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Aggregate demand is the sum of four components: consumption, investment, The Keynesian AD/AS model. This Image
credit: Figure 1 in "Aggregate Demand in Keynesian Analysis" by . Although the United States is usually thought of as a
market economy, . Macroeconomic perspectives on demand and supply.

The theory believes that "demand creates its own supply" rather than the Classical claim of "supply creates its
own demand". Prior to Keynes, the effects of ungovernable events or shocks weren't considered, nor were
government policies on trade, exchange rates and money supply. An outward shift in the aggregate demand
curve would also increase output and raise prices. It is possible to have macroeconomic equilibrium at less
than full employment. More goods are produced because the output is increased and more goods are bought
because of the lower prices. Since wages cannot readily adjust low enough for aggregate supply to shift
outward and improve total output, the government must intervene to accomplish this result. It was not possible
for a society to grow as a unit unless its members were committed to working together. Census Bureau
estimated that approximately , small businesses closed. It is important to note that according to Keynes this
unemployment is due to deficiency of aggregate demand. Now there is no tendency towards economic
expansion or contraction. During that time, the U. This was particularly true in the United States where
Keynesian economics would became the unwritten foundation for President Franklin Delano Roosevelt's New
Deal policies. Real and Nominal Variables: classical economists stated that real and nominal variables can be
analyzed separately. Therefore, interest rate, which is already at low levels, cannot be lowered further through
the expansion of money supply. The vertical section of the Keynesian curve corresponds to the physical limit
of the economy, where it is impossible to increase output. As such, given the technical conditions, output in
the short run can be increases only by increasing employment of labour. Keynesian theorists believe that
aggregate demand is influenced by a series of factors and responds unexpectedly. Anything that causes labor,
capital, or efficiency to go up or down results in fluctuations in economic output. Firms' average costs of
production therefore are assumed not to change as their output level changes. The "long-run" is the period
after which factor prices are able to adjust accordingly. In the following sections we discuss Keynes' concepts
of aggregate demand function, aggregate supply function and finally, the point of effective demand. Thus, the
equilibrium level of employment is the level at which aggregate supply is consistent with the current level of
aggregate demand. In the Classical case, the AS curve is vertical at the full employment level of output.
Everything in the economy is assumed to be optimal. Thus, as we can see from the diagram, the aggregate
demand curve shifts rightward in case of a monetary expansion.


