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WHAT CAN MANAGERIAL ECOUOMICS COHTRIBUTE TO ECONOMIC TIIEORYV 

Af background for this dlBcusslou,   let us review the customary 

distinction between economic problems,  on the one hand,  and management 

problems,  on the other.    The distinction is really hetwen problems of 

choice at different levels.    Traditlanally,   economic problemß have related 

to the allocation of resources among broad uses,   taking efficiency within 

flnas for granted,  vhile managerial problems have pertained to resource 

use vlthln individual firms (or other organizations). 

The line of demarcation is a blurred one,   of course.    For one tiling. 

It Is hard to define a firm precisely in view of the diversity of oreani- 

aritional structures,  and for another,  the whole subject of inputs,   Including 

behavioral inputs,   Is a problem that is necessarily of concern to economists. 

If one learns more about the behavior of individuals or firmu,   it may affect 

hypotheses about resource allocation among broad uses.    Certain branches of 

physics have a somewhat analogous relationship.    Theories about the behavior 

of large masses and the spectra emanating from the stars influenced our 

understanding of the atom;  and there was in turn a feedback from the study 

of the atom upon our understanding of the orbits of and emanations fron 

various celestial bodies. 

Thus the dividing line between these two subjects is lot clear cut. 

Both deal with problems of choosing among alternative ways of using 

reeources -- above the level of the firm in one case and within the firm 

in the other.    Both involve calculatione for econcnizingu    let uc turn 

now to a more specific aspect of their relat.onship -- the potential feed- 

backs from management economics to econon.ic theory. 
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I.     OUR BUSINBSS BSHAVIORAL IlffUTB 

One part of economic theory to which managerial economics may con- 

tribute coraprlseB tlie Inputs concerning business behavior.    In much of our 

theorizing w» have fallen Into the lazy habit of making convenient but 

naive assumptions about Individual, business,   and government behavior. 

There are at least two good reasons for re-examining these behavioral as* 

sumptions. 

One reason Is that examining assumptions underlying theories may lead 

uc to nev and promising hypotheses to be tested.    One does not put a monkey 

In front of a typevriter,  have him grind out hypotheses at raadom,  and then 

proceed to test them.    As Beb Nevhart has reminded us,   this procedure, with 

good luck,  results In propositions like:    "To be or not to be; that Is the 

geslnderplatz."    In devising theories worth checking,  one looks at the real 

world and asks,  "What hypotheses ere plausible?   What abstractions will still 

fit reality well enough to yield a useful theory?"    Ems In screening hypo- 

theses initially,  we do appraise them in terms of the realism of their as- 

sumptions. 

Another reason for re-examlnin^ behavioral assumptions is that we 

continue to appraise theories,   long after any initial screening,  partly by 

the reality of their assumptions.    Some have argued that the test of a theory 

is its ability to make useful predictions,  not the realism ol its assumptions, 

dls point appears to be valid i'or theories yielding predlcticns that can be 

checked,   such as econometric models of cyclical fluctuations.    Unfortunately, 

some important economic models yield insights on the basis of which we pre- 

dict outcomes, but outcomes not subject to adequate empirical check.    An 

example ie the theory that a private enterpriae econoay tends (or does not 
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t«nd) tovard Parttlin optlaallty.   Hov does on* test such «a hypo- 

thttisT   By saeing If iilbsldlary iapllcatlons «re canslstent vlth 

the ttatBt   Bat that Is jreciaely analogous to testing for the ac- 

suraoy of asauaqptloos.'    In the end ve are forced to appraise sane 

theories according to the accuracy of side Iapllcatlons end of as- 

swptlflns. 

Let us exsalne the business behavioral Inputs to eeononic theory, 

then,  and see how Mnsgerial economies nay affect those Inputs.    TSa* 

usual assuaptlcm about business behavior has been that firms seek to 

aaxlmlee profits.    Oils aay be all right for SOBS purposes.    It seems 

to be Talid in some rather unrealistic circuastances -- namely,  if there 

is no risk or uncertainty (including uncertainty about distent tine- 

streaas of costs snd receipts); if all production is carried oa by 

purely competitive firms; or if the managenent of each firm, hewever 

sheltered from conpetiticn,  is interested solely in profits.    If there 

is vigorous competition and certainty,  it would appear that the forces 

of natural selection Insure that surviving firms behave as if they art 
(2) trying to maximise profits.x '    At best, however, one oust be cautious 

in generalising about natural selection.    Where there is a diversity 

of erganizatienal foms,  it is not really clear VJMX types of 
(3) behavior can survive. 

In any event, the main conditiens for natural selection of profit- 

maxinislng firms do not prevail*    Pure oeqpetition does not exist in auch 

of the eeonamy.    There Is production by gevenment and production con- 

tracted for by govemmsnt, often by aeons of sons font of cost-plus eontract. 
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Many actlvltle» are carried on by non-profit corporations or other 

public authorities.    Public utilities and a ftv ether industries are 

deliberately sheltered fron conpetltlon.    Moreover,  In the real «arid 

there Is dynamic change and dlsequlllbrlun,  not equlUbrliaa.    Thus thMW 

Is a great deal of leeway for the manageaent of various organizations 

to seek goals other than profit-maxlmlzatlon. 

Do they have other goals?    There Is ample evidence that they 

do »- that firms are concerned about shares of the market,  about 

"satlsflclng" rather than maximizing.    Especially vhen management is 

separated from ovnershlp,  a multiplicity of goals develop* 

Much more Important,  though, management could hardly pursue 

profit-maximization, even If It wanted to do so.    For mart mum profits 

Is not even a meaningful concept In a realistic eovlrooment.   We are so 

bemused by static theory that ve keep forgetting how ambiguous this 

concept is in a world of change and uncertainty.    To take tixe most 

obvious ambiguity,  consider uncertainty about the final outcomes of 

alternative courses of action.    If alternative A could yield anything 

from a mllllen-dolL-ar profit to a half-mlllloo-dollar loss, vhlle 

alternative B would alaost certainly produce a $250,000 profit, what 

Is the profit-maximizing course of action?     Equally obvloas Is the 

ambiguity caused by elements of gaming.    If the best policy for 

one firm depends on how other firms react, vhat course of action 

constitutes proflt-maxlmlzatlon?   Still more pervasive ure the 

effects of the uneerUilntles that harass deolslen^makers at all 
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ItTBla of tta* flzn and At evtry step of tte way — unowrtalntifts about 

everything fron fit» Impacts of an advortlslog campaign to tfce affactlvaaoesa 

of a now owaeping compound.    Tbaee la on infinity of altamatlvee to %• 

coneidorod«  and «rtn tha coats of acquiring infoaraatlon about than are 

uncartain. 

What do flma do in the face of these unknowns?   Eov do they behave? 

Clearly they suboptloize — "breaking out many dacißlons to be made aapa- 

rately fron others, delegating decisions, adopting crude rules of tfaudb, 

sonetinea taking blind stabs.    Furthermore it is doubtful that the sur- 

viving firms can appropriately be described as profit-maxlnlaers.    For 

some of the effects of such an environment on the survival of firms see 

Sidney Winter's paper,  "Xconomlc Natural Selection and the Theory of the 

Firm," irtilch is belni? presented at one of the sessions of the Icooonetric 

Society.^3' 

In this situation, how does managerial economics contribute or show 

promise of contributing to economic theory?   One nay is simply by emphasising 

the extent to vhlch cur behavioral inputs are inadequate — the extent to 

which firms pursue goals other than profits and have to cope with uncer- 
(k) taintleo.    '    Übe mere fact that firms have been making use of operations 

research and management economics suggests hov elusive the path to rrofits 

is.    Either those firms were operating inefficiently In the past or they 

are operating Inefficiently when they purchase operations research. 

More significantly, many management analyses have apparently paid 

off.    Certain petroleum ccupanlea pay regularly for linear programing 

solutions to problems of blending and production scheduling.    The blending 

of animal feeds is another wll-known application.    One manufacturer of 
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electrical equipment aari^ets a line-balance cCÄ^uter to allocate power 

output among plants.    Gas and milk companies apparently believe  that more 

eophlsticated solutions to their "traveling servicenen'* problems will 

increase profits.    Managerial economics has contributed to the mere 

efiicient use of drag lines in strip-mining, to more economical beneflcia- 

tion of ores, and to more efficient mining operations of other sorts. 

Simulation of plants such as metal-working shops ia apparently paying its 

(5) way in connection with shop modifications. 

Thus such studies have been underlining the facts that businesses 

have criterion problems, that they often use rough rules of thumb, that 

they must cope with the lack of information and the presence of vast 

uncertainties  — that, in short, our business behavioral Inputs have b«en 

oversimplified.    Such studies emphasize that the assumption of profit- 

maximizing behavior is at most a first approximation and that we should 

not be content to stop with first approximations.   They emphasize that 

we should explore the formulation of a more general and more complex theory 

of the firm.    As one step, we might postulate utility-maximizing business 

units, as Alchian and Kessel have proposed. In Just the right circum- 

stances, these units necessarily become profit-maximizing (or loss- 

minimizing) organizations.    (In fact, Alchian and Kessel suggest that one 

might test for monopolistic power by loouing for the thickest carpets, the 

highest percentage of beautiful secretaries, and other evidence of non- 

prof it-maximizing behavior.) 

To subsequent step« -> the development of icgroved behavioral inputs 

wherever utility-maximizing firms are not necessarily profit-max imlzers — 

managerial economics may contribute In a more positive fashion.    By forcing 
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us to 6bMrv« buslikMs practices man cloealy.  It nay show us aoars about 

haw firms rsall/ oparata.    And battar bahayioral inputs nay In turn ylald 

batter thaodas, for aunpl*, hypottaasas that axplatn mora satisfactorily 

how pricas nova In racaasicos such as those of the 1950*s* 

Studias of huslnass, and govartaant oparations, oftan raportad on In 

publications Ilka MaMganant Sclanca snd Opaiutions Reaaarch, ara begin- 

ning to hold out the pronise of such lagproved behscriaral inputs,  sooatlaas 

explicitly but aora often laplicitly.   For exanplea, see the rafltrancas 

In H. A. Slncn's article In the Anarican Bcopoaic Haviev last year snd 

the papers fron tba 1955 Social Scienea Bwsaarch Council Conftranoe held 

at the Canegle Institute of üJschnology.  "    Analyses of the baharior of 

eligopalles may aake gaa» theory and bargaining theory In aconenies nora 

useful than they have been to data.   Studies of Infonatlon-gatherlng and 

data-procesBlng nay shed light on aurky aspects of large firms* decision- 

making processes.    At a more conventional level, management research is 

increnslng our knowledge of cost and production functions.    Research on 

firms' Inventory policies,  equipment replacement,  and sequential decision- 

making may produce significant Impacts on dynamic theories,  such as models 

of inventory cycles and Inflationary processes.    Analyses of advertising 

programs and research and development policies may influence hypotheses 

about changes In the production function.   Studies of firms' decision 

processes and re search-and-developnent strategies may modify theories 

about business behavior In the face of uncertainty.    Interest in management 

science and familiarity with concrete situationa may shift the engphasis in 

welfare econcmlcs from defining the eonditlens for cptiaality to searching 

for "improvemants" — that is,  for courses of action that are better than 
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other specified policies even thou^t it cannot be proved that tbey l»ed 

toverd on over-all pptlaum optlaarua. 

A different sort of study of "management" behavier that deserves 

mention is Anthony Downs' Inquiry Into the econcmlcs of political 
(8) 

parties. Political parties are non-govenaent agencies that seek 

utility but not profits, being similar in eone ways to non-profit 

rations.    Downs' study helps show the two-vay relatisoahip between eeeoMie 

theory and management ecenoolcs:    it indicates how econeaics can centrUnite 

to the analysis of an organization's practices and suggests hans better 

understanding of these practices may contribute to a theory of organisa- 

tional behavior. 

All of these potential contributions wsuld cone about through the 

provision of mare appropriate behavioral Inputs.    In some instances, 

managerial econcnlcs may bring firms* behscviar mare nearly into line with 

presort inputs.    In others.  It may reveal more clearly the sectors of the 

economy in which vs need better behavioral assunptions.    And,  finally. It 

may help us devise improved inputs regarding those sectors. 

ii.   ograanggT UMITB* BEHAVIOR 

Another group of organizations that can be regarded as utility«- 

maxlmizers but not proflt-maxlmlzers are government agencies — various 

units of government at Federal,  State, and local levels.    Whether the 

study of their behavior Is econanice or managerial econonics is not at 

all clear.    Analyses of specific «ovemmental operations or problems of 

choice are extremely similar to analysee of business operations and 

mmtm 
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wumgßtmmt jpoWmm»     It v can reach eaoaralizaUais abaut govaxn- 

■antaX behsvlar, hcwtrar, they vauld coostltuta an ecoooBic theory of 

govextwant aaqpandltura* 

Oovoxment la now a sigalfleaat sector of the ecaaomy.   We live In 

a adxed econoay, and econoBdcs should ha ceocemed vlth the porfarmaace 

of mixed eoonoBles and vlth vaye to inoprove their perfonaance.    As noted 

earlier, ve knotv far too little regarding the behavior of huslneas fine, 

and ve weuld bo still aore at sea if it vere not for our partial under- 

standing of "natural solection."   When ve turn to gcrvenment, we do not 

have own that aid, because \m understand even loss about the process of 

natural eelectlon in govermoent.    Perhaps the tine has COBM to develop a 

theory of govemaent behavior to suppleawnt the theory of the flzn. 

The resoarch of aeveral occncolsts ~ anong them Ranald Cease, Janes 

Buchanan, and C. E. Lindblan — bears on the development of such a 
(9) theory.x"   Because of the importance of the subject, a great deal more 

work en it is warranted. 

She economics of the governmental unit could be important in 

connection with several types of policy decisions.    First,  it would be 

pertinent to deciding vhether an activity should be conducted by private 

firms or public agencies.    Existing theory tells us that numerous activi- 

ties will be conducted inefficiently if left to private firms, beceuae of, 

say.  Imperfect competition or external economies and diseconomies.   Thare 

is often a tendency — perhaps because wa have no econemlc theory of 

gorerunent behavior — to assign such activities, without much 

questloa,  to a government agency.    We apparently simply assume that 

a public agency autanatically behaves in the piblic Interest.    As 
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George Stlglar has pointed out,  this Is like the decision of tto 

vho vas to Judge tloe perforaaace of two singers and «warded the prlis 

to the second elfter hearlnc the first. 

Hext,  the economics of gcrermoeatal units might help show vhat 

methods,   techniques, or "syeterns" should be used to carry out certain 

activities assigned to the public sphere.    The analogy to oanagewmt 

science 1c clear, bat the choices,  for example,   In or among modes of 

transportation,  have always been regarded as problems of econemlce. 

Another type of policy decision on which a theory of government 

behavior would have a bearing Is the choice of the institutional frame- 

work In which a goveroraental activity is conducted«    Often the costs 

and rewards confronting an agency pull it irresistibly toward wrong 

decisions fron the nation's standpoint.    With a better understanding of 

organizational behavior, we might be able to devise institutional 

arrangements such that an agency's costs and rewards (including the 

costs of offending certain groups and the rewards fron pleasing other 

bargainers) would more nearly coincide with the costs and rewards to the 

nation. 

What does management economics have to do with developing an 

economic theory of government behavior?    It may have a great deal to do 

with it.    Management economics is concerned with the internal or manage- 

ment problems of governmental units as well as those of business firms, 

and stuJylng management problems Inside government is almost a sine qua aen 

of developing an economic theory of government behavier.    Operations analy- 

sis for a governmental unit reveals much mere vividly than armchair specu- 

lation the criterion problems that beset govmrnaent officials. 
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AnalyMS of ■aoagerlal problams In defense planning,  in resource 

devolopntnt, and In local actlvltlos auch as urban txansportatlca systemc 

or the operations of port authorities suggest how complex the declclons 

are and hew little we know about govennent units' behavior.    At the sane 

time many of these analyses of governmental operations have pointed the 

way to greater efficiency.    Eventually the cumulative effect of such 

studies may provide Improved insights Into govenmntal behavior and there- 

fore improved behavioral inputs In ecenemies. 

m.    M/UMCERIAL BCOHOMICS AMP gOjQjmVB BCOMOMICS 

Finally, management econcoics should be able to contribute in another 

way toward the achieveaent of the aim of normative economics.   Speaking 

scnetfiat loosely, we can say that the objective of normative economics is 

the maximization of the value of output in a national (or regional or 

world) economy.    As noted before, management resarch can contribute if 

it can Increase the efficiency of business and governmental units.    This 

contrlbutlai would take the form of improvements, not in economic theories, 

but rather In production functions.    Here we refer to managerial economics 

that pays off,  such as the recent research on a barge company's scheduling 

policies^       or,  for a governmental unit,  the studies of traffic for the 

Port of Now York Authority. ^ A type of analysis that is quite premising 

for both firms and government is Allais' application of statistical tech- 

(12) niques to prospecting for minerals.      ' 

To view successful managerial analysis as i^ing itself a feedback 

to economics may conflict with traditional definitlcsxs of acooamics.    Yet, 

as pointed <wt before,  the dividing line between economic and management 
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probleas is a hazy one, and the concern of econaalstc about productivity 

in the narrow sense goes a long way back.    All means of Increasing produc- 

tivity are of interest in eccnooics. 

Does this line of argument "prove too much?"    Does it expand the 

province of ecoaoolcs unreasonably so as to include,   for instance,  analysis 

of the consumer and inrprovement of his efficiency — say hy helping him 

to be -uell-inforaad and to choose "rationally?"    Does it expand the domain 

of econcnics to include the analysis and promotion of technical progress — 

tasks normally left to psycholoGiste,   scientists,  and enginears? 

Perhaps the line of argument does lead In that direction, but it is 

hard to see much force in objections to this.    To achieve the results that 

arc really desired, ve should draw the boundaries between disciplines more 

pragmatically,  less arbitrarily.    The relevant questions are:    (1) What is 

Important for increasing the value of output?    (2) Can trained economists 

and their kit of tools be useful?    (3) Can management economics be helpful? 

Whatever tools,  disciplines,   and activities can Increase the value of output 

should be used.    To us,  resulta that expand national output seem like 

economics.    But it doesn't really matter whether some result is called 

management science or a feedback to economics.    What would matter would be 

the failure to use all of the tools oar skills that can increase total out- 

put.    Failure to use part of them because of arbitrary bcandaries would be, 

to say the least,  a sterile sort of traditicnallsm. 
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