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knowledge, managers =-- decision makers -- tend to follow one of two procedures.
They can try to maximize the average excess of returns over expenditures or of
satisfactions over dissatisfactions or, alternatively, they can ignore averages
and concentrate upon such possibilities as "making a killing" or of "surviving."
The decision maker who concentrates upon making a killing is often "shooting for
the moon'' because if he does not make it he is going to go broke anyway. On the
other hand, the decision maker who has something to lose in a risky situation
may have a primary interest in survival. In such instances, he may select a course
of action in which the worst which can happen would still permit the survival
of his business. 1In between these two extremes, there are many possible strategies
which may be more appropriatz to the special situations in which individual farmers
or decision makers find themczelves. In situations of imperfect knowledge in which
all real world decision makerc find themselves, it is inappropriate to assume that
all decisicn makers do or sghnuld maxzimize "average, expected net return.” In some
instances it is far more apprcpriace for managers to mcke decisions which guarantee
survival. In other inatances the right decision would include the possibility of
making enough money to get out of an untenable, low income position.

Yet, I fear that farm managem:nt researchers, extension workers and extenders
of credit to farmers often set up ibudgets and repayment schedules using normal

prices and normal yields in an attempt to estimate porral or average, expected

net income. After doing this for a series of glternatives, the alternative with
the highest average expected net is often recommended. A sounder principle to
follow is one of finding out enough about the situation which the borrower faces
and the values which he holds to determine whether it would be appropriate for
him to maximize average expected returns, shoot for the moon, or play it safe by

guaranteeing survival.




"

Insurance and chance taking.-- An interest, however, in survival and in

substantial gains does not necessarily preclude analyzing insurance and chance

taking problems in terms of maximizing average expected net returns. There have

been some interesting developments along this line in the theory of insurance and
chance-taking which are worthwhile placing before you. For a long time, economists
regarded insurance as the avoiding of risks and chance taking or gambling as the
seeking of risks. So regarded, it was inconsistent for a man to simultaneously
insure and take risks at unfair odds. Yet many of our obviously competent decision
makers did both. This bothered people who worked with the theory of management.
It should also bother people working in the field of agricultural credit as we
would all like to see managers who are inclined to protect their present holdings
with insurance but are, at the same time, willing to take scme chances for important
geins.

One of the great mathematicians of our time, Von Neumann collaborated with
an economists named Morgenstern to develop a theory which makes it reasonable for
a manager to simultaneously insure-and gamble. Two other workers, one an economist

and the other a mathematician have done much to ellaborate the findings of Von

—— —_—
University of Chicago. The theories which these men have developed and ellaborated

Neumann and Morgenstern. These two workers are Friedman and Savage from the

have been checked and found reasonably valid among 1075 farmers located in seven
midwestern states, North Dakota, Iowa, Kansas, Kentucky, Indiana, Ohio, and
Michigan.

The theories state if a person attaches increasing importance to successive
increases in income and increasing importance to successive decreases in income
and try to maximize their average incomes over time, it is logical both to insure
at unfair odds against large risks and take unfair risks for large gains. The
point, in the case of the gains, is that the last dollars of a large gain can be

worth enough more (in personal subjective terms) than the first dollars of that
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July 17, 1961 L-14591

Professor Mason Gaffney

University of Missouri

College of Agriculture

Department of Agricultural Economics
Columbia, Missouri

Dear Mase:

Meny thanks for your kind and informative letter. I delayed replying
because, apart from my normal lethargy, I was trying to work myself
into a sufficiently equable frame of mind to read Eckstein's review.
Jerry, as he always is, was broad-spirited enough to send Otto a note
thanking him on the review. I guess I should write too, but I'm not
up to it quite yet.

Of course, we are somewhat vulnerable at all Eckstein's points of
attack. Even if we are, in some ultimate sense, really right on the
points of issue, I am all too aware of many of the weaknesses =-- of
fact, of reasoning, and of presentation -- in our labored product.

On the water law item, for example, I can't imagine Eckstein holding
to the position he takes had he been femiliar with as impressive an
illustration and argument as that contained in your "Diseconomies..."
paper. Incidentally, you really should send him a copy of that. If.
you haven't already sent the copy, you could twist the knife a bit by
Just saying that you're sending it to him at my request. Your position
on the land value question saves you from any risk of being called a
fundementalist!

On this last front, and just to show how little of a fundamentalist

I am, let me remind you that you never answered the question as to

which citrus company to sell short. Incidentally, I was on a doctoral
committee the other day in which the student had been working on agri-
cultural trends in California. He alleged that citrus acreage was still
declining (replantings are less than removals), and he wasn't anticipating
any reversal of that trend.

Turning now to your comments on the risk question, I think I said that
stocks yielding more than bonds was a "notorious" fact, which of course
freed me from the need to provide evidence. Since you put me to the

question, I must frankly say that I don't have the evidence at hand --
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Professor Mason Gaffney - L-14591

but I'm still convinced that the fact is notorious, unless of course
one makes a peak-to-trough comparison of stock and bond yields. (I
could look up the statistics, but then I wouldn't finish the letter
today.) I would be inclined to explain boom psychology excesses in
land and elsewhere not as representing illustrations of positive pre-
ference for risk (dispersion of return), but rather as being based
upon cumulatively distorted evaluations of the mean level of future
returns, in which case risk-bearing would really not be involved at all.

I think that your line of argument concerning lending costs (regarded
as a special case of transaction costs) is quite correct, and I agree
that in principle it leads to divergences among the equilibrium rates

in isolated sub-markets. More work needs to be done here, certainly,

to gauge the magnitude of this effect. In general, I consider the capital
funds market to be one of our most perfect ones, and so

“myself much about this consideration -- perhaps I should have. The dis-
tinction between lender's risk and equity risk (and also the levered
risk of the equity-holder after taking on a more-or-less risk-protected
lender) is vital -- of course I so structured my simple model as to
avoid this problem as well as such considerations as those arising out
of the law of large numbers. Who's to take the courageous step of
working these in?

Cordially,

(Qu<

ack Hirshleifer
conomics Department

JH: 1f

cc: Prof. J. W. Milliman
Indiana University
School of Business
Bloomington, Indiana
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