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[bookmark: _Toc223438483] Introduction 
Market failure is when the free market is unable to distribute resources effectively, social welfare is lost. This is known as market failure, (Lee, & Clark, 2013).  Negative externalities of consumption occur when individuals use a good or service without bearing all the associated social costs, leading to market failure. Type 2 diabetes, obesity, and other chronic illnesses have increased in the UK as a result of excessive sugar consumption, especially from soft drinks, (Stanhope, 2016).  Although consumers think about the personal advantages of sugar-filled beverages, they frequently overlook the cost to society as a whole, many of which are paid for by the National Health Service (NHS). The NHS spends billions of pounds annually on obesity related conditions, which puts further pressure on the taxpayers and reduces overall economic productivity,(Obesity and Excess Weight Costing UK Economy £31 Billion a Year in Lost Productivity, 2025) To address this market failure, the UK government introduced the soft drinks industry levy (SDIL) in 2008 a tiered tax on producers of high sugar beverages designed to encourage reformulation and reduce sugar consumption, (UK Government, 2016).
This report will analyse the nature of the market failure associated with sugar consumption and evaluate the effectiveness of the sugar tax as corrective policy.
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The existence of a negative externality in consumption is one of the main arguments in favour of the sugar tax. When people buy a good but do not pay all of the societal expenses involved, this is known as a negative externality in consumption. Because the entire cost to society is not represented in the price that consumers pay, the market outcome is efficient, (Griffith et al., 2017). Customers base their choices in a free market on Private Marginal Benefit (PMB), which is the extra benefit or happiness they get from consuming one more unit of an item, (Vorster, 2024). PMB considers convenience, taste, enjoyment, and immediate energy benefits when it comes to sugary drinks. When choosing how much to buy, consumers weigh the market price against the private advantage. Nonetheless, Social Marginal Benefit (SMB) is a representation of the actual benefit to society. Because society must also consider external expenses that consumers do not consider, SMB is smaller than PMB when negative externalities are present. Increased rates of obesity, type 2 diabetes, heart illness, and dental issues are some of the external expenses associated with sugary drinks. Publicly funded healthcare systems like the NHS are financially burdened by treating these disorders, therefore taxpayers as a whole pay a portion of the bill, (Allcott et al., 2019).
Sugary drinks are drunk in excess of what is socially desirable because consumers solely consider PMB and disregard these external healthcare expenditures. As a result, the traditional overconsumption issue linked to negative externalities arises. The market equilibrium is found where supply and demand (which represents PMB) converge in a typical supply and demand diagram,  (Emerson, 2019) Nonetheless, the quantity at which SMB equals marginal social cost would be the socially ideal equilibrium. A deadweight loss triangle is frequently used to show welfare loss, which is the difference between these two numbers. The scale of these external social costs is illustrated by empirical data from the UK. NHS England estimates that obesity related illnesses cost the NHS billions of pounds per year. When lost productivity is considered, broader economic analyses including one commissioned by Nesta estimate that obesity and excess weight cost the UK economy tens of billions of pounds annually. These numbers show that the cost of sugary drinks fails to sufficiently account for the substantial healthcare expense linked to excessive sugar consumption.
Since consumers do not directly pay these future healthcare and productivity costs at the point of purchase, the market price understates the true social cost of consumption. This misallocation of resources results in allocative inefficiency, too many sugary drinks are produced and consumed compared to the socially efficient level.
The sugar tax, formally known as the Soft Drinks Industry Levy, was introduced to address this market failure. By increasing the price of high-sugar beverages, the policy aims to internalise the externality  effectively shifting consumer behaviour closer to the socially optimal level of consumption. In theory, the tax reduces quantity demanded, lowers sugar intake, and helps offset some of the external healthcare costs imposed on society. All things considered, the use of sugar filled beverages is an obvious instance of market failure brought on by negative externalities, which supports taxation by the government.
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[bookmark: _Toc223438486]Policy Description.
The Soft Drinks Industry Levy, implemented by the UK government in April 2018, aims to decrease sugar consumption in soft drinks to address obesity and health issues related to diet, (Gov.uk, 2024). Under the levy, a two-tier tax is applied to sugary drinks based on their sugar content: 18p per litre for drinks with 5–8g of sugar per 100ml, and 24p per litre for those with 8g or more per 100ml,(Gov.uk, 2024). The Sugar Drink Industry Levy (SDIL) targets producers and importers, incentivising them to reformulate beverages to decrease sugar content and avoid higher tax rates, (Gov.uk, 2024).
The SDIL is a Pigouvian tax, named in honour of economist Arthur Pigou, that is intended to internalise a negative externality from an economic standpoint.(Allcott,& Lockwood,& Taubinsky, 2019). The market is unable to allocate resources effectively when consumers and producers do not face the full social costs associated with the consumption of sugary drinks such as, increased healthcare expenditures from obesity, diabetes, and dental disease. By raising the price of the goods to reflect those external costs, a Pigouvian tax helps to bring private and societal expenses into line and brings consumption closer to the level that society finds ideal. The charge effectively raises the supply curve for high sugar drinks by raising the cost of production. In order to communicate to the market, the true societal costs that were not factored into the initial prices, this results in either higher prices or lower sugar content.
Empirical evidence shows that the SDIL has encouraged widespread reformulation and reduced sugar in the UK soft drinks market:
· The total sugar content of drinks covered by the levy decreased by about 28.8% between 2015 and 2018, according to a Public Health England progress report and evaluations, and consumption shifted toward goods with less or no sugar,(Analyses, 2020).
· A significant portion of items that were previously above the lower sugar level were modified to fall below it, according to research compiled by the UK government. This allowed businesses to avoid liability and lessen the amount of sugar available in the market, (Scarborough et al., 2020).
· According to a study by the Nuffield Department of Population Health, the weekly amount of sugar bought from soft drinks dropped following the implementation of the levy, which is comparable to a notable drop in weekly sugar consumption per person, (Soft Drinks Levy Shows Success on Reducing Sugar Intakes — Nuffield Department of Population Health, 2021).

When taken as a whole, these findings show that the SDIL changed producer conduct through reformulation and decreased consumer exposure to sugar. These results are consistent with internalising the external cost of sugar consumption and reducing the market failure brought on by negative externalities. 
By increasing the private production costs of high sugar beverages, the levy brings them closer to the societal costs, healthcare and welfare burdens that were not previously factored into the market pricing. By encouraging reformulation and changing consumption habits, this price signal lowers sugar intake, therefore the negative externality.
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[bookmark: _Toc223438488]Benefits Observed
Industry reformulation has been one of the most reliable indicators of the sugar tax’s success. The policy resulted in significant recipe changes in the soft drink industry, by giving producers a financial incentive to maintain sugar levels below taxable criteria, (HM Treasury, 2024). According to government evaluation results, the average sugar content of drinks covered by SDIL decreased by almost 46% between 2015 and 2020, with producer’s reformulation to avoid paying the charge, ( HM Treasury, 2024). Similar conclusions are supported by independent data published in 2025, which showed that reformulation had a significant effect on what consumers were purchasing. The overall average sugar content of drinks decreased by over 47% with a similar decrease in the average calories per item, (2025 News Stories - New Statistics Reveal Significant Sugar Reduction as a Result of the Soft Drinks Industry Levy - Action on Sugar, 2025).
[bookmark: _Toc223438489]Fall in Sugar Sold from Soft Drinks
 This change in product composition reflects a fundamental shift in industry behaviour, which is one of the policy's main goals. It also serves as some of the best proof that the levy has had the desired effect, encouraging manufacturers to either completely reformulate recipes or replace sugar with lower sugar alternatives, (Scarborough et al., 2020). Reductions in the total quantity of sugar in soft drinks Despite a 13% increase in drink volume between 2015 and 2024, the total amount of sugar sold from these beverages fell by around 39%. This suggests that even while consumers continued to buy soft drinks, their sugar content was much lower than it was before the levy (2025 News Stories - New Statistics Reveal Significant Sugar Reduction as a Result of the Soft Drinks Industry Levy - Action on Sugar, 2025).
Sugar from soft drinks decreased in household purchases in the months after SDIL adoption, according to additional scholarly analysis utilising national purchase data. According to a controlled interrupted time series study, households' weekly sugar purchases from soft drinks decreased by about 8 g when compared to a counterfactual situation in which the tax had not been imposed, (Rogers et al., 2025). Since they show a change in consumer exposure to dietary sugar, these drops in sugar sales are significant because they may support long-term public health benefits including decreases in obesity and diabetes.
[bookmark: _Toc223438490]Revenue Generated for Public Health Programs
The SDIL has been successful in producing considerable tax revenues, even though reformulation continued to lower the volume of high sugar drinks subject to the tax, (HM Revenue and Customs, 2024).  When the policy was first proposed it was anticipated that funds would be utilised to help with public health and school sports activities, though exact distribution may change from year to year. The levy’s on-going revenue has given policymakers a steady supply of money to reinvest in health-related projects supporting the larger goal of enhancing public health beyond just product reformulation,(Pell et al., 2019).
[bookmark: _Toc223438491]No Major Job Losses in the Sector
Advocates of the sugar tax first expressed concern that it might result in job losses or a declined in investment in the soft drink industry. Economic analysis, however, have not found  any evidence to back up these claims, (Sugar Levy Had No Lasting Negative Impacts on the UK Soft Drinks Industry, despite Substantial Reformulation of Drinks, 2020). According to a study of UK soft drink businesses that included evaluation of stock market returns and business performance, any unfavourable short-term reactions to the announcement of the charge were brief, and the tax had no long-term negative consequences on industry performance, (Sugar Levy Had No Lasting Negative Impacts on the UK Soft Drinks Industry, despite Substantial Reformulation of Drinks, 2020). Additionally, industry feedback during recent government consultations acknowledged concerns about costs and technical challenges of further reformulation but did not provide evidence of major job losses, (Scarborough et al., 2020).
[bookmark: _Toc223438492]Conclusion 
in order to address a negative consumption externality caused by excessive sugar intake, the sugar tax was implemented. Private soft drinks consumption resulted in increased social cost due to obesity, diabetes and health care expenditures. While producers and consumers failed to fully account for these external costs, the market failed. The soft drinks industry levy, a government intervention was justified as an attempt to enhance public health results. The tax effectively promoted product reformulation, decreased the amount of sugar provided in soft drinks, and raised money for health-related initiatives, according to data HM Treasury, the Office of National Statistics, and the Institute for Financial studies, by coordinating private production with social welfare objectives these results points to better market outcomes. Overall, by discouraging excessive use of high-sugar beverages and promoting healthier product choices, the sugar tax has probably increased allocative efficiency. Obesity rates, however, continue to be a problem, suggesting that more intervention such as extending the tax to other high-sugar goods or increasing funding for nutrition education may be necessary. Long-term health effects will depend on ongoing government action and corporate cooperation, even though the strategy has been mostly successful
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