of defensive
behaviour (and interprets Keynes as doing the same) to the ‘investment’ decision
and, even more restrictively, to the decision of ‘investing’ in financial markets."”
Holding to the projective convention allows investment to be made safe (p- 194 and
207). Lawson supports this argument with Keynes’s (1936: 152) reference to
‘organised investment markets’'® where ‘investments’ are made liquid for the
individual, although not for the community as a whole, as long as the individual can
‘rely on the maintenance of the convention’. Lawson (1991a: 208, original
emphasis) states that ‘it is essential for the argument that the convention in question
be viewed not merely as an individual rule of thumb ... but as a procedure of action
that a community of investors simultaneously draws upon. ... [A]n individual
investor must be able to rely upon it being (through the actions of others)
maintained. Its maintenance ... can facilitate a degree of continuity and stability in
market evaluations and thus a degree of security’ for the individual. Thus, the mere
projection of the current situation by a single individual is not necessarily seen as
rational. Its rationality depends on other people also following the same convention.
Consequently, there is a connection with the opinion of the majority, even though
the concept of convention is not explicit.

Lawson’s (1991a) argument applies only ‘if there exist organised
investment markets’ (Keynes, 1936: 152) such as the Stock Exchange. In this
context, it seems that the need for other people to keep holding to the convention of
projecting the present and the recent past is important in the sense that this is what
guarantees for an individual the ‘opportunity to revise his judgement and change
his investment, before there has been time for much to happen’ (Keynes, 1936: 152;
quoted by Lawson, 199]a: 194). Thus, an important part of this argument is the
possibility that the individual disagrees with the majority and decides to abandon
the convention, which he or she can only do because there is an organized market.
This is why Keynes refers to ‘investment’ being made liquid for the individual,

Those willing to rationalize conventional behaviour as defensive behaviour
could use the concept of convention as a shared standard of behaviour or, what can
be similar in some circumstances, as conformity with the average opinion, The

(17) Keynes, in his analysis of the stock exchange (1936: 152-3), refers to *investment” and ‘investors’
also in a less strict sense than the one that applics (as in Keynes 1936: 62; 1937: 118) only to the direct purchase of
capital goods.

(18) An organized market is one where there exists what Davidson (1994: 49-30) calls a *market maker”, |
refer below to the relation between the existence of this type of institution and the convention of projecting the
current situation.
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argument with this concept would be that conventional behaviour is a rational
defence against uncertainty because it represents for the individual a potentially
successful attempt to preserve his or her position relative to other people in the
relevant market, since the individual will be behaving in a manner similar to these
other people, on average." This would be a more specific way of arguing that ‘the
safest course of action may simply be to follow the crowd’ (Hamouda & Smithin,
1988b: 281) or that ‘there are less chances of getting burned when one is following
the crowd’ (Lavoie, 1992: 57). Again, for the average opinion to be representative,
the dispersion around it has to be low.

Possas (1987: 133-4) provides this type of argument in his analysis of
conventional behaviour in the investment decision (in the sense of the decision to
buy capital goods). For him (as for Shackle, 1967: 133), Keynes gave too much
attention to the connection between (physical) investment and speculation in
financial markets, thus overemphasizing the forecasts expressed in these markets
and neglecting the conditions of competition in the product market. This
interpretation is subject to qualifications, for example regarding Possas’s belief that
Keynes restricted the use of his idea of convention to financial markets.
Nevertheless, Possas (1987: 133n) is right in pointing out the importance, for an
individual’s decision to invest in a product market, of the opinion of the
competitors in that market.

This argument is relatively weakened, however, if presented without an
explicit concept of convention, as by Possas (1987), who follows Keynes’s 1937
QIE article — see also Lawson (1991b: 245-6). In my opinion, once the definition of
convention as a shared standard of behaviour or as compliance with the average
opinion is adopted,”® the argument of the defensive character of conventional
behaviour gains precision and a more visible generality, being applicable not only
to the investment decision in the product markets but also to the production
decision in these markets?' and even to financial markets™ and possibly the labour

(19) Therefore, this behaviour is conventional in two complementary senscs: first, it is, by definition,
something socially shared; second, it is conservative, not bold.

(20) This definition, as argucd above, makes explicit and develops the connections, intimated by Possas
himself in another paper (1990), between convention, conformity with the average opinion and projection of the
current situation. In his 1990 paper Possas does not refer to this defensive preservation of the relative position,
restricting himself to the argument of the self-fulfilling prophecy discussed in the preceding section.

(21) This runs counter to the position of Littleboy (1991: 278).

(22) For example, this argument would support Darity & Homn’s (1993: 29-30) analysis of herd behaviour,
in which they extend Keynes's discussion to another segment of the financial markets, namely bank lending. As
seen in the previous section, for them herding is one of the possible rules of thumb that people may follow.
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market.” Again, this is contrary to O’Donnell’s (1989) and Meeks’s (1991) belief
that the average opinion would be of most significance for decisions in financial
markets.

Being based on the attempt to maintain the relative position of the
individual in a market, and different from Lawson’s (1991a) justification of the
defensive character of conventional behaviour, which centred on the convention of
projecting the present, this argument does not depend on the specific pattern of
conventional expectations, that is, on what the average opinion expects the future to
be. When this specific pattern is the projection of the current situation, regardless of
whether it is more difficult to rationalize this projection by a single individual
isolatedly, it would be argued in this case that it is rational to project the existing
situation because the other decision-makers, on average, are doing the same.?
More generally, it would be rational to do whatever the other decision-makers, on
average, are doing.

Neither does conventional behaviour as defensive behaviour depend on the
convention tending to be a self-fulfilling prophecy. Even if the collective opinion
turns out to be contradicted ex post, following it would help the preservation of the
relative position by the individual.*

Therefore, at least as far as product markets are concerned, the defensive
character of conventional behaviour would provide a more general rationalization
for this behaviour than the argument of the self-fulfilling prophecy, discussed
above. The latter can be seen as complementary to the former, reinforcing it in
some particular cases which depend on the market in question.*

(23) This could provide a rationale for the concern of workers with their relative wages, as argued by
Keynes (1936, chap. 2), in a situation where they cannot bargain in terms of real wages and there is uncertainty as
to what the prices of wage-goods and thus real wages will be. Workers trying to preserve their relative wages could
then be seen as following the crowd.

(24) This would be more clearly applicable to a hypothetical situation in which: (a) the projection of the
current situation of a market is the specific pattern of expectations adopted, on average, by people in that market;
(b) an individual decision-maker, knowing this, follows the average opinion by making the projection. Reality,
however, may be quite different, as I discuss below.

(25) It should be noted that a different type of argument applies to the case in which people want to
protect their reputations. 1 come back to this below.

(26) It should be noted that both arguments, and perhaps especially the defensive one, involve an
evaluation (not totally based on calculus) of the consequences of conventional behaviour. They are not necessarily
in conflict with Keynes's 1938 letter to Townshend (Keynes, 1979, v. XXIX: 294) where he mentions motives
‘which are not “rational” in the sense of being concerned with the evaluation of consequences’. The compatibility
lies in that Keynes may be interpreted as referring 10 a purely calculus-based cvaluation, since none of the
alternatives ‘is demonstrably more “rational” than the others, in the sense that we can arrange in order of merit the
sum aggregate of the benefits obtainable from the complete consequences of each’.
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The argument in favour of the rationality of defensively following the
average opinion or a shared standard of behaviour would be more general also in
the sense of being applicable, in what concerns products markets, both to the
investment and the production decisions in these markets. Therefore, this argument,
associated with the distinction between the convention and the specific pattern of
conventional expectations, would imply the necessity of qualifying O’Donnell’s
(1989: 253) position, according to which ‘it is in relation to the formation of LTE
[long-term expectations] that rational behaviour becomes a more complicated, fluid
and precarious affair’. His observation does not apply to the shared standard of
behaviour or to the conformity with the average opinion, although it may be valid
for the specific pattern of conventional expectations, such as the projection of the
current situation, which I will discuss shortly.

Behind the difference between the defensive argument and O’Donnell’s in
this regard lies the fact that he primarily links rationality to induction and associates
the projection of the present and the recent past with induction. As shown in section
2.2, for O’Donnell (1989: 250), induction is the ‘core notion’ in Keynes’s theory of
expectations. O’Donnell (1989: 252) argues that to this ‘core notion’ of induction
‘Keynes attached two further ideas’. The first is that only knowledge of the present
and the recent past, as opposed to the distant past, ‘will commonly be used in the
inductive projection’. The second ‘is that the reliability of induction as a guide to
the economic future decays rapidly when expectations are pushed beyond the
immediate horizon’. This is why for O’Donnell the rationality of behaviour based
on long-term expectations is a more complicated affair. Meeks (1991: 153-4)
argues similarly.

With the definition of convention based on conformity to the average
opinion or on a shared standard of behaviour, the other arguments do not depend on
the projection of the existing situation necessarily being the specific pattern of
expectations chosen and apply equally to short- and long-term expectations.

As in the case of the self-fulfilling-prophecy argument, I present my
objection to the defensive argument in section 2.5.
2.5 The problems with following the average opinion or a social rule

My first criticism applies to both arguments presented in sections 2.3 and
2.4, that is, to the attempt to rationalize conventional behaviour as the pursuit of a
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self-fulfilling prophecy and/or as defensive behaviour. The trouble emerges from
the difficulty an individual may find in ascertaining the average opinion in the
market he/she operates in. There may exist some information in this regard, but
other information is missing. Uncertainty involves not knowing what others will
do.”” This problem has to do with the contribution of the interdependence between
decision-makers to the uncertainty faced by them, and also with the possibility of
creative behaviour on the part of other decision-makers. Even if decision-makers
have been following a convention, some of them may lose their confidence in it and
abandon it. Others may intentionally adopt an unconventional behaviour. People
may have knowledge of conventions, as Lawson (1985: 916-17) and Darity & Horn
(1993: 30) claim, but they also must have doubts about the continuity of
conventions and the reliability of such knowledge as a guide to action. My point is
thus basically the same I made when commenting on convention as induction
(section 2.2).

Incidentally, uncertainty implies also that the resort to the opinion of others
cannot, in general terms, be justified on the basis, suggested by Keynes (1937:
114), that ‘the rest of the world’ is ‘perhaps better informed’ than a particular
individual. It is true that, if uncertainty does not imply complete ignorance, some
people may be better informed than others. However, if decision-makers are aware
of uncertainty, they know that other people also lack some knowledge and,
therefore, are not totally reliable. Moreover, a decision-maker has also to consider
that other people may be /ess informed than he/she is.

The second criticism has also to do with uncertainty and is directed more
specifically to the argument that conventional behaviour is rational because it is
defensive. The definition of rationality adopted here relates rationality to the
adequacy of behaviour to some end. It is possible to characterize defence as an end.
Lawson (1991a: 215), for example, argues that ‘in defending the adoption of
conventions by investors, Keynes effectively shifts the objective to investment
safety’. ‘To fare no worse, generally, than others’ (Lawson, 1991b: 245) would be a
shorter-term objective. The point made in the previous paragraph raises problems
even if the rationality of behaviour is assessed in relation to this objective. If there
are doubts as to what others will do, there are doubts as to how one will fare in

(27) Contrast this with Darity & Hom (1993). According to Shackle (1970: 102, apud Kregel, 1990: 90),
*a great part of business efforts is directed to defeating the efforts of one’s rivals to know what one is doing and is
going to do’. Keynes himself wrote (1971, v. V: 292) that entreprencurs ‘take pains to conceal [their decisions]
from one another’.
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comparison with others. Uncertainty implies such doubts, even if to some degree
the maintenance of the convention can be relied upon.

However, there is still another problem. A non-ultimate end can be seen as
a means to an ultimate end. Lawson (1 991a: 214) himself refers to a general motive
“which provides a criterion against which other ‘ends’ can themselves be assessed”.
What happens then if this general end is the pursuit of pecuniary gain, as suggested
above??® Even if one knew with certainty what the others are going to do, one
would still have doubts as to whether following the others would be adequate to the
pursuit of this ultimate end.?? There are competing alternatives. One of them is to
adopt the position that 1s really defensive: to prefer liquidity. Another option would
be to intentionally disobey the convention, as the Schumpeterian entrepreneur does.

2.6 Convention and the avoidance of criticism

There is another type of argument that might be used to rationalize
conventional behaviour. More specifically, this argument applies to the following
of social norms, which, as I understand them, are conventions with normative
content. Norm-guided behaviour can sometimes be justified by the idea that people
that follow a social norm are rational if they are pursuing a particular objective: to
avoid the criticism of others, or even ostracism. If this is the ultimate objective,
conventional, norm-guided behaviour will achieve it almost by definition, although
the problem of not knowing what others will do and thus not knowing how to
compare ourselves to others may also be relevant here.

An example of this in economic decisions is perhaps the one about which
Keynes (1936: 157-8) writes: ‘Worldly wisdom teaches us that it is better for
reputation to fail conventionally than to succeed unconventionally’ (see also
Lavoie, 1992: 57). Lawson (1991a: 217-18) applies this reasoning to the situation
of managers of ‘investment’ funds in organized ‘investment’ markets. Davidson
(1994: 237-8) uses it when discussing the case of international bankers and
comptrollers of multinational corporations operating in exchange rate markets. The
argument can be extended to managers of large corporations dealing in product

(28) Lawson (1991a: 191-2, 203) shows that in Keynes's case the pursuit of money is accepted merely as
a temporary means for the truly ultimate end, which is the search of ‘good’ 1 do not address cthical issues here, nor
do | discuss whether the profit motive is irrational or not (sec Winslow, 1992: 104-5).

(29) The same criticisms apply to Ewijk’s (1991: 62) explanation of rule-following in terms of the aim of
continuity or survival.
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markets within a national economy (for a formal discussion, in varied contexts, see
Scharfstein & Stein, 1990). However, in all these cases the objective is assumed to
be to protect the person’s reputation. A procedure which is rational given this end
will not necessarily be so if we consider a different objective, such as the pursuit of
pecuniary gain. The reputation argument depends on specific even if quite common
institutional settings. Moreover, the combination of reputation and profit
considerations is quite complex. Succeeding unconventionally is not necessarily
harmful to a person’s reputation (see also Choi, 1993), but under uncertainty there
are serious doubts about the chances of success.

Concluding remarks

This paper has tried to organize and develop the discussion of what is
meant by convention and why and where it would be rational to follow a
convention under uncertainty. It has also ultimately pointed out problems in the
attempts at rationalizing conventional behaviour. Given the definition of rationality
adopted here, according to which rationality requires that deliberate behaviour be
based on knowledge and directed at some specified ultimate end (for example,
pecuniary gain), all these problems originate from uncertainty and the conception
of reality associated with it. Uncertainty poses different specific difficulties for the
different arguments, but in general there is the impossibility of completely
rationalizing behaviour under uncertainty, since the latter implies some ignorance
and limited reliability of the possible knowledge as a guide for behaviour. This
applies for whatever knowledge of conventions people may have. For all the
arguments, except the workability one, there is also the uncertainty as to whether a
convention that has been followed for some time will be maintained.

Conventional behaviour can be seen as rational, but only partially, in the
same way as people have only partial knowledge under uncertainty. Accepting this
depends on rationality being defined as coming in degrees. However, even if this
definition is rejected and behaviour is considered completely rational if, for
example, based on whatever knowledge pecople have under uncertainty, the
literature that has argued for the rationality of conventional behaviour should be
criticized for neglecting the possible compatibility between unconventional
behaviour and rationality. Additionally, this literature typically neglects the deeper
cognitive function of conventions and its connections with rationality.
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