Solutions for Midterm 1

ECON 4020B

February 16, 2016

Q1: (15 pts) Input requirement set

Let (x1,x9,23) be the input vector and y be the output. Define the input

requirement set, and explain what it means. Write down the input requirement

set associated with the production technology y = x¢x4x5.

(5 pts) For the input vector (z1,x2,z3) and output y, the input requirement set
is defined as:

V(y) = {(z1,22,23) € RY | (y, —21, —22, —23) €Y'}

(5 pts) It is the set of all input bundles that produce at least y output.

[Note: Students lose two marks if they do not specialize the arbitrary-dimensional
textbook definition to the three-dimensional input of this question. Specializing
a definition to a particular question shows that the definition is understood, not
merely memorized.|

(5 pts) With production technology y = z{z5z5, the input requirement set is:

V(y) = {($1,£U2,£C3) € Ri | x‘f;vgxg > y}



Q2: (20 pts) Leontief production technology

Consider the Leontief production technology represented by:
q = f(z1,22) = min{axy, bra}

(a) (8 pts) Returns to scale

Does this technology exhibit (global) constant returns to scale, increasing returns
to scale, or decreasing returns to scale? Be sure to demonstrate your answer.

We scale all inputs by a common factor ¢, and see what happens to production:

f(tzq, txs) = minf{a(tx), b(txs)}
= min{atxy, btra}
=t min{axy, bxo}
=t f(z1,22)

Therefore, the production technology exhibits constant returns to scale.

(b) (12 pts) Cost minimization, homogeneity

Set up the cost-minimization problem, and derive the cost function associated
with this production technology. Verify that this cost function is homogeneous
of degree 1 in (wq, wa).

(8 pts) The cost minimization problem is:

minimize wix1 + woTs
T1,T2

such that ¢ = min{azy,bxs}
[Note: the Lagrangian multiplier method will not be helpful here because our
production function is not differentiable when az; = bxs]

We begin with the piecewise definition of ‘min’ in our production function:

axy if ary > bxo

¢ = minfaz, b} = {bxz if ary < bxo



This means that when ax; exceeds bxs, the firm can reduce its use of the first
input without affecting the production level ¢. Similarly, if bxo exceeds azy, the
firm can reduce zo without production loss. The firm incurs a smaller cost when
it uses fewer inputs to produce the same output. Cost is minimized thus:

ar] =bxs =gq

Isolating, we get the optimal input levels as functions of output:

X q * q
ri(q) = p r5(q) = b

Now, we can express the cost function:

c(wy, wa, q) = w1z} (q) + w3 (q)

o[22

(4 pts) To verify first-degree homogeneity of cost in the input prices, we scale
both input prices by a common factor ¢:

wlng}
a b

c(twn, twa, q) = q [

:t.q[ﬂ+%:|
a b

=t c(wr,ws,q)

The cost function is indeed first-degree homogeneous in (w1, ws).



Q3: (30 pts) Profit maximization

Suppose a firm’s production function is given by:

qg=3lnzx

Let p denote the price of output, and w the price of input. Suppose p > w.

(a) (18 pts) Input demand and output supply

Derive the input demand function and output supply function.

The profit-maximization problem is:

maximize pq— wzx
xr

such that ¢=3lnx
Substitution yields an equivalent unconstrained problem:
maximize p(3lnz)— wz
x
(6pts) The first-order condition for maximum is:

0 3p
0= — — = = _
5 (p(3lnz) — wx) e

(6 pts) Isolating x, we get the input demand function:

3
z(p,w) = z* = i

(6 pts) Substitution into the production function yields the output supply:

q(p,w) :=3Inz* =3Iln <3p> =3[lnp —Inw +1n 3]
w



(b) (12 pts) Convexity

(3 pts) The profit function is:

7(p, w) = pq(p, w) — wr(p,w)
3
=3pllnp—Inw+1n3]— w?
w

=3p[lnp—Inw+1n3 — 1]

(9 pts) For the profit function 7(p, w) to be convex in its arguments, its Hessian
matrix H must be positive-semidefinite. The Hessian matrix for 7 is defined as
the matrix of all of its second-order partial derivatives:

2 2
(3772?(]0’ w) 3297;0 (p, w)

H(p,w):= . .
8?)6751) (p,UJ) %(p,QU)

We begin with the first-order derivatives of the profit function.

on 3p

—((p,w)=3hp—lnw+n3 -1+ —

ap(p ) =3[np ] )
=3[lnp —Inw +1n 3]

on 3p

a*w(p,w)——*

The second-order derivatives of the profit function are:

0 or 3

o

0 Om 3
%a*p(nw) = “w
J Om 3p
%%(p’w) = w?

Next, we check that the principal minors of the Hessian matrix are non-negative:



R

3

Z - =_Z>0

op* p

%r 3

P w2

detH*aQ—W (?Z—W— G :
Cop? Ow? Opow
S [L3]7
== o = =

Therefore, the profit function is convex in (p, w), because its Hessian matrix is
positive-semidefinite.



Q4: (35 pts) Elasticity
A firm’s production technology is represented by:

kil'laﬁg

q:f($1a552) = m

where k is a positive constant and ¢ < k.

(a) (15 pts) Substitution

Calculate the elasticity of substitution between the two inputs.

(10 pts) We start with the first derivatives of the production function.

 kxa kxixe - To
T2t aimy [2 4 21222
ko2 4 x120 — 3120]
B [2 4+ z129)?

2kxo
[2 4 21222
_ ko kxizo - 11
T2t amy [2 4 21252
~ kx[2+ 2ym0 — 2y209]
N (2 4 z122]?

kal
[2 4 21252

fi

f5

(5 pts) Next, we find the ratio of the partial derivatives:

f{ T2 2k[2+$1£2}72 X2

fé - Ty - 2]{?[2 —‘1‘.%‘1372}_2 T

The elasticity of substitution between the two inputs is:

_o(f/fy)  dln(as/ay)

7= Oln(xa/xy)  Oln(za/z1) =1




(b) (12 pts) Scale

Calculate the elasticity of scale.

(6 pts) We begin by finding, for the production function, the dot-product of its
partial derivatives with its variables:

1 1 2kxo 2kxq
[ 15 } ' [ T2 } B [2 4+ z129]? at [2 4+ z129]? 2
4]€$1l‘2
24 w02

(6 pts) The elasticity of scale is equal to this dot-product, divided by the
production function:

4]€$1$2 / kl‘lxz o 4

r= 2+ z122)2) 24+ 1120 2+ 2120

(c) (8 pts) Local increasing returns to scale

Find the range of output ¢ over which this technology exhibits local increasing
returns to scale.

Local increasing returns to scale implies that pu > 1. First, we simplify this
inequality:

4
2+ a17s
= 4>2+ 2179
= 2> 2129

Iu:

Next, we invert the production function with respect to (x122):

kxizo
= 24+ x120
q(2 + x2172) = kwy2o
2q + qrixe = kx122
2q = (k — q)z122
2q
T1To = ——

k—q

ey



Finally, we substitute the above result into (2 > zx2):

2q
k—q
(k — ¢ > 0, so the inequality sign does not

2>

change if we multiply both sides with it)
= 2(k—¢q)>2q
= k>2¢q
= q<k/2

Hence, this technology exhibits local increasing returns to scale when output is
less than half of k.
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