.

JH 7

SELECTION AND IMPLEMENTATION
THE ECONOMETRICS OF THE FUTURE

RAGNAR IFRISCH
Tniversitetet @ Oslo - Sosialgkonomisk Tnstitult - Osla - Norge

What T am going to present to vou today is in all humility
a frontal attack on a ghost that has been haunting all of us for
the last generations, whether we want to be classified as be-
longing 1o the West or to the East or to the uncommitted coun-
{rics, which, with a few exceptions, are the countrics in Afro-
Asia and partly in Latin-America that are now striving towards
rapid economic and social development.

I can do nothing better than to begin by quoting the intro-
ductory part of the program of this Study Week.  And, inci-
dentally, this introduction is a significant indication of the pro-
found understanding of the basic problem of our times which
the organizers of this Study Week, with the blessing of His
Holiness the Pope, have had. The introduction begins with
these words, and 1 quote:

« Modern economies are extremely complex and both theory
and practice show that the free play of individual choice does
not gnarantee, as used to be thought, favourable results for the
community.

Once this is admitted it is obviously necessary to provide
suitable informative and control instrument and fix the targets
which the economy is aiming at ».
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I think it is fair to say that the free market system has two
advantages: (1) its simplicity and (2) its effort-releasing effect.
But it has one fundamental shortcoming: it does not assure the
realization of specific preferences, such as a high rate of eco-
nomic growth, a distribution of income and wealth based on
social justice, aid to special social groups, economic develop-
ment of lagging regions within the country, development of
special agricultural and industrial sectors (for defense, health
or humanitavian reasons) ete. The purpose of wise planning is
to realize many such special goals, while retaining as many as
possible of the advantages of the competitive system,

We wish to search for some better economic system to
replace the time-honored system of the free market economy.
But in that scarch, we encounter a ghost that has been haunt-
ing all of us for the last generations. It has been the samne
ghost we have encountered regardless of the direction we have
chosen in onr search for a better cconomic system,

This ghost is human nadure itsclf.  Some people are alert,
full of initiative and driving force, full of the active and unsel-
fish desire to apply all their abilitics to the economic and social
betterment of their country and to that of mankind as a whole.
But, alas, the pereentage of people possessing these virtues is
small, very small indeed. Many people are, more or less, dull
and sclfish and can be induced to make a personal effort only
if thereby they can obtain some tangible advantage for them-
selves or to the people close to them. 1n this connection, the
ceonomic advantage will often stand in the foreground.

Therefore, the historical challenge, facing us as economists
and social engineers, is to help the politicians work out an
ceonomic system built upon a set of incentives, under the im-
pact of which the economic activity will be satisfactory from
the viewpoint of the economy as a whole, cven if the behaviour
of many individuals is essentially selfish. We must find a means
of circumventing the human obstacle to human progress.

[e7) Iovis t I
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It is this means about which I am going to speak today.

To size up the nature of the problem, let us review briefly
the directions that have been explored in the search for a better
economic system. Ronghly speaking they may be classified
into three groups.

The first direction, one characterized by a very mild devia-
tion from the traditional market type of economy, consists of
admitting only monetary and fiscal instruments in the attempt
at steering the cconomy. The human behaviour patterns at the
various levels of society are such that, in this mildest form of
attempt to steer the cconomy in a desirable direction, one faces
a fandamental choice between inflation accompanied by fairly
full employment or a reasonably stable price level accompanied
by less than full employment of labour and other resources.
A precise deseription of the situation would, of course, neces-
sitate specifications of a number of details, but the choice 1
have mentioned indicates the essence of the matter.  This
choice is strikingly illustrated in the famons Samuelson-Solow
meni. This menn consists, as voun know, of a curve applicable
to the United States” economy and showing how rapid an in-
crease in the price level we must be willing to accept in order
to reduce the unemployment percentage to a given level.  An
even more important fact is that monetary and fiscal instru-
ments alone are not sufficient to assure the fulfillment of the
highly specialized preferences we may have regarding the re-
sults to be obtained from the community’s economic activity.
The mild form of steering about which T am now speaking
might perhaps be described by saving that it is a timid attempt
to introduce a small amount of enlightenment into that which
I have called, on several previous occasions, the unenlightened
financialism.

The second direction in the scarch for an improved eco-
nomic system deviates a little more from the traditional market
economy. It consists of admitting state intervention of various
sorts, aiming at influencing directly the quantities of goods



1200 PONTIFICEAY, ACADEMIAE SCIENTIARVM SCRIFTA VARIA - 28

and services prodnced or consumed.  Among the attempts in
this direction fall numerous sorts of quantity regulations - - in
particular, state control of investment in physical capital. In
some cases, this has been combined with nationalization of
existing big enderprises and/or with the establishment of new
state-owned or state-controlled enterprises which are to operate
alongside the still remaining private enterprises. A common
characteristic of all these arrangements has been their opera-
tion under a monetary and financial machinery which, in all
essentials, was to remain of the traditional type, meaning that
we are still confronted with the Samuelson-Solow menu and
facing tremendous administrative problems, including problems
of loyalty and morale.  These, T think, are in a nutshell the
characteristics of the mixed economies scen emerging in many
countries today.

The ghost has performed in his typical manner in all these
pursuits. Quantitative regulations of the prescriptive type have
a tendency to kill initiative and make the activity inflexible,
inefficient and stationary.  And state administration, hecase
it takes away both the stick and the carrot which function
under a h;ml compelitive system, has a tendency o eliminate
a large part of the driving force for personal effort

Finally, the third divection in seareh of a better economic
system, is represented by the more spectacular deviation from
the traditional market economy which is found in the centrally
steered economies of the East.

This more radical departure from the traditional market
ceconomy has prodoced signal resulls in economic development
that cannot be explained away by any amount of ingenuity
and mental effort on the part of conservative economists and
statisticians.  But the sime ghost has acted in his typical man-
ner also in these more determined attempts to escape the short-
comings of the free market system. There exists, indeed, an
overwhelming amount of evidence from centrally planned eco-
nomies showing that the active and positive participation of
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individual enterprises is not released through a system of quan-
tity targets (gross outpul measured in volume indices) estab-
lished from above. Nor, is it nossible to achicve the desired
results by such a simple system of incentives as that-of "paying
a premium to an enterprise according to its overfulfillment of
the centrally established quantity targets or according to its
ability to increase its volume index of actual gross output over
that of the preceding vear.

There are several reasons for the failure of such incentive
systems. One is that quantity fargets, established from above,
may induce the enterprise directors to conceal their true pro-
duction potential.  Another is that they do not encourage di-
rectors to use immagination and effort in economizing of input
clements. A third reason is that these systems do not induce
these directors to help rationalize production and realize desir-
able imvestment within their specific fields.  And fourth, they
do not offer the inducement to improve the quality of the pro-
ducts, because the establishing of quantitative targets of goods
and services can only, to a small degree, cover the nfinite
varicty of improvements in quality that constitutes a basic ele
ment of cconomic progress.

A few examples will suffice to indicate the nature of the
expericnees one has had. In the Soviet Union, in the period
before 1957, one worked according to what may be called the
ministerial system.  There was one all-Unijon central ministry
for each group of goods. Because of frequent uncertainties of
supply from other ministries, cach minister was tempted to set
up his own ministerial factory for the component pats he
needed.  This led, of course, to inefficiencies of various sorts.
There were also burcaucratic delays in settling questions due
to the scattered locations of enterprises over the whole country.
This motivated the abolition in 1957 of the central ministerial
system and the introduction of a territorial system. However,
this reform only replaced one type of difficulty by another. The
wishes and plans of the different regions were difficult to recon-

Tami Fiic poo -
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cile and make consistent from an all-Union viewpoint.  These
difficulties enconntered in the rvegional compartmentalization
have recently released a desive {o revert, at least in part, to
principles of a more all-Union character.

As a final example, we may mention the Soviet attempt
at circamventing human shortcomings by separating the in-
dustrial steering problem from the agricultural steering problem.
This attempt, as could have been safely predicted, has been a
failure. Tt constitutes a flagrant violation of the basic condition
that a steering system must be comprehensive, i.e. that it must
embrace simultanconsly all facets of the economy. It is obvions,
for instance, that agricultural production depends essentially
on agricultural machinery and fertilizers, and both these means
of prodaction are industrial products.

The snggestion 1 have to make regarding ways and means
ol finally killing the ghost, or at least subduing him to some
extent, is not presented, of course, in a naive belief that here
is an o« open sesame o that will, in one stroke, solve all dif-
healties.  Rather, it is a suggestion as to a way of [hinking
which T believe is a conditio sine qua non for veal progress in
our scarch for a solution,

We L begin by making a clear-cut and precise_distinetion

between two phases of the steering work:_the selection and the
clween two phases of the £ L Ahe selection

———

The selection analysis is a study of what can be obtained
or ought to be obtained if only one considers the following:
firsty siich basic conditions for the economic activity as the
technoiogical relations and the most deep-rooted relations go-
verning human bebaviowr, e.g. utility and its effects on de-
mand; and second, the preferences regarding the results to
he obtained in the nation as a whole, or in the workd. 1y the
sclection amalysis we pay little or no attention to the system of
economic institutions under which the economic activity of
the nation or that of the world takes place or ought to take
place.

fey) Priseds [
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The implementation analysis is a study of the kinds of
national or international institutions most helpful in bringing
about that particular constellation of the national or world
economy which has emerged as the optimal one in the selection
analysis, or at least to bring about a close approximation to
that constellation:

The selection analysis must precede the implementation
analysis. If we go about it the other way, we would be putting
the cart before the horse.  The selection analysis must be built
on a quantitative decision model, as distinet from an explana-
tory model or a forecasting model.  This will, 1 believe, be a
distinctive feature of the econometric planning work of the
future, since our main concern will be research work on how

the cconomy can best be steered.
In the technical part -— which T shall not discuss in detail
here

a serious warning regarding a very popular « planning
procedure » is in order. It is a procedure that owes its popu-
larity more {o its simplicity than to its real relevance for true
planning.

I'am referring to the popular procedure of initially guessing
at a « reasonable » national growth rate that « could probably
be obtained w, and from this assumption drawing conclusions
regarding the production needed in special sectors of the cco-
nomy, the size of needed investinents, e¢tc. The reason why
this method has become so widely used is to be found, 1 think,

in its simplicity rather than in the fact that it is realistic and
rational.

The special aspeets of the economy, such as production in
the various sectors, the size of investinents, ete. are, in fact,
nol defeymined even if the national rate of cconomic growth is
given. There may be many different development patterns that
all give the same rate of growth of GNP (The Gross National

Product) or of some other statistical measure of which one
may think.
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Nor have we any assurance that the growth rate guessed
at is the optimal one, i.c. the best growth rate obtainable when
the structure of the economy, as well as the special preferences
which have been put up for the course of the economy, are
given.  The optimal growth-rate will only emerge as a con-
sequence of a rational decision analysis which takes as its start-
ing point the preferences and the fundamental data describing
the structure of the economy. To start by target setting, whe-
ther it be a specific figure for the growth rate of GNP or some
other specific target, is again to put the cart before the horse.

Certainly, we must end up by formulating targets; but
before this, there is a long way to go -— namely through the
entire selection analysis.

Note. — The verbatim record of the technical parts of Professor f'riscn’s
presentation is not given here.  Nor are the several mimeographed docu-
ments distributed by Professor Friscu reproduced.  This material will

subsequently be coordinated by Professor Friscu and published by him
separately.

Fogd Friscle - pag. 8

DISCUSSION

ALLAIS (¥)

I said we must be very grateful to Prof. Friscu for his very clear,
and, T would say, provocative exposition of the future of eccono-
metrics. 1 would also say that T have had much occasion to admire
Prof. Frisci’s work. Trom a technical point of view, T completely
agree in general with his position, but his paper also expresses many
views which rest on value judgments and have evidently many po-
litical implications.  Professor Friscy has given his point of view in
a very excellent way as far as clarity is concerned, but [ cannot follow
him insofar as fundamental questions of applied political econamy
are at issue, s paper raises many questions which are connected
with the ordinary work of the cconometrician, but which, it must be
recognised, have a high content of a political nature.

I am sorry that my knowledge of English is not such as to permit
me to express myself with all the nuance of meaning which is desirable
and this makes it difficult for me to specify my personal views clearly
to you. But I think the purpose of this meeting is to bring out
divergences of opinion very clearly and it may perhaps not be without
utility to pur forward a different view from that of Prof. Frisch.

(*) Comments on the Frisci's paper presented to the Study Week.
Only a small part of this paper has been maintained and Professor ALLals
has not had the possibilitv of reading the revised and reduced paper
printed on the preceding pages.

fisl B - pnel o
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1) First, as T already stressed on the first day of this meeting,
I think cconametries should remain neatral, i.e. we must avoid intro-
ducing political views into our discussions.  Personally, 1 would say
that I am a neoliberal, but I think political views should remain
outside the technical discussion of cconometric problems. T do not

accept at all that Prof, Friscir’s paper can be regarded in_any wa
as specifying the main lines of the future of cconometrics, Econo-
metrics is a very powerful tool of analysis but nothing more. In

itsclf, it cannot determine what economic policy should be, but only

analyze observations and derive, in a rigorous way, the consequences
ol specified hypotheses. Had Professor Frisen said in his paper:
« I admit as hypotheses, first, that a competitive system cannot rea-
lize the « high goals of rapid expansion, growth, and social justice,
and sceond that these goals can be effectively realized in a central
planned cconomy », T would not have said anything because from a
scientific point of view, it is always possible and legitimate to make
hypotheses and to discuss the results. But instead Professor Friscu
has spoken of these two hypotheses as if they were well established
facts.

Leonomettics mnst vemain limited (o the disenssion of technieal
questions. Certainly it s possible and admissible (o discuss scienti-
fically the consequences of hypothesis of a political nature, but it is
necessary Lo avoid conneeting them with political and ethical views
and with valoe judgements,

2) Professor Friscit spoke of the « simplicity » of the competitive
system but, T think, the same judgment can also be made on
Frisegt’s -proposals for realizing jnstice and rapid growth, Tooking
for examp'e at the first lines of § 5.1 (page s).

Taking I'riscH’s paper as a whole, 1 would say that things are

much more_complex_than_his paper_makes them_out to be, and 1

By

think we must be very cautious about_all (he statements made,  As

an illnstiation of this complexity T will put forward for discussion
some very important questions on which it is- evident that it is
impossible to follow the FriscH conclusions,

I do not say that FFriscir’s ideals should be eriticised.  On the

SEMAINE D'ETUDE SUR LE ROLE DE
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contrary, I have the same social ideals as Professor Frisew, but |
don’t think that his practical proposals would in any way forward
their realisation. My purpose is to comment on some  postulates
which are generally accepted by those favour central planning, but

which are really very questionable,

3) First question: what exactly are the social preferences Pro-
fessor I'risch spoke about?

Should there be a steering committee
to decide what they must be?

But we mnst be very, cautious here.,
I think the proposition that some political stecring commitiee

shonld
have power to decide the aims to he

or pursued by socicty is in fact
a very questionable one. Prof. Friscu felt that it was necessary to
correct this position, and he savs in his

paper (page 2) that plebisei-
tes could be used,

But, from a democratie point of view, the use of plebizeites is
itself very questionable. There are many difficultics which I cannot
discuss here in detail,  But, for instance, who will have the right to
write the text of the referendum?  This is very important hecause
the answers can evidently he binsed,
seeptical abont  plebiscites
a_very dangerous procedure
using plebiscites to decic

Many Frenchmen are very
to-day. ngbw
and in any case 1 think it is impossible
references are in fact. The
definition of social preferences is a very diffienlt

and complex problem
and I think the purposes of the socicty cannot be decided in a definite
way from a national point of view. There are millions of people who
have their personal and very legitimate preferences. Certainly, there
are many decisions which only a government can fake, '”;t these
decisions are only one element of what Professor Frisen ealls « so-
cial preferences ».

And we must consider not only the central government hut publie
agencies of any kind. It is imposible to reduce the problem of social
preferences to the problem of defining one preference fnnction and
one preference function only.  The problem is much more complex
indeed and from this point of view the procedure which Prof. Frisch
has proposed is not at all satisfactory.
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4) The interest of the community is referred to in the introductory
text of this study weck. But what is the interest of the community?
Who will decide what the real interest of the community is?  Pro-
fessor Friscn would answer: the majority. But in a real democracy
there are many questions which cannot be decided by majority votes.

Minoritics have rights which must be respected. So this question
is again very complex, and personally, I cannot sce in any com-
munity anything other than the superposition of individual interests.
And if this position is correct, it would appear to be impossible 1o
replace individual preferences by a single preference funetion for a
whole socicty.

5) Prof. Friscir has formulated excellently the stress he puts
on the relations which must obtain in all cases between the political
authoritics and the people responsible for planning and he has said
that the political authoritics can correct the plan or use it in some
way. But I would say that, from a practical point of view, this in
quite impossible, heeanse politicians are incompetent in cconometries,
Who is to decide what the fundamental variables of the model are?
Who will decide if the ealentations have been made in the right way
or not? All these gquestions are very difficult indeed, What the poli-
tical authoritics ‘can validly decide is the general rules governing the
decisions to be taken,  Buatl to the extent that millions of decisions
are in question, they cannot be taken by any central agency.  And
the specific value of a market economy is that it provides a very
valuable tool for the organisation of decentralised decisions.

At any cvent, a political assembly can only discuss questions of
principle, and decide the general rules governing the decisions to
be taken. It can discuss technical plans and economic calculations
neither validly nor efficiently.

0) Professor Friscu’s starting point is that the overall purpose
of social policy should be the human personality. T agree completely
with this principle, but the question is: what are the different aspects
of respect for the person?  Again, who will decide what exactly is

[v7] Frisclh - pag. vz
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respect for the person, the rights of the majority, or the rights of the
minority?  Whatever the solution to this fundamental problem may
be, I do not sce it in Friscu's paper.  In any case, majority rule
cannot give a valid and acceptable answer to every question. -~ -

What exactly is social justice?  To speak about social justice is
quite appealing in public discussion, Liveryone is for social justice.
But my own expericnce _has _convinced me_that social justice is_
accepted by different people in very different ways, and as far as
I&m judge, evoryone accepts what is in his interest as just but
considers anything contrary o his inferest asaunjust. Reality, unfor-
tunately, is such we must appreciate that there is no objective con-
cept of « social justice » at all, but only the conflicting interests of
millions of people.

My convinction is that I'rISCit’s paper oversimplifies very cong-

plicated and complex questions and that it is only in this way_that

he can justify the central planning procedure proposed by him. But

as he said himself at the beginning of his paper, simplicity can he

questioned, and o simplify problems is not to solyve then.

7) In Friscu’s paper, everything is derived from the consider-
ation of a single preference function only.  But as I have already
said, we cannot consider only one preference function. And if \\:<-
agree that in parallel with the social preference fanction we st
take individual preferences into account in some way, then there is
no longer a single preference function, but ten million, a hundred
million, and, for the world, three billion preference functions, and
from this point of view I cannot see at all how FRISCH's paper could
work in rcality. The question is much more complex, much more
difficult.  We cconometricians nmst__rvmgmz_(‘m is impossible to

reduce_the whole problem of social organization to a [)Tfﬂ_)h-m of,
central planning. -

In fact and in my opinion, only a decentralized organisation in
an appropriate framework taking parallel account of a market econo-
my and some central decision making by the government in its own
sphere can provide a correct solution to this very complex problem.
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Only in totalitarian socictics can the problem of social and eco-
nomic organisation be reduced 1o the formulation of a preference
function,

8) Professor Frisci has said that there are two things which are
different, and which require to be treated separately.  The first is
what he called the seleetion problem, and the second the implemen-
tation problem. In my opinion, this is absolutely impossible. I am
an cngineer, and T can give you a very good example of such an
impossibility.  In coal mines we don’t know at all what the product-
ion functions are exactly. No engineer exists who can specify what
the production function is in a concrete sitnation.  What engineers
do is to choose between different projects in comparing  their
discounted net present value (in french: leur valeur nette actualisée).
And for this purpose they use a system of prices which only a market
cconomy functioning in an appropriate framework can provide. Thus
it is impossible to separate selection and implementation.  From this

point of view, I cannot sce at all how the Friscn system could work.

We don’t_know _the_prodncti nctions, and correct decisions can-

anl nly be taken in o decentralised system with the help of an_ap

propriate price system.

9) And again, what should be considered as desitable growth?
Growth of population, growth of efficiency -~ is growth really de-
sirable? Some people prefer stability to growth, Personally, T am for
efficiency, but that is a personal and subjective view, Other prople
may prefer the stability of their jobs; they can definitely prefer sta-
bility to efficiency. In fact, growth is not such an unquestionable
‘;;ﬂfll as Professor Friscn was sugpesting at the beginning of his
exposé,

For me what scems in fact desirable is not growth but simply
people’s happiness.

10) Professor Frisen has suggested that the centralized  ccono-
mies have grown faster than the market economics. In fact, at the
least this statement is open to question and personally T think that
it does not conform to the real facts,

[7) Friselh - pag. 1y
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11) Professor Friscn has made some very strong criticisms of the
market economy, and I agree completely with him, At least in some
aspects, I recognize that the market economy has many, many draw-
backs. But such ecriticism should not remain limited only to some
points. It should be extensive.

Rightly, Professor Friscu has critised private monopolics, but
he did not say anything about public monopolies. He did not say
anything about trade union monopolics, the impact of which may
be much greater. Personally, 1 think that the unions play a very
useful role but it seems impossible to me to eriticise only  those
deviations which relate to the market cconomy, without simultane-
ously analyzing the other deviations.

If we want to be objective, we must compare the drawbacks of
the market cconomies with the drawbacks of the politically and eco-
nomically centralised systems. One needs only 1o look at the history
of the collectivist society in the U.S.S.R. to bhe convineed that central
planning has some drawbacks which can do more damage to social
justice than can those of the market ceonomy. The millions of unem

ploved in the United States in the thitties can be compated with

the millions of dead in the U.S.S.R. during the same E(-rim].

Is it scientific to give an idealistic view of the planned ceonomy
by comparing it with the reality of the market ccanomy?  If we want
to compare, we must compare things which are comparable. In other
words, if we look at the reality of market economies, we must at the
same time look at the reality of the collective and centralised econo-
mies. And if we discuss what a collectivist and centralised economy’
would be ideally, we shonld disenss what a market ceonomy working
in an appropriate institutional framework could be, not what it is.
But it is not fair to compare the real aspects of a free economy with
the ideal aspects of a colleetive and centralised ceonomy.

It is absolutely scientific to stress the aspects of the nirkel ceo
nomy, but if so one is faced with the necessity of stressing at the
same time what happened in U.S.S.R. in the thirtics and in the
fortics and what has happened in communist China in recent years.

R T ST 3 e =
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12) H I can add one word about the market cconomy, T wonld
say one thing, namely that the people 1 know who are in favour of
the market cconomy are not at all in favonr of the market ecconomy
as such, as it is. They are in favour of a market economy operating
in an appropriate institutional framework, and if we want to do
justice to the market cconomy, I think it is necessary to study the
institutions of the framework of the market economy very carefully,
before coming to any conclusions.

As T have read in the Friscu paper, we should not rely on the
market cconomy at all, but my conviction is, on the confrary, that
it is impossible to solve the very difficult and complex problems we
have to face without some reliance on the market cconomy.

It is my convinetion that with appropriate rules and in an appro-
priate framework, a market economy can give reasonable partici-
pation in the decision-making process o everybody, amnd to cvery
minority.

13) In conclusion, T greatly admire the scientific work of Pro-
fessor Friscn, but T cannot follow him so far as the main themes
ol his paper are coneerned.,

For me, Frisci’s paper appears as a long and _convincing de-
monstration of the practical impossibility of planning_in_ Frisci’s

sense. Nevertheless, | orecognize that this is a very personal and
mw‘liv(- view.

3ut what appears to me as indisputable is the necessity for the
econometricians to remain neutral,

From an objective point of view, it is absolutely impossible to
define the cconometrics of the fouture by reference to Professor
I'riscui’s paper.

In Frisci’s sense there are in reality at least two, three or may
be ten cconometrics of the future: the STong future, the WoLn future,
the Avrars future, and so on,

Thus, in my opinion, it is not desirable to connect econometrics
with-a social philosophy of any kind whatever respectable it may
be. V\ﬁ} Econometricians must, as such, remain neutral, we must
limit_ourselves to the study of econometrics in itself.

Lozl Friseh - pag. 16
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This does not mean that political science is without interest but
it does mean that we cconomists must remain very cautious about
what the interest of the community, social justice and so on really

are. Excuse me for having been so long and thank you.
/

DoRFMAN

I do not wish to enter into the important and heated discussion
between Professor Friscir and Professor ALLAIS o1 the 1ole and
propriety of social planning, but merely to point out the relationship
between Professor Friscn's paper and my own in two respeets.,

However one feels aboat social planning, one must concede that
political decisions that influence the development of an cconomy have
to be made. For this purpose one needs some criterion for judging
whether social effects are good, or moderately good, or bad and this
is what Professor Friscu’s capital F function does. One must have
something of this sort or no social decisions can be made on any
rational basis.

I do not believe that this social preference funetion can be ascer-
tained, however, by the method that Professor Frisen proposes,
namely by artfully constructed interviews designed to disclose how

people evaluate varions possible states of their societies,  In general,
people do not know how they will make an important decision until
they are confronted with it, and they cannot tell you.  Therefore 1
proposed that we attempt to determine social welfare functions by
inspecting how people have decided in the past rather than by asking
them how they would decide in the future. My purpose, however,
was the same as Frisci's: to determine a seale of social valuces.
There is another significant divergence between us.  Professor
W}M\vccn the problems of selection and
implementation. Jut T do not feel that this distinction ean be

maintained.  The preference ordering of two economic policies de-

pends not only on their consequences in terms of rate of economic

growth, per capita income, level of employment., and so on, but also
on_the implementation side of the policies themselves, for example
-~
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conomic freedom. Thus one éan
compare only states of the cconomy that can be attained by nstru-
ments that are similar in their social impacts and this implics that
constraints have to be brought into the picture from the outset for
they describe the states that can be attained by means of a limited set
of cconomic instruments,

on the extent to whic
m the extent to

KooprMmaNns

I am approaching my comment here in the same vein as Prof.
DorFMAN. T am not addressing myself to the question whether so-
cicty is or should be moving in the direction that Prof. Frisci’s
paper indicates.  Rather, for the purposes of the discussion, 1 am
aceepting his assumption that this is the direction, and speaking
more technically to the point whether the particular layout and
scheme of Prof. Frisci’s ideas is efficiently designed to achieve the
purpose that he has in mind. T have really only two points that 1
woukl like Lo raise in this conneetion. One concerns the very striet
separation of the determination of structure from the determination of
preference.  On this point I find my thinking to be somewhat related
to that of Prof. Arrais. Tt would seem to me that the policy maker
wha is being interviewed in order 1o oblain a representation of his
preferences will be neither able nor willing to be too specific about
these preferences as long as he does not know what the implications
of his indications arc.  He is likely to be pragmatic — not only a
man who thinks abstractly about his own preferences.  To stay in
his position he must respond to pressures and perhaps even threats
in order to be efleclive over a period of time, Even o man of great
wisdom would still have to be aware of what he is expected to do
by a number of groups who have ways of making their desires cffec-
tive.  Therefore if he is presented by an cconometrician with
questions « what are your preferences » oor « what is the form in
which you would mould what you regard to be the preferences that
should guide this planning », he may feel that he is being tricked
even though without such intent. He is not an cconometrician, and
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in fact in order to feel comfortable in the sitnation in which he is
placed, he would have to he not only an cconometrician but an
electronic computer as well. He would want to know what quanti-
tative consequences his indications of preferences would have~in
order to feel comfortable abont the answers he is giving, T wonder
whether a better and a more effective. procedure, which would get
morc effective cooperation, would not be an iterative one. While the
policy-maker is being asked to state his preferences, he would be
assured that this is for a trial run only and that the outcome of the
computation is to he presented only to him or to his associates hefore
these preferences would be considered firm.

My sccond point has to do with the question of preferences heing
necessarily temporary and having to evolve by experience. It s
stated that the broad purpose of planning is, ainong other things,
to realise the high goals of rapid cconomic growth and social justice.
Of these if would seem to me that social justice is the more petnvo nt
one whereas 1apid economic growth is a more temporary one.

Finally T have a point which is put more in the nature of a
question to Prof. Frascn. This has to do with the way in which
the steering prices would be used in order to steer the cconomy. If
the production system has constant returns to scale it would scem
that prices are a poor instrument by which to bring abont moderate
changes in quantities.  The production set is, in a two-dimensional
case, the set of all points that are on or below a way out of the
origin. Them for certain price ratios profit maximizing quantitics
are found in the origin.  For other slightly different price ratios,
profit is the higher the larger the output.  So in a strictly lincar
technology, the response to prices s likely to have a flip flap cha
racter,

Now, one would ask, if the competitive market system that s
prevalent in many countries is, in a way, a model for the steering of
the cconomy by prices, why does that flip-lap behaviour not ma-
nifest itsclf so clearly in the competitive market as T am concerned
that it might manifest itself in the steering mechanism that we are
discussing. 1 believe that in the competitive market system prices

[71 Frisch - pag. 1q
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are very effective in the long run as conveyors of information and of
incentives, but that in the short run a good deal of quantity infor-
mation goes back and forth between suppliers and demanders in all
markets. My question to Professor FriscH is whether in his bleuprint
for the operation of a planning systein he does not need also to
provide for cirenlation of quantity information at all levels, or
whether he thinks prices alone will be sufticient.

MAHALANORBIS

I should like to make a few observations at two levels from the
point of view of a conntry like India.  First, 1 share the doubt
expressed by Dro Koormans whether a political Teader or an admi-
nistrator or someone who is responsible for decision-making would be
able to understand the implications of cconometric choices. Secondly,
even if he does understand some thing at a technical level, whether
he would be able to influence the political or social decisions in
accordance with cconometric consideration,  And thirdly, whether
such a leader would not make mistakes which would have their own
CONSCQUENCes.

I believe there is a0 good deal of validity in the doubt to which
Professor Kooraians has given expression. T have myself continually
faced the type of guestion asked not only by Professor Frisci when
he was in Indin several years ago, but also continually since then
in connexion with planning. LEven when somebody would like, would
have felt it advisable, to make a decision one way, he might have
to remain silent beeause of uncertainties of the political consequences.
This is a serious diffically, 1 speaking from experience. This is,
however, only one level.

At another level, T shoukl very warmly welcome the outlook of
Professor Friscn because T helieve this would he of great educative
value. I welcome this imaginative approach, not because I think a
push-button type of deision can be achieved immediately or even in
a few years but because I believe his outiook and his approach can
be very important factors in an cducative process, at the decision-
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making level and at the level of national planning. I mysclf have
scen during the last ten years in India the beneficial offects which
are coming out of such cfforts, not only on the part of Professor
FriscH and other specialists like him, but also on the part of thdse
who are working on such methods in India. T see a beneficial effect
— not dircetly, but in influencing the thinking of individuals and
groups and making them more sophisticated in their outlock.

I also see a danger if such studies are taken superficially or are
imitated, as such things are apt to be very often in the underdeve-
loped countries, due to fashion or because of the high prestige and
authority of the advanced countries, A superficial imitation of
advanced countries at too carly a stage may and have often become
the most serious obstacle to progress in the under-developed
countries,

ALrars

Can I stress some technical points?  In a mixed cconomy there
are two scctors: the private sector and the public scetor.  So, the
first question I wonld raise is: could the state formulate a preference
function for the private sector? And if so what would this preference
function be?  So far as the public sector is concerned, we meet the
same difficulty. We must consider not only the state but also regions,
citics, public and semi public agencies and so on. Is it possible to
take acconnt of these different operators in one single preference
function?

I have many doubts about this possibility-.

I do not see at all how it could be possible or desirable to repre
sent finally different and probably conit Ling views by one and only

one preference function.

Would it not be better to allow every operator some purchasing
power and to leave him free to use it as he sees fit?

Fr=1 Fricch = pae oy
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[F1sHER

I have one or two points to make.  Both of these are on issues
brought up during the discussion, the one by Professor Koormans
and the other by Professor DoriEMAN.

Professor Keopmans raised the point that small changes in prices
might induce large changes in action. This is, of course, a possibility,
but it is less serious the more different ways there are of doing things.
For example, even if the technology is a linear programming one, the
production possihility frontier will approach a continnous surface if
there are many different activities which cover the entire nonnegative
orthant.

Now the question of discontinuities of this {ype is also relevant to
Professor Dorenian’s remarks and indeed my comment here should
be taken as a comment on his paper rather than on Friscn's. Pro-
fessor DorEMAN wants to present policy makers with shadow prices
when they are at a particular vertex and see what they will do. The
discontinuity problem arises in this connection hecause there will ge-
neradly be more than one set of shadow prices at a vertex, Fach set
will be associaled with movement from the verlex one is at to another
particular one. The allernatives must be presented to the policy
maker therefore inoa form which insures that once he has said he
will move to another vertex he will not then also want to move hack
at a different but still appropriate set of shadow prices.  One must
therefore ask questions which bracket the range of admissible shadow
prices.  Once again, if there are numerous activities, this is not a
serious problem because the sets of shadow prices associated with a
given vertex will not be very wide.

Worn
It seems Lo me that Professor Anvars is dramaltizing the argument
a little. It has not occurred to me that Professor Friscir nor anybody

else believes that it is possible to arrive at something like the actual
truth when setting up a utility function for a political decision at the
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macrocconomic level, The purpose of the device is much more prag-
matic, in the direetion of clarifying the problem, articulating different
political views by specifying alternative targets and alternative instru-
ments, targets and instruments that can be modified from time to
time, the limited aim not being solutions of absolute optimality, but
rather solutions that make workable compromises.  If 1 understand
correctly, Professors DorrmanN and FriscH both adopt this prag-
matic view. Thus it is seen that the pragmatic approach is far from

uniform, and that it leaves room for widely divergent views about
fundamental problems,

Coming to my sccond point, 1 am not altogether happy about
the points in Professor Frisci’s papers and his presentation where
he limits himself to deterministic approaches. Tt is always necessary
to simplify in model building, and it is also granted that deterministic
assumptions are sometimes adéquate; however, 1 feel uncomfortable
when Professor Friscn says that deterministic assumptions are a dash
forward — 1 think it is a dash backward. 1t is an illusion if you
believe that you can get rid of difficulties in economy-wide models by
supposing that you are so precise that there are no nnexplained
residuals in your approach. To reduce the residuals you must stratify
in great detail so as to obtain homogencous cells in your statistical
tables: when the eells become small, however, the Taw of large num-
bers ceases to work and instead of more deterministic regularity you
will run into more randomness and irregularity. The problem of the
model builder is to strike a sound balance between the gain in infor-
mation given by a finer stratification, and the loss in information
when the law of large numbers is weakened. In a sense the residuals
are the back side of the medal of large numbers; they will however
do no harm if they are treated as stochastic variables, and if the
model takes them into account in such manner that the operative use
of the madel is in accordance with the mathematical rules for operat-
ing with random variables.  This last principle takes care of the
pitfalls when a deterministic model is stochasticized. Now as far as 1
can sce the deterministic models considered by Professor Frisch are
not in the danger zone in this respect. At least for ordinary input-

171 Frisch - pag. 23
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output models it is known that they can be stochasticized in accor-
dance with this principle (see my report to the Tokyo session 1960
of the International Statistical Institate).

LEONTIEF

In order to understand somewhat better the implications of Pro-
fessor Frisci’s practical proposals, T would like to ask whether there
would be an objection against allowing people to trade goods and
services among themselves at what one might call black market pri-
ces. In principle at least, the difference between these and the
official shadow prices would reflect the diserepancy between  the
actual shapes of preference function of consumers and their official
estimates prepared by . planning authority.

FRISCH

I have about ten pages of notes that T have taken daring the
discussion. | will iy my best to do justice to everybody, but you
will understand that this is a very difficnlt task in view of the long
discussion and the complicated points at issue.

One of the Prof. Ariats points was that we are discussing the
econometrics of the future and in this connection he said that econo-
metrics should be neutral. Everything, of course, hinges upon what
is meant by neutral. You know that for centuries there has been a
tendency to define neutrality in economics by saying that any ana-
lysis which takes the free market system as an axiom, is « neutral »,
but any analysis that has the audacity of questioning the free market
system is not « neuatral », buat « political » and should therefore not be
allowed to enter into the ivory tower of the scientist.  This has been
the situation in cconomics for a couple of handied years hut this is
not the situation any more. Today we have to recognise the fact that
there are also other economic system that are « in the air » and must
be discussed by us as social engineers. I must add that not only
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are these systems “in the air™ today, but I think they will continue
to be so. T even think they will constitute the main object of our
discussion in the future. If we are discussing the econometrics of the
future we have to recognise this, and T will state a personal bélief
that 100 years from now our grand-children will devote practically
all their efforts to the study of those models that deviate from the
free market system.  They will use only an infinitesimal amount of
their cnergy discussing such things as, say, the stability of the
equilibrium in a free market system. This is my conception of the
cconometrics of the future. A second point that was raised by Prof.
AvLrals was regarding social preferences. He objected o these prefe-
rences being decided by the responsable political authority.  To this
I can simply answer that so far there has not been invented any other
machinery than the political one, for steering an cconomy. We have
to accept this as a basic datum in our scientifie researches,

The purpose of this conference is not to go into a complete
discussion of political theory and describe the whole list of political
system that are conceivable.  But some political system there must
be and some authotity has to decide in the end. This T take as my
starting point. | simply aceept the existence of o political authe iy,
whatever its natare may be.

A third point mentioned by Prof. Avrars: Who can decide on
what magnitudes onght to be attributed to the varables?  The
politician cannot do it hecause he does not know cconometrics.  The
answer to this question hinges upon the distinction between the gross
and the net form of the preference function. Of course the politician
does not know the depth of econometrics. This is precisely why the
scientifie analyst in his interview with the policy maker has to con-
centrate on the gross form of the preference function, on the « Santa
Claus » form of the preference function.  From  the purely
psychological point of view you may, of course, interpret the word
gross as anything under the sun. Bot this i< not what T have done,
I have put up a well-defined model, T have defined my concept of
gross and net. So therefore I must say that 1 find Prof. ALrals’
remark in this particular connection absolutely irrclevant to the di-
scussion of my paper.

Fao=t Fei o b v



With regard to Prof. DorrMAN's intervention | believe 1 got the
sense of what he said when he compared my approach with his own,
He would rather prefer to take as a starting point some sort of
optimal solution, and then subscquently proceed to a discussion with
the politicians perhaps using a0 sort of iterative procedure in this
diseussion.  On this score there is, 1 think, a very little difference
between Prof. DoremaN's point of view and mine. It is simply a
question of how best to shape the interviewing technique.

Prof. Doresan also mentioned the possibility of presenting dif-
lerent described alternatives 1o the  politician and  letting him
choose between them. Possibly, that is not precisely Professor
DorRFMAN's point of view, but it is certainly the point of view of
somebody else aronnd this table. So I think it merits being drawn
into our discussion.  This is a very nalural view point, a very simple
one. The idea is that the experts should work out different alterna-
tives. These alternatives should be listed on a big sheet of paper or
perhaps cach alternative on its own sheet of paper.  And then all
these sheets of paper should be put on the politicians table and the
scientific expert shonld siey -« Now, please, ont of these alternatives
choose the one you like. »

To me, this is an absolutely impossible procedure and 1 will
cxplain why.  You can use this method if yon have a very very
small model with {wo, three or four variables, beeanse then the
mumber of possible alternadives is so small that the situation can be
grasped. But if you have a real programming problem with hundreds
of variables and thousands of possible alternatives, as you will have
lor instance in an under-developed country that strives towards in-
dustrialization with a long list of investment projects, you will find
that the method of listing alternatives can produce nothing but com-
plete confusion. You would simply be facing what an expert mathe-
madical programmer would call information death.  You wonld be

killed by the amount of information,

You must proceed in another way, you must proceed in such
a way that the computing machine takes over the task of keeping
trace of all the alternatives,  1f you are going to do that, there is
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absolutely no other way to proceed than hy starting to define a pross
preference function, a preference function in the « Santa Claus »
sense. That is the only way to proceed.

This is of course not saying that any solution that comes out of
the computing machine is poing to be presented to the politician as
the sole and final solution. Tt will certainly be necessary to proceed
through a number of iterative steps, with contact between the poli-
tician and the scientific expert. [ have frequently spoken and written
about the need for a contimous cooperation between. the politician
and the seientific expert. The iterative steps must be in the following
sense. You start with a first and tentative formulation of the policy
maker’s gross preference function.  You run the solution and yon
come back to him and say « Now, this is what T found - is thi:
what you want? .— Then the politician will serateh his head and say:
« Oh, no this is not really what I had intended. »  Then vou will
have to start a conversation with him trying to find out more pre-
cisely what he actnally desires. You proceed to a second approxi-
mation to his preference function. And so on until you finally arrive
ata preference function and the corresponding solution hoth of which
the policy maker can aceept.

Prof. Keorsans had an important point when he said that the
policy maker is not willing to give np his own ideas regarding the
structire of the economy. This is -— as | said very explicity in my
first presentation — precisely the point on which you must concen-
trate most of your attention in the discussion with the politician. You
must make him give up his own ideas, about the structure, Why?
Because if he does not do that, you will not he able to help him, Itis
like a patient coming to a doctor. The patient has some preconceived
ideas ahout how to solve the problem of his sickness, The first thing
the doctor must do is to try to get these ideas out of his head. If
somebody is sulfering from a psychintrie disease and he wants to
jump out of the window and kill himself, what am 1 going to do?
I drag him by the neck and give him an injection. That is the first
part of the treatment. 1 am not starting to argue with him at that
moment. But when he is quictened down, T start to talk kindly to
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him and try to explain to him that his own way of solving his pro-
blems, namely to jump ont of the window, is not a good solution.
The solution that is really good for him is of an entirely different
nature. And I will try to help him find that solation.

KoorPMANS

There has been a misunderstanding, and [ must express myself
sufficiently clearly. 1 was not pleading that a policy maker’'s own
idea of the stracture be respected. T was pleading that when a policy
maker is asked for his preferences, that he be given a chance to sce
the implications of confronting those preferences with the econome-
trician’s model of the structure, so that he knows what is implied
in the first indication of his preferences - - and 1 think that in your
answer to Prof. Dorrman you have already dealt with my point.

Friscir

I think this has cleared the question up perfectly, What Prof.
KoorMans says right now is just what 1 said a little while ago about
the iterative process in discussion with the policy maker.  But it is
essential that the process be iterative in terms of complete optimal
solutions.  And if you are going to have any complete solution, you
must start by a preference function, trying to lead the politician’s
mind completely away from his preconceived ideas of the structure.

~ Prof. Koormans had a second point which is really covered, 1
think, by what we have already discussed. « The whole thing must
evolve by experiments ». I think that those were the words used
by Prof. Koopmans, and of course my answer is absolutely « yes ».

A third point raised by Prof. Koormans was about prices, how
they can be used as means of implementations,  He draws particular
attention to the fact that you may have an economy with flip-flap
cffects of price changes. This is completely correct. And, as a matter
of fact, T think that 1 have myself in some cronometric papers poin-
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ted out this fact. In linear models the problems may look very dif-
ferent from what they look in elassical production theory. So there
is absolutely no difference of opinion on that, But in my system
the optimal prices have to be applied to specific enterprises and, of
course, in any given enterprise you certainly have very definitely an
economy of scale, henee a non linear effect,

You have to a large extent a continuous and non linear process.
You do hot have a constant return to scale ad infinitum.

There are quite a number of pages of the paper T circulated,
where T speak about non lincarity, bhut unfortunately there was no
time to go into it in my oral presentation

Let me now say a few words about an aspect of non linearity.
Suppose you consider a plant that uses cither one of two factors of
production.  You want to influence the dircctor of i plant by
formulating incentives in such a way that: 1) The plant produces a
certain amount of product; 2) It uses one of the two alternative
factors of production rather than the other. Then you may consider
nsing two non-linear incentives. Yon may define a preminm as a non-
lincar function of the amount produced, and with 2 sharply-defined
maximum at the point corresponding to the quantity which you want
to see produced. At the same time yon may use an other preminm
regarding the choice of factors of production. Now this is, of course,
a very simple example, but something similar can be used in other
and more complex cases. You will readily recognize, however, that
to work with a non-linecar premium is a rather complex affair. You
might perhaps do it in certain cases of very great importance but it
is absolutely impossible to do it in all the micro-cconomic details
which you have to face when you want to steer an actual economy.
That is why I puat so much emphasis on this specific accounting me-
dium which is derived from the system of optimal prices. Such a
system of incentive is, of course, linear but it may to a large extent
be protected against flip-flap effects for the reasons | mentioned.

Prof. Isarp at this conference always reminded us that we
had to think in terms of regional problems, and I am glad that he
has always insisted on that. For my own sake 1 have not disregarded
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this problem entirely in oy previously writings, 1 have here for
distribition some big mimeographed sheets which show a work we
have been doing at the Oslo Institute of Economics, on the prineiples
of how to study the interrelations between three countries.  This job
was done primarily by a Swedish economist, Mr. Tom Kronsjo, who
has been working with us for quite some time.  He uses my system
of notation.

tf any of you are particularly interested, T have a few more copies
for distribution.

Prof. Masaranosis, | must exeuse myself it T have not got your
point quite straight.  There is quite a distance along this table a.n(l
misunderstandings may arise.  As T understood it your first point
was this: the politician will not be able to understand a scientite
question. My answer is: of conrse he will not, If yon put up to him
a deseription of some 450 dependent variables and 31 degrees of
freedom he will be entirely lost. But T don’t suggest that you are
to put up to him such a system. You should only put up to him
very simple questions, one at a time. That is the basis of the inter-
viewing technique. 1 am absolutely certain that if yon can lmv(.- a
quite and not too rushed conversation with the policy maker, being
carcful that he understands your questions correctly  then very
meaningful resalls will emerge. T am not stating a theoretical
hypothesis, but basing my opinion on aclual conversations with
leading politicians  including the Chiel of Prof.  Manairanonis’
conntry, .

Prof. AvLats spoke about the difficulties of constructing a pre-
ference function.

His main point here was that we have many ditferent preference
functions, the preference function of different groups, oi different
persons and so on. Of course we have, T have, for instance, found
in my interviewing of high ranking officials that the Minister of Agri-
culture will have different preferences from the Minister of Education
or the Minister of Industry. Similarly there will be differences bet-
ween regions of the country and, perhaps cven more important, dif-
ferences of opinion of what should be done in a group of countries
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that are entering into some from of co-operation. Shonld some in-
dustry be located in country No. 1 in this group; or in country No. 27
Which one of the countries should concentrale on agriculture, cte.,
There may certainly be differences of opinion in these questions ind
I think, T have fully realized this problem and T have made at least
one attempt to overcome it This is presented in pages 28 to 37 in
the blue pamphlet. T have written nine pages about this particular
problem but you will forgive me for not having been able to squeeze
this into my oral presentation. 1 am referring to the section on the
construction of the coalition preference function.  So my feeling is
that I have not neglected the question of differences of desires.  But
somehow such differences musst be ironed out if the ceonomy of the
country is to be steered and not be left to drift whither the wind
blows. Tt is the task of the political machinery to solve the problem
of differences of opinion.  We a3 cconomists have to accept that
solution.

Prof. Arrars said he had the feeling that this decision problem
is solved in the free market system. My answer is that the optimal
solution corresponding to the desires of the political authority can
never be realized by the free market system, or more precisely there
is a probability of measure o that it will be. Why is it so?  Because
the free market svstem does not openany possibility of expressing
political preferences or preferences of a very special sort. There is a
great number of special political preferences, T have mentioned
some, 1 could have mentioned many mote. The problems are specific
and they are great in number, [ would like to sec somebody sit down
and list a number of these specific: preferences and then set ot o
prove that the free market system will realize all of them simul-
taneously.

Prof. Fisuer when he went to the blackboard referred to some
specitic vertex of the admissible region, and he suggested that we
may take this vertex as the starting point for a marginal analysis
and discuss the matter of optimality with the policy-maker by start-
ing from this vertex. At least that is what I got out of Prof. FISHER’s
intervention. This is very much against what 1 have tried to say.
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The politician will not even understand what s an admissible region.
You must pul up to him some questions that are muoch simpler,
These simpler things are precisely what is included in the interview
technique 1 have suggested.

Prof. Worp, in the first part of his intervention, was so much
in line with my own thinking that there is no need for me to go
into that question al all,

Subsequently Prof. WoLp mentioned the deterministic approach
as compared to the stochastic approach. As T have said, T am abso-
lutely in agreement with him on the ultimate need for introducing
the stochastic viewpoint.  Worp rather had the feeling that we had
to introduce the stochastic viewpoint already from the beginning.

Then he said that if we don’t do that our analysis won’t he a
dash forward bat rather adash backwards. My answer is: if we try
to introduce the stochastic viewpoint from the beginning in these
immense models we are facing an impossible task.  There will be no
dash at all, whether forward or backward. The minimum factor at
this stage is a technique of handling a great number of variables. Re-
garding the wltimale goal there is complele agreement hetween Prof.
Worn and myself. Ultiniately we will need mmltivariables techimiques
combined with probability theory.,

Leontier mentioned a0 very important point,  He spoke about
black markets. There is always a danger of developing black-mar-
kets or grey markets. Patticularly so il vou stick 1o the traditional
money cconomy with prices that move according to where the wind
blows. If there is an excess supply, the prices decline, and if there
is.an excess demand the prices rise. And that is that,  If you use
some sort ol price regulations, you are bound to encounter a {en-
dency forward grey markets and black markets. My answer then
will be this:  In the first place, you must remember that T am not
speaking about trading prices in the ordinary monetary sense. Cer-
tainly you must have money to buy the small everyday things, but
this after all is a minor problem. I am speaking about the accounting
medium derived from the selectionally optimal prices to be applied
to the big questions of influencing the policy of individual plants, and

[v7 ] Friselr pag. 30

SEMAINE D'ETUDE SUR LE ROLE DE L ANALYSE ECONOMETRIQUE ETc. 1220

in this context, the questions of black markets and prey markets
emerges in a different setting. It is not saying that you will not have
some form of tensions. This is implicite in the concept of « steering »
as distinct from « letting it drift ». Certainly you must try to consti-
tute your system of incentives in such a way that there is as little

tension as possible. But it is impossible to avoid tension all together,

ALLAIS

I apologise for taking the floor again, bnt it is only for a few
minutes, for clarity. In Prof. Friscirs paper, there were in fact two
sort of things, firstly political views and valne judgements relating
in particular to the market cconomy and, secondly, technical analysis
of certain points. I wonld not have raised any questions about the
first part if Prof. Friscn had said the view he expressed were
personal views.  But they were presented in such a way that the
uninformed reader might think that these views are indispulable and
correspond to well established facts.

I appreciate that Professor Frisen can give a personal defiition
of growth, but in fact he says that a free market system cannot
ensure the realization of rapid cconomic growth. In this context
the word growth is clearly used in the wsnal sense and not by
reference to another particular definition,

As far as the future of cconomic planning is concerned, perso-
nally I am not against any study of the theory of planning. On the
contrary, I am very much interested. 1 think this type of work can
be very useful, but on one very definite condition, that is that this
theory he expressed in a very neatral form, withont expressing defi-
nitive and dogmatic value judgments about what a market cconomy
really is or what a central planned economy really is. These questions
are details and T don’t wish to make too much of them.

sut y put four fundamental questions which are very technical
and T apologize if T was not able to express my thinking sufficicntly
clearly, I think Professor Friscn has not answered these four
fundamental questions in a satisfactory way.
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First question: when Prof. Friscn spoke a few minutes ago of
the question of preference funetions, he said that he had dealt spoken
with it in his paper and mentioned especially pages 36 and 37. 1 have
read them again.  1f 1 understand Prof. Friscu’s point of view
correctly, what he is proposing in fact is to construct a preference
function (page 37) but, again, he esteems it desirable to have only one
preference function and 1 personally consider that this reduction is
not possible and not c¢ven desirable.  If we consider different prefe-
rence functions, for instance two or three only, although the number
has no importance, the nature of the optimum problem does change.
In any case, from an ethical point of view, this point is also quite
important, because if there is but one preference function, this means
that some people will have power to define this preference funetion
according to their own preferences. Many criticisms can then be
raised. Thus my first question is: Does Professor Friscu propose
consideration of only one preference funetion or is he ready to con-
sider a plurality of preference functions without attempting to reduce
this plarality to one only?

The fact is that he seemns to hmply that it is possible to reduce
a pivrality of preference functions o one only which would be
maximised. I this possibility does not exist the paper’s entire rea-
soning is deprived of its foundations.

My sccond point was that — and perhaps 1 was not sufficiently
clear this morning -~ in general we don’t "know the production
functions at all and if we don’t know them, I cannot see how
Frisci’s system can work.

My third paoint is that it is not possibie to separate selection and
implementation, because in general we don’t know the production
functions.

And fourthly, it appears to me that it is impossible to reduce the
whole process of decision-taking to o dialogue hetween politicians
and planners. Thus, my question is: Doces Professor Friscnr intend
to plan the whole economy or only once part of it in the manner
he described? In the first case, decentralisation would be impossible
and the economic system would be very inefficient.

[17] Frisch - pag. 34
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I'riscn

First point raised by Prof. Arrais: It is obvious that my paper
presents what T personally think is the most appropriate procedure
for constructing a national cconomic decision model. It represents
my personal creed at this stage. T thought that this was so obvious
that there was no need for making it more explicit at this confe-
rence. Second point. Prof. ALrais objected against my use of the
term « gross » in connection with the preference functions. | cannot
accept this criticism because the sense in which T used the world was
precisely defined in mathematical terms, and | always used the
consistently in that sense,

term

Third Point. Prof. Aveats mentioned that different people may
have ditferent preference funetions (and he might have added that
one person may have different preference fimctions at different points
of time). Al this is, of course, quite truc. This problem is essentially
a political issue, and muost be handled as such, We hitve no utht:r
way of finally deciding about political issues than to use the

’ . political
machinery existing in the country in question,

It is not our task at this conference to discuss various political
theories and types of political machinery. We as cconomists simply
have to take for granted that somehow the nature of what we (l(i-
signate as the national preference function, is arrived at. 1 have been
discussing this before in several conmections and this is the |

. ast time
I shall repeat it at this conference.

Tuen.

Several discussants have argued that it is not casy to construct
social preference lunctions and [ can agree with this, Nevertheless
'l would like to suggest that the exercise be carried out. The r('asm;
1s not that I believe that within a few years this kind of decision-
making will be put into practice. Tt is that the procedure provides
us with a method which enables us to find out which parts of the
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model have to be improved first and which are of less importance
This method proceeds in principle as follows. When we mis-specify
the model which underlics the contvaints and when the decision
maker maximizes the preference function subject to these constraints,
his decision will in general deviate from the optimal decision and
thus depress the utility level below the attainable maximum,  This
utility reduction is an appropriate measure for the seriousness of
specification errors.  For the special case of quadratic preference
functions and lincar constraints this idea was applicd on a fairly large
scale in oy recent Oplimal Decision Rules for Covermmeni and
Industry.

IFriscrr

Regarding the point raised by Prof. Tuei, | think there is no
serious or fundamental difference of opinion between us. Let me only
remind you that T have not described the desires of the politicians,
solely by means of the preference function. There are also political
bounds coming into the picture. 1 have explained this rather fully n
the paper, but unfortunately 1 did not have time to insist very much
on this in my oral presentation,

ozt Frasch P 36




