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Introduction 
[bookmark: _Int_r5xUKzGE]Market failure is when products or services are distributed inefficiently in a free market. In an ideal market, supply and demand are balanced and a change on one side of the equation results in a change in price that keeps the market in equilibrium. Market failure results when the balance between these gets disrupted (Baekkeskov, 2019). When market processes are unable to distribute resources effectively, social welfare is lost. Negative externalities, in which third-party costs are not reflected in the price of goods or services, are a key kind of market failure (Pettinger, 2019). Negative externalities also refer to the harm imposed on their parties who are not directly involved within the transaction. An example o this would be the tobacco industry. The negative externalities associated with third parties would be second hand smoke inhalation by people who do not directly consume cigarettes but inadvertently consume the second-hand smoke from this. This would be a negative externality as it would affects them by increasing the likelihood of health issues such as an increase i the likened of the suffering from asthma. The market that I’m going to be looking at is the tobacco industry. During the financial year ending in March 2024, the UK tobacco industry made £8.804 billion in revenue (GOV.UK, 2025). The UK tobacco industry is estimated to be worth £22.28 billion British pound and is expected to increase each year (Statistica, 2024). This industry is an example of market failure due to negative externalities. Two major externalities of this industry would be health costs, and environmental damage. The health cost of this would be the negative effect that smoking cigarettes can have on both the people who insure them and the third parties who inadvertently consume their second hand smoke, whereas the negative effect of cigarettes on the environment include aspect such as the damage that producing these product cadaver on bite environment, and the effect that littering cigarette buds can have on the environment.  This assignment will aim to look at the ongoing market failure within the tobacco industry. This study utilises the UK as a representative case to examine the tobacco industry’s ongoing market failure. Tobacco manufacturing and use result in substantial societal expenditures that are significantly higher than the personal expenses that smokers endure. Environmental harm and public health issues are the main ways in which these negative externalities to become evident. Each year, the NHS spends over £2.4 billion treating smoking related problems, and the economy suffers from early deaths and lost productivity due to this (Action on Smoking and Health, 2024). Tobacco production pollutes the environment by destroying forests and soil, while cigarette butts contribute to littering and the release of harmful chemicals into the environment. These widespread impacts show how tobacco products are not priced by the free market to reflect their entire social cost, which results in inefficiency and overconsumption (World Health Organization, 2022). This essay will look at the negative externalities of consumption and how taxation can be a solution to this. It will also look at an indirect excise tax on demerit goods and how regulations and advertisements such as banning smoking in certain places and advertising the effects of smoking on the packaging in order to improve the awareness of the health effects associated with smoking cigarettes can have on people’s health. It will also look at how this can affect and reduce negative externalities. 

Market failure 
[bookmark: _Int_OA6pPa06]The tobacco industry is a prime example of market failure since it fails to into consideration the many societal consequences of smoking such as health risks and environmental damage. Each year, smoking related illnesses cost public health systems and taxpayers billions of pounds which would place a strain on the NHS. Because of the tobacco businesses previously misleading marketing tactics, many smokers underestimate the long-term health effects despite the awareness programs that have been introduced to help reduce cigarette consumption. Due to tobacco being an additive it makes consumers less responsive to increasing prices and doesn't necessarily help reduce overconsumption as many people are addicted to cigarettes and would still buy the substance at a high price without thinking of the long-term negative effect that it will have on them. In 2023 approximately 6.0 million adults who are aged 18 and over are smokers (Office For National Statistics, 2024). 14.6% of these are men and 11.2% of these are women (Office for national statistics, 2023). 















Negative externalities of consumption
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Figure 1: Negatives externalities of consumption (AP Microeconomics, 2025)
The graph above (figure 1) shows the negative externalities of consumption for the tobacco industry. This shows that the negative externalities can be harmful to both society and the environment as the marginal benefit of consuming tobacco is more for the consumer than the wider society.  the vertical axis shows the price, benefits and costs, whereas the horizontal axis shows the quantity of cigarettes consumed per packet. The marginal private benefit curve (D=MPB) represents that the private benefits of consuming cigarettes.  The curve sloping downwards indicates that the more cigarettes that are consumed, the less beneficial it becomes.  The curve labelled S=MPC=MSC refer to the supply cure in the tobacco market. This reflects the costs for producers to produce and sell tobacco. The marginal private costs (MPC) refer to the cost to the producers of each additional unit of tobacco they produce.  The marginal social costs (MSC) refer to the total costs to society for every unit of tobacco that is produced. Both private costs and external costs are included within this.  The Equilibrium point is where the marginal social point is where (MSP) meets the marginal social costs (S=MPC=MSC). Q* refers to the optimal level of consumption of cigarettes. Qe refers to the over consumption of goods caused by negative externalities. The marginal social benefit curve (MSB) is below the marginal private benefit curve (MPB) as it shows that the costs to society reduces the overall benefits. 

Solution 1 – Indirect Taxation
One way the government as aimed to tackle market failure is by introducing the implementation of indirect taxation on tobacco. This was established in 1976 in order to align with the European Economic Community (EEC) standards (GOV.UK, 2023). 
The purpose of implementing taxes on cigarettes is that by making tobacco products more expensive, particularly for younger people, high taxes deter smoking. This lowers the rates of smoking-related diseases and deaths (Marquez, 2015).
Another reason for implementing taxes on cigarettes consumption would be that healthcare systems bear a heavy financial burden from smoking-related illnesses. By reducing the prevalence of smoking, higher taxes are intended to cut these expenses (World Health Organization, 2015).
Another reason that taxation works on reducing cigarette consumption would be that Governments have historically relied on tobacco taxes as a steady source of income to support a range of public services and initiatives that aim to tackle cigarette consumption (World Health Organization, 2021). 

Taxation has been effective in rising prices of cigarettes as it increases the price for producers which then in turn increases it for the consumer. This then results in the consumer consuming less cigarettes as they increase in price. The reduction in the number of cigarettes consumed then helps to reduce the negative externalities from smoking which has helped contribute to a decline towards smoker rates over the years. By implementing these taxes, this has helped reduce the chances of the smoking rate increasing due to the high prices on tobacco, making it less affordable for younger individuals to start smoking (World Health Organization, 2021).



An indirect excise tax on demerit goods
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Figure 2: An indirect Excise Tax on demerit goods (AP Microeconomics, 2025)
[bookmark: _Int_xdSsEJ0b][bookmark: _Int_iQYqNnaa][bookmark: _Int_ViZw0Lkf]The graph above (figure 2) shows the hypothetical effects of an indirect excise tax on demerit goods. Placing an indirect tax on cigarettes would force both the consumer and the producer to pay for the indirect tax for these negative externalities. Similarly, the previous graph, the vertical axis shows the price, benefits and costs, and the horizontal axis shows the quantity of cigarettes consumed per packet. In a free-market consumers would pay the price of Pe and consume cigarettes to the quantity of Qe. Due to the government imposing an indirect tax in order to discourage the consumption of cigarettes, the supply curve shifts to the left which raises production costs. In order to pay for the extra tax imposed, producers then raise their prices which should discourage the consumption of cigarettes. Implementing tax on cigarettes in order to reduce consumption would force Qe to Q*. By forcing the Qe point to Q* this would mean that the government would have dealt with the negative externalities. With the new supply curve creating a higher equilibrium (P*) for consumers and a lower equilibrium price for consumers (Pp) this would then decrease the quantity of cigarettes consumed from Qe to Q*. The tax revenue section demonstrates the amount of tax revenue collected by the government.

Solution 2- Regulations and advertisements
A solution that has been put in place in order to help with reducing the negative externalities of the consumption of cigarettes would be the introduction of regulations and advertisement that campaign against the consumption of cigarettes (Pettinger, 2019). 
The consumption of cigarettes has been successfully decreased by negative advertisements by the government. Adverts that emphasise the negative consequences of smoking, and highlight the negative health effects of smoking, by combine information, emotional appeals, and graphic imagery has been effective in reducing the negative externalities of consuming cigarettes. This helps to reduce the appeal of smoking cigarettes which decreased the demand and helps to solve the negative externalities of this. With these actions in place, it can help lower the smoking rates and reduce the negative externalities such as productivity loss and healthcare costs (Sims et al., 2013). 
Although the increasing awareness of the effect of smoking on health has impacted the consumption of cigarettes, however there are many people that won't be influenced by this due to addiction. 
However, there is a correlation between a decline in the prevalence of smoking and cigarette consumption with television commercials that have negative emotional content (Sims et al., 2014).











Government regulations and advertising
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Figure 3: Government regulations and advertising (AP Microeconomics, 2025)
The graph above (figure 3) hypothetical shows what the effects of government regulations and advertising would have on the negative externalities of the consumption of cigarettes. By the government imposing regulations such as bans of certain tobacco additives, and limited production quantities this would increase the cost for producers. Similar to the effects of imposing taxation, the supply curve would shift left which would result in higher prices and a decrease of quantities of cigarettes within the market. Introducing smoking bans and where tobacco is sold would help reduce the accessibility for consumers which would help reduce the consumption of cigarettes. This is shown on the graph as the demand curve shifts left from D1=MPB to D2=MSB. This new equilibrium shows the reduced consumption of cigarettes and higher costs which helps to reduce the negative externalities. Restrictions on advertising usually have an indirect effect on producers by lowering the sale volumes and help to discourage into the production of tobacco rather than having a direct effect on the supply curve. The consumption of cigarettes is seen as less appealing when the government restrict adverting because consumers are less likely to be tempted by promotions of the product. This causes the demand curve to shift more towards the left. 

How implementing government regulations and advertising has reduced externalities

The purpose of Government restrictions and advertising are intended to tackle negative externalities, which develop when a good's production or consumption results in costs to society that are not represented in the product's market price. For instance, smoking causes health problems that put a strain on public health systems and lower productivity. The goal of laws like smoking bans and public awareness programs like anti-smoking advertisements is to internalise these external costs by deterring harmful behaviours and increasing public knowledge of their effects on society. By helping people match their personal decisions with the welfare of society, these policies lessen the harm that smoking and other harmful behaviours produce overall (Zeder, 2019).
 
Although implementing government regulations and advertising has helped to reduce negative externalities of consuming cigarettes, there have also been substitutes for smoking introduces. These include e-cigarettes and vapes. These have helped to reduce the negative externalities created through the consumption of cigarettes as more people are being encouraged to hit smoking and take up these substitutes instead this has helped to lower the demand for cigarettes. These regulations and advertisements that have helped discourage smoking have improved public health, lowered healthcare expenditures, and minimised productivity losses due to smoking-related ailments. Tobacco tax funds are also frequently used to fund healthcare and smoking cessation initiatives, which increases their beneficial effects on society (ASH, 2019).

Conclusion 
In conclusion I believe that the industry was failing before the implementation of solutions such as marketing campaigns, smoking bans, substitutes such as e cigarettes and vapes. Although these solutions have worked in reducing the number of cigarettes consumed it's important to still look at other ways that could be used to tackle these externalities. Another solution that can be introduced in order to help reduce negative externalities would be emphasise how the use of e cigarettes and vapes could substitute the consumption of cigarettes which could help reduce the negative externalities of health risks and environmental damage as E cigarettes and vapes are seen to be the healthier option than the consumption of cigarettes.
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Figure 12: Government regulations and advertising
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Figure 14: An indirect excise tax on demerit goods
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Figure 11: Negative externalities of cigarette consumption: MSB < MPB




