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The Price Level lies at the heart of understanding macroeconomic fluctuations. The aggregate
demand (AD) curve illustrates the total quantity of goods and services demanded across all levels of
an economy at different price levels. Deriving this curve from the aggregate expenditures (AE)
model provides valuable insights into how price levels influence overall economic activity. This
article explores the process of deriving the aggregate demand curve using the aggregate
expenditures model, emphasizing the role of the price level and its implications for macroeconomic
policy and analysis.

---

Understanding the Aggregate Expenditures Model

What is the Aggregate Expenditures Model?
The aggregate expenditures (AE) model is a fundamental macroeconomic tool that explains the total
spending in an economy at different levels of income. It focuses on the relationship between total
spending (expenditures) and the national income or output (GDP). The model is primarily used to
analyze short-term economic fluctuations and equilibrium levels of output.

Key Components of the AE Model:
- Consumption (C): The total spending by households on goods and services.
- Investment (I): Business expenditures on capital goods.
- Government Spending (G): Government purchases of goods and services.
- Net Exports (X - M): Exports minus imports.

Mathematically, the aggregate expenditures can be expressed as:
\[ AE = C + I + G + (X - M) \]

Equilibrium in the AE Model
In the AE model, equilibrium occurs when total spending equals total output:
\[ Y = AE \]
where:
- \( Y \) is the national income or real GDP,
- \( AE \) is aggregate expenditures.

At this point, the economy is in a state where planned spending matches actual production, and
there is no tendency for output to change.



---

Linking the Aggregate Expenditures Model to the
Aggregate Demand Curve

From Short-Run Equilibrium to the Aggregate Demand Curve
The core idea behind deriving the AD curve from the AE model is understanding how changes in the
price level affect the components of aggregate expenditures and, consequently, the equilibrium level
of output.

In the AE model, the components of expenditure are sensitive to the price level:

- Consumption: Usually decreases as the price level rises, due to the wealth effect and substitution
effect.
- Investment: Often inversely related to the interest rate, which can be influenced by the price level
via monetary policy.
- Net Exports: Tend to decline when domestic prices rise relative to foreign prices, reducing exports
and increasing imports.

These relationships imply that a change in the overall price level shifts the aggregate expenditure
function, thereby changing the equilibrium output.

---

Deriving the Aggregate Demand Curve from the
Aggregate Expenditures Model

Step 1: Recognize the Impact of Price Level on Aggregate
Expenditures
The first step involves understanding how the price level influences the components of aggregate
expenditure:

- Consumption Function: Typically depends on real disposable income and the price level. An
increase in the price level tends to reduce consumption, shifting the consumption function
downward.
- Investment and Net Exports: These are also affected by the price level, primarily through interest
rates and relative prices.

Effect of Price Level Changes:
- Higher price levels → decreased real wealth → lower consumption.
- Higher price levels → higher interest rates (if monetary policy is unchanged) → decreased



investment.
- Higher price levels → less competitive exports → decreased net exports.

Step 2: Shift the Aggregate Expenditure Function
When the price level increases, the aggregate expenditure function shifts downward because at each
level of real GDP, planned spending is lower. Conversely, a decrease in the price level shifts the AE
curve upward.

This shift reflects the reduced or increased willingness to spend at different income levels due to
changes in the price level.

Step 3: Find the New Equilibrium Output for Each Price Level
For each specific price level, determine the equilibrium output where:
\[ Y = AE \]
The intersection point of the AE curve with the 45-degree line (where planned expenditure equals
actual output) gives the equilibrium output at that price level.

Procedure:
1. For a given price level, construct the corresponding aggregate expenditure function.
2. Identify the equilibrium point where \( Y = AE \).
3. Record the equilibrium output (real GDP).

Repeat this process for a range of price levels to find the corresponding equilibrium outputs.

Step 4: Plot the Aggregate Demand Curve
By plotting the equilibrium output levels against their respective price levels, you obtain the
aggregate demand curve.

- The horizontal axis represents the real GDP or output.
- The vertical axis represents the price level.

Characteristics:
- The AD curve slopes downward, indicating an inverse relationship between the price level and the
quantity of output demanded.
- This negative slope results from the combined effects of wealth, interest rates, and net exports.

---

Factors Influencing the Shape and Position of the AD
Curve



1. Consumer Expectations and Wealth
Expectations about future income or prices can shift the aggregate expenditure function, thereby
affecting the AD curve.

2. Fiscal Policy
Government spending and taxation influence aggregate expenditures:
- Increased G shifts the AE curve upward, shifting AD rightward.
- Tax cuts increase disposable income, boosting consumption and shifting AD rightward.

3. Monetary Policy
Changes in interest rates affect investment and consumption:
- Lower interest rates decrease the cost of borrowing, increasing expenditure and shifting AD
rightward.
- Higher interest rates have the opposite effect.

4. Foreign Exchange Rates and Net Exports
A depreciation of the domestic currency makes exports cheaper and imports more expensive,
increasing net exports and shifting AD rightward.

---

Implications of the Price Level on the Aggregate
Demand Curve

1. The Inverse Relationship
The downward-sloping nature of the AD curve reflects the inverse relationship between the price
level and quantity of output demanded:
- As price levels rise, real purchasing power declines, leading to decreased consumption, investment,
and net exports.
- Conversely, lower price levels boost consumption and net exports, increasing overall demand.

2. Real vs. Nominal Variables
The derivation emphasizes the distinction between real variables (like real GDP) and nominal
variables (like the price level). Changes in the price level influence real expenditures and output.



3. Policy Considerations
Understanding how the price level affects aggregate demand helps policymakers:
- Implement monetary and fiscal policies to stabilize the economy.
- Address inflationary or recessionary gaps by shifting the AD curve appropriately.

---

Conclusion: The Significance of Deriving the AD Curve
from the AE Model
Deriving the aggregate demand curve from the aggregate expenditures model offers a
comprehensive understanding of how changes in the price level influence overall economic activity.
It underscores the importance of various macroeconomic factors—such as consumer behavior,
investment, government policies, and international trade—in shaping aggregate demand.
Recognizing the mechanisms through which price levels impact aggregate expenditures enables
economists and policymakers to better predict economic fluctuations and design effective
interventions to promote stability and growth.

In essence, this derivation bridges the microeconomic foundations of individual spending behavior
with macroeconomic outcomes, illustrating the interconnectedness of prices, spending, and output
in a modern economy.

Frequently Asked Questions

How does the price level influence the aggregate demand
curve derived from the aggregate expenditures model?
In the aggregate expenditures model, an increase in the price level reduces the real value of wealth
and purchasing power, leading to a decrease in consumption and aggregate expenditure, which
shifts the aggregate demand curve downward. Conversely, a lower price level increases real wealth
and expenditure, shifting the AD curve outward.

What is the role of the price level in the slope of the aggregate
demand curve derived from the aggregate expenditures
model?
The price level affects the slope of the aggregate demand curve because changes in the price level
alter the real value of expenditures. A higher price level results in a movement along the curve due
to decreased real expenditures, making the AD curve downward-sloping.

How does a change in the price level impact the equilibrium



output in the aggregate expenditures model?
A change in the price level shifts the aggregate demand curve, leading to a new equilibrium output.
An increase in the price level decreases aggregate demand, reducing equilibrium output, while a
decrease increases demand and raises output.

In the context of the aggregate expenditures model, what
happens to the aggregate demand curve if the overall price
level remains constant?
If the price level remains constant, the aggregate demand curve remains unchanged because there
are no shifts caused by changes in the price level. The curve only shifts when there are other factors
affecting aggregate expenditures.

Why is the aggregate demand curve derived from the
aggregate expenditures model considered to be downward
sloping with respect to the price level?
Because as the price level rises, real expenditures decrease due to reduced purchasing power and
wealth effects, leading to a lower quantity of output demanded. This inverse relationship results in a
downward-sloping aggregate demand curve.

Additional Resources
Deriving the Aggregate Demand Curve from the Aggregate Expenditures Model at Different Price
Levels

Understanding the relationship between the price level and the total output or real GDP in an
economy is fundamental to macroeconomic analysis. The aggregate demand (AD) curve encapsulates
this relationship, illustrating how the quantity of goods and services demanded varies with changes
in the price level. A crucial method of deriving this curve involves the aggregate expenditures (AE)
model, which emphasizes the role of total spending in determining output. This review provides a
comprehensive exploration of how the aggregate demand curve can be derived from the aggregate
expenditures model, particularly focusing on the implications of varying the price level.

---

Foundations of the Aggregate Expenditures Model

Before delving into the derivation of the aggregate demand curve, it is essential to understand the
core principles of the aggregate expenditures model.



What Is the Aggregate Expenditures Model?

The aggregate expenditures model is a Keynesian framework that explains short-term fluctuations in
real GDP based on total spending in the economy. It posits that:

- Total spending (AE) in the economy is the sum of consumption (C), investment (I), government
spending (G), and net exports (NX).
- The model assumes prices are fixed in the short run, meaning that the real GDP adjusts to match
the level of aggregate expenditures.

Mathematically, the aggregate expenditure function is expressed as:

\[ AE = C + I + G + NX \]

where:

- C: Consumption, which depends on disposable income.
- I: Investment, influenced by interest rates and business expectations.
- G: Government expenditures.
- NX: Net exports, affected by foreign income and exchange rates.

The Equilibrium Condition

In the aggregate expenditures model, equilibrium occurs when:

\[ Y = AE \]

where:

- Y: Real GDP or national income.

At this point, total output produced equals total spending, implying no unintended inventory
accumulation or depletion.

---

Impact of Price Level on Aggregate Expenditures

The crux of deriving the aggregate demand curve from the AE model lies in understanding how
changes in the price level influence aggregate expenditures, thereby affecting the equilibrium level
of output.

Why Does the Price Level Matter?



The price level influences aggregate expenditures through several channels:

- Wealth Effect: Changes in the price level affect consumers' real wealth, influencing consumption.
- Interest Rate Effect: Price level changes can impact interest rates, affecting investment.
- Net Export Effect: Fluctuations in the price level alter the competitiveness of domestic goods
relative to foreign goods, influencing net exports.

In the context of the AE model, the most direct impact is on consumption, especially when
considering the real balances effect, which ties the price level to consumption behavior.

How Does the Price Level Affect Consumption?

Consumption (C) is generally modeled as:

\[ C = a + b \times (Y - T) \]

where:

- a: Autonomous consumption (consumption when income is zero).
- b: Marginal propensity to consume.
- T: Taxes.

However, the real wealth effect suggests that:

- When the price level rises, the real value of household wealth decreases, leading to a reduction in
consumption.
- Conversely, a lower price level boosts the real value of wealth, increasing consumption.

This relationship implies that the consumption function shifts downward as the price level increases,
all other factors held constant.

---

Deriving the Aggregate Demand Curve from the AE
Model

The process of deriving the AD curve involves analyzing how the equilibrium level of real GDP
changes as the price level varies, holding all other factors constant.

Step-by-Step Derivation Process

1. Specify the Aggregate Expenditure Function at a Given Price Level

The AE function is influenced by the price level primarily through consumption. For simplicity,



assume other components (I, G, NX) are unaffected in the short run by price level changes:

\[ AE(P) = C(P) + I + G + NX \]

where:

- C(P): Consumption depends on the price level P through the real wealth effect.

2. Model Consumption as a Function of Price Level

Incorporate the wealth effect into the consumption function:

\[ C(P) = c_0 + c_1 \times (Y - T) - d \times P \]

where:

- c₀: Autonomous consumption.
- c₁: Marginal propensity to consume.
- d: Parameter capturing the sensitivity of consumption to the price level.

Alternatively, in some models, consumption's dependence on P is captured via the real balances
effect, which is often reflected through the consumption function's shift rather than explicit
dependence on P. Nonetheless, for the derivation, considering a direct dependence simplifies
visualization.

3. Determine Equilibrium Output at Fixed Price Level

At a given P, the equilibrium output Y\ satisfies:

\[ Y^ = AE(P) \]

This is the level of real GDP where planned expenditure equals actual output.

4. Repeat for Different Price Levels

By varying P and calculating the corresponding Y\, we trace out the relationship between P and Y\.

5. Plotting the Aggregate Demand Curve

The collection of points (P, Y\) will generally produce a downward-sloping curve because:

- As P increases, C(P) decreases, lowering AE.
- Consequently, the equilibrium output Y\ decreases.

Conversely, a decrease in P raises C(P) and AE, increasing Y\.

---



Graphical Representation of the Aggregate Demand
Curve

To visualize the derivation, consider a graph with:

- Vertical axis: Price level (P).
- Horizontal axis: Real GDP or output (Y).

The aggregate demand (AD) curve is plotted as a downward-sloping curve, illustrating the inverse
relationship between P and Y\.

Key Features of the AD Curve Derived from the AE Model

- Slope: The negative slope reflects that higher price levels reduce aggregate expenditure through
wealth and interest rate effects.
- Shifts: Changes in autonomous components (I, G, NX) shift the entire AD curve, not just along it.
- Short-Run Validity: The derivation assumes fixed nominal variables other than the price level,
suitable for short-term analysis.

---

Factors Influencing the Shape and Position of the AD
Curve

While the primary focus here is on how the price level affects aggregate expenditure, several other
factors modify the AD curve's characteristics:

1. Autonomous Components

- Increases in investment (I), government spending (G), or net exports (NX) shift the AD curve
outward (to the right), indicating higher demand at each price level.

2. Consumer Expectations and Confidence

- Optimistic expectations boost consumption and shift the AD curve rightward.
- Pessimism has the opposite effect.



3. Fiscal and Monetary Policies

- Expansionary fiscal policy increases G or decreases taxes, shifting AD outward.
- Monetary policy affects interest rates, indirectly influencing consumption and investment, thereby
shifting the AD curve.

4. External Factors

- Changes in foreign income or exchange rates affect net exports, shifting the AD curve.

---

Limitations and Assumptions in the Derivation

While the aggregate expenditures approach provides intuitive insight into the derivation of the AD
curve, several assumptions limit its real-world applicability.

1. Fixed Price Level in the Short Run

- The model assumes prices are sticky or fixed in the short-term, which simplifies analysis but
diverges from long-term price flexibility.

2. No Supply Constraints

- The model presumes that supply can adjust freely to meet demand, ignoring potential supply-side
constraints.

3. Simplified Consumption Behavior

- The dependence of consumption solely on wealth and income ignores other factors like consumer
expectations or credit availability.

4. Static Components

- Investment, G, and NX are often treated as exogenous and unaffected by price levels directly.

---



Conclusion and Practical Implications

The process of deriving the aggregate demand curve from the aggregate expenditures model
underscores the fundamental macroeconomic principle: price levels inversely influence total
demand. By analyzing how changes in the price level modify consumption and, consequently,
aggregate expenditures, economists can trace out the AD curve, which is vital for understanding
macroeconomic fluctuations.

This derivation emphasizes that:

- Lower price levels boost real wealth, increasing consumption and aggregate demand.
- Higher price levels diminish purchasing power, reducing consumption and demand.
- The shape and position of the AD curve are sensitive to autonomous components and expectations.

In practice, policymakers rely on insights from this derivation to implement measures that shift the
AD curve appropriately, aiming for macroeconomic stability and growth. For instance, during a
recession, expansionary policies aim to shift AD outward, while contractionary policies aim to reduce
demand during inflationary periods.
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