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Demand 
and Supply

When people talk about prices, the discussion often takes a judgmental 
tone. A bidder in an auction pays thousands of dollars for a dress once 
worn by Diana, Princess of Wales. A collector spends thousands of 

dollars for some drawings by John Lennon of the Beatles. Mouths gape. Surely such 
purchases are a waste of money? But when economists talk about prices, they are 
less interested in making judgments than in gaining a practical understanding of 
what determines prices and why prices change. In 1933, the great British economist 
Joan Robinson (1903–1983) explained how economists perceive price:

The point may be put like this: You see two men, one of whom is giving 
a banana to the other, and is taking a penny from him. You ask, How is it 
that a banana costs a penny rather than any other sum? The most obvious 
line of attack on this question is to break it up into two fresh questions: 
How does it happen that the one man will take a penny for a banana? and: 
How does it happen that the other man will give a penny for a banana? 
In short, the natural thing is to divide up the problem under two heads: 
Supply and Demand.

As a contemporary example, consider a price often listed on large signs beside 
well-traveled roads: the price of a gallon of gasoline. Why was the average price of 
gasoline in the United States $2.21 per gallon in January 2006? Why did the price 
for gasoline rise to $2.81 per gallon six months later by June 2006? To explain 
why prices are at a certain level and why that level changes over time, economic 
analysis focuses on the determinants of what gasoline buyers are willing to pay 
and what gasoline sellers are willing to accept. For example, the price of a gallon 
of gasoline in June of a given year is nearly always higher than the price in January 
of that year; over recent decades, gasoline prices in midsummer have averaged 
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about 10 cents per gallon more than their midwinter low. The likely reason is that people 
want to drive more in the summer, and thus they are willing to pay more for gas at that 
time. However, in 2006, gasoline prices rose by much more than the average winter-to-
summer rise, which suggests that other factors related to those who buy gasoline and 
fi rms that sell it changed during those six months, too.

This chapter introduces the economic model of demand and supply. The discussion 
begins by examining how demand and supply determine the price and the quantity sold in 
markets for goods and services, and how changes in demand and supply lead to changes 
in prices and quantities. Then in Chapter 5, the very same demand and supply model 
is applied to markets for labor and fi nancial capital. In Chapter 6, the same supply and 
demand model is applied to international trade. In situation after situation, in different 
places around the world, across different cultures, even reaching back into history, the 
demand and supply model offers a useful framework for thinking about what determines 
the prices and quantities of what is bought and sold.

Demand, Supply, and Equilibrium in Markets 
for Goods and Services

Markets for goods and services include everything from accounting services, air travel, 
and apples to zinc, zinfandel wine, and zucchini. Let’s fi rst focus on what economists 
mean by demand, what they mean by supply, and then how demand and supply interact 
in an economic model of the market.

Demand for Goods and Services
Economists use the term demand to refer to a relationship between price and the 
quantity demanded. Price is what a buyer pays (or the seller receives) for a unit of the 
specifi c good or service. Quantity demanded refers to the total number of units that 
are purchased at that price. A rise in price of a good or service almost always decreases 
the quantity demanded of that good or service; conversely, a fall in price will increase 
the quantity demanded. When the price of a gallon of gasoline goes up, for example, 
people look for ways to reduce their purchases of gasoline by combining several errands, 
commuting by carpool or mass transit, or taking weekend or vacation trips by car close 
to home. Economists refer to the relationship that a higher price leads to a lower quantity 
demanded as the law of demand. 

Exhibit 4-1 gives an example in the market for gasoline. The table which shows 
the quantity demanded at each price is called a demand schedule. Price in this case 
is measured per gallon of gasoline. The quantity demanded is measured in millions 
of gallons over some time period (for example, per day or per year) and over some 
geographic area (like a state or a country). A demand curve shows the relationship 
between price and quantity demanded on a graph, with quantity on the horizontal axis 
and the price per gallon on the vertical axis. The demand schedule shown by the table and 
the demand curve shown on the graph are two ways of describing the same relationship 
between price and quantity demanded.

Each individual good or service needs to be graphed on its own demand curve, 
because it wouldn’t make sense to graph the quantity of apples and the quantity of 
oranges on the same diagram. Demand curves will appear somewhat different for each 
product; for example, they may appear relatively steep or fl at, or they may be straight or 

demand: A relationship 
between price and the quantity 
demanded of a certain good 
or service.

quantity demanded: The 
total number of units of a good 
or service purchased at a 
certain price.

law of demand: The 
common relationship that a 
higher price leads to a lower 
quantity demanded of a 
certain good or service. 

demand schedule: A table 
that shows a range of prices 
for a certain good or service 
and the quantity demanded at 
each price. 

demand curve: A line 
that shows the relationship 
between price and quantity 
demanded of a certain good 
or service on a graph, with 
quantity on the horizontal axis 
and the price on the vertical 
axis.
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curved. But nearly all demand curves share the fundamental similarity that they slope 
down from left to right. In this way, demand curves embody the law of demand; as the 
price increases, the quantity demanded decreases, and conversely, as the price decreases, 
the quantity demanded increases. 

Supply of Goods and Services
When economists talk about supply, they are referring to a relationship between price 
received for each unit sold and the quantity supplied, which is the total number of 
units sold in the market at a certain price. A rise in price of a good or service almost 
always leads to an increase in the quantity supplied of that good or service, while a 
fall in price will decrease the quantity supplied. When the price of gasoline rises, for 
example, profi t-seeking fi rms are encouraged to expand exploration for oil reserves; 
to carry out additional drilling for oil; to make new investments in pipelines and oil 
tankers to bring the oil to plants where it can be refi ned into gasoline; to build new oil 

Exhibit 4-1 A Demand 
Curve for Gasoline
The table that shows quantity 
demanded of gasoline at 
each price is called a demand 
schedule. The demand schedule 
shows that as price rises, 
quantity demanded decreases. 
These points are then graphed 
on the figure, and the line 
connecting them is the demand 
curve D. The downward slope 
of the demand curve again 
illustrates the pattern that as 
price rises, quantity demanded 
decreases. This pattern is called 
the law of demand.

Price (per gallon) Quantity demanded (in millions of gallons)
$1.00 800
$1.20 700
$1.40 600
$1.60 550
$1.80 500
$2.00 460
$2.20 420

300 400

($2.20 per gallon, 420 million gallons)
D

($2.00 per gallon, 460 million gallons)

($1.80 per gallon, 500 million gallons)

($1.60 per gallon, 550 million gallons)

($1.40 per gallon, 600 million gallons)

($1.20 per gallon, 700 million gallons)

($1.00 per gallon, 800 million gallons)
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In economic terminology, demand is not the same as quantity demanded. When economists 
refer to demand, they mean the relationship between a range of prices and the quantities 
demanded at those prices, as illustrated by a demand curve or a demand schedule. When 
economists refer to quantity demanded, they often mean only a certain point on the demand 
curve, or perhaps the horizontal axis of the demand curve or one column of the demand 
schedule. 

Clearing It Up
Demand Is Not Quantity 

Demanded

supply: A relationship 
between price and the 
quantity supplied of a certain 
good or service. 

quantity supplied: The 
total number of units of a 
good or service sold at a 
certain price.











398 Chapter 21 The Macroeconomic Perspective

peak: During the business 
cycle, the highest point of 
output before a recession 
begins. 

trough: During the business 
cycle, the lowest point of 
output in a recession, before a 
recovery begins. 

business cycle: The 
relatively short-term movement 
of the economy in and out of 
recession. 

Exhibit 21-9 U.S. GDP, 1900–2005
(a) GDP in the United States in 2005 was about $12 trillion. After adjusting to remove the effects of infl ation, this represents a 
roughly 20-fold increase in the economy’s production of goods and services since the start of the twentieth century. (b) Per capita 
GDP in the United States in 2005 exceeded $40,000. This represents an almost eight-fold increase, even after adjusting for the 
effects of infl ation, since the start of the twentieth century.
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or even to lay off or fi re some of the workers that they have. Losing a job imposes 
painful fi nancial and personal costs on the worker, and often on their extended family 
as well. In addition, even those who keep their jobs are likely to fi nd that wage raises 
are scanty at best—or they may even be asked to take pay cuts. Exhibit 21-9b shows 
the corresponding rise in per capita GDP (again adjusted for infl ation). Even though 
the U.S. population nearly quadrupled over the twentieth century, GDP on a per capita 
basis has multiplied almost eight-fold since 1900. The per capita growth rate of GDP 
over the twentieth century averaged about 2% per year. 

Exhibit 21-10 lists the pattern of recessions and expansions in the U.S. economy 
since 1900. The highest point of the economy, before the recession begins, is called the 
peak; conversely, the lowest point of a recession, before a recovery begins, is called 
the trough. Thus, a recession lasts from peak to trough, and an economic upswing runs 
from trough to peak. The movement of the economy from peak to trough and trough to 
peak is called the business cycle. It is intriguing to notice that the three longest trough-
to-peak expansions of the twentieth century have happened since 1960, and that the 
peak-to-trough recessions during this time have been relatively short (the longest is 16 
months). Recessions have by no means disappeared, but they do seem to be arriving 
less frequently and not lingering as long. 

These patterns of GDP growth suggest that the health of the macroeconomy, as 
measured by GDP, poses two main issues: economic growth and recessions. The time 
frame for worrying about economic growth is over the long term; the time frame for 
worrying about recessions is the short term. This long-term/short-term approach to 
thinking about GDP will play a central role in macroeconomic analysis. 
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How Well Does GDP Measure the Well-Being 
of Society? 

The level of per capita GDP clearly captures some element of what is meant by the 
phrase “standard of living.” Most of the migration in the world, for example, involves 
people who are moving from countries with relatively low per capita GDP to countries 
with relatively high per capita GDP. Similarly, it is not common to fi nd many people 
in a high-income country who choose to deny themselves the benefi ts of electricity, 
plumbing, modern medicine, automobile and plane travel, and choose instead to live 
only with the income levels and technologies that were available 50 or 100 years ago 
in high-income countries—or with the technologies that are still in common use in 
low-income countries. 

However, “standard of living” is a broader term than GDP. GDP focuses on 
production that is bought and sold in markets. Standard of living includes all elements 
that affect people’s happiness, whether they are bought and sold in the market or not. 
To illuminate the gap between GDP and standard of living, it’s useful to spell out some 
things that GDP does not cover that are clearly relevant to standard of living. 

Some Differences between GDP and Standard of Living
GDP includes spending on recreation and travel, but it does not cover leisure time. 
Clearly, however, there is a substantial difference between an economy that is large 

Exhibit 21-10 Dates of 
U.S. Business Cycles since 
1900

Trough Peak Contraction Expansion
December 1900 September 1902 18 21
August 1904 May 1907 23 33
June 1908 January 1910 13 19
January 1912 January 1913 24 12
December 1914 August 1918 23 44
March 1919 January 1920  7 10
July 1921 May 1923 18 22
July 1924 October 1926 14 27
November 1927 August 1929 13 21
March 1993 May 1937 43 50
June 1938 February 1945 13 80
October 1945 November 1948  8 37
October 1949 July 1953 11 45
May 1954 August 1957 10 39
April 1958 April 1960  8 24
February 1961 December 1969 10 106
November 1970 November 1973 11 36
March 1975 January 1980 16 58
July 1980 July 1981  6 12
November 1982 July 1990 16 92
March 1991 March 2001  8 120
November 2001 ––  8 ––
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because people work long hours, and an economy that grows because people work the 
same number of hours but are more productive with their time. For example, the per capita 
GDP of the U.S. economy is about 20% larger than the per capita GDP of Germany, as 
was shown in Exhibit 21-8, but it’s also true that the average U.S. worker is on the job 
about 360 hours per year more than the average German worker. The calculation of GDP 
doesn’t take the German worker’s nine extra weeks of leisure into account. 

GDP includes what is spent on environmental protection, health care, and education, 
but it does not include actual levels of environmental cleanliness, health, and learning. 
Thus, GDP includes the cost of buying pollution-control equipment, but it does not 
address whether the air and water are actually cleaner or dirtier. GDP includes spending 
on medical care, but does not address whether life expectancy or infant mortality have 
risen or fallen. Similarly, it counts spending on education, but doesn’t address directly 
how much of the population can read, write, or do basic mathematics. 

GDP includes production that is exchanged in the market, but it does not cover 
production that is not exchanged in the market. For example, hiring someone to mow 
your lawn or clean your house is part of GDP, but doing these tasks yourself is not 
part of GDP. One remarkable change in the U.S. economy in recent decades is that as 
of 1970, only about 42% of women participated in the paid labor force. By the early 
2000s, about 60% of women participated in the paid labor force. As women have 
entered the labor force, many of the services that they used to produce in the non-
market economy like food preparation and child care have shifted to some extent into 
the market economy, which makes the GDP appear larger even if more services are not 
actually being consumed.  

GDP includes newly produced goods and services, but does not count the buying 
and selling of previously existing assets. For example, a house built this year is counted 
in GDP, but a house built in the past that is sold this year is not part of GDP—because 
nothing new was produced this year. Although the price of the old house is not part of 
GDP, the amount paid to a realtor for the service of assisting with the transaction is 
counted in this year’s GDP. 

GDP has nothing to say about the level of inequality in society. Per capita GDP 
is only an average. When per capita GDP rises by 5%, it could mean that everyone in 
the society has risen by 5%, or that some groups have risen by more while others have 
risen by less—or even declined. GDP has nothing in particular to say about the amount 
of variety available. If a family buys 100 loaves of bread in a year, GDP doesn’t care 
whether they are all white bread, or whether the family can choose from wheat, rye, 
pumpernickel and many others—it just looks at the total amount spent on bread is the 
same. 

GDP has nothing much to say about what technology and products are available. 
The standard of living in, say 1950 or 1900 wasn’t affected only by how much money 
people had—it was also affected by what they could buy. No matter how much money 
you had in 1950, you could not buy a CD player or a portable phone. 

In certain cases, it isn’t clear that a rise in GDP is even a good thing. If a city 
is wrecked by a hurricane, and then experiences a surge of rebuilding construction 
activity, it would be peculiar to claim that the destruction of the hurricane was therefore 
economically benefi cial. If people are led by a rising fear of crime to pay for installation 
of bars and burglar alarms on all their windows, it is hard to believe that this increase in 
GDP has made them better off. Some people would argue that sales of certain goods, 
like pornography or extremely violent movies, do not represent a gain to society’s 
standard of living. 
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Does a Rise in GDP Overstate or Understate the Rise 
in the Standard of Living? 
The fact that per capita GDP does not fully capture the broader idea of standard of 
living has led to a concern that the increases in GDP over time are illusory. It is at least 
theoretically possible that while the measured GDP is rising, the standard of living 
could be falling if human health, environmental cleanliness, and other factors that aren’t 
included in GDP are worsening. Fortunately, this fear appears to be overstated. 

In some ways, the rise in GDP understates the actual rise in the standard of living. 
For example, the typical workweek for a U.S. worker has fallen over the last century 
from about 60 hours per week to less than 40 hours per week. Life expectancy and health 
have risen dramatically, and so has the average level of education. Since 1970, the air and 
water in the United States have generally (with some exceptions) been getting cleaner. 
New technologies have been developed for many functions, including entertainment, 
travel, information, and health. A much wider variety of basic products like food and 
clothing is available today than several decades ago. Because GDP does not capture 
leisure, health, a cleaner environmental, the possibilities created by new technology, or 
an increase in variety, the actual rise in the standard of living for Americans in recent 
decades has exceeded the rise in GDP.

On the other side, rates of crime, levels of traffi c congestion, and inequality of 
incomes are higher in the United States now than they were in the 1960s. Moreover, a 
substantial number of services that used to be provided, primarily by women, in the non-
market economy are now part of the market economy that is counted by GDP. By ignoring 
these factors, GDP would tend to overstate the true rise in the standard of living. 

The positive factors ignored by GDP are probably larger than the negative factors 
ignored by GDP, in which case GDP over time would understate the true rise in the 
standard of living. But that judgment is a controversial one. 

The Human Development Index
Economists have long recognized that GDP is not a complete 
measure of social well-being. In 1990, an economist 
named Mahbud ul Haq at the United Nations Development 
Programme decided to do something about it. The UNDP 
began publishing an annual Human Development Report. 
Each year, along with a discussion of economic and social 
issues affecting low-income countries, the Report includes 
a Human Development Index, which ranks countries in 
three broad areas: health, as measured by life expectancy; 
education, as measured by school enrollment and adult 
literacy; and material standard of living, as measured by 
per capita GDP. 

By blending per capita GDP with measures of health 
and education, countries with good levels of health and 
education may rank higher in the Human Development Index 
than other countries that have greater per capita GDP. For 
example, in the rankings published in 2006, the U.S. per 
capita GDP was 31% higher than that of Australia. However, 
life expectancy in Australia was three years greater than in 
the United States and a higher proportion of Australians 

are enrolled in school (including college) than in the United 
States. Thus, in the HDI rankings, Australia ranked above 
the United States. 

To choose a more extreme example, the per capita GDP 
of Turkey is about 70% above that of the Philippines. But the 
Philippines has a life expectancy of 70.7 years and an adult 
literacy rate of 93%, while in Turkey life expectancy is 68.9 
years and only 87% of adults are literate. In the 2006 HDI 
rankings, the Philippines rank ahead of Turkey. 

The HDI rankings are controversial. Are these factors, 
measured in these specifi c ways, the right ones to include? 
What about making additional adjustments for gender 
or racial equality, the level of poverty, or environmental 
quality? Are the three factors weighted properly, or is, say, 
adult literacy getting too much weight and per capita GDP 
too little weight? The UNDP readily acknowledges: “The 
concept of human development is much deeper and richer 
than what can be captured in any composite index or even 
by a detailed set of statistical indicators.” 
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GDP Is Rough, but Useful 
It would be foolish and blinkered to believe that a high level of GDP should be the only 
goal of macroeconomic policy or government policy more broadly. But even though 
GDP does not measure broader standard of living with great precision, it still reveals 
something important about the standard of living. In most countries, a signifi cantly 
higher per capita GDP occurs hand in hand with other improvements in everyday life 
along many dimensions like education, health, environmental protection.

No single number can capture all the elements of a term as broad as “standard 
of living.” Per capita GDP has real limitations, which must always be kept in mind. 
Nonetheless, per capita GDP is a reasonable, rough-and-ready measure of the standard 
of living. 

Conclusion

There is sometimes a tendency to speak as if certain parts of the economy deserve more 
emphasis than others: for example, that  high-technology industries are more important 
to the economy than established industries, like making paper, or service jobs in areas, 
like tourism. Even within the high-tech industries, certain hot new fi rms—perhaps 
those involved in the Internet or in biotechnology—are sometimes claimed to be more 
important than older established fi rms. 

This desire to treat certain industries like favorite children is often misguided, 
because an economy is not like a country’s Olympic team. In the Olympics, a country 
can celebrate if a few of its top athletes perform well. In the Olympics, it doesn’t matter 
if the rest of the people in the country, watching on television, are fat and lazy and out of 
shape. But in an economy, every business counts. For an economy as a whole, it doesn’t 
work especially well to have a few wonderful, world-class companies, while the rest of 
the economy is fl abby and ineffi cient. After all, people work everywhere in the economy 
and buy goods from everywhere in the economy. Everyone throughout the economy 
needs good products, good jobs, good pay, and a generally rising standard of living. 

Key Concepts and Summary

 1. In a number of cases, behavior that seems rational at the microeconomic level for 
individuals and fi rms can end up leading to unexpected or even counterproductive 
outcomes at the macroeconomic level. 

 2. The size of a nation’s economy is commonly measured by its gross domestic 
product or GDP, which measures the value of the output of all goods and services 
produced within the country. GDP is measured by taking the quantities of all goods 
and services produced, multiplying them by their prices, and summing the total.

 3. Since GDP measures what is bought and sold in the economy, it can be measured 
either by the sum of what is demanded in the economy or what is produced. Demand 
can be divided into consumption, investment, government, exports, and imports. 
What is produced in the economy can be divided into durable goods, nondurable 
goods, services, structures, and inventories. 
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Review Questions

 1. What are the main components of measuring GDP 
with what is demanded?

 2. What are the main components of measuring GDP 
with what is produced?

 3. Would you usually expect GDP as measured by what 
is demanded to be greater than GDP measured by 
what is supplied, or the reverse? 

 4. Why is double counting a danger when measuring 
GDP? 

 5. What are the two main difficulties that arise in 
comparing the GDP of different countries? 

 6. What are the typical patterns of GDP for a high-
income economy like the United State’s in the long-
run and the short-run?

 7. List some of the reasons why GDP should not be 
considered a precise measure of the standard of living 
in a country.

 4. To avoid double-counting, GDP counts only fi nal output of goods and services, 
not the production of intermediate goods or the value of labor in the chain of 
production. 

 5. In comparing GDP fi gures between countries, it is necessary to useful to convert to 
a common currency using exchange rates and to divide by population to calculate 
per capita GDP. 

 6. In the long term, the key issue concerning GDP is real per capita growth. In the short 
run, the key issue concerning GDP is shortening or reducing the size of recessions 
and depressions—or avoiding them completely.

 7. GDP is an indicator of a society’s standard of living, but it is only a rough indicator. 
GDP does not directly take account of leisure, environmental quality, levels of health 
and education, activities conducted outside the market, changes in inequality of 
income, increases in variety, increases in technology, or the (positive or negative) 
value that society may place on certain types of output. 




