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Let me try and draw some strands together from the second lecture, parts of which may
have seemed a bit abstract.

Recall that in the first lecture, we discussed a widely-used quantification procedure – cost-
benefit analysis – that makes it possible to express the net benefit associated with any policy.
‘All’ that is required is a computation of all the associated costs and benefits that arise...

Optimal Policy Setting

I would like to suggest a way of thinking about the *optimal* choice of policies that is clear
and appealing. It reflects a mathematical approach that brilliant economists including James
Mirrlees, Frank Ramsey, and Paul Samuelson developed. If you like, it is the general way
that Public Economists think about setting policy. In that sense, it is useful to know, not
least for the purposes of this Public Economics course.

Suppose we can index policies by a variable θ. This variable could capture something like
the enforcement intensity of an anti-smoking effort, with different policies picking different
intensities: the government could do nothing, it could do a bit, or it could do much more.
(Clearly, θ = 0 would capture “no policy.”) We can write the possible values that θ could
take on in a compact way: θ ∈ [0, a large number].

Next, let us consider the objective of the policy maker. Here, it is useful to tie cost-benefit
analysis in with what I was calling S in class – the social objective.

In a nutshell, we can think of taking a particular policy setting – call it θ0 – and working out
the net benefit associated with that policy (benefits minus costs), and writing that dollar
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value down as S(θ0). Then we could vary the policy slightly, say to θ1 = θ0 + ε, where ε
is a small positive number, and recompute the net benefit of the slightly adjusted policy,
giving us the new dollar value S(θ1). Then continue, making small adjustments to θ and
recomputing the corresponding S for all reasonable values of the policy.

What would that give us? The social objective function – the inverted-U curve – with S on
the vertical axis, and θ on the horizontal axis.

Suppose we could construct that function – for instance, like the curve I drew on the board.
Then the intuitive procedure would be to find the value of θ that would maximize S.

As an aside, we could find that maximum in two ways:

* using calculus

* using a computer.

We could use calculus if, somehow, we knew the shape of the social objective function – in
particular, that it had a single peak and was smooth (so we could apply differentiation).
The computer method could be applied no matter what. This would involve conducting a
numerical search, in two stages: first pick a grid of values of θ covering a plausible range
along the line (the x-axis); compute the value of S corresponding to each, and store the
value; then choose the value, denoted θC that makes S highest among the set. Second, now
consider whether slight adjustments to θC , up or down, increase the size of S. If not, then
the procedure has located the optimal policy setting, and thus θC = θ∗.

The general maximization procedure I have described shows up a *lot* in Public Economics
– we will see various instances in due course. You should be familiar with the general idea:
indeed, having attended the second lecture and read the above, you now are! (Obviously, if
anything is unclear about this, please let me know.)

Practical Problems

The stylized approach I have described has issues. We listed several, which I will recap on
here:

1. What is the social objective?

How can we say what it is? This turns out to be difficult to specify, at a general level, for a
pluralistic society as a whole.

Some societies do set a social objective – for instance, “Let GDP grow by 6+ percent this
coming year.” (This typically would involve a host of policies, rather than a single one, in
order to try and meet that ambitious objective.)

Is that the sort of social objective we see in a country like Canada? No, and there are good
reasons why, as we will explore a bit later in the course. But here is one: suppose, in order
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to meet the 6 percent growth objective, all the big factories had to be producing steel and
copper and cars etc. to the maximum of their potential. As a side product, they generated
lots of harmful pollution that lowered the quality of life of the population in a significant
way. As we will see, that ‘harm’ is not usually deducted off the GDP measure that would be
used to compute growth. So more growth need not translate into more wellbeing in society.
(Obviously, this is a complex issue. We need to give it serious consideration when considering
the “Accounting” topic, as we will do.)

[There a general problem, demonstrated by Kenneth Arrow, in trying to devise a systematic
public choice procedure based on voting that can select optimal policies at the community
level. In well-defined circumstances, Arrow showed this could not be done: it was actually
impossible!]

2. Distribution/equity

Policies almost invariably create winners and losers – not everyone gains.

How to choose among policies that have this feature? We considered the *compensation
principle*: for a particular policy, can the winners compensate the losers and still have
money left over? Economists have formalized this as the so-called ‘Kaldor-Hicks criterion’:
could the winners in principle compensate the losers and still be better off?

Well, back in the real world, that may all be fine, but politics is predominantly about the
strength of feeling of the losers. And the era we live in has been creating lots of losers and
lots of inequality that in turn has led to a more – let’s call it – toxic brand of politics.

As I mentioned, economists could have done more to consider the fairness aspect of economic
policy. This is something that is changing now, for the better – an important and needed
adjustment. [Note: James Mirrlees’s work studying systems of taxation placed a strong
emphasis on fairness. We will cover that (also), a bit down the road.]

What would accounting for distributional effects involve? At the very least, when carrying
out policy analysis, the policy analyst should endeavour to keep track of the effects on *all*
the people affected (and maybe all the orcas too!). To do this ‘keeping track,’ typically one
would need a good predictive model, which is what economists spend a lot of time developing
– you’ll get to see some of that during this course.

3. Uncertainty

You are a policy maker, looking ahead into the as-yet-unrealized future, and want to pick
the policy among all the feasible alternatives that gives most net benefit, adjusting for any
adverse distributional consequences.

Let us acknowledge: doing so is *hard*, especially because many of the possible outcomes
are uncertain.

How to make decisions under uncertainty? One could focus on ‘expected utility.’ One could
make an adjustment for risk. But often, decisions are harder than that, in the sense that
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the decision maker faces “ambiguity.” I want to talk about this next week, as it’s sort of at
the frontier of what we know. [The work of econometrician Charles Manski addresses this
in a powerful way...] It is also front-and-centre in the more technical climate change debate.

4. ‘Things’ that are hard to value...

For instance, rights, and the infringement of those rights, as we discussed – should we even
care about rights? (There is a *very* neat book by Ronald Dworkin, a remarkable legal
scholar, called “Taking Rights Seriously.” You could do far worse than read it!)

How to balance – as we discussed – the rights of different people today; the rights of people
today with the rights of people in future (via an intellectually challenging issue – how to
choose the discount rate); the rights of people today with the ‘rights’ of orcas, perhaps ...

Various problems duly noted, we will use this general procedure as a basis for analyzing
climate change, as Nicholas Stern did in his influential Stern Review of October 2006.

I will also say a couple of things about technocratic decision making (and rights!).

Questions

1. Addictive goods: from a policy-making perspective, how would you quantify the downside
risk of making addictive goods more widely available in a convincing way? (3 points)

2. Orcas are intelligent mammals, highly skilled at doing what they do (described, briefly,
in Lecture 2). How might you place a dollar value on the continued existence of the Salish
Sea resident orca population, living in the coastal waters of British Columbia? (The concern
is that the continued survival of this population is likely to be jeopardized by increase oil
tanker traffic, due to that pipeline.) (4 points)
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