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In this case of cigarettes market, the firm produces at Qp with price at 

Pp because it doesn’t consider the externalities to society as water 

pollution. However, if we take negative external cost of water pollution 

into account, the MCp will shift to the left to MCs. As for the 

consumption, consumers don’t consider about the health risk, so it 

causes MBp shifts left to MBs. Therefore, to achieve social optimal 

allocation, the firm should produce at Q* and set the price at P*. 

The deadweight loss to the society is the pink area on the graph.

To reduce deadweight loss, the government should impose tax on cigarettes, leading to reduce production and 
consumption because the cost to produce will be higher as well as the price to sell.
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