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WHAT CAN MANAGERIAL ECONOMICS CONTRIEBUTE TO ECONOMIC TUECRY:

As background for this discussion, let us reviev the custonary
distinction between economic problems, on the one hand, and management
problems, on the other. The distinction is really between problems of
choice at different levels. Traditionally, economic problems heve related
to the allocation of resources among broad uses, taking efficiency within
firms for granted, while managerial problems have pertained to resource
use vithin individual firms (ar other organizations).

The line of demarcation is a blurred one, of course. TIor one tuing,
it is hard to define a firm precisely in view of the diversity of organi-
zr:tional 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 beliavior of individuals or firms, 1t may affect
hypotheses sbout rescurce allocation among broad uses. Certain branches of
physics have a somewhat snalogous relationship. Theories sbout tlie beihavior
of lurge masses and the spectra emanating from the stars influenced our
understanding of the atom; and there was in turm a feedback {rom the study
of the atom upon our understanding of the orbits of and emanations irom
various celestial bodies.

Thus the dividing line between these two subjects is aot cleur cut.
Both deal with problems of choosing emong alternative ways of using
reeources -- above the level o! the firm in one cese end within the firm
in the other. Both involve calculations for econciizing, lLet us turn
nov to a more apecific a.s;.)ect of their relat_onsnhip -- the potential feed-

(1)

backs {rom management economics to econondc theory.
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I. OUR BUSINESS BEHAVIORAL INPUTS

One part of economic theory to which managerial economics may con-
tribute couprises the inputs concerning business behavior. In much of our
theorizing we have fallen into the lazy habit of making convenient but
naive assumptions sbout individual, business, and goveranment behavior.

There are at least two good reascns for re-examining these behavioral as-
sumptions.

One reason is that examining assumptions underlying theories may lead
ug to nev and promising hypotheses to be tested. One does not put a monkey
in Iront of a typewriter, have him grind out hypotheses at random, and then
proceed to test them. As Bob lewhart has reminded us, this procedure, with
good luck, results in propositions like: "To be or not to be; that is the
gesinderplatz.” In devising tneories worth checking, one looks at the real
world and asks, "What hypotheses are plausible? What abstractions will etill
fit reality well enough to yield a useful theory?” Thus in screening hypo-
theses initially, we do appraise them in terms ol the realism of their as-
sunptians.

Another reason for re-examinin, behavioral assumptions is that we
continue to appraise theoriles, long after any initial screening, partly by
the reality of their assumptions. Some have argued that the test of a theory
is 1ts ability to make useful predictions, not the realism of ite assumptions.
This point appears to be valid ifor theories yielding predictions that can be
checked, such as econcmetric models of cyclical fluctuatians. Uniortunately,
sone important economic models yleld insights on the basis of whicl: we pre-
dict outcomes, but outcomes not subject to adequate empirical check. An

example it the theory tuat = privete enterprise econovay tends (or does not
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tend) toward Paretisn optimality. How does ane test such en hypo-
thesis? By seeing if subsidiary implications sre consistent with
the facts? But that is precisely analogous to testing for the ac-
curacy of assumptions! In the end we are forced to appraise some
theoriss according to the accuracy of eide implications and of as-
sumptions.

lst us examine the business behavioral inputs to economic theory,
then, and see how mansgerial economics may affect thase inputs. The
usual assumption about business dehavior has been that firms seek to
maximize profits. This may be all right for some purposes. It seems
to be valid in some rather unrealistic circumstances -- namely, 1if there
is no risk or uncertainty (including uncertainty about distent time-
streans of costs end receipts); if all production is carried om by
purely competitive firms; or if the management of each firm, however
sheltered from competition, is interested solely in profits. If there
is vigorous competition and certainty, it would eppear that the forces
of natural selection insure that surviving firms behsave as if they are
trying to maximisze proﬁts.(a) At best, however, one must be cautious
in gensralizing about natural selection. Where there is a diversity
of erganizational forms, it is not really clear viat types of
behavior can survivo.('”

In any event, the muin conditiens for natursl selectien of profit-
msxinizing firms do not prevail. Pure cempetitien dees not exist in much
of the ecomemy. There is productiem by govermment and production cen-
tracted for by government, often by means of some form of cest-plus contract.
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Many activities are carried on by non-profit corporatians or other
public authorities. Public utilities and e Jev ether industries are
deliberately sheltered from competition. Moreover, in the real world
there is dynamic change and disequilibrium, not equilibrium. Thus thesw
is a great deal of leeway far the management of various organizations
to seek goals other than profit-maximizatioeam.

Do they have other goals! There is mmple evidsnce that they
do -~ that firms are concerned about shares of the market, sbout
"gpatisficing" rather than maximizing. BEspecially vhen management 1is
separated from ownership, a muiltiplicity of goals develop.

Much more important, though, mansgement could hardly pursva
mofit-naximization, even if it wanted to do so. For maximm profits
is not even a meaningful concept in a realistic enviroument. We are so
bemused by static theary that we keep forgetting hov ambigueus this
concept is in a world of change and uncertainty. To take the most
obvious embiguity, consider uncertainty about the final outcomes of
alterative courses of action. If alternative A could yleld anything
from & millien-dollar profit to a half-million-dollar loss, vhile
alternative B would almost certainly produce a $250,000 profit, what
is the profit-maximizing course of action? Equally obviams 1s the
ambiguity caused by elements of gaming. If the best policy for
one firm depends on how other firms react, vhat course eof action

constitutes profit-maximization? Still more pervasive ure the

effects of the uncertaintiss that harass decisisn-mskers at &ll
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levels of the firm and at every step of the way -- uncertainties about
everything from the impects of an advertising campaign to tre oitrecuvmu
of a nev sweping campound. There is an infinity of alternatives to be
considered, snd even the costs of acquiring information about them are
uncertain. |

What do firms do in the face of these unknowns? Eow do they behave?
Clearly they suboptimize -- breaking out many decisions to be made sepa~
rately from others, delegating decisions, adopting crude rules of thumb,
sometimes teking blind stebs. Furthermore it is doubtful that the sur-
viving firms can appropriately be descrided as profit-meximisers. For
sane of the effects of such an environment on the survival of firms see
Sidney Winter's paper, "Bconomic Natural Selection and the Theory of the
Firm," which is bein; presented at one of the sessions of the Econametric
Socsety. (3) | |

In this situation, how does managerial economics comtribute cor show
promise of contributing to economic theory? One way 1s simply by emphasizing
the extent to vhich our behavioral inputs are inadequate -- the extent to
vhich firms pursue goals other than profits and have to cope with uncer-
td.ntus.(h) The mere fact that firms have been making use of operations
research and mansgement economics suggests hov elusive the path to ~rofits
is. Either those firms were operating inefficiently in the past or they
are operating inefficiently when thay purchase operations research.

More significantly, many msnagement aralyses have apparently peid
off. Certain petrolsum caaxpanies pay regularly for linear programing
solutions to problems of blending and production scheduling. The blending
of animal feeds is another well-known application. Ons manufacturer of
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electrical equipment uariets a line-balance computer to allocate power
output among plants. Gas and milk companies apparently telieve that more
sophisticated solutions to their "traveling servicemen” problems will
increase profits. Manageriel economics has contributed to the mcre
efficient use of drag lines in strip-mining, to more economical beneficia-
tion of ores, and to wore efficient mining operations of other sorts.
sinulation of plants such as metal-working shops is apparently paying its
way in connection with shop modifications.(a)
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 beshavioral inputs have been
oversimplified. Such studies emphasize that the assumption of profit-
meximizing behavior is at oost 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 utili.ty-ma.ximizing business

(6)

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 looking for the thickest carpets, the
highest percentage of beautiful secretaries, end other evidence of non-
profit-maximizing behavior.)

To subsequent steps -- the development of improved bebavioral inputs
vherever utility-maximizing firms are not necessarily profit-maximizers --

ranagerial economics may contrioute in a more positive fashion. By forcing

\
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us to observe business practices more closely, it may show us moye about
hew firms really operate. And better behaviaral inputs may i{n tum yield
better theoriss, for exampls, hypotheses that explain more satisfactorily
- how prices move in recessions such as those of the 1950's.
\ Studies of business and goverusent operations, often reported en in
-;mncaum like Management Science and Operations Research, are begin-
ning to hold aut the promise of such improved behavieral inputs, sometimes

xplicitly but more often implicitly. For examples, see the references
in H. A. Simon's article in the American Econamic Reviev lasy ysar and

the papers from the 1955 Social Science Research Council Conference held
at the Carnegle Institute of Technalogy.(!) Analyses of the behavier of

" eligopolies may make geme theory and bargaining theory in economics more
useful than they havs been to dats. BStudies of information-gathering and
data-processing may shed light on murky aspects of largs firms' decisiom-
making processes. At a more conventicnal level, management research is
increasing our knowvledge of coet and production functions. Research on
firms' inventory policies, equipment replacement, and sequential decisiom-
making may produce significant impacts on dynamic theories, such as models
of inventary cycles and inflationary processes. Analysee of advertising
programs and ressarch and develomment policies may influence hypotheses
ebout changes in the production functien. Studies of firms' decision
processes and research-and-develomment strategies may modify theories
about business behavior in the face of uncertainty. Interest in management
scisnce and familiarity with concrete situations may shift the emphasis in
welfare econanics from defining the conditiens for optimality to searching
for "improvements" -- that is5, for courses of action that are better them

— _* - S . R
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other specified policies even though it cannot be proved that they leed
tovard an over-all optimm optimorum.

A different sart of study of "management” behavier that deserves
mention is Antheny Dowmns' inquiry into the econamics ¢f politicel
parti.es.(e)
utility but not profits, being similar in some ways to non-profit cerpe-

Political parties are non-govermment sgencizs that seek

rations. Downs' study helps show the two-vay relatienship between ecenemic
theory and managemsnt economics: 1t indicates how econ¢mics can contribute
to the annlysis of an organization's practices and suggesis hov better
understanding of these practicos may centr‘bute to a theory of erganiza-
tional behavior.

All of these potential coutributions wuld ceme about through the
provision of more appropriate behavieral inputs, In some instances,
managerial econemics may bring firms' behsvior more nearly into line with
presert inpuvs. In others, it may reveal mare clearly the sectors of the
econamy in vhich we need better behavioral assumptions. And, finaily, it
nay belp us devise improved inputs regarding those sectors.

II. GOVERNMENT UNITS' BEHAVIOR

Ancther group of organizations that can be regarded as utility-
naximizers but not profit-maximizers are government agencies -- verious
units of government at Federal, State, and local levels. Whether the
study of their bdehavior is econonics or mansgerial econamics is not at
all clear. Analyses of specific covermmsntal operations or problems of
choice are extremely similar to analyses of business operationes and
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mansgement problems. If we can reach gensralizations abeut govern-
mental behavier, however, they weuld constitute an econmmic theery of
govermment expenditure.

Government is nev a significant secter of the economy. We live in
a nived economy, and econaomics should be concermed with the perfarmance
of mixed economies and with ways to improve their performeance. As noted
earlier, we knov far too little regarding the bshaviar of business firms,
and we weuld be still more st sea if it were not for our pertial under-
standing of "natural selection." When we twm to government, we do not
have even that aid, because we understand even less about the process of
natural selection in goverment. Perhaps the time has come to develop a
theory of government behavior to supplement the theory of the firm.

The research of several economists -- among them Renald Cosse, James
Buchanan, and C. E. Lindblom -- bears on the development of such a
My.(g) Because of the importance of the subject, a great deal more
vork on it is wvarrantad.

The econemics of the govermmental unit could be important in
connection wvith several types of policy decisions. First, it would be
pertinent to deciding whether an activity should be conducted by private
firms or public egencies. Existing theory tells us that mmerous activie
ties will be conducted inefficiently if left to private firms, because of,
say, imperfect campetition or external econcmies and diseconomies. Thare
is often e tendency -- perhaps because we have no econemic theery of
government behavior -- to assign such activities, without much
question, to a government agency. We apparently simply assume that
a public sgency autamatically behaves in the public interest. As
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Gearge Stigler has pointed out, this is like the decision of the Bmperor
vho was to judge the performance of two singers and avarded the priss
to the second af'ter hearing the first.

Next, the economics of g ernmental units might help shov vhat
methods, techniques, or "systems" should be used to carry out certain
activities assigned to the public sphere. The analogy to managemsnt
science i5 clear, but the choices, for example, in or ameng modss of
transportation, have always been regarded as problems of econemics.

Another type of palicy decision on vhich a thsory of government
behavior would have e bearing is the choice of the institutional freme-
work in which a governmentel activity is conducted. Often the costs
and reverds confrouting an agency pull it irresistibly toward wrong
decisions from the natien's stendpoint. With 2 better undsrstanding of
organizational behavior, we might be eble to devise institutional
arrancements sucn that en agency'e costs end rewards (including the
costs of offending certain groups and the rewards from pleasing other
bargainers) would more nearly coincide with the costs and rewards to the

nation.

What does management etonomics have to do with desveloping an
ecananic theory of government behavior? It may have a great dsal to do
vith {t. Management econcmics is concerned with the internal or manage-
ment problems of governmental units as well as those of business firms,
and stulying mansgement problems inside government is almost a sine qua nen
of developing an econamic theory of government behavier. Operstions analy-
sis for a governmental unit reveals much mere vividly than armchair specu-

lation the criterion problems that beset government officials.
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Analyses of managerial pxoblems in defense planning, in resource
development, and in local activities such as urban transportation systems

or the operations of port authorities suggest how complex the decisions
are and hew little we knov shout govermment units' behavicr. At the same
time many of these analyses of governmental operations have pointed the
vay to greater efficiency. Eventually the cumilative effect of such
studies may provide improved insights into governmentel behavior and there-

fore improved behavioral inputs in economics.

III. MANAGERIAL ECONOMICS AND NORMATIVE BCONOMICS

Finally, management economics should be able to contribute in another
way towvard the achievement of the aim of normative econamics. Speaking
scmevhat loosely, we can say that the cbjective of normative econamics is
the maximization of the value of output in e national (or regimal oar
world) econany. As noted before, mansgement resarch can contribute if
it can increase the efficiency of business and governmental units. This
contribution would take the form of improvemsnts, not in econmmic theories,
but ratber in production functions. Here we refer to managerial economics
that pays off, such as the recent research on a barge caupeny's scheduling

(10) or, for & governmental unit, the studies of traffic for the

(1)

policies
Port of New York Authority. A type of enalysis that is quite premising
for both firms and govermment is Allais' applicatiom of statistical tech-
niques to prospecting for minerals. l?)

To viev successful managerial analysis as bai;xg itself e feedback
to econanics may conflict with traditional definitiaons of economics, Yet,

as pointed out befare, the dividing line between economic and management
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problems ic a hazy one, and the concern of economists about productivity
in the narrov eense goes a long way back. All means of increasing produce
tivity are of interest in economics.

Does this line of argument "prove too much?" Does it expand the
province of econamics uareasenebly so as t© include, for instance, analysis
of the consumer and improvement of his efficiency -- say by helping him
to be well-informed and to choose "ratienally?” Does it expend the domain
of ecomnanics to include the analysis and promotion of technical progress --
tasks normally left to psychologists, scientists, and engineers?

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
are really desired, we should drawv the boundaries between disciplines more
praguatically, less arbitrarily., The relevant questions are: (1) Wmat is
important for incressing the velue of output? (2) Can trained economists
and their kit of tools be useful? (3) Can management econamics be helpful?
Whatever tools, disciplines, and activities can increase the valus of output
should be used. To us, results that expand national ocutput seem like
economics, But it doesn'‘t really matter vhether some result 1is called
management ccience or e feedback to econamics. What would matter would be
the failure to use all of the tools or skills that can increase total out-
put. Failure to use part of them because of arbitrary boundaries would be,

to say the least, a sterile socrt of traditionalism,

et ottt i R - ——
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