
Microeconomics 2004-2005

Exercise 4: Answers

4.1 Costs

June 2001.

4.2 Cost Functions

June 2002.

4.3 Costs

Sept 2001.

4.4 Costs

Example 2001.

4.5 Cost Functions

June 2003. Okay, you may want a little more explanation. If the cost function
is simply w1y it means that the cost of including x2 is too expensive. This
factors into the min function. For x1 > 1, increasing x2 by one would increase
output by 1/2. The cost of this 1/2 would be w2. The alternative way of
increasing output by 1/2 is simply increase x1 by 1/2 at cost w1/2. So if
w2 ≥ w1/2, we would save by simply increasing x1.

4.6 Competition

June 2002.

4.7 Competition

Sept 2001.

1



4.8 Competition

Average cost is c(y)/y = y + 1 + 1/y (Asymptotic to the y-axis. Reaches a
minimum at 1 and then increases and is asymptotic to a line with slope 1
starting at 1). Marginal cost is c0(y) = 2y + 1 (a line with slope 2 starting
at 1). If the industry is competitive, the firm would maximize p · y − c(y)
and hence if it chooses to produce, it would produce at a quantity where
price equals marginal cost: p = 2y + 1 or y = (p − 1)/2. Profit will be
positive only if p ≥ 3 (you can find 3 by guessing or plugging into profits p
and y = (p − 1)/2 and solve for p). Hence production will be zero if p < 3
and (p− 1)/2 if p ≥ 3.

4.9 Two plants (A)

Yes, you use plant B since the marginal cost can be lower and there are no
fixed costs. Marginal costs should be the same so 2ya = 4yb. This means
ya = 2yb and joint costs are (2y/3)

2 + (y/3)2 = 5y2/9.

4.10 Two plants (B)

June 2003.
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