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AGGREGATE DEMAND :  Aggregated demand means the total demand for final goods &   

services in an economy. 

 It is actually Total (Final) Expenditure of all the units of the economy i.e. Households, Firms,  

Government & Rest of the World. 

 THE VARIOUS COMPONENTS OF AGGREGATE DEMAND: 

                                                AD = C + I + G + (X-M) 

(a) PRIVATE (HOUSEHOLD) CONSUMPTION EXPENDITURE (C ) 

It comprises of  households’ expenditure on the consumption of goods and services. 

These goods can be durable, semi-durable or non-durable. 

Consumption of households depends upon their Disposable Income & MPC. 

(b) INVESTMENT EXPENDITURE ( I ) 

It refers to the expenditure incurred by firms on the purchase of capital goods like machines,  

plant, equipment, etc. to increase the production capacity. 

Investment decision depends upon the relative values of MEI (Rate of Return) & ROI (Rate 
of Interest). 

(c) GOVERNMENT EXPENDITURE (G) 

It refers to expenditure incurred by the government on the purchase of consumer goods and   

capital goods to satisfy the collective wants of the society. For example– Public parks, 

hospitals, Roads, etc. Government expenditure depends upon the priorities of the 
government. 

(d) NET EXPORTS  (X-M) 
 

It is the difference between exports and imports. 

It reflects the net demand for a domestic product by rest of the world. 

Net exports depend upon many things like Foreign Trade Policy, Foreign Exchange Rate,  

Comparative Prices & Quality, etc. 

AGGREGATE DEMAND IN A TWO SECTOR MODEL: 

In a two-sector Keynesian model, aggregate demand is composed of planned or desired  

consumption demand and planned investment demand. The total of planned expenditure   

(C + I) must be equal to the value of output or income for a simple economy to be in  



equilibrium. 

AGGREGATE SUPPLY: 

Aggregate supply is the money value of total output available in the economy for purchase 

during a given period. When expressed. 

In physical terms, aggregate supply refers to the total production of goods and services in an 

economy. It is assumed that in short run, prices of goods do not change and elasticity of 

supply is infinite. 

Aggregate Supply = Output = Income 

Main components of aggregate supply are two, namely, consumption and saving. A  

major portion of income is spent on consumption of goods and services and the 

balance is saved. Thus, national income (Y) or aggregate supply (AS) is sum of 

consumption expenditure (C) and savings (S). 

AS = C + S, i.e., Y = C + S 

Consumption function 

Equation of Consumption Function: C = + MPC * Y where C = Consumption, = Autonomous 
consumption. 

 MPC(b)= Marginal Propensity to consume 

Saving Function: 
 

Saving is that part of income which is not spent on current consumption. The  

relationship between saving and income is called saving function. 

Symbolically,             S = f (Y) 

(i) Saving can be negative (-) at zero or low level of income . 

(ii) As Income increases, savings also increase but more than the increase in income 

saving is residual income of households that is left after consumption. 

                S = Y-C 

Saving function equation: 

    As saving function is corollary of consumption function, we can derive the corresponding 

saving function from consumption function equation C = c + bY by substituting it in the 

equation S = Y – C as shown below. 
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Where C = Autonomous consumption (- C represents dissaving which is needed to  

finance autonomous consumption. Clearly, at zero level of income, amount of 

autonomous consumption = Amount of dissaving.), b = MPC (so that 1 – b represents 

MPS, i.e.. Marginal propensity to save), Y = Income. 

 Investment  

It refers to real investment which adds to capital equipment. It leads to increase   

in the levels of income and production by increasing the production and purchase of capital 
goods. 

Types of Investment: 
 

 1. Induced  Investment                                                                                                                                     

Real investment may be induced. Induced investment is profit or income motivated. Factors 

like prices, wages and interest changes which affect profits influence induced investment. 

Similarly demand also influences it. When income increases, consumption demand also 

increases and to meet this, investment increases. In the ultimate analysis, induced 

investment is a function of income i.e., I = f(Y). It is income elastic. It increases or decreases 

with the rise or fall in income. 

 2. Autonomous Investment 

Autonomous investment is independent of the level of income and is thus income inelastic. It 

is influenced by exogenous factors like innovations, inventions, growth of population and 

labour force, researches, social and legal institutions, weather changes, war, revolution, etc. 

But it is not influenced by changes in demand. Rather, it influences the demand. Investment 

in economic and social overheads whether made by the government or the private enterprise 

is autonomous.Such investment includes expenditure on building, dams, roads, canals, 

schools, hospitals, etc. Since investment on these projects is generally associated with 

public policy, autonomous investment is regarded as public investment. 

The two determinants of INVESTMENT are :                1) MEI          and             2) ROI 

    This content is developed from home by   MGN                                   

 


