
Class Notes 2:
Economists’ Policy Thinking∗

Public Economics (ECO336)

September 2018

This note covers several points related to the first lecture (and beyond).

1. Generally speaking, societies tend to be governed by lots of rules, and those rules have
implications, both for people’s behaviour and for the allocation of resources. Sometimes,
rules are not followed, and enforcing rules may absorb a lot of resources, especially when
members of the society find the rules in question to be constraining (as was the case during
the Prohibition era).

In a democracy, we get to shape the rules that prevail. That is a real privilege.

2. One of our recurring themes will be the way economists approach policy issues. Not least,
this is a policy-focused course.

Economists are very fond of thinking about how existing rules might be improved upon,
through a process of policy reform. For example, they often ask whether current social
arrangements can be made more efficient, by replacing or modifying outmoded rules.

Economists especially like to think about what rules would be optimal, given some social
objective. As one possible goal, if we could specify something called a social welfare function
(coming up), then we could pick rules in order to maximize social welfare, which would
be very nice if we could pull it off. (I mean, we would just need to solve the relevant
maximization problem.)

3. Consider the rule that says classified drugs are illegal.1

In practice, this rule prevails very generally indeed. There is a United Nations convention,
prohibiting the sale and use of illicit drugs, that essentially all countries adhere to.

∗Note by Robert McMillan ( c©), email: mcmillan@chass.utoronto.ca
1In doing so, from the perspective of this course, it is important to be very clear: we are not here

to advocate one policy, including the current policy of prohibition, or another. Rather, our interest is to
consider arguments for and against the existing policy, and especially the main economic arguments. (In
this instance, we are forced to acknowledge that this is an incredibly difficult area of current social policy.)
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Or almost: Of interest here, there’s current federal government policy in Canada! And a vote
in the lower house of Congress in Uruguay (50 versus 46) favoured legalizing (and regulating)
the production and sale of marijuana. I quote from the Economist (August 3, 2013): The
bill’s “supporters argue that drug prohibition has caused more problems – in the form of
organized crime and the risks of clandestine consumption – than the drugs themselves.”

This actually echoes the Economist’s well-known editorial position on the issue, and those
particular costs came up in our class discussion.

4. Milton Friedman was a highly influential economist and also a radical thinker about
social policy. Even if one does not agree with everything he says, it is usually instructive to
consider his underlying logic, because Friedman was a great expositor and there was always
a well-articulated rationale for what he advocated. Here is one example:

In 1972, he wrote2 – and we will take this in steps:

i. “The harm to us from the addiction of others arises almost wholly from the fact that
drugs are illegal.”

Note that this is an empirical statement, about how the world actually is. What evidence
does he bring to bear?

“A recent committee of the American Bar Association estimated that addicts commit one-
third to one-half of all street crime in the U.S.”

So there is some study that underlies the claim – the committee provides an estimate, even
if it is not very precise (doubtless in part because a lot of actual crime is not recorded).

In the current climate, what evidence could we use to shed light on the matter? Where does
the harm from the current policy come from? What sorts of facts would be relevant?

ii. Next, what is Friedman’s policy claim?

“Legalize drugs, and street crime would drop dramatically.”

That is a conjecture. Drugs have not been legalized, so we don’t know for sure what would
happen if they were. This is where it helps to think about the underlying causal channels –
what might happen, for what reasons. Here, economists often resort to models of the world,
which we will get to. Other undesirable consequences would be likely to arise from such
legalization, and those would need to be added into any policy calculation.

4a. Against Friedman

To enrich the debate, let us add a contrasting perspective (raised by several students in the
class). According to this view, making highly addictive drugs legal removes an important
stigma that currently prevents many well-functioning and productive adults from becoming
addicts. Legalization would increase demand. Further, this type of ‘good’ is not typical of
regular goods like packets of cereal and laundry detergent in that rational adults may not

2This is quoted in Jon Gruber’s excellent Public Finance and Public Policy textbook.
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be able to control their demands, instead ending up spending all their resources (and more)
to fuel their habit. A policy that made this dangerous prospect more likely would seem to
be very ill-advised.

This is not a course on brain chemistry and addictive behaviour. That said, it is a good
practical question how successful efforts to educate people about the dangers of hard drugs
and the risks of addiction would be, especially in combination with a policy of partial or full
legalization.

5. Quantifying costs and benefits

We have been emphasizing the role of quantifying costs and benefits when assessing existing
(and future) policies.

Considering the so-called ‘War on Drugs,’ as we have been doing, one key fact is how much
this is costing. It is a vast amount of money. (You can look up the current best estimate.)

A related issue is whether this ‘war’ can be won, in the near future or indeed ever. In an
actual war, military personnel are often forced to assess whether they should stop fighting
now, because they cannot realistically make more headway. Given all the money spent in
this policy instance, is the problem diminishing? We can gain a sense of this by quantifying
the trends in drug-related crime, for example. And what are the likely prospects?

An increasingly widely-held view is that Milton Friedman may well have been on target,
even if he was pronouncing more than 40 years ago: in a sense, the response to the problem
– the ‘war’ – may be worse than the problem itself. That is something you are entitled to
form your own opinion about, preferably with reference to relevant facts.

Questions:

1. How would you estimate the benefit of ending the prohibition of now-illegal drugs in
terms of reduced crime? [Three sentences.] (4 points)

2. Suppose addictive drugs were legalized, and the government’s sole form of intervention
was to ensure that the quality was ‘as stated on the packet’ – i.e. the government did not try
to influence the drug price. What do you think the likely outcome would be, both in terms
of the market price and quantity, and why? [Four sentences.] (4 points)
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Answers:

1. How would you estimate the benefit of ending the prohibition of now-illegal drugs in
terms of reduced crime? [Three sentences.] (4 points)

This requires counterfactual estimation (given that prohibition has not in fact been ended),
based on some imperfect data. Not all crimes are recorded, and even for those that are,
the motive can remain unclear; but suppose the number of crimes linked to the illegal
drug industry could be estimated, based on a careful enumeration of all recorded crimes
(or a random sample of those crimes). If drug legalization were to be implemented, a crude
estimate of the reduction in crime would be that number – crimes for which the prime motive
had now been removed. (This is the basic approach applied by Milton Friedman, described
in Note 2.)

Aside: This estimate might be an overstatement, if people involved in the formerly-illegal
drug business shifted to being involved in some new type of crime.

[Note: the anticipated size of this crime-reduction benefit is a key element in the case for
drug legalization. A recent article by the Chief Constable of Durham in the UK is instructive
here: see

http://www.theguardian.com/society/2013/sep/28/time-end-war-drugs-uk-police-chief

and the link on that page.]

2. Suppose addictive drugs were legalized, and the government’s sole form of intervention
was to ensure that the quality was ‘as stated on the packet’ – i.e. the government did not try
to influence the drug price. What do you think the likely outcome would be, both in terms
of the market price and quantity, and why? [Four sentences.] (4 points)

We can apply standard economic analysis of the market equilibrium. Legalization would be
likely to shift the supply curve to the right, as new suppliers entered the market without fear
of being prosecuted, and this would serve to put downward pressure on prices. At the same
time, demand would be very likely to increase, for two reasons: more people would start to
consume these drugs, and individuals would consume more and more, due to their addictive
properties. In combination, these shifts in the supply and demand curves would increase the
quantity, but have an ambiguous effect on the market price.

[If taxation were permitted, optimal tax theory predicts that the government should levy
higher taxes on those goods that are inelastically demanded. From a revenue-raising per-
spective, addictive drugs (as with cigarettes) could become an important revenue source.]
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