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Apart from end-of-chapter exercises provided in the student Study Guide, these
solutions are provided for use by instructors. (End-of-Chapter exercises with
solutions in the student Study Guide are so marked in the textbook.)

The solutions may be shared by an instructor with his or her students at the
instructor’s discretion.

They may not be made publicly available.

If posted on a course web-site, the site must be password protected and for
use only by the students in the course.

Reproduction and/or distribution of the solutions beyond classroom use is
strictly prohibited.

In most colleges, it is a violation of the student honor code for a student to
share solutions to problems with peers that take the same class at a later date.

* Each end-of-chapter exercise begins on a new page. This is to facilitate max-
imum flexibility for instructors who may wish to share answers to some but
not all exercises with their students.

e If you are assigning only the A-parts of exercises in Microeconomics: An In-
tuitive Approach with Calculus, you may wish to instead use the solution set
created for the companion book Microeconomics: An Intuitive Approach.

* Solutions to Within-Chapter Exercises are provided in the student Study Guide.
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12.1 In our development of producer theory, we have found it convenient to assume that the production
technology is homothetic.
A: In each of the following, assume that the production technology you face is indeed homothetic.
Suppose further that you currently face input prices wA, ) and output price pA — and that, at
these prices, your profit maximizing production plan is A= (04, k4, x4).

(a) On a graph with ¢ on the horizontal and k on the vertical, illustrate an isoquant through the
input bundle (A, k%). Indicate where all cost minimizing input bundles lie given the input
prices (wA, rA).

Answer: This is depicted in panel (a) of Graph 12.1. Since the isocosts must be tangent at
the profit maximizing input bundle A, homotheticity implies that all tangencies of isocosts
with isoquants lie on the ray from the origin that passes through A.

y (b) k

Graph 12.1: Changing Prices and Profit Maximization

(b) Can you tell from what you know whether the shape of the production frontier exhibits in-
creasing or decreasing returns to scale along the ray you indicated in (a)?

Answer: You cannot tell whether the production frontier has increasing or decreasing re-
turns to scale along the entire ray from the origin.

(c) Can you tell whether the production frontier has increasing or decreasing returns to scale
around the production plan A = ((A, kA,xA)?
Answer: Yes, you can tell that it must have decreasing returns to scale at A — because the

isoprofit must be tangent at that point in order for A to be the profit maximizing production
plan.

(d) Now suppose that wage increases to w'. Where will your new profit maximizing production
plan lie relative to the ray you identified in (a)?

Answer: When w increases, the isocosts become steeper — which implies that they are tan-
gent to the isoquants to the left of the ray that goes through A. Thus, the new ray on which
all cost minimizing production plans lie is steeper than the ray drawn in panel (a) of Graph
12.1. Since the new profit maximizing production plan must lie on that ray (because profit
maximization implies cost minimization), the new profit maximizing production plan must
lie to the left of the ray that passes through A.

(e) In light of the fact that supply curves shift to the left as input prices increase, where will your
new profit maximizing input bundle lie relative to the isoquant for x 2

Answer: The leftward shift of supply curves as w increases implies that the profit maximiz-
ing output level falls. Thus, the new profit maximizing input bundle must lie below the x4
isoquant.
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(f) Combiningyour insights from (d) and (e), can you identify the region in which your new profit
maximizing bundle will lie when wage increases to w' ?
Answer: This is illustrated as the shaded area in panel (a) of Graph 12.1. The shaded area
emerges from the insight in (d) that the new profit maximizing bundle lies to the left of the
ray through A and from the insight in (e) that it must lie below the isoquant for x4.

(g) How would your answer to (f) change if wage fell instead?

Answer: If wage falls instead, then the isocosts become shallower — which implies that all
cost minimizing bundles will now lie to the right of the ray through A. A drop in w will
furthermore shift the output supply curve to the right — which implies that the profit maxi-
mizing production plan will involve an increase in the production of x. Thus, the new profit
maximizing plan must lie to the right of the ray through A (because profit maximization
implies cost minimization) and it must lie above the isoquant for x4 (because output in-
creases). This is indicated as the shaded area in panel (b) of Graph 12.1.

(h) Next, suppose that, instead of wage changing, the output price increases to p'. Where in your
graph might your new profit maximizing production plan lie? What if p decreases?

Answer: When output price p changes, the slopes of the isocosts (which are equal to —w/r)
remain unchanged. Thus, all cost minimizing production plans remain on the ray through
A. Since supply curves slope up, an increase in p will cause an increase in output — imply-
ing that the new profit maximizing production plan lies above the isoquant for x4, Thus,
when p increases, the new profit maximizing production plan lies on the bold portion of
the ray through A as indicated in panel (b) of Graph 12.1. When p decreases, on the other
hand, output falls — which implies that the new profit maximizing production plan lies on
the dashed portion of the ray through A in panel (b) of the graph.

(i) Can you identify the region in your graph where the new profit maximizing plan would lie if
instead the rental rater fell?
Answer: If r falls, the isocosts become steeper — implying the ray containing all cost min-
imizing production plans will be steeper than the ray through A. Thus, cost minimization
implies that the new profit maximizing input bundle will lie to the left of the ray through A.
A decrease in r further implies a shift in the supply curve to the right — which implies that
output will increase. Thus, the profit maximizing input bundle must lie above the isoquant
for xA. This gives us the region to the left of the ray through A and above the isoquant xA—
which is equal to the shaded region in panel (c) of Graph 12.1.

B: Consider the Cobb-Douglas production function f (¢, k) = A% kP with a,f>0anda+p<1.
(a) Derive the demand functions ¢(w,r, p) and k(w,r, p) as well as the output supply function
x(w,1,p).
Answer: These result from the profit maximization problem

max px— wl - rk subject to x=AC%KP (12.1)
K, x

which can also be written as

max pACYKP — we - rk. (12.2)

Taking first order conditions and solving these, we then get input demand functions

l(w,r,p) = and k(w,r,p) =

1-p) pp 1/(1-a-p)
pAa 'B) (12.3)

pAa®pli-® Hizah
w=P P )

wrl-a)

Plugging these into the production function and simplifying, we also get the output supply
function

(a+P) o pf 1/1-a-p)
u) (o)

werh

x(w,r,p) :(
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(b) Derive the conditional demand functions ¢ (w, r,x) and k(w,r,x).
Answer: We need to solve the cost minimization problem

min we + rk subjectto x = ACYkP. (12.5)
Setting up the Lagrangian and solving the first order conditions, we then get the conditional
input demand functions

ar \P'@+h)  x\1/(a+p)
) ( ) (12.6)
A

O(w,1,x) = (—

Pw\ @B x 1@+
Bw _) (_)

and k(w,r,x) = ( 1

ar

(c) Given some initial prices (wA, rA, pA), verify that all cost minimizing bundles lie on the same
ray from the origin in the isoquant graph.

Answer: Dividing the conditional input demands by one another, we get

k(wA,r4,x) B BuwA
L(wA A x)  ard’
Thus, regardless of what isoquant x we try to reach, the ratio of capital to labor that mini-

mizes the cost of reaching that isoquant is independent of x — implying that all cost mini-
mizing input bundles lie on a ray from the origin.

(12.7)

(d) If w increases, what happens to the ray on which all cost minimizing bundles lie?

Answer: If w increases to w’, the ratio of capital to labor becomes

! A
% > %; (12.8)
i.e. the ray becomes steeper as firms substitute away from labor and toward capital.
(e) What happens to the profit maximizing input bundles?
Answer: We see from the input demand equations in (12.3) that both labor and capital de-
mand fall as w increases. (Similarly, we see from equation (12.4) that output supply falls.)
(f) How do your answers change if w instead decreases?

Answer: When wage falls to w'’, we get that the ray on which cost minimizing bundles occur
is

ﬁw" B ,BwA.
ard " ard’

(12.9)

i.e. the ray becomes shallower. From the input demand functions, we also see that demand
for labor and capital increase — as does output (as seen in the output supply function).

(g) If instead p increases, does the ray along which all cost minimizing bundles lie change?

Answer: The ray along which cost minimizing bundles lie is defined by the ratio of condi-
tional capital to conditional labor demand — which is

k(w,r,x) w
kwrnx _ pw (12.10)
l(w,r,X) ar

Since this does not depend on p, we can see that the ray does not depend on output price.
This should make sense: Cost minimization does not take output price into account since
all it asks is: “what is the least cost way of producing x?”

(h) Where on that ray will the profit maximizing production plan lie?
Answer: Since the ray of cost minimizing input bundles remains unchanged, we know that
the new profit maximizing plan lies somewhere on that ray. From the output supply equa-
tion (12.4), we see that output increases with p. Thus, the new profit maximizing produc-
tion plan lies above the initial isoquant and on the same ray as the initial profit maximizing
production plan.
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(i) What happens to the ray on which all cost minimizing input bundles lie if r falls? What
happens to the profit maximizing input bundle?

Answer: If r falls to 7/, we get

pu’  pu”

—_— (12.11)
ar ard

i.e. the ray on which cost minimizing input bundles lie will be steeper as firms substitute
toward capital and away from labor. From the output supply equation (12.4), we can also
see that a decrease in r results in an increase in output — thus, the new profit maximizing
input bundle lies above the initial isoquant and to the left of the initial ray along which cost

minimizing input bundles occurred.
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12.2 We have said that economic profit is equal to economic revenue minus economic cost — where cash
inflows or outflows are not “real” economic revenues or costs unless they are in fact impacted by the eco-
nomic decisions of the firm. Suppose that a firm uses both labor ¢ and capital k in its production of x —
and that no output can be produced without at least some of each input.

A: In the short run, however, it can only change the level of labor input because it has already com-
mitted to a particular capital input level for the coming months. Assume that the firm's homothetic
production process is one that has initially increasing but eventually decreasing returns to scale —
and that the marginal product of each input is initially increasing but eventually decreasing. (The
full production frontier would then look something like what we have plotted in Graph 12.2.)

(a) Suppose the firm is currently implementing the profit maximizing production plan denoted
A=A kA, x4). Given input prices w and r and output price p, what is the expression for
the profit this firm earns.

Graph 12.2: Production Frontier with two Inputs

Answer: Profit=7 = pr —wl - kA,
(b) Now consider the short run where capital is fixed at kA, Graph the short run production
function for this firm.

Answer: This is done in Graph 12.3 (next page) where the typical shape arises from the fact
that marginal product of labor is initially increasing but eventually decreasing.

(c) Add to this graph the slice of the isoprofit plane that is tangent to the production frontier at
A. Indicate its slope and vertical intercept.

Answer: In part (a), we indicated that profit at A is just revenue minus all the costs; i.e.
Profit= 7 = pxA — w¢4 - rkA. When k cannot vary but £ and x can, we can simply write the
equation for profitas 7 = px - wé — rkA — and this can be solved for x to give us

T+rkd
p

+(ﬂ)£. 12.12)
p

This is the equation for the isoprofit slice that goes through A but holds capital fixed at KA.
The bracketed term is then the intercept of the isoprofit, and the term in parenthesis is the
slope.

(d) Given that we learned in Chapter 11 that the vertical intercept of the isoprofit is equal to profit
(along that isoprofit) divided by output price, what does the vertical intercept in your graph
suggest is the profit for this firm when viewed from the short run perspective.
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Graph 12.3: Short Run Production

Answer: We know that in our short run picture, the vertical intercept is Profit/ p. Since our
intercept is (7 + rkAy/ p, this would imply that profit when viewed from the short run per-
spective is (7 + rk”') — i.e. it is what we call “profit” in the long run () plus the expense of
the capital that is fixed in the short run (rkA).

(e) Explain why the short run perspective of economic profit differs in this case from the long run
perspective.
Answer: It differs because capital is not a real economic cost when viewed from the short
run perspective. The firm already committed to rent the capital k4 regardless of how much
it produces. Thus, the expense on capital is unaffected by any economic decision the firm
makes in the short run — and so it is not a real economic cost of producing. Put differently,
it is not something the firm gives up by producing — it is simply something that it pays
regardless of what it chooses to do. It is what we will call a “sunk cost”. Thus, the short run
profit is simply revenue minus the real economic cost of hiring labor —i.e.

Short Run Profit = 1) SR = px — w¢ = Long Run Profit + rkd = m)LR+ rkA, (12.13)

(f) True or False: It is possible for a firm to be earning zero profit in the long run but positive
profit when viewed from a short-run perspective.
Answer: This is true — long run profit includes expenses that are economic costs in the long
run but not in the short run.

B: Suppose that, instead of the production process described in part A, the production frontier is
characterized by the Cobb-Douglas production function x = f(¢,k) = A¢% kP with a + B<1and
A, a,and B all greater than zero.

(a) Does this production process have increasing, decreasing or constant returns to scale?
Answer: It exhibits decreasing returns to scale since the exponents on the Cobb-Douglas
function sum to less than 1.

(b) Set up the profit maximization problem.

Answer: The profit maximization problem is

max px—wl—rk subjectto x=Al%kP (12.14)
y K, X

which can be written as the unconstrained maximization problem
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n;e}cx pAl“kﬁ —wl-rk. (12.15)

(c) Solve this for the optimal production plan.
Answer: The first order conditions are

apAl® kP =w and BpAc®ikPl=r (12.16)

Solving the second for k, we get

1/(B-1)
k= (}B%A] =@ (B-D) 12.17)

and substituting this into the first first order condition, we can (after some tedious work
with exponents) solve for the labor demand function

a-p) gp 1/1-a-p)
M) . (12.18)

WP P

Substituting this into our equation (12.17) (and again slogging through some work with ex-
ponents), we get the capital demand function

(w,r,p) :(

o\ V/A—a-p)
Aa® (1-a)
% (12.19)

k(w,r,p) = ( A

Finally, we can plug these input demand functions back into the production function to find
the supply function

12.20
werP werf ( )

P A( (pA)[‘H'B)a“ﬁﬁ )1/[1aﬁ] - (Ap(“+ﬁ]aaﬁﬁ )1/(1aﬁ]

(d) Now consider the short run profit maximization problem for the firm that is currently em-
ploying k of capital. Write down the firm'’s short run production function and its short run
profit maximization problem.

Answer: The short run production function g(¢) is then simply

x=g(0) = (AF)¢% = Be* where B= AR (12.21)

Since capital is not a choice variable in the short run, the short run profit maximization
problem is

max px— w? subjectto x=BrY, (12.22)
X

which can be written as the unconstrained maximization problem

max pBlY —we. (12.23)

(e) Solve for the short run labor demand and output supply functions.

Answer: The first order condition for the unconstrained maximization problemis apB¢%~1 =
w which solves for the labor demand function

1/(1-a)

=l —- . (12.24)

apB\!/1-®) ap(AEﬁ)
_) -

l(w,p) = (
Substituting this back into the production function, we get the supply function
a

- [3(%)“]”(1_0” = [AEE(“—Lf)a]l/[km (12.25)

w

apB 1/(1-a)
x(w,p) =B || —
w
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(f) Suppose that the short run fixed capital is equal to the long run optimal quantity you calcu-
lated in part (c). Demonstrate that the firm would then choose the same amount of labor in
the short run as it does in the long run.

Answer: Substituting equation (12.19) for ¥ into equation (12.24), a little work with expo-
nents demonstrates this equivalence.

(g) Finally, illustrate that profit is larger from the short run perspective than the long run per-
spective.
Answer: The short run profitis px— w¢ since k is not a choice variable in the short run. The
long run profit is px — w¢ — rk. We just demonstrated above that a firm’s choice of labor
input is the same in the short and long run assuming that capital is fixed at the long run
optimal quantity — thus output is the same in the short run decision as in the long run
decision. The only difference between short and long run profit is therefore the inclusion
of the cost of capital in the long run — and profit from the short run perspective therefore
exceeds long run profit.
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12.3 Consider again the two ways in which we can view the producer’s profit maximization problem.
A: Suppose a homoethetic production technology involves two inputs, labor and capital, and that
its producer choice set is fully convex.
(a) Illustrate the production frontier in an isoquant graph with labor on the horizontal axis and

capital on the vertical.
Answer: This is done in panel (a) of Graph 12.4. Since the producer choice set is convex,
the horizontal slices represented by the isoquants must have the usual convex shape. In
addition, the homotheticity property implies that the slopes (or TRS) of the isoquants are
the same along any ray from the origin.

(b\ 4 (c_)
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Graph 12.4: 2 Ways to Derive Output Supply

(b) Does this production process have increasing or decreasing returns to scale? How would you
be able to see this on an isoquant graph like the one you have drawn?

Answer: It has decreasing returns to scale — because the entire producer choice set is con-
vex. You would only see this in an isoquant map if the isoquants are accompanied by output
numbers that increase at a decreasing rate along any ray from the origin.

(c) For a given wage w and rental rate r, show in your graph where the cost minimizing input
bundles lie. What is true at each such input bundle?
Answer: The input prices give us the slope of the isocost lines — which is (—w/r). The
isocost drawn in panel (a) is tangent at A — implying that (¢4, k4) is the cheapest input
bundle that can produce the output level xA. Since the production process is homothetic,
it implies that all isoquants have the same slope along the ray from the origin through A.
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This further implies that all cost minimizing input bundles for the various output levels
(represented by the isoquants) lie on this ray. Put differently, along this ray it is always true
that TRS = —w/r — the condition for cost minimization.

(d) On a separate graph, illustrate the vertical slice (of the production frontier) that contains all
these cost minimizing input bundles.
Answer: Panel (b) of Graph 12.4 illustrates this vertical slice whose shape emerges from the
decreasing returns to scale of the production process.

(e) Assuming output can be sold at pA, use a slice of the isoprofit plane to show the profit max-
imizing production plan. What, in addition to what is true at all the cost-minimizing input
bundles, is true at this profit maximizing plan?

Answer: This is also illustrated in panel (b) where the slice of the isoprofit plane is tangent
at A. Since this is the profit maximizing plan, it must also be true that pAMP? = w and

pA M Pl‘;‘ =r —i.e. the marginal revenue product of each input is equal to that input’s price.

(Of course this automatically implies that TRSA = —w/r — which can be shown by simply
dividing the two previous profit maximizing conditions by each other.)

() Ifoutput price changes, would you still profit maximize on this vertical slice of the production

frontier? What does the supply curve (which plots output on the horizontal and price on the
vertical) look like?
Answer: Yes, you would still produce on the same slice. This can be seen in panel (a) —
a change in p changes nothing in panel (a). Thus, the cost minimizing input bundles re-
main unchanged, and — since profit maximization implies cost minimization — the profit
maximizing plan must therefore lie on this slice. As p changes, the slope of the isoprofit
line in (b) changes, becoming steeper when p falls and shallower when it rises. Thus, as p
increases, output increases — and as p decreases, output decreases. This results in a shape
for the supply curve as drawn in panel (c) of Graph 12.4.

(g) Now illustrate the (total) cost curve (with output on the horizontal and dollars on the verti-

cal axis). How is this derived from the vertical slice of the production frontier that you have
drawn before?
Answer: The vertical slice of the production frontier in panel (b) illustrates that it gets in-
creasingly difficult to produce additional units of output as the inputs are increased in pro-
portion to one another. This implies that the cost of increasing output will rise faster and
faster as output increases — giving us the shape for the cost curve in panel (d) of Graph 12.4.
This shape is essentially the inverse of the shape of the production frontier slice in (a). For
the output quantity x4, for instance, this cost is simply calculated by going back to panel (a)
and checking how much of each input is required to produce xA. We then multiply each in-
put quantity by how much that input costs per unit to determine the total cost of producing
x4,

(h) Derive the marginal and average cost curves and indicate where in your picture the supply
curve lies.
Answer: This is done in panel (e) of Graph 12.4 where the MC is simply the slope of the
(total) cost curve from (d) — a slope that starts small (i.e. shallow) and becomes increas-
ingly large (i.e. steeper). As always, the AC begins where the MC. Since MC is increasing
throughout, this implies that AC always lies below M C. The supply curve is then, as always,
the part of the MC curve that lies above the AC.

(i) Does the supply curve you drew in part (f) look similar to the one you drew in part (h)?

Answer: Yes — because the two methods of deriving the supply curve are equivalent.

B: Suppose that the production technology is fully characterized by the Cobb-Douglas production
function x = f(¢,k) = AC¥ kP with a + B <1landA,«a,and p all greater than zero.
(a) Set up the profit maximization problem (assuming input prices w and r and output price
p). Then solve for the input demand and output supply functions. (Note: This is identical to
parts B(b) and (c) of exercise 12.2 — so if you have solved it there, you can simply skip to part
(b) here.)
Answer: See answers to parts B(b) and (c) of exercise 12.2. The input demand functions we
calculated there are
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(1-p) g\ 1/ (1-a—F) apl-a)\1/A-a-p)
_[pAa""B _[pAa“p
l(w,r,p) = PP ) and k(w,r,p) = a0 (12.26)
and the output supply function was
Apla+p) gagp\0-a=P
x(w,np)=|———F—— . (12.27)
warh
(b) Now set up the cost minimization problem and solve for the first order conditions.
Answer: This problem is
r?il? wl +rk subjectto x= ACYLP. (12.28)
The Lagrange function for this problem is
LN = wl+rk+ A x- ACKP) (12.29)
giving rise to first order conditions
0%
7 = w—AAal® P =0
0<
— =r-24p0%P 1 =0 (12.30
o =" B )
0%
= —x-Ar%KP =0
o

(c) Solve for the conditional labor and capital demands.

Answer: Moving the negative terms in each of the first two first order conditions to the other
side, and dividing the two conditions by each other, we get
w ak wl
—=— or k= pwt .
r  pel ar

Substituting the latter expression for k into the third first order condition and solving for ¢,
we then get the conditional labor demand function

(12.31)

ar \B'@+B)  yx\1/(a+p)
) ( ) 12.32)
A

l(w,r,x)=|—
=[5
and substituting this back into the expression for k from equation (12.31), we get the condi-
tional capital demand function

k(w,r,x) = (12.33)

Bw\¥ @B x\1/(@+p)
o

(d) Derive the cost function and simplify the function as much as you can. (Hint: You can check
your answer with the cost function given for the same production process in exercise 12.4.)
Then derive from this the marginal and average cost functions.

Answer: The cost function is simply the sum of the conditional input demands multiplied
by the respective input prices; i.e.

C(w,r,x) = wl(w,r,x)+rk(w,r,x)

ar \B'@+PB)  x\1/(a+p) Bw\¥ @B x\1/(a+p) (12.34)
a1 I R 2 B

ﬁ_w A ar A
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This can be written as

ar \P/a+p) Bw al(a+p) ] 1/(a+p)
Clw,r,x) = w(—) +r(—) (—) (12.35)
Bw ar A
which, with a little algebra, simplifies to
@b 1/(a+p)
Clw,r,x) =(a+p) (12.36)
Aa%pp

The marginal cost function is then simply the derivative of the cost function with respect to
X; i.e.

1/(a+p)
0C(w,r,x) 7( werP ) x1-a=p)la+p)

MC = = 12.37
0x Aaaﬁﬁ ( )
Finally, the average cost function is simply
1/(a+P)
Caw,r, rb
ACw, 1) = S0 gy T x(1-a=pla+p), (12.38)
Aa%pp

(e) Useyour answers to derive the supply function. Compare your answer to what you derived in
(@.
Answer: To derive the supply function, we set price equal to marginal cost and solve for x;
i.e. we start with

MC= xA-a=prath ), (12.39)

warﬁ 1/(a+p)
Aa“ﬁﬁ)

Dividing through by the term in parentheses and taking both sides to the power (a+ f)/(1 -
a—f), we get

Aa®pP
warP

x(w,r,p) = =

p

1/(a+p) (a+p)/(1—a—p)
) ] , (12.40)

Aplath qagh )” (a-a=p)

werh

exactly the same as what we derived in (a) through direct profit maximization. (This entire
function is the supply function since MC lies above AC everywhere x > 0. You can see this
by noticing from the AC and MC functions that AC = (a + f)MC. Since (a + ) < 1, this
implies AC < MC everywhere.)

(f) Finally, derive the (unconditional) labor and capital demands. Compare your answers to
those in (a).
Answer: We now simply need to substitute x(w, r, p) from above in for x in the conditional
input demand equations (12.32) and (12.33) — and once we do that, we get back the un-
conditional labor and capital demands that are identical to those in the equations (12.26) in
part (a).
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12.4 In upcoming chapters, we will often assume that the average cost curve is U-shaped.
A: Indicate for each statement below whether you believe that the description of the firm'’s situation
would lead to a U-shaped average cost curve.
(@) The firm's production frontier initially exhibits increasing returns to scale but, beginning at
some output quantity X, it exhibits decreasing returns to scale.

Answer: Yes, this results in the U-shaped average cost curve as described in the text. The
initial increasing returns to scale imply that it is initially getting easier and easier to produce
more — implying that cost will rise by less and less as more is produced. But eventually,
decreasing returns implies it is getting harder and harder to produce more — implying the
cost of producing additional units goes up faster and faster. Thus, average costs will initially
fall but will eventually rise.

(b) The firm’s production frontier initially exhibits decreasing returns to scale but, beginning at
some output quantity X, it exhibits increasing returns to scale.

Answer: No — this would result in an inverse U-shape. Initially it is getting harder and
harder to produce — meaning average cost is increasing; but eventually it gets easier and
easier to produce — meaning average costs will fall.

(c) The firm'’s production process initially has increasing returns to scale, then — in some interval
from x toX — it has constant returns to scale, followed by decreasing returns to scale.

Answer: Yes, the AC curve would begin downward sloping (as it becomes easier and easier
to produce more along the increasing returns to scale portion of the production process),
would continue to slope down during the constant returns to scale portion and would in-
crease at some point after production enters the decreasing returns to scale portion.

(d) The firm'’s production process initially has increasing returns to scale, then — in some interval
from x to X — it has constant returns to scale, followed by once again increasing returns to
scale.

(o.) (C)

(b) 4

&
FC
McC
Fc

Ac

Ac

Mc
X X

Graph 12.5: Average Cost Curves

Answer: No — the average cost curve would slope down throughout. This is true even dur-
ing the constant returns to scale portion of production where marginal costs are flat — be-
cause marginal cost is still below average cost. This is illustrated in panel (a) of Graph 12.5.

(e) The production process for the firm has decreasing returns to scale throughout — but, before
ever producing the first unit of output, the firm incurs annually a fixed cost FC (such as a
large license fee) that must be paid if production is to occur.

Answer: Yes, this results in a U-shaped average cost curve. Average costs start very high —
because of the fixed cost — but falls so long as MC lies below AC. Since the production pro-
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cess has decreasing returns to scale, eventually MC and AC must cross. This is illustrated
in panel (b) of Graph 12.5.

(f) The firm incurs the same annual FC as in (e) — but it’s production process initially has in-
creasing returns to scale before eventually switching to decreasing returns to scale.

Answer: Yes, this results in the U-shaped average cost curve for reasons similar to those in
(e) — because of the eventual decreasing returns to scale that cause MC to slope up. It is
illustrated in panel (c) of Graph 12.5.

B: We will explore production processes with initially increasing and eventually decreasing returns
to scale in exercises 12.5 and 12.6. Here we instead focus on exploring the impact of recurring fixed
costs (like annual license fees) on the shape of cost curves. Consider, as we did in exercises 12.2 and
12.3, the Cobb-Douglas production function x = f(¢,k) = Al% kP, In exercise 12.3B(d), you should
have concluded that the cost function for this production process is

(12.41)

a.p 1/(a+p)
Clw,r,x) = (a+p) wr )

Aa?ph

(@) In problem 12.3, this cost function was derived for the case where a + f < 1 and A,a,and
are all greater than zero. Is the cost function still valid for the case wherea + =12

Answer: Yes, it is still valid. To see why, consider the graphical depiction of the cost min-
imization on an isoquant graph. Pick some isoquant x — and ask what the least cost way
of producing that level of output is. Your answer has nothing to do with the vertical shape
of the production frontier (that tells us about returns to scale) — it only has to do with the
shape of the horizontal slice. Our Lagrange based cost minimization method is therefore
valid as long as this cost minimization problem has an interior solution — which it has as
long as the isoquants have the usual convex shape. (Our mathematical profit-maximization
approach, of course, does not give us the right solution when the Cobb-Douglas function
has increasing returns to scale (i.e. when a + 8 > 1) — because now the true profit maxi-
mum would be to produce an infinite amount.)

(b) Are marginal and average cost curves for this production process upward or downward slop-
ing? What does your answer depend on?

Answer: The marginal and average cost functions are

1/(a+p)
M~ werP LU-a=pl@+p) 4nq (12.42)
Aa“ﬁﬁ
a p \l@tp)
AC=(a+p) wr *-a=pla+p) (12.43)
Aa“ﬁﬁ

To tell whether the MC and AC curves are upward or downward sloping, we need to check
the sign of the derivative of each of these functions with respect to x:

1/(a+p)
oMC _ 1-a-p warﬁ x(l*Z[aﬁB))/(oﬁﬁ] and (12.44)
0x a+p Aa®ph
1/(a+p)
9C _qoa-p| ad x(1-2@+p)l(a+f), (12.45)
ox Aaaﬁﬁ

The only ambiguity in terms of whether these derivatives are positive or negative arises from
the term (1 — & — ) — if it is positive, both derivatives are positive; if it is negative, both
derivatives are negative; and if it is zero, both derivatives are zero. Put differently, MC and
AC slope up as long as @ + f < 1, slope down as long as a + f> 1 and are flat if a + f = 1.
This makes intuitive sense since we know that a + 8 < 1 implies decreasing returns to scale,
a+ B> 1implies increasing returns to scale, and a + f = 1 implies constant returns to scale.
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(c) Suppose that the firm incurs a fixed cost FC that has to be paid each period before production
starts. How does this change the (total) cost function, the marginal cost function and the
average cost function?

Answer: The total cost function now becomes

xw“rﬁ )1/[a+ﬁ)
(12.46)

Clw,r,p) =FC+(a+p)
w,n,p a ﬁ(Aa“ﬁﬁ

The new FC term drops out, however, as we take the derivative with respect to x to get the
marginal cost function; i.e. marginal cost is unchanged as

1(a+p)
warh ) a-a=p)la+p) (12.47)

MC =
[

The AC function changes to

xA-a=P)(a+p) (12.48)

warB )1/(a+ﬁ]

AC*F—C+( +B)
== a+f AavpP

(d) Suppose that a + < 1. What is the relationship between MC and AC now?

Answer: This relationship is depicted in panel (a) of Graph 12.6. The AC begins high because
of the FC term but declines rapidly as x (in the denominator) increases. The derivative of
MC with respect to x is positive (since @ + f < 1) — so the MC curve slopes up. They cross
in the graph at X which we can calculate by setting AC equal to MC and solving for x. This
gives us

_ ( FC )(a+ﬁ)

12.4
o p (12.49)

werh

Aa“ﬁﬁ)

MC

Ac

x| -
x

Graph 12.6: MC and AC Curvesfora+f<1,a+f>1,anda+ =1

(e) How does your answer differ ifa + > 12 What ifa + f =12

Answer: These two cases are depicted in panels (b) and (c) of Graph 12.6. Note that when
a+ > 1, the x term in the MC equation is taken to a negative power. Thus, the MC curve
starts high — and it has downward slope because the derivative of MC with respect to x
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is negative when a + # > 1. The AC starts above MC because of the FC term — and it
continues to slope down since MC never crosses it. (You can see from the expression for
X in equation (12.49) that AC and MC actually cross at a negative (and thus economically
irrelevant) output level because (1-a —f) <Owhena+f>1.)

When a + = 1 and we have constant returns to scale, the expressions for MC and AC
without the FC become

worh

Aa®pp -

AC. (12.50)

In panel (c) of Graph 12.6, this is equal to ‘MC. However, once FC is included, the AC func-
tion becomes

FC w%f Fc —
AC=—+ =—+ MC. (12.51)
x  AadpP X

Thus, AC starts above MC and converges to MC as x increases (and thus FC/x falls).
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12.5 In the absence of recurring fixed costs (such as those in exercise 12.4), the U-shaped cost curves we
will often graph in upcoming chapters presume some particular features of the underlying production
technology when we have more than 1 input.
A: Consider the following production technology, where output is on the vertical axis (that ranges
from 0 to 100) and the inputs capital and labor are on the two horizontal axes. (The origin on the
graph is the left-most corner).

Graph 12.7: Production Frontier with two Inputs

(a) Suppose that output and input prices result in some optimal production plan A (that is nota

corner solution). Describe in words what would be true at A relative to what we described as
an isoprofit plane at the beginning of this chapter.
Answer: The isoprofit plane 7 = px — w¢ — rk would have to be tangent to the production
frontier — with no other portion of the isoprofit plane intersecting the frontier. It is like a
sheet of paper tangent to a “mountain” that is initially getting steeper but eventually be-
comes shallower. This implies that the isoprofit plane that is tangent at A has a positive
vertical intercept.

(b) Can you tell whether this production frontier has increasing, constant or decreasing returns
to scale?
Answer: The production frontier has initially increasing but eventually decreasing returns
to scale —i.e. along every horizontal ray from the origin, the slice of the production frontier
has the “sigmoid” shape that we used throughout Chapter 11.

() Illustrate what the slice of this graphical profit maximization problem would look like if you
held capital fixed at its optimal level KA.
Answer: This is illustrated in panel (a) of Graph 12.8 (next page). The tangency of the iso-
profit plane shows up as a tangency of the line x = [(J'[A + rkA)/ pl+(w/p)¢, where the brack-
eted term is the vertical intercept and the (w/p) term is the slope. (This is just derived from
solving the expression = px—wl— rkA for x.)

(d) How would the slice holding labor fixed at its optimal level ¢4 differ?
Answer: It would look similar except for re-labeling as in panel (b) of the graph.

(e) What two conditions that have to hold at the profit maximizing production plan emerge from
these pictures?

Answer: In panels (a) and (b) of Graph 12.8, the slopes of the isoprofit lines are tangent to the
slopes of the production frontier with one of the inputs held fixed. The slope of the produc-
tion frontier at (lA, xA) in panel (a) is the marginal product of labor at that production plan;
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Graph 12.8: Holding k* and ¢4 fixed

ie. M P;. And the slope of the production frontier at (k4,x4) in panel (b) is the marginal
product of capital at that production plan; i.e. M. P?. Thus, the conditions that emerge are

mMp}=Z and mMP{=". (12552)
p P

(f) Do you think there is another production plan on this frontier at which these conditions hold?

Answer: Yes — this would occur on the increasing returns to scale portion of the production
frontier where an isoprofit “sheet” is tangent to the lower side of the frontier. This “sheet”
will, however, have a negative intercept — implying negative profit.

(g) If output price falls, the profit maximizing production plan changes to once again meet the

conditions you derived above. Might the price fall so far that no production plan satisfying
these conditions is truly profit maximizing?

Answer: A decrease in p will cause the isoprofit planes to become steeper — causing the
profit maximizing production plan to slide down the production frontier as the tangent iso-
profit now happens at a steeper slope. This implies that the vertical intercept also slides
down — with profit falling. If the price falls too much, this intercept will become negative
— implying that the true profit maximizing production plan becomes (0,0,0). Put differently,
if the price falls too much, the firm is better off not producing at all rather than producing
at the tangency of an isoprofit with the production frontier.

(h) Can you tell in which direction the optimal production plan changes as output price in-

creases?

Answer: As output price increases, the isoprofit plane becomes shallower — which implies
that the tangency with the production frontier slides up in the direction of the shallower
portion of the frontier. Thus, the production plan will involve more of each input and more
output.

B: Suppose your production technology is characterized by the production function

a
x:f(&k)zm (12.53)

where e is the base of the natural logarithm. Given what you might have learned in one of the end-
of-chapter exercises in Chapter 11 about the function x = f(¢) = a/(1 + e =Py, can you see how
the shape in Graph 12.16 emerges from this extension of this function?
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Answer: Even though this question was not meant to be answered directly, the graph given in part
A of the question depicts this function for the case where @ = 100 and 8 = y = 5. The graph was
generated using the software package Mathematica (as are the other machine generated graphs
in some of the answers in this Chapter). As you can see, the function takes on the shape that has
initially increasing and eventually diminishing slope along slices holding each input fixed (as well
as along rays from the origin.) Note that ¢ and k enter symmetrically given that f = y — and the
two inputs appear on the axes in the plane from which the surface emanates. The vertical axis in
the graph is output x.

(@) Set up the profit maximization problem.

Answer: The problem is

a

max px— w{—rk subjectto x= ———————— 12.54
wex ) 1+e =B 4 g=(k=7) (1250
which can also be written as the unconstrained maximization problem
a
P —wl—rk. (12.55)

max ————7——
0k 1+e =P 4 e=k=7)

(b) Derive the first order conditions for this optimization problem.

Answer: We simply take derivatives with respect to w and r and set them to zero. Thus, we
get

—(0—-p) —(k=7)
ape ape

Ld z =W and P
(1+e =P 4 k=7

5 =TI (12.56)
(1+e =P 4 e=(k-1))

(c) Substitute y = e P and z = e=*Y jnto the first order conditions. Then, with the first
order conditions written with w and r on the right hand sides, divide them by each other and
derive from this an expression y(z, w,r) and the inverse expression z(y, w, r).

Answer: These substitutions lead to the first order conditions becoming

%:w and ﬂ:h (12.57)
(1+y+2)? (1+y+2)?

Dividing the two equations by each other, we can then derive
ylz, w,r) = ? and z(y,w,r) = % (12.58)

(d) Substitute y(z,w, r) into the first order condition that contains r. Then manipulate the re-
sulting equation until you have it in the form az? + bz + ¢ (where the terms a, b and ¢ may
be functions of w, r, @ and p). (Hint: It is helpful to multiply both sides of the equation by
r.) The quadratic formula then allows you to derive two “solutions” for z. Choose the one
that uses the negative rather than the positive sign in the quadratic formula as your “true”
solution z* (a, p, w, ).

Answer: Substituting y(z, w, r) into the second expression in equation (12.57) and multiply-
ing both sides by the denominator, we get

apz:r(l+ﬁ+z)2. (12.59)
r
Multiplying the right hand side by r lets us reduce it to

2
r? (1+E+z) =(r+wz+rz)? =+ w+r2z?. (12.60)
r

Thus, when we multiply both sides of equation (12.59) by r, we get

arpz=(r+w+rz?. (12.61)

Expanding the left hand side and grouping terms, we then get
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(w-%—r)222+[2r(w-¢—r)—ocrp]z+r2 =0. (12.62)

This is now in the form we need to apply the quadratic formula to solve for z. The problem
tells us to use the version of the formula that has a negative rather than positive sign in front
of the square root — thus

—[2r(w+r)—arp) - \/[Zr(w+ r)—arpl? —4(w+r)%r?

2(w+r)?

2" (a,p,w,r) = (12.63)

(e) Substitute z(y, w, r) into the first order condition that contains w and solve for y* (a, p, w, 1)
in the same way you solved for z* (a, p, w, ) in the previous part.

Answer: Substituting z(y, w, r) into the first expression in equation (12.57) and multiplying
both sides by the denominator, we get

_ A%
apy_w(1+y+ w) . (12.64)
Multiplying the right hand side by w lets us reduce it to
2
w2(1+y+g) =w+wy+ry?=w+w+ny?, (12.65)
w
Thus, when we multiply both sides of equation (12.64) by w, we get

awpy:(w+(w+r)y)2. (12.66)

Expanding the left hand side and grouping terms, we then get

(w+r)2y2+[2w(w+r)—awp]z+ w? =0. (12.67)

This is now in the form we need to apply the quadratic formula to solve for y. The problem
tells us to use the version of the formula that has a negative rather than positive sign in front
of the square root — thus

-Rww+r)—awp] - \/[2w(w+ r)—ocwp]2 —4(w+ r)2 w?

12.68
2w +r)? ( )

Y pwr) =

(f) Given the substitutions you did in part (c), you can now write e =P = y*(a,p,w,r) and
e~ k=) = % (a, p, w,r). Take natural logs of both sides to solve for labor demand ¢(w,r, p)
and capital demand k(w, r, p) (which will be functions of the parameters a, f andy.)

Answer: Taking natural logs of e =P = y*(a, p,w,r) and e~ k=) = z* (@, p, w,r) gives us

- -pB) =Iny*(a,p,w,r) and —(k-7y) =Inz"(a,p,w,1) (12.69)

which can be solved for ¢ and k to get the input demand functions:

O(w,r,p) =B-Iny*(a,p,w,r) and k(w,r,p) =y—Inz* (@, p,w, 7). (12.70)

(g) How much labor and capital will this firm demand ifa =100, B=y=5=p, w=20=r2 (It
might be easiest to type the solutions you have derived into an Excel spreadsheet in which you
can set the parameters of the problem.) How much output will the firm produce? How does
your answer change if r falls to r = 10?2 How much profit does the firm make in the two cases.
Answer: The firm would initially hire approximately 8.035 units of labor and capital to pro-
duce 91.23 units of output. When r = 10, the optimal production plan would change to
(4, k,y) = (8.086,8.780,93.59) — i.e. the firm would increase production primarily by hir-
ing more capital but also by hiring slightly more labor. Profit is 134.74 in the first case and
218.42 in the second.
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(h) Suppose you had used the other “solutions” in parts (d) and (e) — the ones that emerge from
using the quadratic formula in which the square root term is added rather than subtracted.
How would your answers to (g) be different — and why did we choose to ignore this “solution”?

Answer: The solution for the initial values given in part (g) would then have been (¢, k, y) =
(3.35,3.35,8.77) and this would change to (¢, k,y) = (2.72,3.42,6.41) when r falls to 10. This
would be an odd outcome — with a drop in the input price r, the problem suggests that
output will fall. It is wrong because profit in both cases is negative — meaning these are
not profit maximizing production plans. (Profit in the first case is —90.19 and in the second
—-56.61.)
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12.6 We will now re-consider the problem from exercise 12.5 but will focus on the two-step optimization
method that starts with cost minimization.

A: Suppose again that you face a production process such as the one depicted in Graph 12.9.

Graph 12.9: Production Frontier with two Inputs

(a) What do the horizontal slices — the map of isoquants — of this production process look like?

Does this map satisfy our usual notion of convexity as “averages better than extremes”?
Answer: The isoquants have the usual shape — and therefore satisfy the usual “average are
better than extremes” notion of convexity.

(b) From this map of isoquants, how would you be able to infer the vertical shape of the produc-

tion frontier? Do you think the producter choice set is convex?

Answer: You would be able to infer it from the rate at which the numbering of the isoquants
changes along rays from the origin. For the production frontier in this example, you would
see that numbering initially increasing at an increasing rate (on the increasing returns to
scale portion) but eventually increasing at a decreasing rate (on the decreasing returns to
scale portion). Since the producer choice set has a frontier with increasing returns to scale
along some portion, it is not a convex set (even though the horizontal slices are always con-
vex.)

(c) Suppose this production frontier is homothetic. For a given set of input prices (w,r), what

can you conclude about how the cost minimizing input bundles in your isoquant map will be
related to one another.

Answer: You can conclude that the cost minimizing input bundles will all lie on the same ray
from the origin in the isoquant graph. This is because if —w/r = TRS at some input bundle,
then the same holds for all input bundles on that ray (due to the homotheticity property).

(d) What can you conclude about the shape of the cost curve for a given set of input prices?

Answer: Any vertical slice along a ray from the origin will have the sigmoid shape — initially
increasing at an increasing rate, then increasing at a decreasing rate. The cost curve will
have the inverse shape — initially increasing at a decreasing rate and eventually increasing
at an increasing rate. This is because the initial part of the production frontier has increas-
ing returns to scale — meaning it becomes easier and easier to produce additional output.
Along that part of the production process, it therefore becomes cheaper and cheaper to pro-
duce additional units — meaning that the (total) cost of production will increase at a slower
and slower rate. Once decreasing returns to scale set in, however, it becomes increasingly
difficult to produce additional output — which implies that each additional output will add
more and more to the (total) cost of production. Thus, the (total) cost eventually increases
at a faster and faster rate with additional production.
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(e) What will the average and marginal cost curves look like?

Answer: They will have the usual U-shapes precisely for the reasons that the (total) cost
curve initially increases at a decreasing rate but eventually increases at an increasing rate.
As always, the marginal and average cost curves will start at the same intercept; the marginal
cost curve will decrease faster and reach its lowest point earlier than the average cost curve;
and the marginal cost curve will cross the average cost curve at its lowest point.

(f) Suppose again that A = (¢4, k4, x4) is a profit maximizing production plan at the current
prices (and suppose that A is not a corner solution). Illustrate the isoquant that represents the
profit maximizing output quantity x4, Using the conditions that have to hold for this to be
a profit maximum, can you demonstrate that these imply the producer is cost minimizing at
A?

Answer: In Graph 12.10, point A falls on the isoquant labeled x4 and contains input levels
(IA, kA). If this is a profit maximizing production plan, then it must be the case that the
marginal revenue product of each input is equal to that input’s price; i.e.

pMP?:w and pMP,‘;‘:r. (12.71)

If we divide the two equations by each other, we get

MP} oy . 4w
— = o put differently, TRS” =—-—. (12.72)

MP r r

k

We therefore know that at A, there is a tangency between an isocost curve with slope —w/r
and the isoquant x* which has a slope equal to the technical rate of substitution. Since
this is the condition for cost minimization, we have demonstrated that the producer is cost
minimizing at A.

LA

Graph 12.10: Cost Minimizing and Profit Maximizing

(g) Where else does the cost minimizing condition hold? Do the profit maximizing conditions
hold there as well?
Answer: Given the homotheticity of the production frontier, this cost minimization condi-
tion holds on everyisoquant in Graph 12.10 along the ray that emanates from the origin and
passes through the profit maximizing point A. At each of these input bundles, the technical
rate of substitution is equal to —w/r — which is the condition that has to be satisfied for
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cost minimization. However, the profit maximizing conditions are not satisfied anywhere
on this ray other than at A.

(h) What happens to output as p falls? What happens to the ratio of capital to labor in the pro-
duction process (assuming the production process is indeed homothetic)?
Answer: As p falls, the intersection of price with the MC curve occurs at a lower level of out-
put— just as the tangency of the isoprofit plane with the production frontier in exercise 12.5
slid up to a higher output level when p increased. Thus, production falls — which means
we will end up producing on a lower isoquant in Graph 12.10. However, since w and r have
not changed, the slopes of isocosts have not changed — which implies all cost minimizing
bundles continue to lie on the same ray from the origin as before. This further implies that,
if we indeed continue to produce, the ratio of capital to labor in our production remains
unchanged (even as we hire less labor and less capital). Put differently, we will reduce our
labor and capital inputs by the same proportion. All that happens is that a point lower on
the ray than A becomes the new profit maximizing point at which the profit maximizing
conditions hold. Of course, if price falls too far — i.e. if it falls below the lowest point on the
average cost curve — the firm will stop producing altogether.

B: Consider the same production function as the one introduced in part B of exercise 12.5.
(a) Write down the problem you would need to solve to determine the least cost input bundle to
produce some output level x.

Answer: The optimization problem would be

a

—_— 12.
1+ e‘((—ﬁ] + e-(k—)’) ( 73)

r?i]? w? +rk subjectto x =

)

(b) Set up the Lagrange function and derive the first order conditions for this problem.
Answer: To solve this, we need to set up the Lagrange function

LW, k) =wl+rk+A (12.74)

a
e
1+e (=P 4 e=tk=-7)
The first two first order conditions are then

0% Aae~ =P
00 T T (e P e k)
0z . Aae~ k=1 “o
ok (1+e~ =P 4 e~(k-1)?

(12.75)

and the final first order condition is simply the constraint in the optimization problem
(which results from taking the partial of the Lagrangian with respect to 1).

(c) To make the problem easier to solve, substitutey = e P andz=e" %7 into the first order
conditions and solve for y and z as functions of w, r, x (and a).
Answer: Substituting these into the first order conditions (and moving negative terms to the
right hand sides), we get

we Aay _
(1+y+2)
= (AL)Z (12.76)
1+y+z
a
X=—-—-.
1+y+z

Dividing the first by the second, we get w/r = y/z. Solving for y, we get y = (wz)/r. Substi-
tuting this into the final first order condition, we get
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a ar

x= = . (12.77)
1+(wz/nN+z r+Ww+r)z
Solving for z, we then get
r(a—x)
z(w,r,x) = ) (12.78)
x(w+r)
and plugging this into our previous expression y = (wz)/r, we get
(w,r,x) = L&~ (12.79)
T = w+n ‘

(d) Recognizing that y and z were placeholders for e P and e * 1 yse your answers now
to solve for the conditional input demands ¢ (w, r,x) and k(w, 1, x).

Answer: We can therefore write equations (12.79) and (12.78) as

(- wa-x (k— rl@—x
o-p_Wa=x) ey Ila-x) (12.80)
x(w+r) x(w+r)
Since Ine* = x, we can then solve these equations to get our conditional labor and capital
demands:

w(a—x) r(a—x)

Z(w,r,x):ﬁ—ln( ) and k(w,r,x):}f—ln(

. (12.81)

x(w+r) x(w+r)

(e) Derive from your answer the cost function for this firm — i.e. derive the function that tells
you the least it will cost to produce any output quantity x for any set of input prices. Can you
guess the shape of this function when a, 3, v, w and r are held fixed?

Answer: We simply need to multiply the conditional input demands by input prices and add
them; i.e.

w(a—x) ria—x)
C(w,r,x)—w(ﬁ—ln(m) +r(y—ln(x(w+r))] (12.82)
which can also be written as
r a—x
Clw,r,x) = w[ﬁ—ln(w+r)] +r [y—ln( w+r)] —(w+r)1n(T) (12.83)

Graph 12.11 illustrates the shape of ¢ when a =100, =y =5 and w = r = 20, with x on the
horizontal axis and the cost of production in $’s on the vertical.

400
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200
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20 40 60 80 100

Graph 12.11: Cost function when @ =100, =y =5and w=r =20
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This shape arises from the fact that the underlying production function has initially increas-
ing returns to scale and eventually decreasing returns to scale. Thus, the cost of producing
additional units of output initially rises at a decreasing rate (giving rise to an increasingly
shallow cost curve) but eventually rises at an increasing rate (giving rise to an increasingly
steep cost curve.

(f) Derive the marginal cost function. Can you guess its shape when a, w and r are held fixed?

Answer: This is just

0C(w,r,x) _wHr N w+r a(w+r)
0x T a-x x  x(@-x

(12.84)

Graph 12.12 illustrates the shape of this marginal cost when a = 100 and w = r = 20, with
output x on the horizontal axis and the marginal cost in $'s on the vertical. This is the famil-
iar U-shape that emerges with production processes that have initially increasing returns to
scale but eventually decreasing returns.
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Graph 12.12: Marginal cost function when @ = 100 and w = r = 20

(g) Use your expression of the marginal cost curve to derive the supply function. Can you picture

what this looks like when it is inverted to yield a supply curve (with input prices held fixed)?

Answer: For the profit maximizing firm, the optimal output will occur where p = MC; i.e.
where

7M (12.85)
p_x(oc—x)' '

Writing this in the form ax? + bx + ¢ = 0 so that we can apply the quadratic formula, we get

pxz—ocpx+a(w+r):0, (12.86)

and applying the quadratic formula, we get the two solutions

ap+y\/a?p? —4dpa(w+r) ap—\/a?p? —4dpa(w+r)

xX= and x = . (12.87)

2p 2p
The two solutions emerge from the fact that price intersects MC twice when the MC curve
is U-shaped — with only the higher quantity representing the profit maximizing quantity.
Clearly the first of the two solutions is greater than the second — thus, the supply function

is given by
ap+y/a?p? —4pa(w+r)
x(w,r,p) = 2p (12.88)
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Graph 12.13: Supply curve when a =100 and w = r =20

which is derived from the upward sloping portion of the MC curve. The supply curve we
usually draw has x on he horizontal and p on the vertical axis — i.e. it is of the form in
equation (12.85) which is the inverse of x(w,r, p) with w and r held fixed. For the values
a =100 and w = 20 = r, the graph of our derived supply curve is then given in Graph 12.13
where p is on the vertical and x on the horizontal axis.. Note that the graph’s origin is (50,0)
— i.e. production begins at 50 units when price hits the lowest point of the marginal cost
curve.

(h) In (g) of exercise 12.5, you were asked to calculate the profit maximizing output level when a =
100, =y =5=p and w = r =20. You did so using the input demand functions calculated
from the profit maximization problem. You can now use the supply function derived from
the cost minimization problem to verify your answer (which should have been 91.23 units of
output.) Then verify that your answer is also the same as it was before (93.59) when r falls to
10.

Answer: Plugging these values into the function x(w, r, p), we get

e 100(5) + v/ 1002 (52) — 4(5)(100) (20 + 20)
B 2(5)

Doing the same when r falls to 10, we get

=91.23. (12.89)

oo 100) + V1002 (52) - 4(5)(100) (20 + 10)

=93.59. (12.90)
2(5)
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12.7 Everyday Application: To Study or to Sleep?: Research suggests that successful performance on exams
requires preparation (i.e. studying) and rest (i.e. sleep). Neither by itself produces good exam grades —
but in the right combination they maximize exam performance.
A: We can then model exam grades as emerging from a production process that takes hours of study-
ing and hours of sleep as inputs. Suppose this production process is homothetic and has decreasing
returns to scale.
(a) On a graph with hours of sleep on the horizontal axis and hours of studying on the vertical,
illustrate an isoquant that represents a particular exam performance level x.
Answer: This is illustrated in panel (a) of Graph 12.14 where x* represents the isoquant with
all the input bundles that can produce exam grade x4,

hes studying (a) ‘4 A (b)

sA bres
sleey

Graph 12.14: Studying and Sleeping

(b) Suppose you are always willing to pay $5 to get back an hour of sleep and $20 to get back an
hour of studying. Illustrate on your graph the least cost way to get to the exam grade x4,
Answer: This is illustrated in panel (a) of the graph with the addition of the isocost line that
is tangent at A— which implies the least cost way to get exam grade x4 is to sleep s4 hours
and study ¢4 hours.

(c) Since the production process is homothetic, where in your graph are the cost minimizing ways
to get to the other exam grade isoquants?

Answer: The cost minimizing input bundles will all lie on a ray from the origin through A —
because the slopes of the isoquants are the same along any such ray, and at A the slope of
the isocost is equal to the slope of the isoquant.

(d) Usingyour answer to (c), can you graph a vertical slice of the production frontier that contains
all the cost minimizing sleep/study input bundles?
Answer: This is illustrated in panel (b) of Graph 12.14 where the vertical slice along the
ray from the origin in panel (a) is graphed. It has a concave shape because the production
process is assumed to have decreasing returns to scale.

(e) Suppose you are willing to pay $p for every additional point on your exam. Can you illustrate
on your graph from (d) the slice of the “isoprofit” that gives you your optimal exam grade? Is
this necessarily the same as the exam grade x** from your previous graph?

Answer: This is simply a slice of an isoprofit plane described by 7 = px —20¢ —5s, where
7 stands for the highest possible “profit”, x is the exam grade, ¢ is the hours spent studying
and s is the hours spent sleeping. It is tangent at B— with xB being the optimal exam grade.
This is not necessarily the same as x4. We had chosen x4 arbitrarily and used it to show on
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what ray all cost minimizing input bundles lie. xB lies on that ray — but does not necessarily
overlap with x4.
(f) What would change if you placed a higher value on each exam point?

Answer: If you place a higher value on exam grades, nothing in panel (a) will change since
none of the items in that graph were derived from the knowledge of p. Neither will the
production frontier slice in (b) change since the technology for producing exam grades has
not changed — just the value you place on them. The only thing that changes is that the slice
of the isoprofit that is tangent to the production frontier in panel (b) becomes shallower —
implying that the optimal exam grade is higher.

(g) Suppose a new caffeine/Gingseng drink comes on the market — and you find it makes you
twice as productive when you study. What in your graphs will change?
Answer: This drink has changed the production technology — so any object in your graphs
that comes from the production technology will change. In particular, panel (c) illustrates
the original xA isoquant with the original cost minimizing input bundle A. If the drink
makes studying twice as productive, the slope of the new isoquant must be shallower at
A than it was before — resulting in the new dashed isoquant. The new cost minimizing
input bundle for exam grade x? is then C — with less sleep and more studying. Since the
production technology is homothetic, this implies that all the new cost minimizing ways of
getting to different exam grades will lie on the (dotted) ray from the origin through C. The
vertical slice of the new production technology will then also differ.

B: Suppose that the production technology described in part A can be captured by the production
function x = 4009255925 __ yhere x is your exam grade, ¢ is the number of hours spent studying
and s is the number of hours spent sleeping.

(a) Assume again that you'd be willing to pay $5 to get back an hour of sleep and $20 to get back
an hour of studying. If you value each exam point at p, what is your optimal “production
plan”?

Answer: We need to solve something quite analogous to a profit maximization problem

max px—20¢—-5s subjectto x= 4009254025 (12.91)

l,s,x

which can also be written as the unconstrained optimization problem

max 40p¢%%2° 5025 _20¢ —55. (12.92)

l,x

The two first order conditions are

10pe~ 0753925~ 20 and 10pr025s 07 =5, (12.93)

Solving these, we get the “input demand” equations

£(p) =0.50p% and s(p) =2p°. (12.94)

And plugging these into the production function, we get the exam grade “supply” function

x(p) = 40(0.50p%)°25(2p?)025 = a0p. (12.95)

The optimal “production plan” therefore entails getting a grade of 40p by studying for 0.5p?
hours and sleeping 2p? hours.

(b) Can you arrive at the same answer using the Cobb-Douglas cost function (given in problem
12.4)?
Answer: Using this cost function and substituting A =40, @ = $=0.25, w=20and r =5, we
get

200:25(50-25) 2 5
C(x)=0.5 W =0.0125x". (12.96)
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The marginal cost is then

=0.025x. (12.97)

Setting this equal to p and solving for x, we get x(p) = 40p, exactly as we did before.

(c) What is your optimal production plan when you value each exam point at $2?
Answer: You would study for 2 hours, sleep for 8 hours and earn an 80 on the exam.

(d) How much would you have to value each exam point in order for you to put in the effort and
sleep to get a 100 on the exam.
Answer: You would have to value each exam point at $2.50. You would then study for 3.125
hours, sleep for 12.5 hours and earn a 100.

(e) What happens to your optimal production plan as the value you place on each exam point
increases?
Answer: It is easy to see from the equations (12.94) and (12.95) that p always enters pos-
itively. As the value you place on your exam increases, you will therefore study and sleep
more — and earn a higher grade.

(f) What changes if the caffeine/Gingseng drink described in A(g) is factored into the problem?
Answer: The underlying technology changes — which means the production function would
have to change in a way that reflects this. For every 1 hour of studying, you would now get

the benefit that you previously received from 2 hours of studying. Thus, the new production
function would be

x=40(20)025 5025 ~ 47570025 0-25, (12.98)

For the previous values of sleep and study time, you can check that you would have to value
an exam point by only about $1.77 in order to make a 100 on the exam — and you would put
in 2.22 hours of study time with 8.86 hours of sleep.
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12.8 Everyday and Business Application: Fast Food Restaurants and Grease: Suppose you run a fast food

restaurant that produces only greasy hamburgers using labor that you hire at wage w. There is, however,
no way to produce the hamburgers without also producing lots of grease that has to be hauled away. In
fact, the only way for you to produce a hamburger is to also produce 1 ounce of grease. You therefore also
have to hire a service that comes around and picks up the grease at a cost of q per ounce.
A: Since we are assuming that each hamburger comes with 1 ounce of grease that has to be picked up,
we can think of this as a single input production process (using only labor) that produces 2 outputs
— hamburgers and grease — in equal quantities.
(a) On a graph with hours of labor on the horizontal axis and hamburgers on the vertical, illus-

trate your production frontier assuming decreasing returns to scale. Then illustrate the profit
maximizing plan assuming for now that it does not cost anything to have grease picked up
(i.e. assume q=0.)

Answer: This is illustrated in panel (a) of Graph 12.15 where the initial (solid) isoprofit is
tangent to the production frontier at production plan (£*,x*).

Graph 12.15: Hamburgers and Grease

(b) Now suppose q > 0. Can you think of a way of incorporating this into your graph and demon-

strating how an increase in g changes the profit maximizing production plan?

Answer: This is also illustrated in panel (a) of Graph 12.15. Now, the slope of the isoprofit is
w/(p — q) because the price per hamburger net of the cost of hauling the associated grease
is (p— q) rather than p. As a result, the new isoprofit is tangent at production plan (¢/,x") —
with less output and less labor input than before.

() Illustrate the marginal cost curves with and without q — and then illustrate again how the

cost of having grease picked up (i.e. q > 0) alters the profit maximizing production choice.
Answer: The marginal cost curve is upward sloping because of the decreasing returns to
scale of the production process. This is illustrated in panel (b) of Graph 12.15 as MC when
g =0and as MC' when g > 0. Notice that the MC curve shifts up in a parallel way — because
each hamburger now costs g more to produce than before. At a hamburger price of p, this
implies that the profit maximizing quantity of hamburgers falls from x* to x.

(d) With increasing fuel prices, the demand for hybrid cars that run partially on gasoline and

partially on used cooking grease has increased. As a result, fast food chains report that they
no longer have to pay to have grease picked up — in fact, they are increasingly being paid
for their grease. (In essence, one of the goods you produce used to have a negative price but
now has a positive price.) How does this change how many hamburgers are being produced
at your fast food restaurant?

(a)
hamborgers 03)
00§ / % ﬁ. M‘, ( ()
yAC)
% Me
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Answer: This is illustrated in panel (c) of Graph 12.15 where the marginal cost curve MC” is
now below the original MC because ¢ is now a “negative” cost. As a result, output increases
from x* to x”.

(e) We have done all our analysis under the assumption that labor is the only input into ham-
burger production. Now suppose that labor and capital were both needed in a homothetic,
decreasing returns to scale production process. Would any of your conclusions change?
Answer: Given some input prices w and r, the homotheticity of the production process
implies that we will operate on a vertical slice along a ray that emanates from the origin.
This slice will look exactly like the production frontier graphed for the single input case in
panel (a) of Graph 12.15 and a similar change in the slice of the isoprofits will result in the
same conclusion. Similarly, the marginal cost curve will again shift by exactly ¢ — leading
to the same pictures as in panels (b) and (c).

(f) We have also assumed throughout that producing one hamburger necessarily entails produc-
ing exactly one ounce of grease. Suppose instead that more or less grease per hamburger could
be achieved through the purchase of fattier or less fatty hamburger meat. Would you predict
that the increased demand for cooking grease in hybrid vehicles will cause hamburgers at fast
food places to increase in cholesterol as higher gasoline prices increase the use of hybrid cars?
Answer: Yes, as grease turns from being a cost to the firm to being a product that raises rev-
enues, the firm will substitute toward fattier beef — thus increasing the amount of choles-
terol in hamburgers.

B: Suppose that the production function for producing hamburgers x is x = f(¢) = A(% wherea < 1.
Suppose further that, for each hamburger that is produced, 1 ounce of grease is also produced.
(a) Set up the profit maximization problem assuming that hamburgers sell for price p and grease
costs q (per ounce) to be hauled away.

Answer: The profit maximization problem is
max px - wl — gx subjectto x = ALY (12.99)
»X

which can also be written as
max (p— @ ALY —we. (12.100)

(b) Derive the number of hours of labor you will hire as well as the number of hamburgers you
will produce.
Answer: Differentiating the objective function in equation (12.100) with respect to £ and
solving for 7, we get

—A 1/(1-a)
[:(M] . (12.101)
w
Substituting this into the production function, we get output level
_ 1/(1-a)]? _al/l-a)
A (M] :Al/(l—a)(M] . (12.102)
w w

(c) Determine the cost function (as a function of w, q and x).
Answer: Inverting the production function, we get the conditional labor demand function

x\1l/a
) . (12.103)

l(w,x) = (Z
The cost function is then simply the conditional labor demand function multiplied by the
cost of labor w plus the cost of hauling away the grease; i.e.
X ) 1l/a

Cw,x,q) = w(—

) rax (12.104)
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(d) Derive from this the marginal cost function.

Answer: Taking the derivative of the cost function with respect to x, we get

MCw,x,q) :( ]x“‘“)’“ +q. (12.105)

aAlla

(e) Use the marginal cost function to determine the profit maximizing number of hamburgers
and compare your answer to what you got in (b).

Answer: Setting the marginal cost function equal to price p and solving for x, we get

o Al/(l—a) (a(p_ q) ]a/(l—a)
w

(12.106)

which is identical to what we derived in (b).
(f) How many hours of labor will you hire?

Answer: Plugging our result for x back into the conditional labor demand function in equa-
tion (12.103), we get

—A 1/(1-a)
‘= (M) (12.107)

w

which is again identical to what we derived in part (b).

(g) How does your production of hamburgers change as grease becomes a commodity that people
will pay for (rather than one you have to pay to have hauled away)?

Answer: It is easy to see from our output equation that, as ¢ becomes smaller and turns
negative, output increases.
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12.9 Business and Policy Application: Investing in Smokestack Filters under Cap-and-Trade: On their
own, firms have little incentive to invest in pollution abating technologies such as smokestack filters. As
a result, governments have increasingly turned to “cap-and-trade” programs. Under these programs, dis-
cussed in more detail in Chapter 21, the government puts an overall “cap” on the amount of permissible
pollution and firms are permitted to pollute only to the extent to which they own sufficient numbers of
pollution permits or “vouchers”. If a firm does not need all of its vouchers, it can sell them at a market
price py to firms that require more.
A: Suppose a firm produces x using a technology that emits pollution through smokestacks. The
firm must ensure that it has sufficient pollution vouchers v to emit the level of pollution that escapes
the smokestacks, but it can reduce the pollution by installing increasingly sophisticated smokestack
filters s.
(a) Suppose that the technology for producing x requires capital and labor and, without consid-
ering pollution, has constant returns to scale. For a given set of input prices (w,r), what does
the marginal cost curve look like?

Answer: The MC curve is flat when the production technology has constant returns to scale.
This is depicted in panel (a) of Graph 12.16.

(a)

Mc
with
pollotion
vovdhers

me

Graph 12.16: Cap-and-Trade and Smokestack Filters

(b) Now suppose that relatively little pollution is emitted initially in the production process, but
as the factory is used more intensively, pollution per unit of output increases — and thus more
pollution vouchers have to be purchased per unit absent any pollution abating smokestack
filters. What does this do to the marginal cost curve assuming some price py per pollution
voucher and assuming the firm does not install smokestack filters?

Answer: It causes the MC curve to be upward sloping as depicted in panel (a) of Graph
12.16.

(c) Considering carefully the meaning of “economic cost”, does your answer to (b) depend on

whether the government gives the firm a certain amount of vouchers or whether the firm starts
out with no vouchers and has to purchase whatever quantity is necessary for its production
plan?
Answer: It does not depend on whether the vouchers are owned by the firm or the firm has
to purchase them. In both cases, the opportunity cost of using a pollution voucher to emit
pollution in production is py. If the firm owns the voucher, it foregoes the opportunity to
sell it at p, to another firm that wishes to buy more vouchers. If the firm does not own
vouchers, it must directly pay p, per voucher.
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(d) Suppose that smokestack filters are such that initial investments in filters yield high reduc-
tions in pollution, but as additional filters are added, the marginal reduction in pollution
declines. You can now think of the firm as using two additional inputs — pollution vouchers
and smokestack filters — to produce output x legally. Does the overall production technology
now have increasing, constant or decreasing returns to scale?

Answer: The overall technology now has decreasing returns to scale. This is because, whether
the firm uses pollution vouchers or smokestack filters or some combination of the two, it has
to expend increasing resources to deal with its pollution output for any marginal increase
in production.

(e) Next, consider a graph with “smokestack filters” s on the horizontal and “pollution vouchers”
v on the vertical axis. Illustrate an isoquant that shows different ways of reaching a particular
output level X legally — i.e. without polluting illegally. Then illustrate the least cost way of
reaching this output level (not counting the cost of labor and capital) given p, and ps.

Answer: This is illustrated in panel (b) of Graph 12.16 where A is the cost minimizing bundle
of smokestack filters and pollution vouchers to produce X when the prices of filters and
vouchers are ps and py.

(f) If the government imposes additional limits on pollution by removing some of the pollu-
tion vouchers from the market, p, will increase. How much will this affect the number of
smobkestack filters used in any given firm assuming output does not change? What does your
answer depend on?

Answer: The increase in p, will cause isocosts to become shallower. If output does not
change from X, this will lead to a change in the cost minimizing bundle to B — causing the
firm to use fewer vouchers and more smokestack filters. The size of the adjustment depends
on the degree of substitutability between vouchers and smokestack filters in production. In
other words, if it is relatively easy for the firm to install additional smokestack filters, the
effect will be bigger than if it is not.

(g) What happens to the overall marginal cost curve for the firm (including all costs of produc-
tion) as py increases? Will output increase or decrease?

Answer: This is illustrated in panel (c) of Graph 12.16. The marginal cost of production
increases as p, increases, rotating the MC curve from MC to MC'. For a given output price
p, this implies that the profit maximizing output falls from x4 to x5.

(h) Can you tell whether the firm will buy more or fewer smokestack filters as p, increases? Do
you think it will produce more or less pollution?

Answer: It is not clear whether the firm will buy more or fewer smokestack filters — because
it is not clear by how much the firm will reduce its output. We know from panel (c) that
the firm will produce less, and we know from panel (b) that, for the same level of output,
it will buy more filters. But if the firm decreases production sufficiently much, it may end
up buying fewer filters. No matter what, however, it will produce less pollution — because
it produces less output with more filters for that level of output than it would have used
before.

(i) True or False: The Cap-and-Trade system reduces overall pollution by getting firms to use
smokestack filters more intensively and by causing firms to reduce how much output they
produce.

Answer: This is true. As we have shown, the firm uses more smokestack filters for any given
output level (panel (b) of the graph) but also produces less output (panel (c)).

B: Suppose the cost function (not considering pollution) is given by C(w, r,x) = 0.5 w95 r0'5x, and

suppose that the tradeoff between using smokestack filters s and pollution vouchers v to achieve
legal production is given by the Cobb-Douglas production technology x = f (s, v) = 50s0-2510-25,
(a) In the absence of cap-and-trade policies, does the production process have increasing, de-
creasing or constant returns to scale?

Answer: The marginal cost function derived from C(w, r, x) is
oC(w,r,x)

MC(w,1,x) = === = 0.5w%5 105, (12.108)
X
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This function is independent of x — i.e. the marginal cost is constant, which implies con-
stant returns to scale.

(b) Ignoring for now the cost of capital and labor, derive the cost function for producing different
output levels as a function of ps and p, — the price of a smokestack filter and a pollution
voucher.(You can derive this directly or use the fact that we know the general form of cost
functions for Cobb-Douglas production functions from what is given in problem 12.4).
Answer: Plugging in A =50 and a = # = 0.25 into the cost function given in problem 12.4,
we get

0.25 0.25 2
Xps Py

— B _Fv | —0.0008p%° p%°x2. (12.109)
50(0.259-25)(0.25025) s by

C(ps, pv,x) =0.5

(c) What is the full cost function C(w, 1, ps, py)? What is the marginal cost function?

Answer: The cost of producing output level x is then simply the cost of labor and capital
plus the cost of complying with the requirement that pollution is produced legally; i.e.

C(w,r,ps,pv) = 05w %5 x + 0.0008p(s)'5 p?,'sz. (12.110)

The marginal cost function is then

MC(w,r, ps, py) = 0.5w%° %5 +0.0016p%° p%0x. (12.111)

(d) For a given output price p, derive the supply function.
Answer: We set p equal to MC and solve for x to get

p—0.5w05 705

L (12.112)
0.0016p%-> p95

x(w,r,ps, pv,p) =
(e) Using Shephard’s lemma, can you derive the conditional smokestack filter demand function?

Answer: Shephard’s lemma tells us that the partial derivative of the cost function with re-
spect to an input price is equal to the conditional input demand function for that input;
ie.

aC T, , 05,2
s, T, Ps, Pu, X) = (war Ps.Pv) :0.0004””0? . (12.113)
Ps Ps

(f) Using your answers, can you derive the (unconditional) smokestack filter demand function?

Answer: If we plug the supply function x(w,r, ps, py, p) into the conditional smokestack
filter demand function s(w, r, ps, py, x), we will get the unconditional smokestack filter de-
mand function. We then get

625(p —0.5w05r05)2

(12.114)
A

s(w,r,py, ps,p) =

(g) Use your answers to illustrate the effect of an increase in p, on the demand for smokestack

filters holding output fixed as well as the effect of an increase in py on the profit maximizing
demand for smokestack filters.

Answer: The derivative of the conditional demand function s(w, r, ps, py, x) with respect to
py is positive — indicating that we will buy more smokestack filters conditional on produc-
ing the same quantity of output as before. The derivative of the unconditional filter demand
s(w, 1, py, ps, p) with respect to p,, however, is negative — indicating that we will buy fewer
pollution filters when we arrive at our new profit maximizing production plan. This is not
because we pollute more — but rather because our supply function x(w, r, ps, py, p) tells us
that we will produce sufficiently less such that we will need fewer overall filters even through
we use more filters for the quantity that we do produce than we would have before.
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12.10 Policy Application: Taxes on Firms: There are several ways in which governments tax firms — in-
cluding taxes on labor, capital or profits. As we will see in Chapter 19, it is not at all immediately clear
whether taxes on labor or capital are paid by firms even when tax laws specify that firms will pay them.
For now, we will simply assume that we know that some share of taxes on inputs are real costs to firms. It
is also not clear that governments can easily identify economic profit of firms — or that price-taking firms
usually make such profits (as we will see in Chapter 14). Again, we will simply assume these issues away

for now.
A: Suppose a firm employs labor ¢ and capital k to produce output x using a homothetic, decreasing
returns to scale technology.
(a) Suppose that, at the current wage w, rental rate r and output price p, the firm has identified

A= (x4, 04, k) as its profit maximizing production plan. Illustrate an isoquant correspond-
ingto x4 and show how (¢4, k™) must satisfy the conditions of cost minimization.

Answer: The isoquant corresponding to x4 is depicted in panel (a) of Graph 12.17. At the
input bundle (¢ A k%), the isocost with slope (—w/r) is tangent — implying that xAis being
produced at the least cost possible (where TRS = —w/r).

(a) 4
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(c) Show how x

Graph 12.17: Taxes on Firms

(b) Translate this to a graph of the cost curve that holds w and r fixed— indicating where in your

isoquant graph the underlying input bundles lie for this cost curve.

Answer: Given that the technology is homothetic, all cost minimizing input bundles lie on
the same ray from the origin — i.e. the ray from the origin through A in panel (a) of the
graph so long as w and r do not change. The cost curve C in panel (b) is derived from this
vertical slice of the production frontier — and takes the shape depicted from the fact that
the production frontier has decreasing returns to scale. At production level x4, the cost is
indicated as w¢” + rk because the input bundle ([A, kA) is the least cost bundle that will
achieve output level x4.

A emerges as the profit maximizing production level on the marginal cost curve

that is derived from the cost curve you illustrated in ().

Answer: In panel (c) of Graph 12.17, the curve MC depicts the marginal cost curve that is
simply the slope of the cost curve C from panel (b) of the graph. The profit maximizing
output level occurs where p = MC — or where p# = MC when the output price is p4.

(d) Now suppose that the government taxes labor — causing the cost of labor for the firm to in-

crease to (1 + t)w. What changes in your pictures — and how will this effect the profit maxi-
mizing production plan?

Answer: In panel (a), the slope of isocosts changes from (-w/r) to (=(1+ t)w/r) — which
implies the cost minimizing input bundles now lie on the ray that passes through B. In
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other words, for any given output level, the firm substitutes away from labor (which has
become more expensive) and toward capital. As a result of the higher input costs, the total
cost curve shifts up in panel (b) to C' — with x4 now costing (1 + t)wlB +rkB. The MC
curve also increases as a result — to MC' in panel (c) of the graph. If output price remains
at p4, this implies that the profit maximizing output level falls to x'.

(e) What happens if the government instead imposes a tax on capital that raises the real cost of

capital to (1+ £)r?

Answer: In panel (a), the new slope of the isocosts would be shallower — with slope —w/((1+

t)r) rather than —w/r. (This is not depicted in panel (a) of the graph). As a result, the new
cost minimizing input bundles would lie on a ray that is shallower than that which passes
through A — with firms substituting away from capital and toward labor. Panels (b) and (c)
would change as in the case of a tax on labor — with new cost curve C’ and new marginal
cost curve MC'.

(f) What happens if instead the government imposes a tax on both capital and labor — causing

the cost of capital and labor to increase by the same proportion (i.e. to (1+ t)w and (1+t)r.)

Answer: In this case, the new slope of isocosts would be

-1+Hw -w
—_ = (12.115)
1+0r r

Thus, the slope would be unchanged by the taxes — causing the cost minimizing input
bundles to remain on the ray through A as if there were no taxes on capital and labor. This
is because the relative prices of capital and labor have not changed. Although the firms will
use the same input bundles as before for any output quantity — those input bundles now
cost more. The cost curve would therefore shift up even more than it does when only one
of the inputs is taxed — to C” in panel (b) of Graph 12.17. The output level x4, for instance,
would now be (1 + 1) weA + 1+ t)rkA. This implies a higher marginal cost curve — MC" in
panel (c) of the graph. And this in turn implies that, so long as output price remains at pA,
the profit maximizing output quantity falls to x”.

(g) Now suppose the government instead taxes economic profit at some rate t < 1. Thus, if the

firm makes pre-tax profit m, the firm gets to keep only (1 — t)7.

Answer: This would not affect any of the graphs we have drawn in panels (a) through (c)
of Graph 12.17 at the beginning of the problem. No input prices change — so the isocost
lines have the same slope as originally. Thus, all cost minimizing input bundles lie on the
ray that passes through A — and the cost function is C with marginal cost MC. The profit
maximizing output level is then xA. After some thought, this should make intuitive sense:
If (¢4, kA, x4 is the profit maximizing production plan when prices are (w, r, p), this means
that no other production plan can get the firm a higher profit. If the government says it
will take half of the firm’s profit, then implementing the same production plan as before still
results in exactly the same profit — which means the highest possible half profit that the
firm can possibly attain. Maximizing before tax profit 7 and after tax profit (1 — #)7 is thus
exactly the same problem — resulting in the same solution.

B: Suppose your firm has a decreasing returns to scale, Cobb-Douglas production function of the
form x = AC% kP for which you may have previously calculated input and output demands as well
as the cost function. (The latter is also given in problem 12.4).

(a) Ifyou have not already done so, calculate input demand and output supply functions. (You

can do so directly using the profit maximization problem, or you can use the cost function
given in problem 12.4 to derive these.)

Answer: We illustrated the way to solve this through profit maximization in problem 12.2. In
problem 12.3 we showed how to calculate the input demand and output supply functions
using cost minimization. So now we just illustrate how we would calculate these if all we
knew was the cost function given in problem 12.4 which was

B\ V@D
(12.116)

C(w,r,x) =(a+
(w,r,x) =(a ﬁ)(Aa“ﬁﬁ
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We would get the output supply function by setting marginal cost equal to price and solving
for x. This was already done in part B(e) of problem 12.3 where we got

(12.117)

(a+p) ,apf 1/(1-a-p)
P u) ,

warh

To get the input demand functions, we can substitute this into the conditional input de-
mand functions (as we did in B(f) of problem 12.3). However, if we only know the cost
function to start with, we would first have to derive the conditional input demand functions
from the cost function — which we can do using Shephard’s lemma that tells us the condi-
tional input demands are simply given by the derivative of the cost function with respect to
the input prices. Thus

oC(w, r,x) o«

—Bl(a+p)
ow a+p v

O(w,r,x) = e

5 1/(a+p)
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We can similarly derive the conditional capital demand function as

(12.118)

k(w,r,x) =

Cwny _ (ﬁ_W]““”ﬁ) () (12.119)

or ar A

Plugging the supply function x(w, r, p) in for x into these conditional input demand equa-
tions, we then get the unconditional labor and capital demand functions

(12.120)
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(b) Derive the profit function and check that it is correct by checking whether Hotelling'’s Lemma
works.
Answer: The profit function is #(w, r, p) = px(w,r,p) — wl(w,r,p) — rk(w,r,p). When we
plug the output supply and input demand equations from above into this expression, we
get

1/(1-a-p)

Apa®pP

Lﬁ ) . (12.121)
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Hotelling’s Lemma implies that the partial derivative of the profit function with respect to p
yields the output supply function x(w, r, p) and the partial derivatives of the profit function
with respect to the input prices yield the negative of the input demand functions ¢ (w, r, p)
and k(w, r, p). These indeed hold.

(c) If you have not already done so, derive the conditional input demand functions. (You can
do so directly by setting up the cost minimization problem, or you can employ Shephard’s
Lemma and use the cost function given in problem 12.4.)

Answer: Employing Shephard’s Lemma, we get

oC(w,r,x) _ (ﬂ)ﬁ/(‘”ﬁ] (x)l/(tHﬁ)

l(w,r,x) = ————— = = 12.122
(@, 1,x) ow Pw A ( )
and
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k(uw, r,x) = 2D (ﬁ—w] (f) “h (12.123)
or ar A
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(d) Consider a tax on labor that raises the labor costs for firms to (1 + t)w. How does this affect
the various functions in the duality picture for the firm?
Answer: We would replace w with (1 + t)w in each of these equations. Consider first the
output supply function x(w, r, p) which now becomes

x(w,r,p) =

(a+P) app 1/(1-a-p)
Ap a’p ) . (12.124)

A+ DHw)erp

This implies that, as t increases, output falls. Next, consider the input demand functions
that now become

- 1/(-a-p)
_ pAal-P b
l(w,r,p) = (% 0w PP and
pAaaﬁ(l_a] 1/1-a-p) (12.125)
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which implies that, as ¢ increases, the demand for both labor and capital falls. Plugging
(1+ tH)w in for w in the profit function also indicates that profit falls with increases in ¢.

Now consider the functions from the cost minimization problem. The conditional input
demand functions become

4 . L — praxP) x\Varp) 12.126
(w’r'X)_(ﬁ((l+t)w)) (Z) (12.126)
and
al(a+p) 1/( )
k(w,r,x):(m) (f) a+ﬁ. (12.127)
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Thus, conditional on producing x, labor input falls and capital input increases — i.e. the
firm substitutes away from labor (which has become more expensive) and toward capital
(which is now relatively cheaper). The overall cost of producing x increases with ¢, as indi-
cated by the new cost function

x(1+Dw)®rP

1/(a+p)
(12.128)
Aa®pP )

C(w,r,x) = (a+ﬁ)(

(e) Repeat for a tax on capital that raises the capital cost for the firm to (1+ t)r.

Answer: Going through steps analogous to those in part (d), we get that output, input de-
mands and profit falls as ¢ increases. On the cost minimization side of the duality picture,
conditional labor demand increases and conditional capital demand decreases as firms
substitute away from capital and toward labor for any output quantity x. Finally, costs in-
crease.

(f) Repeat for simultaneous taxes on labor and capital that raise the cost of labor and capital to
A+Hwand(1+0)r.

Answer: This time, we replace w with (1 + f)w and r with (1 + #)r in our various functions.
Our output supply function then becomes
Aparp gagp \VA~amP

(w,rp) =———=
wenp A+ DHw)(1+0r)b

(12.129)

This implies that, as ¢ increases, output falls — by more than if either of the two taxes were
implemented individually. Next, consider the input demand functions that now become
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and

pAad-P b Vi-a=p)
A+ DHw)I-Pa+nnk )
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l(w,r,p) = (
(12.130)

k(w,r,p) = (

which implies that, as ¢ increases, the demand for both labor and capital falls — again by
more than if either tax were implemented individually. Similarly, we can see in the profit
function that profit falls by more than if either of the taxes were implemented by itself.

Now consider the functions from the cost minimization problem. The conditional input
demand functions become

a1+ 0n) \P1eh x @) (ar \PI@D x\1/@p)
_ * =& hd 12.131
‘X (ﬁ((l+r)w>) (5) (ﬁw) %) He
and
al(a+p) 1/(a+pB) al(a+p) 1/(a+p)
k(w,,,x):(w) () b :(ﬁ_w] (Z) P 2as
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Thus, conditional on producing x, labor and capital input do not change as a result of the
simultaneous introduction of the two taxes — because the relative prices of labor and cap-
ital have not changed. (In our graphical analysis, this is equivalent to saying that the slope
of the isocosts have not changed because the (1 + ¢) in the numerator and denominator of
the slope term cancel.) At the same time, while we continue to use the same input bundles
to produce any given level of output, those input bundles now cost more — thus the cost of
producing any quantity x increases as shown in the cost function

1+ 0w +pnp\@P

Aa®pp

Clw,r,x) =(a+p) x (12.133)

(g) Repeat for a tax on profits as described in part A(g).

Answer: The profit tax does not show up in any of our functions — because no prices are
changed by the tax. Thus, no choice of the firm is changed — not the output supply and in-
put demand choices, nor the conditional input demands. All that happens is that profit falls
by the percentage of the tax. But if the firm was initially making positive profit, it will still
make positive profit under the tax — because the tax only takes part of the profit. It should
make sense that none of the firm’s choices change: If the firm was maximizing profit before
the tax, then it should not do anything differently if the government takes some fraction of
the profit. Maximizing a fraction of profit is the same as maximizing profit. You can see this
by simply setting up the profit maximization problem when the government collects some
fraction ¢ of the firm’s overall profit, leaving the firm with (1 — #)7. This problem would be

}/n]gx (1-t)(px—wl—rk) subjectto x= f(£,k) (12.134)
X

which can be written as the unconstrained optimization problem
n;a}cx(l—t)(pf((,k)—wé—rk). (12.135)
The first order conditions are then

of(, k) af(, k)
- =(1-0r. 12.1
1-Hw and (1-1)p a-nr. ( 36)

Since (1 — t) appears on both sides of each equation, we can cancel it and are left with the
usual first order conditions in the absence of taxes; i.e.

a-tp
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of, k) ofl, k)

ar ok

which then can be solved for input demand functions and output supply — all of which is
unaffected by ¢.

dp r (12.137)





