Introduction
This essay will be analysing how third parties are able to combat negative externalities from Negative Externalities of  Consumption, in order to avoid market failure. Market failure occurs when the free market fails to distribute its resources efficiently. This then leads to a distribution of services and goods and can possibly create negative consequences for society (Oxford Scholastica Academy, 2024).

The tobacco sector exhibits market failure due to negative externalities, such as second-hand smoke, healthcare costs, lost productivity, and environmental costs. Over the past couple of decades, many solutions have been created in regards to an externality of a pollutant created through the production and consumption of a good. The UK government has played a vital role in regards to this by implementing age restrictions, taxes, and education (Mota, 2011).


Negative Externalities of Consumption 
Negative Externalities of Consumption is when the consumption of service or good costs to a third party that is not directly involved in any transactions (tutor2u, 2022). This leads to a reduction in their societal welfare or well-being (tutor2u, 2022). The negative impacts are not reflected in the price of the service or item (France, 2024). This could lead to market failure, as consumers only consider their costs and benefits, which can lead to a miscalculation of resources and overconsumption (tutor2u, 2024). Governments can implement policies to address negative externalities. Some examples include: Pigouvian Taxes on items that create negative externalities to internalise the external costs (Britannica, 2025); regulations by setting limits on emission or noise levels (Britannica, 2025) and Education and Awareness Campaigns can also be implemented to inform the public about the negative impacts of particular behaviours (Britannica, 2025). 
 
The most common example of a negative externality is cigarette smoking, as the consumption by one person affects others due to the result of health hazards of second-hand smoke (Britannica, 2025), and on healthcare facilities such as the NHS (edtech, no date). Welfare loss is inevitable, as the marginal social cost of smoking is much higher than the marginal private cost (tutor2u, 2024). The market equilibrium is higher than the socially optimal level of cigarette consumption,  which is due to the market failing to account for the negative externalities (DeCicca, Kenkel, and Lovenhelm, 2022) 
 
 According to APS, as of 2023, 11.95 % of adults aged over 18 in the UK smoke, and this is 6 million people (Office For National Statistics, 2024). This as a negative external of consumption costs NHS England £2.6 billion every year, as it treats smoking-related illnesses, with even wider economic costs reaching over 13 billion (NHS, 2022).  This includes costs for hospital admissions, prescriptions, and outpatient visits (NHS, 2022). Between 2015 and 2016 there were 474, 000 hospital admissions and 79, 000 deaths caused by smoking (NHS, 2022). In addition to this, smoking also affects wider economic costs and social care costs; the wider economic costs have reached over £13 billion, including smoking-related house fires, lost productivity, and tobacco litter (NHS, 2022).  The annual cost of providing social care to people as a result of smoking accounts for 8% of all local authority spending on residential care and homes for adults in England (Act of Smoking and Health, 2021). 
 
 
 
When discussing negative externalities of consumption, the costs that are created by the consumers during the time of using the service or product are demit goods. They create negative externalities when consumed. Some examples of this include alcohol, petrol, sugar, and cigarettes. 
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Key Components of the Diagram 
 The diagram of the Negative Externalities of Consumption is an economic model, that shows the impact of consuming a service or good that creates external costs for society. It is normally represented using a supply and demand graph. There are four key components of the diagram: Demand Curve, Supply Curve,  Market Equilibrium, and Socially Optimal Equilibrium (Economics Online, 2020).  
 
 
Axes and Curves in the Diagram 
The X–axis on the diagram shown above represents the quantity of the good (Q) consumed and the Y–axis represents the price of cost and benefit per unit (Mankwi, 2020). 
 
Curves Included 
There are two Demand Curves: Private Marginal Benefit (PMB) and Social Marginal Benefit (SMB) (Mankwi, 2020). The PMB curve represents the benefits received by individuals consuming the good. This is the demand curve in a free market, reflecting private willingness to pay (Mankwi, 2020). 
 
The SMB curve represents the benefits to society, which are lower due to negative externalities (Mankwi, 2020), and from consuming the good. Since negative externalities exist, MPB is greater than MSB, meaning social benefits are lower than private benefits. The MSB curve lies below the MPB curve, due to the negative spillover effects (Mankei, 2020). 
 
The Supply Curve is shown by the Marginal Social Cost (MSC) = Marginal Private Cost (MPC): in many cases, the cost of production (supply curve) is assumed to be the same for both individuals and society (Varian, 2019).  In cases of negative consumption externalities, we often assume MPC = MSC, meaning the production costs do not include external damages. 
 
Marginal Social Cost (MSC) represents the true cost to society, including both private production costs and external costs. If the production itself does not generate external costs, then MSC = MPC, and the supply curve remains uncharged (Varian, 2019).  
 
Equilibrium in a Free Market 
Market Equilibrium, when in the absence of government intervention, is where PMB = MPC, which represents the free-market outcome (Krugman and Wells, 2018). However, this is not the socially optimal level due to it ignoring external costs.  
 
 
 


Socially Optimal Equilibrium 
Socially Optimal Quantity (Qs) and Price (Ps) are shown in the diagram above.  Socially Optimal Equilibrium is where SMB = MSC, which represents the level of consumption that is best for society (Krugman and Wells, 2018). This is at a lower quantity (Qs) and a higher price (Ps) than the market equilibrium. (British Columbia, 2019). At this point, total welfare, both private and social, is maximized.  
 
Welfare Loss (deadweight Loss) 
Since the free market overconsumes the good (Qm greater than Qs), there is an area of welfare loss, typically shown as a triangle between MSB and MPB curves from Qs to Qm (tutor2u, 2022), as shown in yellow in the diagram above. The deadweight loss represents the net harm to society due to excessive consumption (tutor2u, 2022).  
 
Government Interventions to Correct the Market Failure 
In order to reduce the negative externality and move towards the socially optimal level (Qs), the government can use policies such as : Taxes by increasing the price of the good to internalize the external costs or regulations by banning or restricting consumption, for example smoking bans, or a Public Awareness Campaign, by educating consumers to reduce demand voluntarily (Ross, 2021).  
 
Taxation 
The UK government first introduced excise duties on products containing tobacco way back in 1660, however, the current form of excise duty was implemented to harmonize with the European Economic Community (EEC) in 1976 (ASH, 2020). This came into force on the 10th of May 1976 (ASH, 2020). This was a two-tier system that included “specific” and “ad valorem” (ASH, 2020).  In 2017 the UK government introduced a Minimum Excise Tax (MET) on cigarettes, which was created to prevent companies from selling cigarettes too cheaply (UK.Gov, 2024), but also provide revenue to the government (University of Bath, no date). 
 
Regulations  
The UK government has created many regulations during the past century, but especially in the past 50 years. Between 1908 and 2007, the purchase age of cigarettes was 16 years old but was changed to 18 years old on the 1st of October in 2007 (Department of Health and Social Care, 2024). In 2006 a ban on smoking in an enclosed public space was implemented (UK.Gov, 2024). As a part of the Children and Families Act 2014, the UK government banned smoking in cars that carry children in England and Wales (Department of Health and Social Care, 2015).    
 
The UK government has created a Smokefree Generation Policy, which has a goal of having less than 5% of people in the UK smoke by 2030 (Balogun and Harker, 2023). There are 4 main sections within this policy. The first section is the phased age of sales; the government will gradually raise the legal age for buying any tobacco products, beginning with those born on or after the 1st of January 2009 (UK.Gov, 2024).  This will effectively make it illegal to sell any tobacco products to anyone born after this date.  The second section is product scope, this policy covers an extremely wide range of tobacco products. These include cigarettes, cigars, pipe tobacco, hand-rolled tobacco, waterpipe tobacco, cigarette papers, heated tobacco and many more (UK.Gov, 2024).  Enforcement is the next section, this is done by the government strengthening enforcement with ‘on-the-spot' fines of £100 for any retail stores caught selling tobacco and vaping products to anyone underage (UK.Gov, 2024).  The final section is an extension of the smoking ban, this is when the government will extend some indoor smoking bans to some outdoor settings (UK.Gov, 2024). This will be implemented to protect children and the most vulnerable, and includes the areas outside hospitals, schools and children’s playgrounds (UK.Gov, 2024).  
 
 
Information and Education Campaigns 
Many information and education campaigns that are used to target smoking have been created all across the UK (Cancer Research UK, 2022).  Some of these include highlighting the dangers of smoking, emphasizing the benefits of a smoke-free life, and promoting quitting resources (Cancer Research UK, 2022).  A federally funded national tobacco campaign was launched by the Centers for Disease Control and Prevention (CDC, 2019).  This features real people sharing their personal experiences with any smoking-related health issues and any impact it had on their families and friends (CDC, 2019). Every October smokers are encouraged to make a ‘quit attempt’ as the NHS launched a campaign called Stoptober (Public Health Agency, 2022). The National Cancer Institute created a website which offers information, tools, tips, and live web-based support for any teenagers who are interested in quitting tobacco use (Cancer Research Uk, 2022).  In October 2008, mandatory pictorial health warnings that include photos of lungs or any other health consequences due to smoking cigarettes began appearing on cigarette boxes in the UK (Hunt, 2016).  This was then also implemented on all tobacco products in 2010 (Hunt, 2016).  
 
 
How do regulations put in place by the government affect the equilibrium? 
By the government creating regulations in order to lessen the effect on third parties, it would also remove Externality of Negative Consumtion as shown in the diagram bellow.  
 
The negative externalities of consumption shift the Marginak Private Benefit (MPB) Curve to the left, as shown in the diagram below. This is done as there is a decrease in quantity consumed (Qm – Qs), which moves the market toward the socially optimal equilibrium. There is reduced welfare loss by aligning private choices with social well-being. An example of this is a smoking ban, as it lowers the attractiveness of smoking, shifts the demand curve downward and reduces cigarette consumption to a socially efficient level (Loo, 2023).  
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Bans and Restrictions  
Different regulations shift the diagram in different ways. A complete ban on tobacco cigarettes would eliminate market demand, meaning MPB shifts to zero. However, a partial restriction, such as limiting smoking in public places, shifts the MPB curve to the left, which reduces the demand and lowers the quantity consumed (tutor2u, 2022). Both affect the graph by moving the equilibrium from (Qm, Pm) to a lower quantity (Qs, Ps). The ‘wafer loss’ also decreases, meaning society benefits from less harm (tutor2u, 2022). An example of this is banning smoking in public places which reduces second-hand smoke exposure, shifting the demand curve down, which decreases the number of cigarettes consumed (Public Health Agency, 2022).  

 
Advertising Bans and Mandatory Warnings (Informational Regulation) 
A ban on advertisements reduces the attractiveness of the product, moving MPB to the left. Mandatory warning labels, such as graphic warnings on cigarettes, reduce the perceived benefits, moving the demand down (Motta, 2011). This causes the demand curve to move to the left, and the MPB curve moves closer to MSB. This reduces overconsumption (Qm – Qs), which decreases the welfare loss (tutor2u, 2022). An example of this is the UK’s ban on cigarette advertising and plain packaging which led to a decline in smoking rates, as demand fell closer to the optimal level (Motta, 2011). 
 
Age Restrictions and Licensing 
Limiting access to harmful goods, such as cigarettes, reduces the number of consumers, which effectively lowers the demand. This causes the MPB curve to move to the left, reflecting reduced consumption in the market (ASH, 2020). This would make the new equilibrium move from Qm to Qs, reducing the welfare loss caused by negative externalities (tutor2u, 2022).  An example of this is the UK government changing the legal age of buying tobacco products to 18 in 2007 (Department of Health and Social Care, 2024).  
 
How Do the Solutions Work in Practice? 
When looking at the diagram above, it's clear that these regulations introduced by the UK government change the supply and demand curves. The demand curve moves to the left, meaning the demand for tobacco cigarettes is reduced. This clearly shows that the UK government’s aim for a Smokefree Generation Policy is effective as the number of people smoking in the UK is reducing, which is shown as the demand curve lower in the diagram (Balogun and Harker, 2023).  
 
Conclusion 
After looking at the use of restrictions and regulations being made by the UK government over the past few decades, its clear to see that it has been effective in regards to the market failure. This is due to new age restrictions, taxation, and educational information. This has been proven due to the number of people who smoke cigarettes falling. In the UK in 2012 19.3% of adults over the age of 18 years old smoked, which dropped significantly to 14.9% in 2017 (Primary Care Respiratory Society, 2024). By 2023, the number of adults over the age of 18 that smoked has reduced to 11.9% (Office For National Statistics, 2024).
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