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Lecture 7
Theoretical Research

Questions about an Economy:
Input-Output and General Equilibrium 

Model for Policy Analysis

Intersectoral Linkages
Optimal allocation and price in an Economy

Research Methods For Economists
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A General Equilibrium Model

• Three conditions
– Demand = supply
– Income = expenditure
– Firms maximise profit: zero economic profit in competitive markets

• Major Characteristics
– Markets allocations depend on relative prices.
– Relative prices are determined by forces of demand and supply.
– Demand for a commodity depends on preferences and income.
– Income of a household is determined by her endowment and price 

of that endowment.
– Exchange or trade of goods is mutually beneficial.
– Each consumer optimises in equilibrium.
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• Two goods: apples and oranges. 
•Households A and B
•Production or  Supply (Endowments)

A                     B
apples           100                 0.00
oranges        0.00                200

• Both have Cobb-Douglas preferences.
• Allocation of income between apples and oranges

A                    B
apples           40%               60%
oranges        60%                40%

•Market structure is competitive and everything is consumed.
•Let apple be X1 and orange be X2.

An Example of a Pure Exchange Economy
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Sensitivity Analysis -1 
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Relative price of good 2 falls as demand for good 1 by consumer A rises.
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Sensitivity Analysis -2 
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Theoretical Observations on Role of Preferences Income 
and Welfare of Households

• Relative prices of goods, income and amounts of 
consumption change when preferences change.

• Change in the relative income affects the level of utility 
and welfare of households

• Household A can make household B worse off  by 
increasing the demand of good 1 that he owns ( or 
supplies to the market).

• Household B can increase his relative income and 
reduce the relative price of  good 1 by increasing the 
demand for good 2 .

• Relative prices and allocations depend on preferences.
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