15. Evaluate the view that government intervention can correct all the market
failures caused by the effects of economic activity on the environment. (25)

Economic activity creates many negative externalities, which include damage to the
environment. To some extent government intervention can overcome market failure and
provide a more socially efficient level of economic activity.

One major source of environmental market failure is negative externalities of production and

consumption. For example, driving cars creates air pollution and carbon emissions, imposing
health and environmental costs on third parties.
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In a free market, consumers only consider their private marginal benefit and private marginal
cost, leading to overconsumption. At the free-market equilibrium (Q1), marginal social cost
(MSC) exceeds marginal social benefit (MSB), resulting in social inefficiency and
overconsumption.

One solution is to impose an indirect tax equal to the marginal external cost. This increases
firms’ costs, shifting the supply curve upwards so that consumers face prices reflecting the
true social cost of consumption. As a result, output falls to the socially efficient level (Q2),
where MSC equals MSB. In theory, this demonstrates that government intervention can
correct environmental market failure by internalising the externality and reducing over-
consumption.

However, in practice, taxes may be ineffective or incomplete. If demand for environmentally
damaging goods is price inelastic, such as petrol in the short run, higher taxes may raise
revenue but have little impact on behaviour. Consumers may continue driving because there
are few short-term substitutes, meaning pollution levels fall only marginally. This limits the



effectiveness of taxation as a corrective tool. But at least will raise revenue for the
government that can be used to fund alternatives.

There is also the problem of unintended consequences. Environmental taxes may encourage
illegal behaviour, such as fly-tipping in response to waste disposal charges. Therefore a tax
on rubbish which causes illegal dumping of waste, it may mean the external cost actually
increases.

In some cases, governments may use regulation instead of taxes, such as banning particularly
harmful activities or setting emission standards, e.g. banning diesel cars in city centres.
Regulation can be effective where damage is severe or irreversible, for example with toxic
waste or unsafe nuclear practices. However, regulation is often inflexible and costly to
enforce, and it may stifle innovation if firms have no incentive to reduce pollution beyond the
legal minimum.

Market-based approaches such as tradable pollution permits attempt to overcome some of
these weaknesses. By setting a maximum level of pollution and allowing firms to trade
permits, governments can use price signals to reduce emissions efficiently. Firms are
incentivised to cut pollution, while others can buy permits. In theory, this achieves
environmental targets at the lowest overall cost.

Nevertheless, pollution permits face major practical difficulties. Monitoring emissions
accurately is complex and expensive, and permits may be allocated unfairly due to lobbying
or political pressure. More importantly, environmental problems such as climate change are
global in nature. If major polluters such as the US or China do not participate fully, a UK
national policy will have limited overall impact. This significantly weakens the claim that
government intervention can correct all environmental market failures.

In conclusion, while government intervention can reduce environmental market failure
through taxes, regulation and market-based mechanisms, it cannot correct all such failures
but it should be able to make the situation better than just leaving to free market.



