Aggregate demand
While in microeconomics you study the supply and demand for one particular product at a time, macroeconomics is concerned with the whole economy at once. This means that, rather than being interested in the demand for a single product, we are now interested in the combined demand for all products and services. In addition, we also want to know who actually buys what is produced. As a result, the studying of the "combined" or "aggregate" demand for all products and services is a very important topic in macroeconomics.
The components of aggregate demand
 
Important
Aggregate demand (AD) is the total spending on goods and services over a period of time at a particular level of prices.
The aggregate demand curve exactly mimics the microeconomics demand curve in shape, but beware of the fact that axes (as well as the purpose of the curve) are different. While a microeconomics demand curve has "price" and "quantity" on its axes, an aggregate demand curve is plotted in a diagram where the Y-axis is labelled "price level" and the X-axis is labelled "Real GDP".
 
Examiner Tip
Note that rather than Real GDP, you may label the X-axis e.g. national output, national income or simply Y (the economic symbol for illustrating national income). These are interchangeable because they measure the same thing.
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Aggregate demand (AD) is made up of five components. These can be stated as the AD function where;
AD = Consumer spending + Investments + Government Spending + Exports – Imports
or,
 
Important
AD = C + I + G + (X - M)
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Consumer spending or consumption (C)includes all the money that consumers spend on domestic goods and services, i.e. all the spending on products and services produced in their own country. Depending on the purpose of their investigation, economists sometimes like to break down consumption into spending on durable goods (such as houses and cars) and non-durable goods (such as food and magazines). Durable goods are used over a longer period of time and, while consumers spend larger amounts of money on them, consumption of durables is more irregular.
Investment (I) in the context of the AD curve includes money that firms spend in order to add capital stock. Capital stock encompasses all goods that are used in the production of other products or services. For example, when a company buys a car or a printer, this would be classified as an investment. If a consumer buys the same product however, it would be part of the consumption component of aggregate demand.
Government spending (G) includes all the spending by public organizations, ranging from intelligence services directly financed by the government to schools and public transport. The amount of government spending depends on the public policy objectives set by the government. For example, in the Nordic countries, government spending as a percentage of GDP is very high in comparison to most other countries as a result of the extensive public welfare system.
Net exports (X - M) is made up of the country's exports (X) and imports (M). Exports represent an addition to AD in terms of money spent by foreigners on goods and services produced in your country (an injection into the circular flow of income) while imports represent a subtraction from AD as it involves people spending money abroad (a leakage). Net exports can be either positive or negative as a whole depending on whether or not the value of exports exceeds the value of imports.
Changes and shifts in AD
Movement along the AD curve will occur when there is a change in the price level. Consumers will, ceteris paribus, be able to buy more goods and services if the prices are lower, and buy less if the prices are higher.
 
Examiner Tip
Note: In fact, there are three reasons as to the downward slope of the AD-curve. The syllabus does not however require you to be able to describe these in detail. It might however be interesting to know that the explanation can be summarised under the headings of the real value of money effect (as stated above, i.e. that you will be able to buy less with your money if prices are higher), the interest rate effect and the net export effect.
A change in any of the components (C, I, G or (X-M)) of AD results in a shift of the AD curve. If there is an increase in any of the factors, the result will be a rightward shift of the AD curve, resulting in a higher real GDP at any given level of prices. Conversely, if there is a decrease in any of the factors, there will be a leftwards shift.
Changes in consumption (C)
The most significant determinant of the degree of consumption is the level of income. As income increases, consumption increases and vice versa. The government may influence disposable income by lowering or raising taxes and changes in the interest rate will affect primarily consumption of durable goods.
Changes in investment (I)
When it comes to investments, the most significant variable is the interest rate. The interest rate can be thought of as "the price of money" as it determines how much it will cost to borrow money from the bank, and how much you get in return for depositing your money in a bank account. As the interest rate increases, it will become more expensive for firms to borrow money for their investments. At the same time the opportunity cost of spending the money rather than saving it increases, and hence, firms will be more unwilling to make investments. The result is that AD falls, i.e. shifts to the left.
Changes in government spending (G)
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This area is obviously, to a very high extent, dependent on the policies of the government at any one point in time. Left-wing governments are more prone to increase government spending by expanding the public sector in order to encompass a wider range of sectors including for example healthcare, education, public insurance etc. While the government may borrow money to increase public spending, it is often coupled with higher taxes. Right-wing governments on the other hand are generally more opposed to a high degree of government spending, preferring instead lower taxes. The argument is that it is better to allow individuals to spend their money themselves, as private consumption, rather than to levy taxes in order to increase government spending.
Changes in net export (X - M)
Changes in the demand for exports and imports respectively have a major impact on the economic performance of many countries, especially small countries with a small domestic population where firms are very reliant on the ability to export their products and services. The most major determinant of the demand for exports and imports is the exchange rate; the rate at which a country's currency buys foreign currencies. Other important factors to take into account include the existence of protectionism (e.g. tariffs or quotas) as well as the economic performance of the country's trading partners. These factors are discussed in much further detail under Section 3 – International Economics.
 
What you should know
· Aggregate demand is the total spending on goods and services over a period of time at a particular price level.
· Aggregate demand is made up of consumer spending, investments, government spending and net exports (exports – imports).
· A change in the general level of prices causes a movement along the demand curve.
· A change in any of the component of aggregate demand, such as the number of consumers or the general level of income, causes a shift in the aggregate demand curve.
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