ECON 301
Two Variable Optimization
(with- and without- constraints)

Review of Some Derivative Rules

1. Partial Derivative Rules:

U=uxy oU/0x=U, =y ou/oy=U, =x

U = z%? oU/0x = U, = az® 1y’ oU /0y = U, = bxy*~!
U=z2%"= ’;—: oU/0x = U, = az* 'y~ 0U/0y = U, = —bay>~!
U=ax+by oU/0x=U, =a oU/oy=U, =b

U=az'l?+by'? oU/0x = U, =a(3)2™'? 0UJdy=Uy=b(3)y "2

2. Logarithm (Natural log) Inz
(a) Rules of natural log
If Then
y=AB Iny=In(AB)=InA+1InB
y=A/B Iny=InA-InB
y=Ab Iny =In(A%) =bln A
NOTE: In(A+ B) #lnA+1InB
(b) derivatives
IF THEN
y=Inz = %
y=(f) B=TL )
(¢) Examples
If Then
y = In(2? — 21) dy/dr = =2z —
y=In(z"?) =1z dy/de=(3)(3) =%

)

3. The Number e

d
ify = ¢€° then 2 = ¢*
dz
d
ify = e/@® then S _ ef@ f'(x)
x
(a) Examples
3z dy _ 3z 3
y=e* m=e"0)
y = T Z_z — ol (21332)
y rt % — pe't



Using Calculus For Maximization Problems

One Variable Case

If we have the following function
y =10z — 22

we have an example of a dome shaped function. To find the maximum of the dome, we
simply need to find the point where the slope of the dome is zero, or

W —-10—22=0

10 = 2«
r=25
and
y =25

Two Variable Case

Suppose we want to maximize the following function

z = f(z,y) = 10z + 10y + zy — 2> — 3

Note that there are two unknowns that must be solved for: z and y. This function is an
example of a three-dimensional dome. (i.e. the roof of BC Place)

To solve this maximization problem we use partial derivatives. We take a partial
derivative for each of the unknown choice variables and set them equal to zero

% =f.=10+y—2x =0 The slope in the "z” direction = 0
8—; =f,=10+2 -2y =0 The slope in the "y” direction = 0

This gives us a set of equations, one equation for each of the unknown variables. When
you have the same number of independent equations as unknowns, you can solve for each of
the unknowns.

rewrite each equation as

y=2x—10
x =2y —10

substitute one into the other

r =22z —10) — 10

x =4x — 30
3z =30
z =10
similarly,
y =10



REMEMBER: To maximize (minimize) a function of many variables you use the
technique of partial differentiation. This produces a set of equations, one equation for each
of the unknowns. You then solve the set of equations simulaneously to derive solutions for
each of the unknowns.

Second order Conditions (second derivative Test)

To test for a maximum or minimum we need to check the second partial derivatives. Since
we have two first partial derivative equations (f,,f,) and two variable in each equation, we
will get four second partials ( foz, fyys foy, fyz)

Using our original first order equations and taking the partial derivatives for each of them
(a second time) yields:

fz=104+y—-22=0 f,=10+2—-2y=0

Joz = =2 fyy:_2
fzyzl fyzzl

The two partials, f;,, and f,, are the direct effects of of a small change in x and y on
the respective slopes in in the x and y direction. The partials, f;, and f,, are the indirect
effects, or the cross effects of one variable on the slope in the other variable’s direction. For
both Mazimums and Minimums, the direct effects must outweigh the cross effects

Rules for two variable Maximums and Minimums!

1. Maximum

N
o

fmm
fyy
fyyfm - ffryfyx > 0

A
o

2. Minimum

fow >0
fyy
fyyf:c:c_fwyfy:c > 0

3. Otherwise, we have a Saddle Point

\Y
o

From our second order conditions, above,

Jee =—2<0 fyy:—2<0
f:cy =1 fyw =1
and
Juyfow = foyfye = (=2)(=2) = (1)(1) =3 >0

therefore we have a maximum.

! Advanced Topic: This section is optional for ECON 301. For most applications, the structure of the
problem will make it clear that this is a max or min problem
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Example: Profit Max Capital and Labour

Suppose we have the following production function

q = Output
q=f(K,L)=L+ Kz L= Labour
K = Capital

Then the profit function for a competitive firm is

™= Pg—wL—rK P = Market Price
or w = Wage Rate
m=PL: + PK: —wL —rK r= Rental Rate

First order conditions

General Form

1. Z=L2L7 —w=0 Pfi—w=0
2. M_PKT =0 Pfx—r=0

Solving (1) and (2), we get

L= ()2 K= (%)
Example: If P = 1000, w = 20, and r = 10
1. Find the optimal K, L, and =

2. Check second order conditions

Example: Cobb-Douglas production function and a com-
petitive firm
Consider a competitive firm with the following profit function

T=TR—TC = PQ—wL —rK (1)

where P is price, Q is output, L is labour and K is capital, and w and r are the input prices
for L and K respectively. Since the firm operates in a competitive market, the exogenous
variables are P,w and r. There are three endogenous variables, K, L and Q). However output,
Q, is in turn a function of K and L via the production function

Q=f(K,L)
which in this case, is the Cobb-Douglas function
Q=LK (2)
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where a and b are positive parameters. If we further assume decreasing returns to scale,
then a + b < 1. For simplicity, let’s consider the symmetric case where a = b = i

Q=LiKt (3)
Substituting Equation 3 into Equation 1 gives us
m(K,L) = PLiK3i —wL — rK (4)

The first order conditions are
3

b =P () LK —w=0
2 —P(L)LiK1—r=0

(5)

This system of equations define the optimal L. and K for profit maximization. Rewriting
the first equation in Equation 5 to isolate K
PYHLKi=w
wrd
K= (%L4)4
Substituting into the second equation of Equation 5

4
PLik-1 = (£) L4 K%L) } .

0o

1
= P*( )4111_3L_2 =r

Re-arranging to get L by itself gives us

P 1
L* = (Zw’%r’Zf
Taking advantage of the symmetry of the model, we can quickly find the optimal K
K* = (%T_%w_i)Q

L* and K* are the firm’s factor demand equations.

Optimization with Constraints

The Lagrange Multiplier Method

Sometimes we need to to maximize (minimize) a function that is subject to some sort of
constraint. For example

Mazximize z= f(x,y)

subject to the constraint x+y < 100

For this kind of problem there is a technique, or trick, developed for this kind of problem
known as the Lagrange Multiplier method. This method involves adding an extra variable to
the problem called the lagrange multiplier, or A.

We then set up the problem as follows:



1. Create a new equation form the original information

L= f(z,y) + A(100 — z — y)
or
L= f(a,y) + A [Zerd

2. Then follow the same steps as used in a regular maximization problem

a—i:fy—)\:()

9L —100—z—y=0

3. In most cases the A will drop out with substitution. Solving these 3 equations will give
you the constrained maximum solution

Example 1:

Suppose z = f(z,y) = xy. and the constraint is the one from above. The problem then
becomes
L =zy+ A100 —z —y)

Now take partial derivatives, one for each unknown, including A
%:y—A:O
8—5 =r—A=0
oL _° _
S =10—2—-y=0
Starting with the first two equations, we see that x = y and X drops out. From the third

equation we can easily find that x = y = 50 and the constrained maximum value for z is
z = zy = 2500.

Example 2:

Maximize
u = 4x* + 3y + 6y

subject to
T +1y =56

Set up the Lagrangian Equation:
L = 42* + 32y + 63> + A\(56 — 2 — y)
Take the first-order partials and set them to zero

L, = 8x+3y—A=0
L, = 3z2+12y—XA=0
Ly = 56—xz—y=0

6



From the first two equations we get

8z +3y = 3z+ 12y
r = 18y

Substitute this result into the third equation

56 —-18y—y = 0
y = 20

therefore
z =36 A= 348

Example 3: Cost minimization

A firm produces two goods, x and y. Due to a government quota, the firm must produce
subject to the constraint 4+ y = 42. The firm’s cost functions is

c(z,y) = 8z% — xy + 12y°

The Lagrangian is
L=8z% oy + 12> + \(42 —z —y)

The first order conditions are
L, = 16x—y—A=0

L, = —x+24y—A=0
Ly = 2—-z—-—y=0 (6)

Solving these three equations simultaneously yields

x=2 y=17 A=383

Example of duality for the consumer choice problem
Example 4: Utility Maximization

Consider a consumer with the utility function U = 2y, who faces a budget constraint of
B = P,x + Py, where B, P, and P, are the budget and prices, which are given.
The choice problem is

Maximize
U==xy (7)
Subject to
B =Pux+ Py (8)
The Lagrangian for this problem is
Z =xy+ \NB — P,x — Pyy) (9)



The first order conditions are

Zpy=y— AP, =0
Zy=x— AP, =0 (10)
Zy=B—-FPux—-Py=0

Solving the first order conditions yield the following solutions

M_ B ,M_ B _ _B
r- =s35p Y T 3p, )‘—QPwa (11)

where 2™ and y™ are the consumer’s Marshallian demand functions.

Example 5: Minimization Problem

Minimize
P.x + Py (12)
Subject to
Up = zy (13)
The Lagrangian for the problem is
Z = Pz + Pyy+ AUy — zy) (14)

The first order conditions are

Zy=P,— Ay =0
Z,=P,— Xz =0 (15)
Z,\:Uo—xy:()

Solving the system of equations for x, y and A
%
Y = (f%%g> (16)

Application: Intertemporal Utility Maximization

Consider a simple two period model where a consumer’s utility is a function of consumption
in both periods. Let the consumer’s utility function be

U(ci,co) =Inecg + Blncy

where ¢; is consumption in period one and c; is consumption in period two. The consumer
is also endowments of y; in period one and ¥, in period two.

Let r denote a market interest rate with the consumer can choose to borrow or lend
across the two periods. The consumer’s intertemporal budget constraint is

Co Y2
cl+1—|—r_y1+1—|—r




Method One:Find MRS and Substitute

Differentiate the Utility function

dU = (l> dCl + (ﬁ) dCQ =0
C1 Co

Rearrange to get

dCQ . Co
dey - Ber
The MRS is the Absolute value of 3—2 :
&)
MRS = —
By
substitute into the budget constraint
Y2 Ber(1+7)
— —_— 1
y1+1+r 1+ T, (14 B)a
. v+ i
¢ = —
' (1+5)

Similarly, solving for ¢ using the first order conditions

Y2 N C2 C2

NI T B T1er
1
14+ +y, = (B‘l—l)@
x (1+T)yl+y2
& = —FF=
34‘1

Method Two: Use the Lagrange Multiplier Method

The Lagrangian for this utility maximization problem is

Y2 Ca
L=1 | A = -
nec; + Glnes + (y1+1+r c 1+T>

The first order conditions are

— Y2 C2
a T T T ATy
OL _ 1 _ =
o0C c
OL _ 8 _ A _|
801~ c2 1+r

Combining the last two first order equations to eliminate A gives us

1/C1 (6) A
Blea By 1—1,,

ca = Pe(1+7) and c = ©2

B(l+7)



sub into the Budget constraint

Y2 Ber(1+7)

— —_— 1
y1+1+r c1 + 11r ( +ﬁ)61
. v+ i
¢ = /=
R E)
Similarly, solving for ¢ using the first order conditions
Y2 o C2 C2
DT T a0 T1gs
1
(I+7)y+ya = (B—i-l) 2
= (1 + r)yl + Y2

Problems:

. Maximize In x + y subject to 2z 4+ 3y = 12 using the lagrange method

. Skippy lives on an island where she produces two goods, x and y, according the the
production possibility frontier 100 = 22 + 32, and she consumes all the goods herself.
Her utility function is

Uu=1x-y

Find her utility maximizing x and y as well as the value of A

. A consumer has the following utility function: U(z,y) = xy?, where r and y are
quantities of two consumption goods whose prices are p, and p, respectively. The
consumer also has a budget of B. Therefore the consumer’s maximization problem is

zy* + A(B — px — pyy)

(a) From the first order conditions find expressions for z* and y*. These are the
consumer’s demand functions.

. This problem could be recast as the following dual problem
Minimize p,x + p,y subject to Uy = 7>
Find the values of x and y that solve this minimization problem.

. Skippy has the following utility function: u = x%y% and faces the budget constraint:
M = px + pyy.

(a) Suppose M =120, P, =1 and P, = 4. Find the optimal z and y
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Finding the MRS from Utility functions

EXAMPLE: Find the total differential for the following utility functions

1. U(xy1,22) = axy + bzy where (a,b > 0)

4. U(zy,22) = alne; + Blncy where (o, 8 > 0)

Answers:

ou __ _ ou _
1. B_zl_Ul_a D29 —Ug—b
and

dU = U1d171 + Ugdl‘g = ad:rl + bdl‘g =0

If we rearrange to get dxs/dx;

dey 5o _ Ui _a
d(El N g—U N U2 N b
2
The MRS is the Absolute value of % :
a
MRS = —
b
2. %:U1:2x1+$2 g—wi:U2:3x%+x1
and

dU = UldI1 + UQdZL‘Q = (2(E1 + !L‘Q)dl‘l + (3(E§ + Zlfl)dl‘g =0

Find dl‘g/dl‘l
dxo ﬂ (21‘1 + 1'2)

d_(El N _U2 N _(3I‘g+$1)
The MRS is the Absolute value of % :

2
MRS = Bt )
(3372 + 5131)
iii) g—gl = U, = ar} '} g—wUZ = Uy = bafal™!

and
dU = (az§ 'z}) dzy + (ba§zy ") day =0

Rearrange to get
dxy U; ax‘f’lxg ars

dzq Us badah ! bxq
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The MRS is the Absolute value of fi% :

MRS = %
1
iV) g_gl = Ul =« <é) dCl - <%) dCl g—g = U2 = ﬁ (é) dCQ = (%) d02

and

AU = <3> dey + (ﬁ) dey = 0
C1 Cy

dey ﬁ_@__acz

dey U2_<£>_ fer

Rearrange to get

The MRS is the Absolute value of 3—2 :

QCo
MRS = —=(1+r
e, (L+r)

ca = Pe(147) and ¢ = @

B(1+r)
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