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In the present paper, I will apply considerations from economic 
theory and experience in economic history to the category of 
“pleasure consumption”, which means the consumption of goods 
that are often defined as “sinful goods”, such as alcohol and 
tobacco. The considerations we elaborate can be applied also to 
other “sinful markets”, such as the market for sex or gaming and 
gambling. 

The purpose of this paper’s reflections is to serve as the basis for an 
effective harm reduction strategy: people’s health is too important 
a good to be debated ideologically or to be the battlefield for 
crusaders. Economics – the science of human action – has 
enormously progressed in understanding consumption habits and 
patterns, and its findings should be used for developing a rational 
policy approach toward “pleasure goods”; furthermore, such an 
approach should be grounded in a solid trade-off analysis.  

The starting point? Thinking like an economist.

Introduction:  
Thinking like an  
economist

1.

I don’t know. Everything. Living. Smoking.
Jean-Paul Sartre’s reply to an interviewer who asked him to 

name the most important thing in his life1.

1  I would like to thank Mr. Sergio Maria Calzolari for having suggested this opening quote during one of our countless economics conversations. 
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Thinking like an economist means to focus on three essential 
aspects of reality: actions, interactions, and consequences of those 
actions and interactions – and these consequences can be intended 
or unintended (Heyne, Boettke and Prychitko, 2014, p. 5). Actions 
and interactions generate social phenomena, which then are the 
emergent outcome of individual choices in response to expected 
additional benefits and costs (Heyne, Boettke and Prychitko, 2014, 
p. 4).

While most actions and interactions produce consequences 
beyond the original intentions of the people involved in the 
transaction, some of these unintended consequences emerge as a 
direct benefit or cost affecting bystanders. These costs and benefits 
are usually called externalities (positive externalities in the case 
of benefits and negative externalities in the case of costs). The 
evaluation of the efficiency of a market affected by externalities 
should take into account such externalities (Cowen and Tabarrok, 
2010, p. 178). 
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We say that an economic situation involves a consumption 
externality if one consumer cares directly about another 
agent’s production or consumption. For example, I have definite 
preferences about my neighbor playing loud music at 3 in the 
morning, or the person next to me in a restaurant smoking 
a cheap cigar, or the amount of pollution produced by local 
automobiles. These are all examples of negative consumption 
externalities. On the other hand, I may get pleasure from 
observing my neighbor’s flower garden—this is an example of 
a positive consumption externality (Varian, 2010, p. 644).

Following Varian (2010, pp. 645-646), we may take the example of 
two roommates, A and B, who both have a preference for money, 
but A likes to smoke while B would like to have clean air. The kind 
of agreement or arrangement emerging from such a situation will 
depend very much on the structure of property rights: either A 
has a right to smoke as much as he wants and B has no choice 
but to put up with it; or, alternatively, B has a right to fully clean air 
(no smoking at all). These are the two extreme situations, but in 
between we may have infinite possibilities whereby the legal right 
to smoke and clean air could be somewhere between these two 
opposite scenarios.

The initial endowment of smoke depends on the legal system. This 
is not all that different from an initial endowment of ordinary sorts 
of goods. To say that A has an initial endowment of $100 means 
that A can decide to consume the $100 himself, or he can give it 
away, or trade it to any other individual. There is a legal definition 
of property involved in saying that a person “owns” or “has a right 
to” $100. Similarly, if a person has a property right to clean air, it 
means that he can consume clean air if he wants to, or he can 
give it away or sell that right to someone else. In this way, having a 
property right to clean air is no different from having a property 
right to $100.

Explaining externalities2.
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Let’s start by considering a legal situation where person B 
has a legal right to clean air. This means that both A and B 
have $100, and that the initial endowment — what there 
would be in the absence of trade — is clean air.

One of the aspects of having a property right to clean air is 
having the right to trade some of it away for other desirable 
goods—in this case, for money. It could easily happen that B 
would prefer to trade some of his right to clean air for more 
money.

Of course, other assignments of property rights are possible. 
We could imagine a legal system where A had a right to 
smoke as much as he wanted, and B would have to bribe A 
to reduce his consumption of smoke. 

If agents are free to trade both of these goods, they will end 
up finding a balance according to their preferences, and the 
exact position will depend on their property rights involving 
smoke and money and on the precise mechanism that they 
use to trade. As long as we have well-defined property rights 
in the good involving the externality, the agents can trade 
from their initial endowment to an efficient allocation. If we 
want to set up a market in the externality to encourage 
trading it, that will work as well.

The only problem arises if the property rights are not well 
defined. If A believes that he has the right to smoke and B 
believes that he has the right to clean air, we have difficulties. 
The practical problems with externalities generally arise 
because of poorly defined property rights or absence of 
them, as in the case of the right to clean air. 

If property rights are well defined, and mechanisms are in 
place to allow for negotiation between people, then people 
can trade their rights to produce externalities in the same 
way that they trade rights to produce and consume ordinary 
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goods.  What Ronald Coase proposed with his analysis of transaction 
costs and property rights was indeed the creation of new markets 
where markets are not present.

Ronald Coase, another Nobel Prize winner, summarized the 
situations in which markets alone can solve the externality 
problems in what has come to be called the Coase theorem. 
The Coase theorem says that if transaction costs are low and 
property rights are clearly defined, then private bargains will 
ensure that the market equilibrium is efficient even when there 
are externalities. In other words, in these cases trading makes 
sure that just the right amount of the externality is produced. 
If there were either too little or too much of the externality, 
trading would push the quantity to the optimum level.

[…] If the conditions of the Coase theorem are met, we can 
replace this with the even stronger conclusion that in a free 
market, the quantity of goods sold will maximize social surplus, 
the sum of consumer, producer, and everyone else’s surplus.

But the conditions of the Coase theorem are often unlikely 
to be met. Transaction costs for many externalities are high 
and property rights are often not clearly defined. Thus, markets 
alone will not solve all externality problems.
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The importance of the Coase theorem lies not in suggesting 
that markets alone might solve externality problems, but in 
suggesting a solution—the creation of new markets. If property 
rights can be clearly defined and transaction costs reduced, 
then a market for externalities might develop. If such a market 
does develop, we know from the Coase theorem that it will 
have all the efficiency properties of ordinary markets.

Government can play a role in defining property rights and 
reducing transaction costs. In fact, in recent years governments 
have helped to create working markets in many externalities, 
verifying the insights of the Coase theorem (Cowen and 
Tabarrok, 2010, p. 184). 

In the example we have developed above, the solution proposed 
by the Coase theorem would be the creation of a system of rights, 
or vouchers, for smoking and/or clean air, and the emergence of a 
market for them.

Instead, because of the existence of situations where property 
rights are poorly defined and or even absent, since the publication 
of Pigou (1920) and the evolution of welfare economics, a great 
majority of economists and policy makers have come to believe 
that the performance of markets affected by externalities can be 
improved through public policies. However, the direction taken by 
policy within the field of welfare economics is a Manichean division 
of choices, behaviour, and consumption, whereby some sets of 
actions or choices and their consequences are judged as bad and 
therefore deserve to be punished (usually via taxation or bans).

Such an approach presents several issues. 
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The first of these issues regards the fact that policy makers tend 
to ignore that people affected by negative externalities may have 
freely chosen that exposure even though they are aware of the 
implied risks. Instead, the traditional approach to welfare economics 
considers economic agents as unable to assess their own risks and 
to choose accordingly.

Taking as an example the case of smoking tobacco, «people who 
smoke do so because the value they place on the benefits they 
receive from smoking exceeds the cost of smoking to them, including 
the perceived risk of health consequences. Similarly, nonsmokers 
who choose to expose themselves to ETS2 for extended periods 
do so because the benefits that they receive from relationships 
with smokers exceed the costs of so relating. To pretend that either 
in the case of smokers or nonsmokers it is proper and necessary 
for government to protect the public from cigarettes is tantamount 
to assuming that normal adults are incapable of making rational 
and coherent decisions regarding the conduct of their own lives» 
(Tollison and Wagner, 1992, p. 224).

The risk implied in such an approach to harm reduction, whereby 
people are considered unable to assess their own risk, is that 
potentially there is no limit to what government can advocate to 
be able to fix or regulate efficiently. In fact, as the policy response to 
COVID-19 abundantly demonstrated, the «methodology of social 
cost estimation can be consistently applied to a variety of everyday 
activities, like sports, computer hobbyism, pleasure driving, and so 
on» (Tollison and Wagner, 1992, p. 226). As Mises (1949, pp. 728-
729) masterfully put it almost a century ago:

Individual choices  
and policymaking

3.

2  Environmental Tobacco Smoke (ETS) or Passive smoking is the inhalation of tobacco smoke, called second-hand smoke, by persons other than the intended 
active smoker. It occurs when tobacco smoke enters an environment, causing its inhalation by people within that environment.
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Opium and morphine are certainly dangerous, habit-forming 
drugs. But once the principle is admitted that it is the duty 
of government to protect the individual against his own 
foolishness, no serious objections can be advanced against 
further encroachments. A good case could be made out in 
favor of the prohibition of alcohol and nicotine. And why limit 
the government’s benevolent providence to the protection of 
the individual’s body only? Is not the harm a man can inflict 
on his mind and soul even more disastrous than any bodily 
evils? Why not prevent him from reading bad books and seeing 
bad plays, from looking at bad paintings and statues and from 
hearing bad music? The mischief done by bad ideologies, surely, 
is much more pernicious, both for the individual and for the 
whole society, than that done by narcotic drugs.

While Mises’s position may seem extreme or dramatic, it is more 
realistic than we might imagine. As an example, consider that in the 
1990s the Canadian government proposed banning 90 varieties of 
raw-milk cheeses, including Camembert and Roquefort, because of 
the assumed link with 14 outbreaks of listeria, salmonella, and E.coli, 
which caused 57 deaths over 25 years. Public outrage ensured that 
the measures were not implemented (Kasper, Streit and Boettke, 
2012, p. 327). 

Nobel Laureate Ronald H. Coase3 translated this line of thought 
into a comprehensive policy reflection on externalities. In his 
seminal 1960 work, Coase explained that the problem of social 
cost is of a reciprocal nature: if A smokes and, by doing so, he or 
she harms B via passive smoking, it should be recognized that, in 
order to protect B, the choice must be made to harm A by denying 
him or her the pleasure of smoking. In advocating for a change of 
approach, Coase (1960, pp. 42-43) stressed that the current way 
of dealing with externalities «concentrates attention on particular 
deficiencies in the system and tends to nourish the belief that any 

3  In 1991, the Royal Swedish Academy of Sciences awarded the Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel to Professor Ronald 
Coase for «his discovery and clarification of the significance of transaction costs and property rights for the institutional structure and functioning of the 
economy». His Nobel Prize lecture, The Institutional Structure of Production, can be found here: https://www.nobelprize.org/prizes/economic-sciences/1991/coase/
lecture/. 
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measure which will remove the deficiency is necessarily desirable». 
In this way, however, it «diverts attention from those other changes 
in the system which are inevitably associated with the corrective 
measure, changes which may well produce more harm than the 
original deficiency» (as we will see, this is the case of cigarette black 
markets flourishing under a regime of high taxation).

Furthermore, Coase (1960, p. 43) added that traditional welfare 
economics is de facto contrasting the outcome of the market as it 
is with the status of affairs that would emerge in some kind of ideal 
world; when doing such a comparison, the available alternatives 
cannot be properly weighed. «Actually very little analysis is 
required to show that an ideal world is better than a state of 
laissez faire, unless the definitions of a state of laissez faire and an 
ideal world happen to be the same. But the whole discussion is 
largely irrelevant for questions of economic policy since whatever 
we may have in mind as our ideal world, it is clear that we have 
not yet discovered how to get to it from where we are. A better 
approach would seem to be to start our analysis with a situation 
approximating that which actually exists, to examine the effects of 
a proposed policy change and to attempt to decide whether the 
new situation would be, in total, better or worse than the original 
one. In this way, conclusions for policy would have some relevance 
to the actual situation».

In a nutshell, Coase, while promoting a solution to externalities 
that would treat the involved parts as equal, advocated for a 
holistic and comprehensive approach, whereby all the costs are 
taken into account; this includes the costs of changing the social 
arrangement, considering the fact that, because of the knowledge 
problem explained in Hayek (1937, 1945), the final outcome of a 
policy decision can be worse than the previous arrangement and 
very far from the intended one. Coase’s call is a call to humility in 
policymaking.

In the call for humility, the importance of the knowledge problem 
cannot be underestimated. 
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Figure 1: External costs.

Graphs like the one above are useful tools in understanding the 
nature of the problem, but not its magnitude. Therefore, while such 
a graph can help guide us through the concept of externalities 
and the issues they present, it should not be interpreted as a 
quantitative guide to policymaking. In fact, since identifying market 
equilibrium (beyond its theoretical meaning) is already an issue 
in itself, the actual quantification of social cost is far from being 
straightforward. A direct intervention on externalities via taxation, 
as an example, presents the following knowledge problems: 1. How 
may I quantify the social cost? 2. Even if I can solve problem 1, how 
can I be sure that the result of a policy would actually offset that 
social cost, in quantitative terms? 3. How costly will that policy be 
when compared to the achieved result (trade-off analysis)?

Source: Cowen and Tabarrok (2010, p. 180).
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Claiming to be able to answer those questions is what shapes 
paternalistic policies, which are based on the assumption that actual 
individual preferences can be known and measured. We should 
avoid the temptation of believing that such policies could be a way 
to heaven rather than the best path to hell (Rizzo and Whitman, 
2020).

I believe that «In the current political economy environment, the 
struggle for humility probably is the most significant battleground 
between those who believe in measurable and achievable-in-size 
policy targets (pretence of knowledge) and those who believe that 
“There are more things in heaven and Earth, Horatio, / Than are 
dreamt of in your philosophy” (W. Shakespeare, Hamlet) (limits of 
knowledge). Presently, this distinction is more important than any 
traditional boundary among schools in economics» (Ferlito, 2022, 
p. 308).

Then again, avoiding the pretention of knowledge means adopting 
an altogether different approach to policy in general, and to harm 
reduction in particular, as will be discussed in the next sections.
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Before outlining the pillars that should shape a new approach to 
harm reduction policies, we will briefly discuss the problems with 
the traditional approach to harm reduction: taxation. Indeed, taxing 
“sinful” behaviours present problems from both theoretical and 
practical perspectives.

There is wide agreement among tax experts and scholars that a 
general, broadly based system of taxation is less distortionary and 
discriminatory than a narrowly based form. Such support is based 
on considerations of equity, and indeed taxing a specific product 
or behaviour is a violation of both horizontal and vertical equity 
(Tollison and Wagner, 1992, pp. 20-24). 

A sales tax, for example, meets the requirement of horizontal equity 
when it does not discriminate on the type of consumption; in this 
regard, a general sales tax is applied to the entire amount spent on 
purchasing, without discriminating on the nature of consumption. 
Instead, taxing cigarettes, alcohol, or other such goods «creates 
horizontal inequity because people whose expenditures are the 
same pay different amount of tax to support general governmental 
services, depending merely on the particular objects of their 
expenditure» (Tollison and Wagner, 1992, p. 20).

Sin taxation «also violates most generally accepted formulations of 
vertical equity, for it imposes a higher rate of tax on people with 
lower income or expenditures than it imposes on people with 
higher incomes. The share of their incomes that smokers spend 
on cigarettes generally falls as income rises. For this reason the 
tobacco tax is a highly regressive levy» (Tollison and Wagner, 1992, 
p. 20). 

Some troubles  
with taxation

4.
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Figure 2: Tobacco expenditures as a percentage of income.

Source: Hoffer et al. (2021, p. 7).

Sin taxes are regressive also for another reason: products such 
as nicotine and alcohol are addictive, and therefore their demand 
tends to be inelastic, which means that consumption is relatively 
insensitive to price variations. Therefore, when the prices of these 
products are increased via taxation, the quantity demanded tends 
to remain stable; it goes without saying that the relative incidence 
of price increases is higher on the lower-income segments of the 
population (Hoffer et al., 2021, p. 6). 

This is also true because, as is known from economic theory, a tax 
burden falls differently on the shoulders of demanders or suppliers 
according to elasticity. In case of an inelastic demand (as in the case 
under observation), the tax burden is higher on the demand side. 
And this makes perfect sense, because an inelastic demand signals 
the lack of alternatives for the consumer (Cowen and Tabarrok, 
2010, pp. 99-101). 

Income
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As explained in Ferlito (2017), 1) Whoever ultimately pays the 
duties does not depend on whoever actually pays the check to the 
government; 2) Whoever ultimately pays the tax depends on the 
relative elasticities of supply and demand. Therefore, the laws of 
supply and demand matter.

We will make the explanation simple, with examples and easy-to-
understand definitions. First of all, we should note that consumers 
apparently bear the cost of taxes on imported commodities, while 
the real aim is to attempt to punish suppliers by reducing the 
demand for their products. Duties are typically taxes imposed on 
buyers for every unit bought. What happens in reality, however, is 
that the burden is shared between consumers and suppliers. Let 
us suppose that, without duties, supply and demand for imported 
cigarettes in Malaysia is stable at RM 7 a pack for 1,000 packs a year. 
At a certain point the Malaysian government imposes a duty of RM 
2 per pack; the demand for cigarettes is expected to fall. We might 
imagine that the new equilibrium will stabilize at 800 packs a year, 
at RM 6.50 a pack (the decrease in demand brings down the price). 
Buyers pay now RM (6.5+2) = 8.50 a pack, while suppliers receive 
RM 6.50. We can say that the duty burden on buyers is given by 
the new price (RM 8.50) minus the old equilibrium (RM 7), which 
means RM 1.50; on the other hand, the burden on suppliers is RM 
(7-6.50) = 0.50. In this example, the higher share of the duty is on 
consumers’ shoulders.

Is there a way to establish if a certain duty will affect consumers 
or suppliers more? Yes, there is. Using typical economics jargon, we 
can state that whoever pays a duty (or a tax in general) is not the 
one who ultimately pays the physical amount of money; rather, the 
one who pays is determined by the relative elasticities of demand 
and supply. Elasticity measures how responsive (or sensitive) 
quantities demanded (or supplied) are to price changes. A demand 
is considered to be elastic if the reaction to a price change is quite 
sensitive. For example, we can say that demand is more elastic when 
it is easier to find a substitute for certain goods; on the contrary, 
commodities creating a certain degree of addiction (like cigarettes) 
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present a less elastic demand. As explained very well by Cowen 
and Tabarrok, when demand is more elastic than supply (demand 
is more sensitive to price changes than supply), consumers pay less 
of the tax than sellers. On the other hand, if supply is more elastic 
than demand, then suppliers pay less of the tax than buyers. This 
means that elasticity offers a way to escape the tax burden; indeed, 
the mechanism is easy to understand. If it is easy to stop consuming 
a good because of the presence of a number of substitutes, instead 
of paying a higher price, to a certain extent one may prefer to 
switch consumption habits; on the contrary, if one is addicted to 
a commodity, one would rather pay the higher price than stop 
consuming the good.

At the same time, there is evidence that price increases due to 
higher taxation on products such as cigarettes only bring about 
a prosperous black market for illicit products, therefore providing 
consumers with cheaper products of dubious quality. In 2019, illicit 
cigarettes represented 59.7% of the market, while at 63% Malaysia 
remained on top of the world for illicit penetration.

Photo by Andres Siimon on Unsplash
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Figure 3: Illicit cigarettes incidence in Malaysia.

Source: The Star (2019).

In Malaysia 60% of the market is occupied by illicit products, 30% is 
the quota of legal cigarettes and 10% is represented by alternative 
nicotine consumption devices, such as vaping and electronic 
cigarettes (The Star, 2019).

While excise duties brought up the price of legal cigarettes and the 
market share of illicit products drastically rose, the price of illegal 
cigarettes remained pretty constant.

Source: The Star (2019).
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Figure 4: Excise duties and cigarette prices in Malaysia.

Source: Mitchell (2017, p. 11). 
Even the argument that we should tax smokers because they 
increase the burden on the publicly-funded healthcare system (a 
fiscal externality) seems weak according to the latest evidence. 
«Smokers undoubtedly incur higher average health expenditures 
than nonsmokers per year of life. On the other hand, they also 
tend to have shorter lives, and shorter lives mean lower health 
expenditures. Multiple studies in various countries have concluded 
that the latter effect dominates the former, whether looking at 
healthcare costs alone […] or including pension costs as well […]. 
In other words, smokers actually save taxpayers money – which 
means the fiscal externalities argument would suggest encouraging 
smoking rather than restricting it. Lifetime health expenditures also 
appear to be lower for obese people than for the nonobese, and for 
the same reason: higher annual spending is offset by fewer years of 
spending, again due to greater mortality […]. The fiscal externalities 
argument would therefore suggest encouraging obesity as well» 
(Rizzo and Whitman, 2020, pp. 608-609).
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Such considerations apply to the so-called Generational End Game 
(GEG) bill that former Malaysia’s Health Minister Khairy Jamaluddin 
tried to have approved before Parliament was dissolved in 2022. 
The government was hoping to pass a law prohibiting the sale of 
cigarettes and tobacco products, including vape and e-cigarettes, 
to people born after 2005; such a bill is reminiscent of Prohibition, 
when the US banned alcohol in the 1920s. Unfortunately, like 
taxation, prohibition never worked in the fight against “pleasure 
consumption”.

Did the ban result in reduced alcohol consumption? Quite the 
contrary. When the Volstead Act banning the manufacture and 
sale of alcoholic beverages was passed in 1919, organised crime 
in America went mainstream. Until that point the mafiosi in the 
form of the Black Hand gangs simply preyed on other Italians, but 
after Prohibition came into being, it is estimated that 75% of the 
population of the United States became clients of bootleggers.

It was big business. There were 16,000 saloons in New York before 
the Volstead Act. These were replaced by 32,000 illegal drinking 
establishments known as “speakeasies”. With the price of alcohol 
first doubling and then climbing to 10 times what it had been before 
Prohibition, there was plenty of profit for bootleggers. Overall, the 
consumption of alcohol doubled while the prevalence of tainted 
liquor led to the death of an average 1,000 people a year during 
the Prohibition period.

Prohibition also adversely impacted trade and employment as tens 
of thousands were left unemployed when breweries, distilleries, 
and saloons closed. The US government saw a drastic decline 
in revenues. At the national level, Prohibition cost the federal 
government a total of US$11 billion in lost tax revenue, while 
costing over US$300 million to enforce. A National Commission 
established in 1929 criticised the enforcement of the Volstead Act 
and noted growing public opposition to Prohibition.
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While excise duties in Malaysia have brought up the price of 
legal cigarettes, the price of illegal cigarettes has remained pretty 
constant, and this has seen the market share of the illicit product 
rise drastically. This has cost the government an estimated loss of 
RM5.1 billion in cigarette taxes every year. Under the legislation 
proposed by Khairy, the amount of illegal cigarettes in the market 
and the resultant loss of revenue can be expected to increase even 
more significantly.

This will put a further strain on the finance ministry’s resources to 
fight the illicit trade, and will also undo the effects of the recent 
anti-illicit enforcement measures. As can be learned from the US 
alcohol prohibition experience, such legislation can also adversely 
impact trade and employment in related sectors, while also leading 
to serious consequences for public health.

In the end, not only does the market end up being controlled by 
smugglers, the available products are of inferior quality and the 
burden of higher taxes is heavier on the poorer segments of the 
population.

It is therefore clear that an approach to harm reduction – or pleasure 
consumption – based on punishment (taxation or prohibition) 
presents the following problems:

• Control over freedom of choices;
• Overambitious policy targets;
• Violation of horizontal and vertical equity in taxation;
• Thriving illicit markets and smuggling activities;
• Unemployment;
• Loss of revenues for the government.

A change of paradigm is very much needed.
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As argued in Hoffer at al. (2021) and Hoffer and Ferlito (2021), 
a new approach to harm reduction should rest on the following 
three pillars:
• use more rewards to incentivise behavioural change;
• focus entirely on decreasing traditional products, while 

restrictions  and taxes related to healthier alternatives (vaping, 
alcohol-free beer, etc) should be minimised; and

• focus on creating an environment that incentivises innovation.

The last two points are interrelated and are centred on the idea 
that an effective harm-reduction policy should greatly focus on 
incentivizing the emergence of alternative products for consumers: 
shifting consumption habits is much easier than quitting them. A 
true harm reduction policy is much more likely to achieve targets 
if less- or non-harmful products are offered as alternatives; the key 
principle should be to preserve pleasure for the consumer while 
eliminating the harm.

In products with inelastic demand, it is much easier to shift rather 
than eradicate consumption. Furthermore, as we have seen above, 
part of the lack of elasticity derives from the absence of substitutes, 
which means consumers on the market side are more affected by 
the increase in excise duties: what they pay in additional taxes is 
higher than what suppliers lose with a decrease in demand.

But in order to emerge, alternative products need an ecosystem 
conducive to innovation. Human beings do not lack innovative spirit: 
when faced with a challenge and provided incentives to overcome 
such a challenge, human ingenuity knows few bounds.

Freedom of Choice, 
Innovation and Harm 
Reduction

5.
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We do not know what the next innovation will be. But we can offer 
policy guidance based on evidence from past innovations. Indeed, 
for innovations to flourish, a proper institutional environment is key; 
in her beautifully–argued bourgeois trilogy, McCloskey (2006, 2010 
and 2016) explained that liberty is the most important institutional 
arrangement that can allow innovation and growth to happen, and 
– with them – human progress. «What matters is human creativity 
liberated by liberalism», McCloskey wrote (Sunde, 2019).

In fact, as pointed out by Schumpeter (1911), despite facing an 
initial hostile environment, innovative entrepreneurs can disrupt 
the market and change consumers’ lives if, through the cultural and 
economic fight they are called to, they have the possibility to finally 
win and enjoy the fruits of victory.

Experimentation and innovation thrive, then, where they are 
welcomed, encouraged, and incentivized. Barriers and costs hinder 
experimentation and innovation. To encourage the next great 
innovation – one that will likely save millions of lives each year 
– public policy should focus on encouraging and incentivizing 
experimentation, while removing as many barriers as possible from 
the work needed to create, develop, and sell new products.

In this regard, for liberty to be more than a word, a favourable tax 
regime should be conceived whereby the consumer could perceive 
an advantage in shifting his or her habits not only with regard to 
strictly health-related matters, but financially too. Reduction or 
elimination of VAT-like taxes and excise taxes on e-cigarettes, 
heated tobacco products, and similar alternatives should be the 
first step to explore. The decreased fiscal revenues could easily be 
offset by the reduced healthcare costs and avoided GDP losses. 
Furthermore, promoting innovation, by promoting growth, can 
accelerate the pace of wealth creation and therefore bring along 
additional fiscal revenues generated by the innovation positive spill-
over effects (Hoffer et al., 2021).
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6.
Tax reform, however, needs to be just one part of a broader 
reflection on the right institutional framework that can nurture 
innovation and entrepreneurship, in light of liberty as the key 
conceptual element in such an institutional setup. The International 
Property Rights Index developed by the Property Rights Alliance can 
be a valuable ally in understanding if Malaysia is institutionally well 
placed to nurture innovation.

The International Property Rights Index (IPRI) offers a 
comprehensive insight into the status of property rights in the 
world’s nations. Furthermore, it already integrates its analysis with 
other indexes, such as the ease of doing business.

The following are the three core components of the IPRI:
• Legal and Political Environment (LP);
• Physical Property Rights (PPR);
• Intellectual Property Rights (IPR).

The Legal and Political Environment (LP) component provides 
information on the strength of a country’s institutions and the 
respect for the ‘rules of the game’ among citizens. Therefore, the 
items included in the LP are wide-ranging. This component has a 
significant influence on the development and protection of physical 
and intellectual property rights.

The other two components of the index, Physical Property Rights 
(PPR) and Intellectual Property Rights (IPR), reflect the two 
forms of property rights decisive for countries’ socio-economic 
development. Items included in these two categories represent de 
jure rights and de facto opportunities in each country.

The proper institutional 
framework
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While there are numerous items associated to property rights, 
the final IPRI is specific to the core factors that are directly related 
to the strength and defence of physical and intellectual property 
rights. Furthermore, items for which data were available more 
regularly for a larger number of countries were given preference, 
guaranteeing that scores were comparable across countries and 
years.

In 2022, Malaysia’s IPRI score decreased by -0.399 to 6.3 placing it 
8th in the Asia and Oceania region (it was 7th in 2021) and 29th 
in the world. 

Figure 5: Malaysia’s International Property Rights Index 2022 score.

Source: https://www.internationalpropertyrightsindex.org/country/malaysia. 
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Figure 6: Malaysia’s IPRI Sub-indexes, 2007-2022.

Source: https://www.internationalpropertyrightsindex.org/country/malaysia.

The Legal and Political Environment component focuses on the 
ability of a nation to enforce a de jure system of property rights. 
The approach of this component is broad and open, attempting 
to grasp the general ambiance of a country to limit the arbitrary 
exercise of power and provide stability for its citizens. It comprises 
four (4) elements: the independence of its judicial system, the 
strength of the rule of law, the stability of its political system, and 
the control of corruption.

Judicial Independence examines the judiciary’s freedom from 
political, individual, or business influence. The independence of 
the judiciary is a central foundation for the sound protection and 
sovereign support of the law court system with respect to individuals’ 
property. Rule of Law measures agents’ confidence in and behaviour 
by the rules of their society. Specifically, it measures the quality of 
contract enforcement, property rights, police, and courts, as well as 
the likelihood of crime and violence. It combines several indicators, 
including fairness, honesty, enforcement, speed, affordability of the 
court system, protection of private property rights, and judicial 
and executive accountability. Rule of Law complements the Judicial 
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Independence item. Political stability endorses incentives to obtain 
or to extend ownership and/or management of properties. The 
higher the likelihood of government instability, the less likely people 
will be to obtain property and to develop trust in the soundness of 
the rights attached to it. Control of Corruption combines several 
indicators that measure the extent to which public power is 
exercised for private gain. This includes from petty to grand forms of 
corruption, as well as the ‘capture’ of the state by elites and interest 
groups. As with the other items in the LP component, corruption 
influences people’s confidence in the sound implementation and 
enforcement of property rights. Corruption also influences the 
degree of informality in the economy, which is a deterrent to the 
expansion of respect for legal private property.

Malaysia’s Legal and Political Subindex increased by 0.02 to 6.021 
with scores of 6.865 in Judicial Independence, 6.317 in Rule of Law, 
5.402 in Political Stability, and 5.499 in Control of Corruption.

Figure 7: Malaysia’s Legal and Political Environment score, 2007-2022.

Source: https://www.internationalpropertyrightsindex.org/country/malaysia.
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A strong property rights regime promotes people’s confidence in 
its effectiveness to protect private property rights. It also offers an 
integrated, effective, and efficient system for registering property, 
and it allows access to the required credit to become an owner 
or to convert that property into capital. For these reasons, the 
following items are used to measure private physical property 
rights protection (PPR).

The Protection of Physical Property Rights relates directly to the 
strength of a country’s property rights system based on experts’ 
views of the quality of the judicial protection of private property, 
including financial assets. Additionally, it incorporates experts’ 
opinions on the precision of the legal definition of property rights. 
Registering Process measures the extent to which regulations are 
fairly and effectively implemented and enforced, being a proxy of the 
fairness and efficiency of the registering process of a property. The 
relevance of this information derives from the fact that the more 
difficult the property registration is, the more likely it is that assets 
will stay in the informal sector, discouraging assets’ movement from 
lower to higher value uses. Access to Financing: Financial institutions 
play a crucial complementary role – along with a strong property 
rights system – to bring economic assets into the formal economy 
to allow a path from ideas and projects to real investments. Credit 
facilities are also demonstrated to be an important channel for 
policies to alleviate poverty.

Malaysia’s Physical Property Rights Subindex decreased by -1.217 
to 6.716 with scores of 7.525 in perception of Property Rights 
Protection, 5.953 in Registering Process, and 6.669 in Access to 
Financing.
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Figure 8: Malaysia’s Protection of Physical Property Rights score, 2007-2022.

Source: https://www.internationalpropertyrightsindex.org/country/malaysia.

The assignment of intellectual property (IP) rights does not confer 
exclusive possession (such as physical property rights), but the 
benefits of its economic exploitation, promoting the generation 
of economic incentives towards research and innovation, as well 
as stimulating the open exposure of ideas, encouraging indirect 
effects of creativity. IP rights are particularly relevant in times of the 
so-called Knowledge Society.

The Intellectual Property Rights component evaluates the 
protection of this kind of property.
In addition to an opinion-based measure, it assesses protection 
of three major forms of intellectual property rights (patents, 
trademarks and copyrights), combining a de jure and a de facto 
perspective.
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The Protection of Intellectual Property Rights reflects the strength 
of a country’s patent laws based on six extensive criteria: duration, 
coverage, restrictions, membership in international treaties, 
enforcement mechanisms, and applications. Trademark Protection 
reflects the strength of a country’s trademark laws based on four 
extensive criteria: coverage, membership in treaties, restrictions, 
and trademark applications. Copyright protection: the level of 
piracy in the IP sector is an important indicator of the effectiveness 
of the intellectual
property rights enforcement in a country.

Malaysia’s Intellectual Property Rights Subindex did not change and 
remained at 6.162 with scores of 7.319 in perception of Intellectual 
Property Protection, 6.215 in Patent Protection, 4.9 in Copyright 
Protection, and 6.215 in Trademark Protection.

Figure 9: Malaysia’s Protection of Intellectual Property Rights score, 2007-2022.

Source: https://www.internationalpropertyrightsindex.org/country/malaysia.
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For an environment which is conducive to innovation, three 
components are essential: a stable political environment, the 
protection of physical property rights, and the protection of 
intellectual property rights. 

On a global scale, Malaysia ranks 29th in the index in its entirety, 
while the country is 41st for the legal and political environment, 
28th in the protection of physical property rights, and 32nd in the 
protection of intellectual property rights.

On a regional scale, Malaysia ranks 8th overall, 9th in legal and 
political environment and for protection of intellectual property 
rights, and 7th for the protection of physical property rights.

Looking at the different sub-components that make up the 
composition of the index and the sub-indexes, Malaysian needs to 
improve in the following aspects:
• Political stability;
• Control of corruption;
• Process of registering properties;
• Copyright protection, and
• Patent protection. 
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7.
Entering into the details of specific policy suggestions is beyond 
the scope of the present policy brief, but the reflections herewith 
presented should constitute the necessary theoretical and 
institutional guidelines for the evolution of a well-grounded harm 
reduction strategy.

In particular, we have observed that the proper way to address 
“pleasure consumption” should originate in a process of sound 
economic reasoning and trade-off analysis, rather than crusades in 
which the vision of policy makers replaces the free will of individuals.

Following Ronald Coase’s analysis, in the presence of externalities 
we should not compare the actual market outcome with the 
idealistic vision proposed by rulers’ good intentions. On the contrary, 
a «better approach would seem to be to start our analysis with 
a situation approximating that which actually exists, to examine 
the effects of a proposed policy change and to attempt to decide 
whether the new situation would be, in total, better or worse than 
the original one. In this way, conclusions for policy would have some 
relevance to the actual situation». At the same time, it should be 
considered that any attempt to protect subject B from externalities 
produced by subject A will create an undesired harm to subject A 
in the form of a lesser degree of pleasure consumption. 

The approach embraced here is rooted in the idea that every 
human action, including policy making, is bounded by limits of 
knowledge that make it impossible for any given action to simply 
achieve the desired outcome, sic et simpliciter. The complexity of 
individual actions and interactions between individuals unfolding in 
time should lead policy making toward humility and the recognition 
of the limits of any one individual’s knowledge, rather than toward 
the pretence of knowledge.

Conclusions.
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Furthermore, in the analysis we have showed how the traditional 
approach to externalities and pleasure consumption, grounded in 
prohibition and taxation, does not actually stop the consumption 
of “sinful products”; rather, while violating principles of horizontal 
and vertical equity and being regressive, it shifts consumption 
toward lower quality and illicit products, leading to unemployment 
and lower fiscal revenues.

Thus, a proper approach to harm reduction, while respecting 
freedom of choice, should aim at nurturing an environment 
conducive to innovation, and such an environment is mainly built 
around the right set of institutions. In this regard, Malaysia needs 
to improve in terms of political stability, control of corruption, the 
process of registering properties, patent protection, and copyright 
protection.
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