
Unit 3 

Aggregate Demand (AD) 

Aggregate Demand (AD) is the total demand for goods and services in an economy, driven by 
four key components: Consumption, Investment, Government Spending, and Net Exports. 
Understanding these elements helps explain economic activity and shifts in demand. 

1. Consumption (C) 

o Represents the total spending by households on goods and services. 
o Accounts for the largest portion of AD, typically around 70%. 
o Influenced by disposable income, consumer confidence, and interest rates. 

2. Investment (I) 

o Refers to spending on capital goods that will be used for future production. 
o Includes business investments in equipment, structures, and residential 

construction. 
o Sensitive to interest rates, business expectations, and tax policies. 

3. Government Spending (G) 

o Comprises expenditures by government on goods and services. 
o Includes spending on infrastructure, education, and defense. 
o Not influenced by current income but can be affected by fiscal policy decisions. 

4. Net Exports (NX) 

o Calculated as exports minus imports, reflecting international trade balance. 
o Positive when exports exceed imports, contributing to AD. 
o Influenced by exchange rates, global economic conditions, and trade policies. 

5. Aggregate Demand (AD) equation: AD = C + I + G + NX 

o Represents the total demand for all goods and services in an economy. 
o Each component (C, I, G, NX) plays a crucial role in determining economic activity. 
o Changes in any component can shift the AD curve. 

6. Factors affecting Consumption 

o Changes in disposable income directly impact consumer spending levels. 
o Consumer confidence influences willingness to spend versus save. 
o Interest rates affect borrowing costs and savings behavior. 
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7. Factors affecting Investment 

o Business expectations about future economic conditions drive investment 
decisions. 

o Interest rates impact the cost of financing new projects and capital. 
o Tax incentives or disincentives can encourage or discourage investment. 

8. Factors affecting Government Spending 

o Fiscal policy decisions, including budget allocations and priorities, shape spending 
levels. 

o Economic conditions (recession or growth) can lead to changes in government 
expenditure. 

o Political factors and public demand for services influence government budgets. 

9. Factors affecting Net Exports 

o Exchange rates determine the competitiveness of a country's goods abroad. 
o Economic conditions in trading partner countries affect demand for exports. 
o Trade policies, tariffs, and agreements can alter import and export levels. 

10. Shifts in Aggregate Demand curve 

o Rightward shifts indicate an increase in AD, often due to higher consumption or 
investment. 

o Leftward shifts suggest a decrease in AD, potentially from reduced consumer 
confidence or investment. 

o External factors like global economic changes can also cause shifts in the curve. 
 


