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Lecture 2:  The General Equilibrium Model    

Today’s lecture, we will take you  through the whole EC202 journey, to the end 

of the road, to the top of the mountain, to the complete micro-economics model 

 

What you will achieve at the end of the first half of the semester. 

 

That way, you will know all along  

 

 where you are going to 

 

 where and how all the different parts fit in 

 

 try to think about what happens to your model if the different parts 

 do not work as they ideally should 

 

 Where different models may be needed to understand the real world 
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The General Equilibrium/Perfect Competition Model 

The General Equilibrium (as opposed to Partial Equilibrium) model  

 

Is presented as a circular flow of goods and factors of production: where consumers buy 

goods from firms which buy factors of production from the households.  Assuming:  

 

 m consumers,  n products,  k factors of production 

 

All goods are produced by firms who, given particular technology, given inputs and input 

prices, sets prices for their goods to maximize profit 

 

Every consumer maximises utility by freely choosing from all available goods and 

services, given product prices, subject only to his/her budget constraint 

 

Every owner of an input supplies whatever amount of input he wishes, given input prices 

 

There is perfect competition in all markets 
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The Circular Flow: four “sub-theories” or Partial Equilibria 

(maximise utility) 

Households 

 

 

     distribution theory           consumer theory 

 

 

Factors of Production      Goods 

 

 

 cost theory              production theory 

 

 

    Firms 

(maximise profits) 



4 

This GE mathematical model has beautiful results 

In algebra, if you have 3 variables, you need 3 independent equations to get 
unique solutions for the 3 variables. 

 

In the GE Model of the economy, there are just the right number of equations, 
corresponding to the available number of variables,  to give a unique set of 
equilibrium prices for all goods and factors  (this is a pure mathematical result- 
extremely beautiful) 

 

Result (a): supply = demand  in all markets:   i.e. all the markets are cleared 

 

i.e there is no excess demand (no unsatisfied buyers who are willing to pay the 
price, but none available), no excess supply (beyond normal  stocks)  

 

Result (b) there will be Pareto Optimality (economic efficiency) in 
consumption, production, and distribution (income determination) 

 

[Note do not confuse the economist’s meaning of “distribution” (which is the 
determinations of incomes) with the marketing term “distribution”] 
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In consumer equilibrium 

Each and every consumer 

 

faced with their own budget constraints and preferences,   

 

buys their own combinations of goods and services, such that in equilibrium 

 

The Marginal Rate of Substitution of good x for y (MRSxy) 

 

 

MRSxy = MUx    =    Px = same for all consumers, and each pair of products

 MUy       Py  

 

or alternatively 

  MUx = MUy 

    Px    Py 

 

Understand the “common sense” interpretations to these two equations. 

 

Remember “common sense” is an oxymoron: it is not very common at all. 
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In producer equilibrium, where profits are maximised 

All producers, face the same sets of input prices, choose to buy and use some 
combination of factors such that 

 

Given their budget constraint, in equilibrium,  

 

the Marginal Rate of Technical Substitution of capital for labour (MRTSkl) 

 

MRTSkl= MPk  = Pk = same for all producers for each pair of factors 

    MPl    Pl  

 

Or 

 MPk = MPl 

  Pk   Pl 

 

What are the “common sense” interpretations fo these two equations? 

 

And maximises his profit by producing at that output level where  

 

 MCx = Px  (what is the common sense interpretation to this?) 
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Equilibrium in factor markets also will imply 

 Pk  =  MPk. Px  

 

i.e. price paid for last unit of capital  used = value of its marginal product. 

 

 (does this imply “fairness” in income determination???) 

 

AND 

 

 Pl = MPl. Px 

 

i.e. price paid for last unit of labour   used = value of its marginal product. 

 

(Does this imply that every owner of factors get what they “contribute”?) 
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Value = price = Marginal Cost (economic efficiency) 

Since  Px = MCx     and   Py = MCy  

 

Then  MUx = Px  =  MCx 

 MUy  Py    MCy 

 

i.e. at the margin, the relative values that consumers put on goods x and y, 

matches their relative prices, and that matches their relative marginal costs of 

production.  

  i.e. economic efficiency 

 

And since in the long run under perfect competition  P also = min ATC, then the 

goods are produced at minimum cost to society. 

 

Consumers decide (through their demand) what is to be produced and at what 

price. 

 

Which determines profits of firms, and incomes of factors of production. 
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Free markets and the price signals are all that are needed... 

Inter-connected world, driven by preferences, technology and price signals 

 

Any changes in preferences affects demand for goods, affect goods prices 

Affects production/supply of the goods 

Affects the relative demand and prices of factors used to produce that good 

Hence also determines relative incomes 

 

Ultimately, consumers decide through their preferences and choices, what 

should be produced and how much, at what prices, thereby also deciding what 

incomes for whom, and what factors are used and what are not used:  

i.e. “consumer sovereignty”. 

 

Question: in the real world is this how consumption/production of dalo, rice, 

noodles, mobile phones and calls, etc are decided? 
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Corollary 1:   All achieved by Adam Smith’s  

“invisible hand” of markets 

This Pareto Optimality result  does not require kindness, or concern for society 

 

Does not require planning by government, or discretionary decisions by anyone. 

 

Adam Smith's "invisible hand" is all about the self-interest of individuals (as consumers) 

or owners of factors of production (maximising profits and incomes) providing the 

driving force for Pareto Optimality to occur.  i.e. “greed is good”. 

 

eg interesting question for you: if you want a particular outcome, what mechanism would 

you prefer to achieve it for you, you think would be more reliable?  

 

 someone who claims that he knows what is good for you? 

 or someone who will do it because he will also profit from it? 

 

This question is at the heart of any evaluation of the relative efficiency of free market 

capitalism versus socialism, or public enterprises within capitalism 
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Corollary 2 Any interference by the State in free markets 

 eg price control (Commerce Commissions?) or subsidies 

 

 eg quotas 

 

 eg minimum wages (Wages Councils in Fiji) 

 

 eg import duties, export duties, export excises, import excises etc 

 

 eg production by “state owned enterprises” “public enterprises”  

 

 eg distorted control of foreign exchange rates and reserves 

 

Will result in inefficiencies, and sub-Pareto Optimal allocation of resources, 

 

Eventually leading to reduced economic growth, stagnation or even decline 
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The theory admits of only two (perhaps 3) exceptions: 

0. Of course if you do not have perfect competition (monopoly, oligopoly) 

 the whole model collapses (important parts of our theory) 

 

1. Free competitive markets may not lead to efficiency if there exist 

 “externalities” - external diseconomies (negative): pollution, or external 

 economies (positive): health, education, water,.. (also at end of our course) 

 

2. If there are increasing returns to scale, ie the MC and ATC curve keeps 

 declining and does not rise over the relevant output range, then  

  P may not = MC and  may not  = min ATC  

 

3. In international economics, interesting theory of  “Second Best” optimal 

 solutions, where if a trading partners applies distortions in the market, 

 then matching distortions in your own may be OK. 

 

Otherwise the General Equilibrium model of free unfettered competitive markets 

implies “Pareto Optimality” for the economy. 
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Does Neoclassical Microeconomics explain the collapse of socialism? 

And the future of world history? 

If you were born in 1950, you grew up in an era of the Cold War, where the West feared 
Communism, Socialism as a threats to western market capitalism. and Govts & MNCs 
waged secret wars against the Soviet Union, China, Cuba, North Korea etc 

 

Communism: nationalisation (state ownership) of all the means of production (land, 
factories etc) with managed/planned prices and quantities of goods produced, and 
planned incomes (“from each according to their ability, to each according to their 
needs”) 

 

But last three decades has seen the collapse of communism everywhere, and the embrace 
of market capitalism and market forces (interesting contrasts between China and Russia) 

 

Everywhere in the developing world the forces of corporatisation and privatisation have 
been blowing like hurricanes. 

 

Today, China and India, are seen as the drivers of world economic growth- the saviours 
of the world economy facing the Global Financial Crisis;  

 

Is this convincing evidence that, whatever its weaknesses and faults, the recent history of 
the former socialist economies proves that free capitalist markets and principles are 
superior to planned economies? 
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But what of the more recent history after the GFC? 

How do you explain that to counter the GFC, and to save millions of private 

investors, and the huge corporations,  

 

The Western Governments (US, EU etc) were forced to 

 

 - provide massive subsidies to failing corporations 

 

 - even nationalise some of the sinking corporations 

 

 - assert much great control over financial markets. 

 

And is the pendulum swinging back in the Western World, with many 

communities demanding greater state interference in markets in order to protect 

the standards of living of ordinary and vulnerable parts of the community? 

 


