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A Beginner’s Guide to Understanding 
the Economy
Learning the fundamentals

Anyone who has read the financial pages of a newspaper or 
filled out a tax return knows that understanding the 
economy and economic policy can drive you around the 
bend. Learning a few basic principles and terms relating to 
the economy can take you a long way toward better under-
standing how it works. The goal of this section is to give 
you some background on certain fundamental economic 
terms, which will make it much easier to grasp the 
economic policies we discuss in this chapter. The Don’t Be 
Fooled by…Economic Indicators feature is devoted to 
explaining key economic indicators as well.

We begin with the laws of supply and demand, the 
basic principles that regulate the economic market. They 
are called laws not because they have been passed by 

lawmakers but because they represent relationships in 
the economic world that hold true so consistently that we 
can count on them to occur unless something happens to 
change the conditions under which they operate. They 
are more like the law of gravity than the law that says you 
must wear a seat belt. The law of demand tells us that 
people will buy more of something the cheaper it is, and 
less of it the more expensive it is. The law of supply says 
that producers of goods and services are willing to produce 
more of a particular good or service as its price increases 
and less of it as its price goes down. Together these two 
economic principles should regulate the free capitalist 
market, ensuring that as consumer demand for a good goes 
up, more of that good will be supplied and the price will 
rise until it hits a point at which consumers are unable or 
unwilling to purchase the good, at which time the demand 
drops, the price falls, and less of the good is supplied (see 
“Snapshot of America: What Do We Owe?”).

Think for a moment about the iPad, for example. 
Because it is relatively new and in high demand, iPads 
are expensive. As the demand for them decreases (once 
the next new thing is invented), their price will drop 
substantially. VCRs also clearly illustrate this concept. 
It wasn’t that long ago that a VCR cost several hundred 
dollars. People were amazed that they could watch movies 
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Figure 18.1  Government: A Steadying Influence on Gross Domestic Product

The zero line in this figure represents no economic growth (and no decline). The ideal for economic prosperity is steady, positive 
economic growth, or a change in the gross domestic product (GDP) just a few percentage points above the zero line. Notice here 
that with strong government intervention in the economy beginning in the late 1930s, the radical swings between growth and 
decline were substantially diminished. The depth of the recent recession is indicated by the actual drop in GDP in 2009.

Source: U.S. Department of Commerce, Bureau of Economic Analysis, www.bea.gov/national/txt/dpga.txt.


