Introduction to government intervention
So far, we have seen how markets work according to the interaction of the forces of supply and demand. We know that consumers will want to pay as low a price as possible, while suppliers will want to charge as high a price as possible. The market will adjust to meet changes in demand and supply and thus always operate at equilibrium.
 
Examiner Tip
Markets are free when supply and demand interact to reach a market equilibrium and allocate resources efficiently.
In reality, though, markets are rarely free. For example, on most of the things customers in Europe buy, they pay a type of sales tax called VAT (value added tax). This generates revenue for the state rather than the supplier.
In addition, some prices, like house rents, are regulated so that homes are affordable for most people. The government, in fact, tends to intervene through taxes, subsidies and price controls when it regards the outcome of the interaction of the market forces as being in some way unsatisfactory from society's perspective.
 
Examiner Tip
When prices and quantities in the market are influenced by government’s decision, we talk about government intervention in the market.
Essentially, governments face two choices:
1. Whether to intervene or not.
2. How much to intervene to correct market outcomes.

