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Optimization

To examine the uses of the derivative, we are going to finally move into some practical
problems.

Basically, we will use the notions of first-order critical value and the second derivative
test to solve optimization problems.

We will look first at single variable optimization problems, and then use matrix algebra
to examine multivariate problems.

One-Variable Optimization

Say we want to maximize an agent’s utility, as in most microeconomics or game theory’s
problems.

Then, we just need to specify our agent’s utility function, and the maximize it.

We already know that if fis a differentiable function that achieves a maximum at x*,
then its first derivative must be equal to zero at z* and that its second derivative must
be less than zero at x*.

These conditions are usually known as the first-order condition and the second-order condi-
tion, respectively, and they can be expressed mathematically by:

f@)
f //(x*)
We should note, again, that these are necessary not sufficient conditions; a point in the

domain that solves the maximization problem must satisfy the conditions, but there may be
points that satisfy the conditions that do not solve the maximization problem.

0
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IN

For a minimization problem, the first order condition is the same, but the second order
condition becomes f”(x*) > 0.



Example 1 Consider the function flx) = log © — ax.

The F.O.C. for a maximum with respect to x is that

1
- —a=0,
T
and the second-order condition is that
1
—— <0.
2 —

We can see that the second-order condition is automatically satisfied, so it follows that

the optimal value of x is z* = %

Now let g(z) = u(x) — bx.

In this case, we cannot solve explicitly for the z* that maximizes this expression, but
we know that it must satisfy the two conditions u/(z*) = b and u”(z*) < 0.

[llustrations: Nash Equilibrium

Many optimization problems involve the optimal decision making by a single agent — a
firm or a voter— in very simple environments.

Many situations, though, resemble more complex environments.

In particular, in many instances, the decisions of several individual agents produce a
final outcome.

Game theory provides a useful analytical framework to study these situations.

The goal is to analyze the outcomes of interdependent decisions, moving away from a
purely informal understanding of a situation to the formal statement of a game.

There are several ways of describing a game. In general, though, we need to characterize
the set of players, the set of actions that each player can choose, and the players’
preferences over possible outcomes.

The key element that defines a game, is that the reward of each player depends on the
choices made by all others, not just his/her own decision.

Once we have our game, we can go ahead and “solve” it. In order to do that, we need a
solution concept.



Our solution concept is simply a behavioral assumption about how players choose their
actions, given the consequences of their actions, and their preferences over outcomes.

Let us concentrate on Nash Equilibrium, the most commonly used solution concept in
Game Theory.

A Nash equilibrium is a situation where each player’s action is such that she cannot do
better by choosing a different action, given the actions chosen by the other players.

Example 2 A synergistic relationship. Two individuals are involved in a common project. If
both individuals devote more effort to the project, they are both better off. For any given effort
of the other individual, the return to an individual’s effort first increases, then decreases.

Each player’s set of actions is the set of effort levels (nonnegative numbers). Individual i’s
preferences are represented by the payoff function w;(a;,a—;) = a;(c + a_; — a;), where a; is
1’s effort level, a_; is the other individual’s effort level, and ¢ > 0 is a constant. Formally,

Players, N = {1,2}
Actions, A; = [0, 00)
uia;, a—;) = ai(c+a_; — a;)

To find the NE of this game, we can construct and analyze the players’ best response func-
tions,

Bi(a_;) = max{u;(a;,a_;)}

a; €EA;
Given a_;, individual ¢’s payoff is a quadratic function of a;,

2
ui(a;, a—;) = a;c + a;a_; — aj,

that is zero when a; = 0 and when a; = ¢ + a_;, and reaches a maximum in between.

The function wu;(a;, a_;) reaches a maximum at o) if u;(al,a_;) > w;(a;,a_;) for all
a; € A;.

The F.O.C. for a maximum with respect to a; is that

gzz =0,orc+a_;—2a; =0

So, the optimal value of a; is a} = 3(c+ a_;).



Now, in order to find the mutual best responses, we should solve the system of equa-
tions:

* 1 *
a; = 5(0—1— ay)

* ]' *
ay = 5(0 + aj)
Substituting the second equation in the first we get

aj = §(c—|— 5(6 +ay))

ay =c
Substituting this value into the second equation we get

1
ay = 5(04—0)

a5 =c
Therefore, this game has a unique NE, (af,a}) = (¢, ¢).

Example 3 Cournot’s Model of Oligopoly. An oligopoly is characterized by market interac-
tions with a small number of firms. The classic model of oligopoly is due to Cournot (1838).
The modern study of oligopoly is grounded almost entirely on game theory.

Suppose that there are two firms that produce an identical good.

Each firm must decide how much output to produce without knowing the production
decision of the other firm.

If the firms produce a total of @ units of the good, the market price will then be p(Q).

Given a production level g; for firm ¢, the market price is then,
p(Q) =p(g +q-4)

The function p is called the inverse demand function.

The cost to form i of producing ¢; units of the good is ¢;(¢;).



Firm ¢’s profit is equal to its revenue minus its cost:
7i(qi, q-i) = p(@i + )@ — ci(@)
— We assume that for p > 0, if the firms’ total output increases, then price decreases.

Firm 4’s action in this game is a choice of a given production level (output) and the payoff
to firm ¢ is its profits.

Each firm, thus, wants to maximize its profits. For example, firm 1’s maximization problem
is

n;zixw(ql, qQ) = p(q1 + Q2)CI1 - Cl(Ql)

Firm 1’s profits depend on the amount of output chosen by Firm 2, and in order to make an
informed decision Firm 1 must forecast Firm 2’s output decision.

A Nash equilibrium of this games is a set of outputs (¢;, ¢5) in which each firm is choosing
its profit-maximizing output level.

Let us compute now the Nash equilibrium of Cournot’s game using specific forms of the
functions p and ¢;:

e Let p(Q) = a — Q. Recall that Q = ¢; + ¢2

o Letc;, =0
Firm 1’s profit is then, 7(¢1, ¢2) = [ — B(q1 + ¢2)]q1; and its best response function is,
Bi(q2) = max{mi(q1,¢2)}
q1€q

We can take the first derivative of m; with respect to ¢, and the FOC is

87’(’1

S =Ba)n — (B0)*} = o = Bg2 — 28g1 = 0
41
Therefore, Bi(ga) is:

* _ a— Bq
QI 25

and in the case of Firm 2, g—’qul = 0 implies that,

. a—Baq
QQ Qﬁ
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To find the NE, we should solve:

q* _ o — 6q;
1 25
== Bai
2 25
Substituting the second equation into the first, we get
. o — ﬂ(a;gfh)
ql - Qﬁ

And, ... (I will spare you the algebra)

e
a1 3/6
Similarly,
.«

So, the NE is ¢} = ¢ = 35
Suppose now that « =9 and 8 =1, then ¢; =¢5 =3, Q@ =6 and 7] = 9.

The envelope theorem.

Suppose that f(z,a) is a function of both = and a.

We generally interpret a as being a parameter determined outside the problem being
studied and x as the variable we wish to study.

Suppose that x is chosen to maximize the function.

For each different value of a there will typically be a different optimal choice of x.

In sufficiently regular cases, we will be able to write the function z(a) that gives us the
optimal choice of x for each different value of a.

For example, in some economic problem the choice variable might be the amount
consumed or produced of some good while the parameter a will be a price.

We can also define the (optimal) value function, M(a) = f(z(a),a).

6



This tells us what the optimized value of f is for different choices of a.

Example 4 Recall from our first example that for f(x,a) = log x — ax, the optimal value

of x is x(a) = % Therefore, the value function for this problem is given by

M(a) =log () — ¢ = —log a — 1.
For the example g(z,b) = u(x) — bx, we have M (b) = u(x(b)) — bx(b).
Many times we are interested in how the optimized value changes as the parameter a changes.

It turns out that there is a simple way to calculate this change.
By definition we have M (a) = f(x(a),a).

Differentiating both sides of this identity, we have

dM(a) _ Of(z(a),a) Oz(a) of(z(a),a)
da + da ’

da ox

Since x(a) is the choice of x that maximizes f, we know that

Of(z(a)a) _
o = 0.

Substituting this into the above expression, we have

dM (a) _ 8f(x(a),a).

da da

A better way to write this is

dM(a) _ 0f(z(a)a)
da da e=z(a)

In this notation it is clear that the derivative is taken holding z fixed at the optimal
value z(a).

In words: the total derivative of the value function with respect to the parameter is equal
to the partial derivative when the derivative is evaluated at the optimal choice.

This statement is the simplest form of the envelope theorem.
It is worthwhile thinking about why this happens.

When a changes there are two effects: the change in a directly affects f and the change
in a affects x which in turn affects f.



But if x is chosen optimally, a small change in x has a zero effect on f, so the indirect
effect drops out and only the direct effect is left.

Example 5 Continuing with the f(r,a) = log x — ax example, we recall that M(a) =

—log a — 1. Hence M'(a) = —%. We can also see this using the envelope theorem; by
direct calculation we see that W = —x. Setting x equal to its optimal value, we have
Oea) — 1 = )f'(a).

For the case where M (b) = g(z(b),b) = u(x(b)) — bx(b), we have M'(b) = —x(b).

Comparative statics.

Another question of interest in the social sciences is how the optimal choice changes as a
parameter changes.

Analysis of this sort is known as comparative statics analysis or sensitivity anal-
ysis.

The basic calculation goes as follows:

We know that the optimal choice function z(a) must satisfy the condition

0.

9f(z(a),a)
ox

Differentiating both sides of this identity,

0% f(z(a),a) dx(a) + f(z(a)a) _

Oz? da Oz0a
Solving for d”;—(;), we have
02 f(x(a),a)
dr(a) dz0a
da 92 f(z(a),a)
Ox

We know that the denominator of this expression is negative due to the second-order
conditions for maximization.

Noting the minus sign preceding the fraction, we can conclude that

dz(a)

da

sign = sign%.
Hence, the sign of the derivative of the optimal choice with respect to the parameter
depends only on the second cross-partial of the objective function with respect to z

and a.



The nice feature of this is that we don’t actually have to repeat this calculation every
time; we can simply use the information about the cross- partial.

Example 6 If f(z,a) = log © — azx, we already know that x(a) = L. By direct calculation
x'(a) < 0. But we could have seen this without solving the mazximization problem simply by
observing that

Pz = 1 <0

In the optimization problem with the objective function g(z,b) = u(x) — bz, we can see
that

sign 2/(b) = sign (—1) <0

This is a remarkable example: we know almost nothing about the shape of the functionu(z),
and yet we are able to determine how the optimal choice must change as the parameter
changes simply by using the properties of the form of the objective function.

For minimization problems, all that changes is the sign of the denominator.

Since the second-order condition for minimization implies that the second derivative
with respect to the choice variable is positive, we see that the sign of the derivative
of the choice variable with respect to the parameter is the opposite of the sign of the
cross-partial derivative.

Multivariate Maximization

Comparative Statics.

Suppose that f(x1,2z3), and that both z; and x5 are functions of a (i.e. ;(a) and z5(a)).
Just as before, we may want to determine how the optimal choice changes as the parameter
a changes.

We know that the optimal choices have to satisfy the first-order conditions

0f (z1(a), 25(a), a)

=0
8x1

af(l'l (0,), 332(61)7 CL)
81'2

Differentiating these two expressions with respect to a, we have

82f8$1 i 82f 8902 1 82f —0
0x? a 01,01y Oa  Or10a

=0.
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0?f On N 0% f Oz, N o’f
Ory0x, da  Ox3 da  Ox90a

This is more conveniently written in matrix form as

82f 82f ) 82f
922 0x10x2 ﬁ _ - 8x%8a
&% f %f £ - o°f :

Oxo0x1 8_:135 Ba " dz20a

da

If the matrix on the LHS of this expression is invertible, we can solve this system of

equations to get
oz 2f r 17t ey
é’)_a — (933% 8%1612 833%6(1
&2 2 f o2 f af |-
a

Oxo0x1 8_x§ " 9z20a

Rather than invert the matrix, it is often easier to use Cramer’s rule to solve the
system of equations for % and %.

For example, if we want to solve for %, we can apply Cramer’s rule to express this
derivative as the ratio of two determinants:
9% f 0% f
Bacéaa (9301281’2
_ o7 o°f
al’l - O0zx20a 890%
da 2f  _9°f
0z3 Ox10xz2
_of  9f
Ox20x1 8mg

By the second-order condition for maximization, the matrix in the denominator of this
expression is a negative semidefinite matrix.

Matrix algebra tells us that this matrix must have a positive determinant.
Therefore, the sign of % is simply the sign of the determinant in the numerator.
Example 7 Let f(x1,29,a1,a2) = ui(x1) + us(x2) — ayxq — ags.
The first-order conditions for maximizing f are

uy(z]) —a; =0

up(w3) —az =0

The second order condition is that the matrix

is negative semidefinite.

10



Since a negative semidefinite matrix must have diagonal terms that are less than or
equal to zero, it follows that uj(z}) < 0 and uj(x3) < 0.

The maximized value function is given by

M(ay,as) = max u(x1) + uz(x2) — a1y — asws,

and a simple calculation using the envelope theorem shows that

oM
Gay
oM
o0y

The comparative statics calculation immediately above shows that

Carrying out the calculation of the determinant,

) T
sign -1 < 0.

8(1,1

Note that we can determine how the choice variable responds to changes in the param-
eter without knowing anything about the explicit functional form of u; or us; we only
have to know the structure of the objective function —in this case, that it is additively
separable.
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Constrained Optimization

I will use demand theory in economics to explain and then apply the concept of constrained
optimization.

Utility Maximization

Demand theory is based on the premise that consumers maximize utility subject to a
budget constraint. Utility is assumed to be an increasing function of the quantities of goods
consumed, but marginal utility is assumed to decrease with consumption.

Suppose there are only two goods, = and y available to the consumer. Let m be the fixed
amount o money available to her, and let p, and p, be the prices of the two goods.

Suppose that the consumer maximizes her utility subject to the constraint that all income
is spent on the two goods. The problem of utility maximization can then be written as

maz u(z,y) (1)
subject to
P2 +pyy =m (2)

To determine the individual consumer’s demand for the two goods, we choose those val-
ues of z and y that maximize (1) subject to (2) (to simplify our life, we assume that the
utility function is continuous and that goods are infinitely divisible).

The Consumer’s Optimum

To solve the constrained optimization problem given by equations (1) and (2), we can
use the method of Lagrange multipliers. We first write the “Lagrangian” for the problem.
To do this, we rewrite the constraint as p,x + p,y —m = 0. The Lagrangian is then

L =u(z,y) — Mpzx + pyy —m) (3)

If we choose values of x and y that satisfy the budget constraint, then the second term
in (3) will be zero, and maximizing £ will be equivalent to maximizing u(z,y). By differ-
entiating £ with respect to x, y and A and then equating the derivatives to zero, we obtain
the necessary conditions for a maximum:

du(z,y) _
ox APz =0

Ou(z,y) _ (4)
oy Apy =0

P2 + pyy —m =



The third condition is the original budget constraint. The first two conditions of (4)
tell us that each good will be consumed up to the point at which the marginal utility from
consumption is a multiple (A) of the price of the good. To see the implication of this, we
combine the first two conditions to obtain the equal marginal principle:

ou(x,y) Ou(z,y)

\ = ;x = Zy (5)
x y

In other words, the marginal utility of each good divided by its price is the same. To
be optimizing, the consumer must be getting the same utility from the last dollar spent by
consuming either x or y. Were this not the case, consuming more of one one good and less
of the other would increase utility.

To characterize the individual’s optimum in more detail, we can rewrite the information
in (5) to obtain

Ou(z,y)

% B (6)
du(zy)
8yy Py

The fraction on the left is the marginal rate of substitution between good z and y, and
the fraction on the right might be called the economic rate of substitution between goods x
and y.

In general, the three equations in (4) can be solved to determine the three unknowns =,
y, and A as a function of the two prices and income. Substitution for A then allows us to
solve for the demands of each of the two goods in terms of income and the prices of the two
commodities. This can be seen in terms of an example:

Example 8 A frequently used utility function is the Cobb-Douglas utility function, which
can be represented in two forms:

u(z,y) = x%y' "
and
u(r,y) = a log(r) + (1 — ) log(y)

The two forms are equivalent for the purposes of demand theory because they both yield
the identical demand functions for goods = and y.

I will derive the demand functions for the second form. To find the demand functions for
x and y, given the usual budget constraint, we first write the Lagrangian

L =alog(z)+ (1 —a)log(y) — Mp.r + pyy —m)

13



Now differentiating with respect to x, y, and A, and setting the derivatives equal to zero,
we obtain

oL «

oz =z =0

oL (1—-a) B
-y =0
oL

oy Pt t Py —m=0

The first two conditions imply that

DX = g
(=) )
A

PyYy =

Combining these with the last condition (the budget constraint) gives:

or

and

In this example, the demand for each good depends only on the price of that good and on
income, and not on the price of the other good. Thus, the cross-price elasticities of demand
are 0.
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