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Introduction 

This essay will discuss the market failure of the tobacco industry. The UK revenue from tobacco in 2022 reached 21.8 billion pounds and is expected to continue to increase (Statista, 2023). Cigarettes produce negative externalities of consumption. A negative externality is something which creates a spill over effect to a third party outside of the market, and no compensation is paid, causing a market failure (Sloman et al., 2019).

This essay will address the market failure of the tobacco industry in the UK and the negative externalities the industry produced in society before the government implemented the solutions through hypothetical diagrams. Solutions to correct the failing market will be investigated using economic diagrams to demonstrate this. Finally, the effectiveness of these solutions will be discussed to determine whether they successfully internalise the negative externalities produced.

Market failure before the implementation of the solution in the tobacco industry

The negative externalities associated with the consumption of cigarettes make the industry a market failure. Cigarettes are considered a demerit good as it produces a cost to a third party when consumed (Sloman & Jones, 2019). Smoking cigarettes is one of the leading causes of preventable deaths in the UK; annually, around 76,000 people in the UK die due to smoking, with many others living with debilitating and smoking-related illnesses (NHS, 2022a). Exposure to second-hand smoke is projected to cause roughly 2,700 deaths in adults aged 20-63 in the UK and another 8,000 deaths in people aged 65 and over. In addition, people regularly exposed to second-hand smoke are likely to develop diseases such as lung cancer and heart disease (NHS, 2022b). Third-hand smoke is a newly founded health risk; therefore, there has been limited research into its dangers; however, laboratory studies have found that the toxins in third-hand smoke can cause DNA to change, increasing a person’s risk of developing cancer and other chronic diseases (Jacob et al., 2017). These health implications not only put a strain on the NHS but also produce a substantial external cost; in 2015, it was found that smoking-related costs to the NHS in England were £2.6bn. These costs were accumulated from GP appointments, practice nurse visits, prescriptions, outpatient visits and hospital admissions (GOV.UK, 2017). The cost of cigarettes does not consider the cost of the health implications to the individual and the harm to others through passive smoking (Finch et al., 2020). This contributes to the societal costs smoking causes and is just one of the negative externalities that the tobacco industry faces.

Another negative externality of the tobacco industry is that the disposal of tobacco and cigarette waste creates a substantial amount of pollution. Cigarette butts contribute to the largest single type of litter in the UK, and the filters used do not biodegrade (Global Health, 2022). In 2021 £40 million was spent by local authorities in the UK on the cleaning up of cigarette butts creating a considerable external cost which is not accounted for in the price of cigarettes (Department for Environment, Food & Rural Affairs, 2021). The littering of cigarette butts is becoming more of an issue as they make their way into waterways, contaminate the water, and end up on shorelines. Some of the chemicals in a cigarette butt include arsenic, polycyclic aromatic hydrocarbons, and heavy metals, which are toxic to aquatic life (Slaughter et al., 2011). A study found that one cigarette butt left in water for 96 hours releases enough toxins to kill half of the salt and freshwater fish that have been exposed to the intoxicated water. If ingested by small animals, this also causes fatality due to poisoning (ASH, 2019). Cigarette smoke generates hundreds of metric tonnes of cancer-causing chemicals, other poisons, and greenhouse gases in a year. Third-hand smoke pollution also poses one of the negative externalities of the consumption of cigarettes. Third-hand smoke is the residue of tobacco smoke which remains on surfaces after the tobacco has been smoked. The chemicals within third-hand smoke are similar to that of second-hand smoke; however, they age over time, and the chemicals become more toxic. Third-hand polluted areas expose people to these pollutants long after the cigarette has been smoked without any awareness (WHO, 2017).

Cigarette consumption highlights the health implications for both the smoker and those around them and the pollution caused by the release of toxins into the air and the waterways through littering. These negative externalities that come at a cost to society display how the market is failing. Figure one below shows that cigarette consumption is harmful to society as marginal private benefits are higher than marginal social benefits, creating negative externalities and causing the market to fail.
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Figure 1 : Negative externalities of cigarette consumption, (AP Microeconomics, n.d.-a)
Figure 1 shows that the marginal private benefit (MPB) is greater than the marginal social benefit (MSB), thus, resulting in the MSB curve being lower and to the left of the MPB curve. The vertical difference between the MSB and MPB illustrates the negative externality (external cost) of the tobacco industry. Qe demonstrates the optimal level of personal consumption of cigarettes at the price Pe; in a free market, Qe is achieved as the cost of cigarettes is low; therefore, consumption is increased due to affordability. This leads to negative externalities. At Qe, there is an overconsumption of cigarettes, in turn leading to welfare loss which is represented in the diagram as a yellow triangle. Q* illustrates the allocative efficient point where the marginal social benefits meet the marginal social costs, which is lower than Qe. Where marginal social benefits meet marginal social costs is the equilibrium.

Methods to improve market failure. 

Solution 1- Indirect taxation 

The first solution to market failure in the tobacco industry, focussing on the consumption of cigarettes, is an indirect tax. This is a market-based approach to remove the negative externalities of the tobacco industry. In 1978 the government implemented an indirect tax escalator above inflation to fix the failing market. Over the years, indirect taxation on tobacco has increased and continues to do so; in 2021, it was announced that tobacco products would increase by 2% above RPI inflation (GOV.UK, 2021). Indirect tax is imposed to increase the supply costs for the producers however is paid indirectly by the consumers.

Government implementation of the indirect tax was put in place to shift marginal personal costs upwards to marginal personal costs plus tax, increasing the cost of cigarettes to reduce consumption. This method could help to eliminate some of the negative externalities caused by smoking cigarettes by making producers and consumers pay the burden of indirect tax. However, a limitation of this method is that due to the demand for cigarettes being inelastic, producers can pass on most of the tax to the consumer creating a consumer burden. If the demand was elastic, the quantity demanded would decrease. Inelastic demand is when a change in price causes less demand change. Products which are inelastic are usually considered a necessity by the consumer (Wiley, 2018). In this instance, the addictive nature of cigarettes makes the product inelastic, meaning that the quantity demanded may not decrease as consumers will continue to purchase cigarettes and pay the taxes (Blecher, 2019).
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Figure 2: Indirect tax on cigarettes (AP Microeconomics, n.d.-b)
Figure 2 hypothetically shows the effect of indirect taxation on cigarettes. The point of allocative efficiency achieved after the cigarette tax is imposed is at the intersection of marginal social benefit (MSB) and marginal private cost (MSC). The equilibrium point, which is achieved after-tax imposition, is at the intersection of the marginal social cost (MSC) and the marginal private benefit (MPB) (the demand curve). By imposing a tax, this increases the price which is paid by a consumer for the product, which can be seen in the diagram above as P*, and a decreased price received by the producers labelled as Pp. At P*, a higher price is being paid; this is where the allocative efficiency quantity of cigarettes is being consumed and produced. Resulting in the internalisation of the negative externality of the consumption of cigarettes.

Solution 2- Government regulations and advertising 

The second solution to the negative externalities related to the tobacco industry, specifically the consumption of cigarettes, is a command-and-control approach. The government can impose regulations and laws to reduce the consumption of demerit goods which produce negative externalities. For example, regulations have been put in place on the age a person can purchase cigarettes; this age has been revised and changed several times. The minimum age for purchasing cigarettes was 16 before October 2007, when it was increased to 18 to reduce smoking amongst the younger generation (Flint, 2007). In 2007, smoke-free premises were introduced; these regulations meant that smoking was prohibited in enclosed or substantially enclosed public spaces such as the workplace, cafes, and bars. Since 2007 the regulations have been revised and updated. Although these regulations are still in place, in 2021the government introduced new legislation, which means that smoking will be banned on hospital grounds, school grounds, public playgrounds, and outdoor day-care settings. Furthermore, in 2022 the ability to book a smoking bedroom in hotels and guest houses was eliminated (GOV. WALES, 2022). These legislations were introduced to try and protect society from the harmful effects that second-hand smoke can have, in turn reducing the cost of smoking on the NHS and reducing the negative externalities from cigarette consumption. 

Standardised packaging was approved in 2015 and implemented in 2016; this legislation aimed to reduce the appeal of smoking and delay the uptake of it by young people. This also helped to increase the effectiveness of health warnings on packaging to display the harmful effects of smoking (Department of Health and social care, 2022). The standardised packing legislation meant that producers had to display health warnings on cigarette packaging. The health warning is required to cover 65% of the front and back of the packaging (Department of Health and social care, 2021). The purpose of standardised packaging is to discourage people from purchasing cigarettes as the packaging does not look appealing, decreasing the demand for the product. In addition, this reduces the marginal private benefit as purchasing and consumption satisfaction is reduced due to the images displayed on the packaging.
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Figure 3: Government regulations and advertising (AP Microeconomics, n.d.-c)
Figure 3 shows hypothetically the effects governments implementing regulations and negative advertisements would have on the consumption of cigarettes. When these solutions are implemented, the demand for cigarettes will decrease due to the standardised packaging and regulations. This means the demand curve of cigarettes in the diagram above will decrease from marginal private benefits (D1=MPB) to marginal social benefits (D2 MSB), which is the desirable level of consumption where the negative externalities are eliminated and internalised. As the externalities caused by cigarette consumption decrease due to the solutions in place, Qe marked on the diagram will slowly decrease to Q*. This change in demand means the price of cigarettes reduces from the point of Pe to P* as producers will have to reduce their prices to decrease the surplus of the demerit good caused by the decrease in demand.

Effects of government regulation, advertising, and indirect tax on the tobacco industry

The total taxes currently account for 82% of the retail price of cigarettes; tax has remained at or above 72% of retail price since 1992. In 1992 cigarette sales decreased by 51% due to increased taxes (Home, 2023). In 2022 the tax rate of cigarettes was raised; the rate applied was £262.90 per 1,000 cigarettes plus 16.5% of the retail price. In 2020/21, the tax revenue on cigarettes was expected to increase to £8.7 billion for the government due to the tax rate increases. A report undertaken by Task Force on Fiscal Policy for Health has estimated that a tax increase which led to a 50% price increase in cigarettes could prevent 27.2 million deaths over a period of 50 years (WHO, 2021). Tax is seen to be a pivotal solution to deter people from smoking. It is evident from statistics that this solution has been successful. Figures show that since 2000 the number of smokers dropped from 30% of the population to 15% of the population in 2020. Due to the increased tax on cigarettes in 2016, cigarettes were 27% less affordable than in 2006 (Politics, 2022). The tax revenue on cigarettes proves that indirect tax has been successful in internalising the negative externalities of cigarette consumption. Before the indirect tax was implemented, the cost of cigarettes was much lower, causing an increase in consumption as it was more affordable. This meant a higher demand; therefore, the negative externalities before this solution would have been much more significant.

The introduction of standardised packaging, along with indirect tax, has caused a massive decrease in cigarette sales. A study performed over three years between 2015 and 2018 found that after the legislation was put in place, sales decreased by 20 million a month, whereas pre-legislation sales were on a decline of 12 million a month. As a result, the tobacco industry's net revenue fell by 13% post-implementation, from £231 million to £193 million per month (University of Bath, 2020). This reflects the success of the Government's strategy to reduce the negative externalities of cigarette consumption, as it has forced the industry to an allocative efficient point where marginal private benefits are equal to marginal social benefits.

The smoke-free workplace policies also reflect the Government's success in reducing the negative externalities of cigarette consumption. This policy resulted in a reduction of prevalence of 3.8% and a decrease in consumption of 3.1 cigarettes per day per smoker. A longitudinal study found that between July and August 2007, when Government policies were implemented, there was a higher number of smokers attempting to quit, 8.6%, compared to the following year, where it was only 5.7% (Bauld, 2011). Furthermore, a study undertaken over 32 countries found that countries with smoke-free policies implemented had an indoor smoke-derived particle level which was 89% lower than countries without policies in place (Hyland et al., 2008). This proves that the regulations have reduced the negative externalities of cigarette consumption as there are decreased second-hand smoke effects, meaning the spill over into society is decreased, improving the health of non-smokers suffering from second-hand smoke. It also eliminates the negative externalities related to air pollution as the number of cigarettes consumed is decreased due to the ban on smoking in indoor spaces.

Figure 4 shows a timeline of the current proportion of smokers in Great Britain. Since 1974, there has been a constant decrease in the number of people smoking. This demonstrates the success of indirect tax and other solutions in decreasing smoking prevalence to reduce the negative externalities caused by consumption. The constant decrease reflects the success these solutions have had in reducing the harmful spill over effects the consumption of cigarettes has on the environment and third parties outside of the market.
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Figure 4: Proportion of current smokers by sex, all persons aged 16 years and over, Great Britain, 1974 to 2020
(Office for National Statistics, 2021). 

Conclusion

To conclude, it is evident that before Government solutions, the tobacco industry was a failing market due to the adverse health effects and costs it imposed on society. The solutions were implemented to reduce cigarette consumption and change the behaviour of the consumer; indirect tax is also used to internalise the negative externalities produced. The reduction in the consumption of cigarettes will create a decrease in health issues related to smoking and preventable deaths. Not only will it reduce health issues there will also be a reduction in the environmental issues associated with the consumption of cigarettes. The solutions mentioned have been successful in reducing consumption over the years. However, there are other solutions which could be implemented to reduce consumption further to avoid any further costs and damage to society. For example, increasing the smoking age could further reduce the number of people starting smoking, and by providing better support, the NHS would prioritise prevention, although the solutions in place now are effective more can still be done. 
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Figure 11: Negative externalities of cigarette consumption: MSB < MPB
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Figure 14: An indirect excise tax on demerit goods
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Figure 12: Government regulations and advertising




