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Introduction

In 2021, the UK tobacco industry amounted to 4,394,000 pounds in revenue, this market is predicted to grow 3.13% annually by 2025 (Statista, 2021). Cigarettes can be considered harmful to society as they produce negative spill over costs for non-smokers, smoking is recognised as a negative behaviour pattern which often leads to multiple health risks that can lead to premature death (NHS, 2018). Therefore, with the increasing numbers of premature deaths and diseases which reflects the risks and negative externalities of the tobacco industry it is vital for governments to take action to minimise the risks and costs to society. 

This essay will address the solutions implemented to address the negative externalities of consumption of the tobacco industry in the United Kingdom and analyse how effective these measures have been. The detrimental risks to society associated with the health risks of smoking will be explored and the pollution of toxic air pollutants will be identified to gain understanding of the extent of damage to society smoking is causing. 

An analysis of the tobacco industry and their failure to cost the negative externalities will be discussed prior to the indirect taxation and public health advertisements implemented by government. This will be reflected through demonstrative diagrams to provide a clear understanding of the market failure.

The tobacco industry will also be analysed post indirect tax and public health advertisements to gain an insight of whether the implementation has reduced the effects of smoking in this particular industry. This will be evidenced with the use of credible academic sources including books, journals, articles and also reference to illustrative diagrams.












Market failure of the tobacco industry. 

The tobacco epidemic is recognised as being one of the largest public health threats the globe has faced, with more than 8 million people dying from the consumption of tobacco yearly. 7 million of these deaths are the result of direct tobacco consumption, in comparison to 1.2 million deaths of non-smokers who have been exposed to second-hand smoke (World Health Organization, 2020). Statistics reflect that 14.7% of British citizens reported smoking regularly (Statista, 2020). The use of second-hand smoke has also proven to be harmful increasing risks of lung cancer and heart disease to people who are exposed to passive smoking (NHS, 2018). Smoking is a major source of air pollution that not only harms human health but also the environment. The cost price of a cigarette fails to take into account the cost of poor health to the consumer, the addictive nature of the product and the health effects and potential harm the product has to others through passive smoking. These all have significant societal costs through NHS health treatments (Finch, 2020).

Market failure in relation to cigarette consumption can occur in the form of negative externalities, the use of cigarette smoking not only highlights the negative health effects but also identifies the environmental pollution that is generated through the use of releasing toxic air pollutants. Cigarettes are harmful because they produce negative externalities, this is because the consumption has spill over effects on third parties. A negative externality occurs if an activity creates costs such as harm or discomfort for uninvolved people of a person’s activity, the costs are not picked up on the price of a market (California State University, n.d).

There are other negative effects of tobacco use including the household income for some UK citizens as the addiction contributes to poverty cycle (Nawrot & Para, 2014). The tobacco industry also has a negative impact on the environment through the use of littering and the effects of toxic chemicals that seep into soil and waterways resulting in soil and water pollution (Karaman, 2019). Research has proven that the harmful chemicals contained within discarded butts which includes nicotine, arsenic and heavy metals impact aquatic organisms as they are acutely toxic. There is ongoing research of the long-term effects that this detrimental issue will have on water supply (World Health Organization, 2017).  The core of the butt in cigarettes can take anywhere from 18 months to 10 years to decompose, during that time the cigarette filters are contained with tar, nicotine and other toxins that can leach into the ground (Howard, 2019). 

The negative externalities of cigarette consumption are seen to be detrimental to society, the marginal benefit for the consumer is greater than it is on society. 
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Figure 1 reflects a diagram that demonstrates the negative externality of smoking, the marginal private benefit is not reflecting social benefit therefore the marginal social benefit lies below the marginal private benefit. The vertical difference between both MSB and MPB demonstrates the negative externality. Q* represents where the optimal level of consumption and the marginal social benefit meets the marginal social cost which is recognised as the equilibrium. However, due to the negative externality there is an over consumption of goods at Q1 which is identified as the potential welfare loss.



Methods to improve market failure. 

Solution one - Indirect Taxation

Market failures can be corrected through the use of government intervention, an implementation of indirect tax was introduced in 1976 by the UK government. Although since 2010 the taxation has increased considerably in the UK. In 2009, tobacco taxes were increased 2% above inflation. The escalator was reinstated at 1% above inflation in 2010 and raised 2% in 2011 and 5% in 2012 (GOV, 2015). 

One solution that was implemented was an indirect tax on consumption to reduce consumption. The purpose of this is to shift the marginal social cost curve upwards to marginal social cost-plus tax. The use of this control strategy will reduce consumption to the socially efficient level of output which will increase the price of cigarettes. The indirect tax could also be used to correct some of the negative externalities caused by smoking, a limitation of this solution is the inelastic demand of cigarettes that may be a barrier to this strategy. Inelastic demand occurs when the quantity demand does not change when the price changes.  Products within this category are considered essential for some consumers (Harvard Business Review, 2015), in this context it would be the addictive behaviour of cigarettes that make them inelastic.

Taxation is also the most commonly used tobacco control strategy globally, there has been substantial evidence that demonstrates that it has been effective in raising prices of tobacco which has resulted in reduced smoking prevalence and related harms (Whitehead et al, 2018). 
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Figure 2 hypothetically represents the effect of indirect tax on cigars, the red dotted line in the diagram corresponds to a return to the socially optimal level of output Q1 and a higher price of P2. Implementing an indirect tax on cigarettes reduces the consumption of cigarettes from Q2 to Q1. The use of taxation will result in consumers paying a higher price for the goods although, the government would have addressed the negative externality by reducing consumption from Q2 to Q1. 

Market performance after indirect tax on smoking.

The principal investigator and director of the Tobacco Control Research Group stated that the use of increasing tax on cigarettes has led to a significant decline in tobacco sales, the underlying rate of decline in tobacco sales in the UK almost doubled after the indirect tax was implemented (Dunne, 2020).

‘’The current tax on cigarettes is made up of specific duty of £196.42 per cigarettes and an ad valorem rate of 16.5% of the recommended retail price Vat is charged in addition. a pack of 20 cigarettes with an RRP of £8 will be over 80% tax, while on some of the lowest price cigarettes tax can account for 90%’’ (Tobacco Manufactures Association, 2016).
 
Before the government implemented an indirect tax on cigarettes the negative externality was much greater, this is due to the price of cigarettes being considerably lower which at the time created a higher demand and an increase of cigarette consumption. There was an increase in consumer surplus and a decrease in producer surplus (Hu, 2008).

The first implementation of indirect tax on cigarettes was in 1976 and the rate has increased since then. The following graph labelled Figure 3 reflects the change in smoking prevalence in the United Kingdom that has declined progressively over a period of time. Taxes on negative externalities of consumption are intended to make consumers/producers pay the social cost of the good, the indirect tax reduces the supply of both goods causing the equilibrium price to rise and the quantity demand to fall (Trinh, 2014). 
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Solutions two - Negative advertising campaign and standardised packaging.


The second solution for this negative externality was the use of a negative campaign whilst using standardised packaging to discourage people from using tobacco by reducing the appeal of the product. Standardised packaging increases the efficacy of health warnings with the use of prominent graphic pictures on the packaging prohibiting logos, brand imagery and promotional text (Hatchard et al, 2016).

The purpose of this solution is to educate individuals about the health risks and dangers of smoking which would shift the marginal private benefit downwards as it would result in less satisfaction whilst purchasing and consuming cigarettes, it would also raise awareness about the serious effects that smoking has on society. However, it can be costly to create a public health campaign although taxes within the UK could pay for this. As previously stated, inelastic demand may be considered a barrier to success for this strategy as educating and advertising may not be effective in reducing cigarette consumption.   
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Figure 4 hypothetically represents a diagram that shows the effect that a public health campaign would have, moving the marginal private benefit through advertising downward to meet the socially optimal point of ‘a’ on the diagram. This would ineffectively reduce the quantity consumption of cigarettes. It will also reduce the welfare loss as a result of the solution. The use of a public health campaign influences a negative perception of smoking for consumers which would move the marginal private benefit curve. 



Market performance after standardised packaging on smoking.

May 2017, the UK became the third country in the world to fully implement standardised tobacco packaging with the intention to cut the number of smokers by 300,000 (BBC, 2017). The use of standardised packaging reduced smokers’ private benefit from smoking by reducing their utility of tobacco consumption and changing smoking behaviours (Chantler, 2014).
 
Figure 5 represents a timeline of the proportion of smokers in Great Britain who have quit, the timeline also represents other solutions that have been implemented to reduce the size of the negative externality as previously demonstrated hypothetically. Since 2017 there has been the highest percentage of smokers who have quit and the lowest percentage of current smokers which reflects the positive progression of minimising the spill over costs that smoking has on the environment and the effects it has on third parties outside of the market. 
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The standardised packaging in 2017 was considered a success innovation from the government as statistics state that cigarette sales had decreased by approximately 20 million after plain packaging rules and tougher taxes were introduced in 2017. Another study found that net revenue for the tobacco industry fell 13% after the implementation of standardised packaging from 231 million to a lower figure of 198 million (The Guardian, 2020). It is also been proven that the use of ‘fear appeals’ are effective in motivating health behaviour change, especially if there is information that educates how to avoid the fearful consequences (Tong et al, 2019).

A survey conducted by the office of national statistics stated that in a survey of opinion and lifestyle, smoking rates were 45% 10 years ago three times higher than what they are in 2021. Statistics reflect that 62% of those who reported that they smoked have quit, an impressive 11.8 million people (GOV, 2018). Which also reflects how the governments strategy to address the negative externalities have forced the negative externalities of consumption to the equilibrium. 


Substitute for tobacco industry. 

The below diagrams reflect the price adjustments of cigarettes and the cigarettes substitute, diagram 1 demonstrates the shift between S to S1 as a result of taxes being put on cigarettes. The diagram represents two-pronged strategy on smokers using tax on cigarettes to increase the price of production hence the cost of supply which moves the supply curve to the left on diagram 1. Whilst diagram 2 shows the substitutes increase in demand due to both taxes on cigarettes and the public health adverts. The supply curve shifts to the right as more suppliers come into the market due to this demand increase for the substitutes.
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E-cigarettes can be identified as a substitute which are goods in competitive demand and act as a replacement for another product (Riley, 2010). The diagram shows the process labelled 1-3 in red how the use of taxation would elevate the price of cigarettes and overtime the demand for tobacco substitutes would increase reflecting a wider market for e-cigarettes.
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The above diagram reflects the increased number of vapers in the UK from 2014-2019. E-cigarettes have become a popular stop smoking aid in the UK, this is due to them being far less harmful than cigarettes, many of thousands of people in the UK have already stopped smoking with the help of e-cigarettes (NHS, 2019). The Public Health of England also stated that e-cigarettes are 95% safer for human consumption than traditional cigarettes, reflecting the positive effects of this subsitute and will reduce the pressure of smoking related costs on the NHS. When comparing the Figure 7 to Figure 8  the opposite direction of demand is clear, this could be due to the sollutions imposed by the government. When comparing the data from both graph, there is an evidently higher use of e-cigarretes in males, and smoking prevalence has decreased the most in England in the UK since 2011. Both of these graphs reflect the negative future of cigarette consumption and the positive future of e-ciggaretts. 


[image: ]
Country comparison.


Bhutan is a Himalayan nation that is the only country in the world to ban the sale and production of tobacco, it is considered the worlds most advanced tobacco-controlled nation with the allocation of the governments expenditure for health reflects the high commitment this nation has to the health sector (Ugen, 2013). My opinion to disregard all negative externalities of smoking is for the UK to impose a complete ban of cigarettes, which would improve the quality of life for UK citizens, use of smoke free laws will make it easier for consumers to quit smoking. Although the negative effects of this solution if regulated in the UK is the impact it would have on certain industries involved in the production of cigarettes and also takes away freedom from smokers who are not conscious of their negative habit. 

Please refer to Appendix 1 for additional information. 



Conclusion. 


In conclusion, the tobacco industry was failing prior to the solutions implemented by the UK due to the social costs and negative health effects that consumers have faced. The solutions were implemented to change consumer behaviour, the taxes imposed can be used to cost the effects of externalities. With a reduction on smoking within society there will be a decrease of cancer, lung disease, chronic bronchitis and other health effects (Centers for Disease Control and Prevention, 2020). There will also be less toxic air pollutants into the atmosphere and less environmental impacts such as soil and water pollution from toxic cigarette butts (World Health Organization, 2017). The solutions for the externalities have evidently been successful within the UK with a drastic change to the smoking prevelance since 2011. Although there are other solutions that could be considered to reduce the level of cigarette consumption such as a smoke free laws, its important the UK still impose future solutions to avoid further damage to the environment and the health of british citizens.
The cigarette market has also gained a substitute which in recent years has been popular, the demand of e-cigarettes has increased since the solutions have been imposed resulting in a positive health change of consumers, although e-cigarettes aren’t completely risk free, they carry a small fraction of the harmful risks. The increase of e-cigarettes reduces the negative externalities of smoking.
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Appendix 1.
The following countries will be analysed to gain an understanding of the solutions governments across the world have implemented to discourage negative externalities. 
Gambia
In order to discourage negative externalities, Gambia implemented a strategy to raise price of cigarettes, the strategy was successful in the first year, Gambia then implemented a more ambitious plan for tobacco tax as it increased more for the following years. As a result, revenues generated in 2018 resulted in triple the revenue from 2011. Gambia also implemented a reduced importation of cigarettes by 60%. The minister of finance and economics affairs in Gambia stated that the results of these strategies have exceeded their expectations. The country has been successful in taxing tobacco and has a generated a win-win for bringing in more revenue to support the cost of negative externalities whilst reducing the demand of smoking. The minister also stated that they hope other countries adapt to effective solutions and embark on their own reforms (World Health Organization, 2021). I would suggest the use of reducing importation of cigarettes in the UK would be beneficial to change behaviour of cigarette consumption as there will be a reduced supply of ciggarettes, with other solutions to reduce smoking also implemented it may reduce smoking consumption at a faster rate. 
Sri Lanka
Sri Lanka is another country that regularly increases indirect tax on cigarettes to decrease cigarette consumption, it is recognised for having the highest level of taxation for cigarettes with taxes reaching 77% of the price of cigarettes. Sri Lanka stated that with the tax on cigarettes being so high it has effectively decreased affordability and consumption of the deadly products they indent to improve the health of the Sri Lankan population (World Health Organization, 2021). These statistics reflect that there still needs be more solutions and regulations implemented to reduce the high prevalence of tobacco use in Sri Lanka as there are still 29.9% of the population who still smoke (Fernando et al, 2019). Although it must be considered that due to smoking being a difficult habit to overcome for some consumers it reflects that demand for cigarettes is highly inelastic which can result in minimal change in the quantity of demand. Although the use of taxation allows governments to make the consumers pay the full social cost of the good to avoid over-consumption (Helbling, 2020). The UK should implement a very high taxation on cigarettes as it may reduce smoking in the UK at a faster rate as it will decrease affordability. 

Colombia
Colombia have implemented a successful strategy to reduce the consumption of smoking through taxation, Columbia was recognised for having the second-cheapest cigarettes in the western hemisphere and had one of the lowest taxes on cigarettes. An indirect tax was imposed in 2018 that tripled from 2016 this was as part of a larger fiscal reform. During 2018 cigarette consumption fell by 34% and the funding of universal health coverage almost doubled (World Health Organization, 2021). Therefore, the tobacco tax reform decreased tobacco consumption along with associated deaths, diseases and costs. The use of high taxation minimises the welfare loss for society as it improves the health of populations such as Columbia. It can also be suggested that although the use of taxation is proven to be effective, there needs to be more policies implemented through the use of education so that consumers gain an understanding of the health risks and effects. An argument against the increasing tax of cigarettes is that smokers within the UK already pay a lot of tax and the premature death rates of smoking may be an advantage as it could save the government a number of pension pay outs (Pettinger, 2016). Although this argument does not reflect the importance of taxation on smoking to reduce the detrimental effects and spill over costs it has on society. 
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Figure 3 — Smoking prevalence- percentage of adult population who smoke cigarettes
(World Health Organization, 2002).
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Figure 5 — The proportion of smokers who have quit, all aged 16 and above in the UK 1974-2019
(Office for National Statistics 2020).




image16.png
%)

D

Market for cigarettes

D'

Q

Market for cigarette substitutes




image21.png
S’ S
1
n
D
Q Q
Market for cigarettes Market for cigarette substitutes

Figure 6 — Market for cigarettes and cigarette substitutes (Callan & Thomas, 2013).
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Figure 7- The proportion of current vapers in 2019 significantly increased since 2014
(Office for National Statistics, 2020) |
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Figure 8- Smoking prevalence has fallen in all four countries of the UK since 2011
(Office for National Statistics, 2020).




image1.png
5= Marginal social
Potential Cost (MSC)

welfareloss

D =Marginal Private
Benefit (MPB)

D = Marginal Social
Benefit (MSB)

>

Figure 1 — Negative externalities of smoking cigarettes




image2.png
.~ MSC +fax

Solution 2: Indirect Tax

Price
MSC
®
P2
P1
MPB
o
MSB
n Q
C. Quantity (000s)

Figure 2~ Indirect tax on cigarettes




