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1.0ne Variable Calculus Foundations

To find the effect of one variable (like money supply or government spending) on the other (e.g. interest
rate or total production) is important to understand the relationships between the economic variables. This
effect is captured by the "slope" of the linear functions (the "derivative" of the nonlinear functions).

1.1 Some Definitions

e A real number is a value of a continuous quantity that can represent a distance along a line. It can be
rational (like 3/4 or -232) or irrational (like 7 ~3.14159265... or v/2 ~1.41421356...)

e A function (f(x)) of a real variable x with domain D is a rule that assigns a unique real number to
each number x in D.
y=f(x) =z 4, y x: independent(exogeneous) variable y:dependent (endogenous) variable

e The domain is the set of numbers x at which f(x) is defined. When the domain is not specified, it is

assumed that it includes all the real numbers for which the function takes for which the function takes
meaningful values.

For example for —L= the domain is R excluding 5.

e The range (or co-domain) of a function is the set of all the possible values of it.

e.g. for || the domain is R but the co-domain is R*

1.2 Function Types

e Polynomials : Obtained by the addition of monomials y = ax* like h(x) = 32° — 222 + v +3 g(x) =
2

20° —x

The highest exponent defines the order of the polynomial.
-Constant function is polynomial of order zero: y = a
-Linear functions is polynomial of order one: y = mx + n

-Quadratic function (parabola) is a polynomial of order two: y = mz? + nx + o

-Power function is a monomial of order k: y = az”®
e Rational functions : Ratios of polynomials f(x) = Zgg

-A simple example is Hyperbola (constant over a monomial of order one) : y = a/x
e FExzponential functions : f(z) =e* or f(m)=10""

e Trigonometric functions : f(x) =sin(x) or f(y) = cos(y)

1 Using mainly C. Simon-L. Blume. (1994)



1.3 Basic geometric properties of a function

The basic geometric properties of a function are whether it is increasing or decreasing and the location of
its local and global minimum and maximum (if exists)

e A function f is increasing if x1> x5 implies f(x1) > f(x2) wheras a function f is decreasing if x1> o
implies f(z2) > f(z1)

e The point where the function turns from decreasing to increasing is a minimum for the function and
the point where the function turns from decreasing to increasing is a maximum for the function. If
there is no greater (smaller) value of the function in its range from that maximum (minimum) then
the maximum (minimum) is called global maximum (minimum).

flz)=2z+1 is always increasing

f

(z)
f(x) = 32 before 0 decreasing after zero increasing so it has a minimum at x=0
(z)

f

x) = —2x + 3 is always decreasing
x) = —222 before 0 increasing after zero decreasing so it has a maximum at x=0

1.4 Linear Functions

y=mx+n if y is distance, x is hours m denotes the velocity;
if y is utility, x is income m denotes marginal utility of income

e for x =0 y = n is the y-intercept, for y = 0 z = —™ is the x-inctercept
e Knowing two points (z1,y1) and (z2,y2) the unknowns m and n for the function can easily be found
by:

m = Y24

pr—— substituting one point n = y; — maxy or n = Yy — M2

Exercise 1 If 0 °C equals to 32 °F and 100 °C equals to 212 °F, find °C' as a linear function of °F.

1.5 The slope of nonlinear functions

The slope of a nonlinear function of f at point (zg, f(xo)) is the slope of the tangent line to its graph at that
point. It is the rate of change (marginal effect) of f with respect to x at that point.

o) = fim TN =S 00) _ &

Example 1 The slope of f(x) =2 at x =3 :
(34 h)? — 32 9+6h+h?—9
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1.6 Rules for computing derivatives

° (xk)/ _ kxk_l

Example 2 f(z) = 72° — f'(x) = 2122

o (f£9)(x0) = f'(wo) £ ¢ (o)



Example 3 f(z) =227 g(z) = 42
(f = 9)(x) = 227 —da? — (f — g)
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o (kf) (wo) = kf'(x0)

* (f-9)(wo) = ['(x0)g(wo) + f(x0)g' (o) «—Product rule: (f.g)' = f'g+ fg

Example 4 f(z)=2z—1g(x) =2 +z+1
(@3 =1)=(fg9)(®)=1="+z+1)+ (z—1).(2z 4+ 1) = 32?

° (g)/(xo) = f/(wo)g(w;();jg%)g/(wo) «— Quotient rule: (5)/ = flgg_fg/

Example 5 f(z)=z—-1g(z)=x+1

z—1 17 z+1—(z—1) _ 2
z4+1) T (z+1)2 T (z+1)2

o ([f@)") =nlf(@)]" " f(z) —From Chain rule: 3 [f(9(z))] = f'(9(x))g (z)

1.7 Differentiability

e If f(x) has a tangent line at point z¢ or limj_g M exists then f(z) is diffentiable at point
Zo-

e If a function is differentiable at every point in its domain we say that it is a differentiable (smooth)
function.

Example 6 f(z) = |z| is not differentiable

because lim M — k0

h—0

fzo)=f(moth) _ 0-h _ 4

wheras lim -
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1.8 Continuity

e A function is continuous if its graph has no breaks (no jumps for the same point) in its domain.

e For a function to be differentiable, it must be continuous but not vice versa. For instance f(z) = |z|
is not differentiable but it is continous.

For continuity, for every points in the domain (let zg) the equality lim f(z) = f(xo) must hold.
Tr—xT0

o A continuously differentiable function is a function whose derivative is continuous (C*). Every poly-
nomial is C*.

Example 7

2

f(z) :{ =, 20 } is continuous—>f’(m):{

—x2, <0

2z, >0

. . . 1
9 <0 } is continuous so f(x) is C

Exzample 8 f(x) = z3 i s continous but not differentiable

h) — h3
fl(z) = }llir% M = %in%)% =h™3 do not exists <

— o0 if h>0

: 1
L z'fh<0) so f(x) is not C

1.9 Higher order derivatives

e If f(x) is C! then we can ask whether f'(f’(z)) exists that is f”(z) = %(%)

e Polynomials are C*

Example 9
f(z) =327 +22° — f'(x) = 212% + 622 — f(2) = 1262° + 122
Example 10
172, z2>0 . : 1 " 2, >0 .

flx) = { 2?2 p<o [ 8 continuous and C* but — f"(x) = 9 2 <0 does not exist
o If f” is continuous then f is C? (twice continously differentiable)
o If £(") is continuous then f is C™. All polynomials are C™

Example 11 f(z) =322 is continuous in its domain R*

-9 - 45 -
fl(z) = 7w75 — f(x) = Zaz77 are also continuous in R™



Example 12 f(x) = [z] that is the largest integer < x, not continous and not C* in its domain but excluding
integers it is C'™°
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1.10 Approximation by Differentials

e Without limit W ~ f'(xg) or f(xg+h) = f(xo) + f(x0).h

Example 13 Assume a firm’s production function is f(x) = %\/E Suppose the firm is currently using

100 unit of labor input x. Find the firms current marginal product of labor that is the additional output
that can be achieved by hiring one more unit of labor.

actual result is f'(100) = 110072 = 0.025
approximate result is w = 0.02494

Example 14 FEstimate the cube root of 1001.5 (true value=10.004998)
f(x) =23 and hence f'(z) = 12=%/3. We know f(1000) = 10 and f'(1000) = -

~ 300
We need to find f(1001.5) ~ f(1000) + f/(1000).1.5 = 10 + 355 = 10.005
Example 15 The population is estimated to be t years from now f(t) = 40 — -5 .Estimate the

t+2
population rise after 6 months?
@)= ﬁ — f'(0) = 2 —the population rise ~ f'(0).0.5 =1



2.0ne Variable Calculus: Applications

2.1 Using first and second derivatives to sketch graphs

1.

Find the critical (stationary) points at which f/(z) = 0 or f/(z) is not defined, order those points
showing on the x axis as (—o0,21), (21, 22)...(x, 00)

. Find the sign of the f’(z) as x goes to oo for (x,00) and —oco. Alternate the sign for the subsequent

interval if the critical point is not even times repeated (double, quadruple etc.). Otherwise do not
change the sign.

The function f(z) is increasing in the intervals with positive sign whereas it is decreasing in the
intervals with the negative sign. If f/(z) is positive (negative) always then f(z) is always increasing
(or decreasing).

Do the first two steps for f”(z) instead of f'(x).

The function f(x) is convex (upward curved, the slope of f/(z) is increasing) in the intervals with
positive sign, whereas it is concave (downward curved,the slope of f'(x) is decreasing) in the intervals
with the negative sign. If f”(z) is positive (negative) always then f(z) is always convex (or concave).

Definition 1 fis convex in the interval [a,b] iff f((1 —t)a+tb) < (1 —1t)f(a)+tf(b) with0<t<1
(the secant line joining two points on the funtion is above the graph of the function)

Definition 2 fis concave in the interval [a,b] iff f((1 —t)a+1tb) > (1 —1t)f(a) +tf(b) with0<t<1

(the secant line joining two points on the funtion is below the graph of the f function)

Example 16 Sketch f(z) = 23 — 3x

1.

AN el

f'(x) = 322 — 3 — critical points are -1 and 1

f'(x) is positive as x goes to co or —oo, it changes sign and becomes negative between -1 and 1
Then f(z) increasing in (—oo, —1) and (1, c0) and decreasing between -1 (local maxz) and 1 (local min)
f"(z) = 6z — critical point is 0, f”(z) is positive as & goes to oo and negative as x goes to —oo

f(x) is concave in (—oo,0) and convex in (0,00). z = 0 is the inflection point ? as the concavity of
f(x) changes at that point.
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y = f(z) =2° 3z

2Inflection points are the points where the function changes its concavity. They can be stationary but cannot be local minima
or maxima.



Example 17 Sketch f(z) = z* — 82% + 1822 — 11

f'(z) = 42 — 2422 4 362 = 4z (z — 3)* . Its critical points are 0 and 3.

. f'(z) is positive as x goes to oo and negative as z goes to —oo, positive in (0,00) excluding z = 3

(double root)

Then f(z)decreasing in (—o00,0) and increasing in (0,00) excluding x=3, hence =0 is the global
minimum.

f"(x) = 1202 — 482+ 36 = 12 (v — 1) (x — 3) — critical points are 1 and 3, f”(x) is positive as x goes
to oo or —oo

f(z) is convex in (—o0,1) and (3, 00) , it is concave in (1, 3).

xz =1 and z = 3 are the inflection points due to concavity changes, x = 3 is also a saddle point®
as it is a stationary (f’(3) = 0) but not an extremum point.

¥

10 1+

y = f(x) =2* — 823 +182% — 11

Example 18 Sketch f(x) = 22% — 32* 4 2

1.

2.

f(z) = 1225 — 1223 = 1223 (z — 1) (x + 1). Its critical points are -1, 0, and 1.
f'(z) is positive as = goes to co and negative as x goes to —oo, positive in (—1,0), negative in (0, 1).

Then f(x)decreasing in (—oo,-1), increasing in (—1, 0),decreasing in (0, 1), and increasing in (1,00).Two
minima at © = —1 and x = 1. Local max at x = 0.

. f"(z) = 60z* — 362 = 12z* (52 — 3) — critical points are -1/3/5,double 0 and +/3/5, f”(z) is

positive as x goes to co or —oo

f(x) is convex in (—o0,-1/3/5) and (1/3/5,00) , it is concave in (—+/3/5,+/3/5) where z = —/3/5
and © = 4/3/5 are the inflection points.

3Saddle point is stationary point such that the curve (1D)/surface(2D) etc. in the neighourhood of that point is not entirely
on any side of the tangent space at that point. In one dimension, a saddle point is a stationary inflection point.
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y = f(z) =225 —3z* +2
2.2 Graphing rational functions

e The same procedure shown in the previuos section is used also for graphing rational functions.
e In addition, we need to identify the vertical and horizontal asymtotes of the function.
e The points (x) that make the denominator of the function zero are the vertical asymtotes.

e If f(x) becomes close to a finite number in the limit as x goes to co or -oo, than that y axis point is
called horizontal asymtote.

e For polynomials, the leading term -the monomial with the highest degree (let agx*)- determines the
shape of the tail of the graph whether to go co, -co or an horizontal asymtote.

-if k is even both tails go to oo as |z| — oo if ag > 0, both tails go to -0co as |z| — oo if ag < 0

-if k is odd one tails go to co and the other goes to -co as |x| — oo depending on the sign of ag

k k—1 1 k
_ apz " t+a1x +...+ar_12 +ay aoz® _ ag,.k—m
d g(x) T Doz b1 It Fbm_12 b = x as ‘l‘| — 0

— l(;[;) = Doz B

-if k>m I(z) is a monomial, the tails of the rational funtion goes to +co as stated above

-if k<m [(z) — 0 Both the tails of g(z) are asymtotic to the = axis (y = 0) that is a horizontal
asymtote for g(x)

-if k=m [(z) — §2 Both the tails of g(z) are asymtotic to the horizontal line (y = $2)



Example 19 Sketch f(x) = %

f(z) has horizontal asymtote to the x axis.
f'(z) = — 25 has a critical point at & = 0, so f(x)is decreasing in both sides of the point.

f"(z) = % is positive as & goes to co and negative as = goes to —oo, hence f(z) is convex on the
right and concave on the left of y axis.
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Example 20 Sketch f(r) = %5
f(x) — T as |z| — oo so it has a horizontal asymtote to the z axis. Its denominator becomes zero for z = —1
and x = 1 which are its vertical asymtotes.

2

fl(z) = ;2”.”7;12 has a critical points at z = —1 and z = 1, since they are double repeated f(x) is decreasing
before, after and between these points.
(z) = Qﬁ (m2 + 3) has a critical points at x = —1, x = 0 and = = 1, it is positive as x goes to co and

negative as x goes to —oo, hence f(x) is concave (—oo, —1), convex in (—1,0),concave in (0,1) and concave
in (1,00)




Example 21 Sketch f(z) = 1((1(3')12)

f(z) — 22 as || — oo so it has a horizontal asymtote to the x axis. Its denominator becomes zero for x = 2
which is 1ts only vertical asymtote.

Flz) = 16(z—2)* ?116(23;"'1)2(@ 2 = _(Iiﬁp (x +4), critical points at £ = —4 and = = 2, f(x) is increasing
between these points decreasing elsewhere.

f'(z) = S(ri(f;)?, critical points at x = —7 and & = 2, concave in (—oo, —7),in convex in (—7,2) and
(2,00).Hence = —7 is the inflection point. Since f”(—4) > 0 = —4 is a minimum and f(—4) negative

at that point, whereas before that point the function always decreases until it becomes zero asmytotically.
So x = —4 is a global minimum.

20 28 e - 22 A0 -1B -1 CIECTE - 2 4 & 2 10 12 14

2.3 Maxima and Minima

e Finding the maximum or minimum points (extremum points) is very important in economics in order
to reach optimal values of economic variables. e.g. maximizing utility or profit, minimizing cost.
1. e An extremum point can be on the boundary or in the interior part of the domain.
e If it is an interior extremum point then it is a critical point. For the crtical points:
-if f'(xo) =0 and f”(xg) < 0, then ¢ is a maxima of f(z)
-if f'(zo) = 0 and f”(xo) > 0, then z is a minima of f(z)
-if f'(x9) = 0 and f”(zo) = 0, then zg can be a minima (e.g. f(z) = z*) , maxima (e.g. f(z) =-z*) or
neither (e.g. f(x) = 2%) .
Example 22 Find minima and mazima of f(x) = x* — 423 + 42% + 4
f(z) = 423 — 122% + 8x = 4z (x — 1) (v — 2), critical points are 0,1 and 2

f/(z) =122 — 242 + 8
f7(0)=f"(2) =8 >0 — z =0 and = 2 are minimum points f”(1) = -4 <0 — z = 1 is a maxima

10



Global Maxima and Minima
In three cases global maximum or minumum points are found easily:

1. When the domain of f(z) is an interval in R ! and it has only one critical point that is a local max
(min) then that point is global max (min)
The proof comes from the idea that if the point were not a global max (min) then there should be
another critical point between two max (min).

2. If f is a C? function whose domain is an interval and f” is never zero, then f has at most one critical
point that is a global min f”(x) > 0 and a global max f"(z) <0
The proof: If f” > 0 always then f’ is an increasing function such that it can have a value "0" only
one time and from the previous theorem it is global min.

3. A continuous functions whose domain is a closed and bounded interval [a,b] must have a global max
and a global min (Weierstrass theorem).

In this case, we find critical points and evaluate the function at these points and the boundary points.
The point with largest value of f is the global maximum and the point with the smallest vlue of is the
global minimum.

Example 23 A firm produces every book with a cost of $5. Every book is sold for $§10 and each day 10 books
are sold currently. The firm expects to sell one additional book for each dollar decrease in price. What are
the demand and profit functions and the price P that mazimizes the profit?

X =mP+n,m= —1, current (X,P) = (10,10), substituting them in the demand equation we find
X =20 — P then the profit becomes: ™ = (P — 5)(20 — P) = —P? + 25P — 100

7' = —2P + 25 — P = 12.5 is the only critical point, 7"/ = —2 < 0 then P = 12.5 is the global maximum
point that maximes the profit of the firm.

2.4 APPLICATIONS TO ECONOMICS
In this section we briefly analyse the properties of some general types of functions which are used in economic
applications and studies.
2.4.1 Production Function
e It relates the amount of output (z) to the amount of input (¢) : z = f(q)
e Continuous or maybe C?
e Increasing

e There is a level of input until which the function is convex and then it is concave

2.4.2 Cost Function
e A cost funtion assigns a cost to the level of output: C(x)

e MC(z) = C'(x) is the marginal cost that measures the additional cost incurred from the production
of one unit more when the current output is x.

e The average cost is the cost per unit produced: AC(x) = C(z)/x

e The essential properties of cost funtion:
C(z) is a naturally increasing function. Moreover, Let C(z) is C? then
-if MC>AC, AC is increasing (Doing better than average rises average)
-if MC<AC, AC is decreasing (Doing worse than average decreases average)

-at an interior minimum of AC, MC=AC

l(%) _ C'(z)z—C(z) _ C'(z)—C(x)/x _ MC-AC

dx T 2 T T

The proof comes from: AC/(z) =

11



2.4.3 Revenue and Profit Functions

e How much money a firm receives from selling its x unit of output: R(z) = p(z)x
e MR(z) = R'(x) is the marginal revenue, average revenue(AR) is the unit price p(z)

e Profit n(z) = R(z) — C(z) to maximize it we solve for 7/(z*) = MR(z*) — MC(z*) =0 — MR(z*) =
MC/(z*). This means optimum output (2*) for maximum profit occurs when MR = MC.

e In a model of perfect competetion (with many firms and no individual firm can control the output price
by its production activity) the market price for any firm receives for its output is constant: p(xz) = p
R(z)=pr MR=AR=0p

(&

MR = AR

Phe AT MO AR and MR-cuirves for a competitive firm.
e MC curve gives the locus of optimal price output combinations. MC curve is the firm’s supply curve
which relates the market price to the amount produced.

e Optimal revenue is the area of ABCO, total cost AC(z)x is the area of ADEO, optimal profit is the
area of BCDE

e Under perfect competetion 7'(z) =p — C'(z) — «''(z) = —C"(x)
Profit maximizing 7"/ (x) < 0 implies C”(x) > 0 At the optimal output the firm experiences increasing
MC.
2.4.4 Demand functions and Elasticity
e z = f(p) is the demand funtion wheras p=g(x) is the inverse demand function
e R(x)=px=g(x)x AR=R(x)/x=g(x)

e Economists ask often how changes in price affect changes in demand. Interpretation of marginal
demand f'(p) = Axz/Ap is extremely dependent, hence it is better to use how percent change in one
effect the percent change in other.

12



e Price elasticity of demand:

Az Az ,
B B R

Ap Az : :
e In general as <> T 571 so e is negative

o if % 1 % — 0 then the good is inelastic (fuel, medical care goods)
-A good whose € € (—1,0] is inelastic
-A good whose ¢ € (=1, —00) is elastic (luxury goods, goods with many close substitutes)
-A good whose ¢ = —1 is unit elastic

4

e If price of a good rises total expenditure (F(z)) of consumers
decreases if the good is elastic.

Proof comes from E(z) = pz = pf(p) — E'(x) = pf'(p) + 1f(p) — Ef/((p””)) = p}{éé;):) +1l=c+1

rises if the good is inelastic and it

e Example demand functions:
Linear demand: = = f(p) = a — bp

—oo when p=¢

_ —bp __ 1
a—=bp = 1—a/(bp)

it is zero when p=0; -1 when p =

a .
2b7

: = s i
U |l-'*r'!il| ‘I.‘JIJ]

Thie wwand of the tinesw demand finetion 1 = a = bp,

_ krp~ " !

" kp—" bp=-T

— E =

Constant elasticity demand: x = f(p) = kp~
e Assume a monopolist facing a linear demand curve a — bp, then its inverse demand p = AR = “3*.
If the monopolist wants to sell x unit R(z) = 23z MR = R'(z) = % — 2z The slope of MR is two
times the slope of average revenue. Where M R(z*) = M C(x*) the optimal output (z*) is found for

profit maximization.

41t is paid to the firms so that it is equivalent to the revenue of the firms.

13



e The price of optimal output at * can be read off on demand (AR) curve.

p
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The MC~, AC-, MR- and AR-curves for a pure monopelist,

e Monopolist profit is p*z* — C(z*) = [p* — AC(z*)] z*

e Looking at the graph of the pure monopolist, if manufacturing costs increase M C curve rises then x* |
and p* T

Example 24 What happens to z* and p* if the inverse demand curve rises for the pure monopolist.

Since R(z) = p(z).x = AR(x).x if p = AR rises then MR rises and hence z* T and p* 1 as seen in
the following graph.
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Example 25 Show that the cost function given below has the essential properties of cost funtion?

14



Cx)=23+2+1 MC(z) =32?+ 1> 0 hence C(x) is an increasing function.

AC(z) = Ig*%“ =2? + 14 1 at x=0 has a vertical asymtote

AC'(z) = 22 — 5 =0 AC(=) has a critical point at 273 ~ 0.79

AC"(z) = 2 >0 for x>0 so that the critical point of AC is an interior minimum where AC=MC (Check!).
To the left of that point AC>MC and to the right AC<MC.

30 -
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3.0ne Variable Calculus Chain Rule
3.1 Chain Rule

1. e Composite functions f(g(z)) or g(f(z)) in general they are not equivalent.
e.g. production function y = F(L) = 5L% then the profit «(y) = (F(L))

4 2
m(y) =~y +6y> —5=— (5L%) +6 (5L%) 5= 150L% —625L5 — 5

e For differentiating composite functions we can use chain rule (derivative of outside times derivative

of inside)
d / /
7 (he(@)) = 1 (g(2))g' ()
%w(F(L)) =7/ (F(L)F'(L) = [—4 (5L%)3 +12 (5L§)} %L% - _&;OL% 4 9200L3

3.2 Inverse functions and their derivatives
e F=2C+32—C=35(F-32)
e In order a function to be invertible it has to be one-to-one.

e A function f defined on an interval I in R ! has a well defined inverse on f(I) if and only if f is
monotonically increasing on all of I or monotonically decreasing on all of I .

e The derivative of the inverse function: Let f is C' on I in R !, if f/(z) # 0 for all I then

a) f is invertible on [

15



b) its inverse g is a is C1 on f(I)

c) for all z in the domain of inverse function g (f(z) = z then g(z) = z)

Example 26 f(z) = i—ﬁ find derivative of inverse at x=2

12) =3 /(@) = G then 9'(2) =y —~ 9'(3) = 7y = 2
Or directly its inverse g(y) = }f‘g J ) = (1fy)2 —g3)=13

Example 27 f(x) = 22 + x + 2 find the derivative of inverse of f(x) at f(1)

f) =4 flz)=22+1 f(1)=3 ¢(f() = 715y = 3

(s ot 2245

4 Exponential and Logarithmic Functions

o f(t)=2a
if t is a positive integer then t means “multiply a by itself t times”
if t=0 f(t) = 1 by definition
if t=1/n f(t) = {/a nth root of a
if t=m/n f(t) = ¥/a™ mth power of the nth root of a
if t<0 f(t) = a' = —f7 that is the reciprocal of al’l

where a > 0 is called an exponential function.

Example 28 Graphs of 27¢,57¢,87t,2t 5! and 8t

Negative exponents are the mirror image of the pozitive ones with respect to y axis.

increases the function becomes steeper.

g g

-5 4 -3 -2 -1 o 1 2 3
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e The number e = lim (1 + %)n ~ 27

n—oo
If one deposits A Euro in an account which pays an annual interest rate r compounded continously,
then after t years the account will grow to Ae™

T\ 1\" n 1\
lim (l—l——) = lim (1+n> let — =m — lim (1—1—) =e"
n— o0 n n—oo ; T n—oo m
e Logarithm is the inverse of exponent. If a¥ = z then the power to which one must raise a to
yield z is y =log, z a'°8«* =2 log,a® =z
e Base 10 logarithm=Log v = Logz — 10Y =2  Logl000 = Log103 = 3
e Base e logarithm=In lnz=y—eY==x

e The graphs of e*, Inz ,10%, Logx for which the logarithms are the mirro image of the exponential
functions with the same base with respect to y = = line. As the base increases logarithm functions
becomes less steeper and closer to x axis as x — 00

]'Oxl. ex

(J,TCLS — ar—i—s
—r _ 1
T - G,T
- =a"°
(ar)s —=a"s

The properties of logarithm (assuming in base a)
1) log(rs) = logr + log s

let w = logr and v = log s — log(rs) = log(a“a’) = u+ v =logr + log s

2) log(i) = —logs

log(=) =loga™ = —v = —logs

3) log(%) = logr —log s

log(%) =log(a"™") = u — v =logr — log s

4) logr® = slogr

log (a*)” = su = slogr

5)log1 =0

Example 29 2°% = 10 — taking log of bothsides: 5xLog2 =1 — x =

loga® =0
_1
5Log2
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Example 30 How long A Euros deposited in saving account to double when annual interest rate r is com-
pounded continuously?

24 =Ae™ - In2=rt —t="22ifris 10% knowing In2 ~ 0.69 — t = 362 = 6.9 years

e Taking In of nonlinear equations may induce them into linear equations (linearization)
e.g. constant electicity demand function ¢ = kp® — Ing=Ink +clnp

In logarithmic coordoiinates demand is now a linear function whose slope is the elasticity ¢

4.1 Derivatives of exponential and logarithm:

e a) (%) =¢”

A(fim (142)") = lim n(1+2)" 'L = lim (14+2)"7 = lim (1+2)" as n— oo
b)(Inz) =1
(Inz) = ,{{%M = lim 1 In(*£2) = Jim In(1 + by = lim In(1 + L) =Iel/T = 1/z
c) (e“®) = ) 4/(z) obtained by chain rule
d) (In(u(z)) = % if u(xz) > 0 obtained by chain rule
e) (b7) = b*.Inb
(b%) = (e"mP) using ¢) (b*) = €. Inb=b".Inb
Example 31 The sketch of standart normal density function
1 22
flz) = 2—6_7 goes to 0 when |z| — o0, hence x axis is the horizontal asymtote
™
1 2
fl(x) = —2—336_7 the critical point is x = 0, f is decrasing to the right and increasing to the left
T
1 2
f'(x) = 2—(1‘2 —1)e” = the critical points are -1 and 1. Convex in (—oo,—1),concave in (—1,1), convex in (1,00)
™
77(0) < 0sothat =0 is the maximum point.
0
¥
0.1a
ons
5 o4 3 2 1 2z 3 4 5
A
1 412
f(z) = 56_7
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Example 32 The sketch of ze™™

() = ze™® goes to 0 when z — oo, hence + z axis is the horizontal asymtote
fl(z) = (1 —2)e " the critical point is = 1, f is decrasing to the right and increasing to the left
f"(x) = (z—2)e” " the critical point is = 2. Convex in (—00,2) and concave in (2,00)
(1) < 0sothat z =1 is the maximum point.
0a T
¥

f(z) =ze™®

4.2 Applications
4.2.1 Present Value

If we put B Euros into a saving account with annual interest rate  which is compounded continuously, then
after t years it becomes A = Be™.Conversely in order to generate A Euros t years from now in an account
compunded interest rate r continuously, we would have to invest B = Ae~"" Euros that is the present value
(PV) of B Euros t years from now.

Annuity is a sequence of payments at regular intervals over a specified period. The present value of an
annuity that pays A Euros at the end of the next N years with an interest rate r of continous compounding.
PV =Ae "+ Ae 2" + ...+ Ae ™" = A(e™" + e 2" + ... + e "") Using the property of geometric series® :

1—e™™)  A(l—e™)

l—e— " e"—1

Example 33 Assuming 10% interest rate compunded continuously, what is the present value of an annuity
thay pays 500 Euros a year?

500(1—e %)
Brn e

a)for the next 5 years: = 1870.6

b)forever: 299+ = 4754.2

a(l—a™)
l—a

5
X=a+4a +..4+a" =

(Found by subtracting X/a from X)
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e It is sometimes covenient to compute PV of an annuity using annual compounding

A A A . . . . .
PV = 4+ ——— + ...+ — 5 using again geometric series expansion
L+r  (147) (1+7)
1 1 \"
B Am(l—(m) ) A (LY
B 1-— 1~1H‘ T 1+r

= —asn— o
r

In order to generate A Euros per year from an account paying annual interest with rate r one must

deposit inti the account é initially.

Example 34 Redo the previous example with annual compunding?

a)for the next 5 years: 2% (1 — (—)5) = 1895.4

0.1 .1
. 500 _
b)forever: §5 = 5000

4.2.2 Optimal Holding Time

Suppose the market value of your real estate will be V' (¢) Euros t years from now. If the interest rate
remains constant (r) and continuously compunded during this period then the present value of the real
estate is V(t)e~"*.Maximizing the present value gives the optimal time to sell it.

V't)e "™ —rV(t)e "t =0

= r at the optimal selling time

percent growth rate of the value of the real estate =percent rate of change of money in the bank

Logarithmic Derivative: Since the logarithm turns exponentiation to into multiplication and multiplica-
tion into addition and division onto substraction, it can often simplify the computation of the derivative of
a complex function.

(In(u(z))’ = — u/(z) = u(z) (In(u(z))

Example 35 Use logarithmic derivative to compute the derivative of

Va2 —1
Y z?+1
Iny = iln(mQ—l)—ln(xZ—f—l)
Y = y(ny) = Va2 —1 (1 20 2 ): 4;62—1( —323 4+ 5z ): —323 + 5z
z2+1 \422-1 2241 z2+1 \2(22—-1)(z2+1) 2(x2 —1)7 (22 + 1)

Example 36 Derivative of x®7?
(%) = 2%(zIng) = z%(Inz + 1)

Example 37 The value of a land is increasing according to the formula V = 2000e'* .If the interest rate is
10%, how long it should be held to max its present value?

t=% — r =0.1 then t = 3.39

IV =1n2000+t5 — (nV) = T8 =r =

Lol
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5 Linear Algebra

In general, an equation is linear if it has the form

ai1x1 + asxs + ... + apTy, = b

where the letters ai,as,..,a,,b are the fixed numbers and therefore the are called parameters wheras
r1,T3, ..., L, stand for the variables.

As a key feature of linear equations, each term contains at most one variable and that variable can have only
the first power. Linear equations are easy to handle (they build on the techniques learned in high school,
such as the solution of two linear equations in two unknowns such as substitution or elimination of variables
and they build on simple geometry of the plane and the cube which are easy to visualize). These equations
can often have exact solutions unlike nonlinear systems. With suitable assumptions or linearizations they
can be good approximations of the nonlinear systems. Moreover, some of the most frequently studied models
are linear.

5.1 Example of linear economic models

5.1.1 Tax benefits of charitable contributions

A firm earns before-tax profits of $100,000. It has agreed to donate 10% percent of its after-tax profits to
a charity fund. It must pay a state tax of 5 percent of its profits (after the donation) and a federal tax of
40 percent of its profits (after the donation and state taxes are paid). How much does the company pay in
state taxes, federal taxes, and charitable donation?

e Let S, F and C are state taxes, federal taxes, and charitable donation. After tax profits are 100,000~
(S+F); so C becomes C = 0.1(100,000 — (S + F)) — C' +0.15 + 0.1F = 10,000

e S is 5% of profits net of the donation then S = 0.05(100.000 — C') — 0.05C + S = 5,000

e Federal taxes are 40% the profit after deducting C and S — F = 0.4(100.000—C — S) — 0.4C +0.45 +
F = 40,000

In summary we get three linear equations, subsituting the second equation to the others we get two equations
with two unknowns:

C +0.1(5000 — 0.05C) + 0.1F = 10,000
0.4C + 0.4(5000 — 0.05C) + F = 40,000

Then the solution becomse C=5956 S=4702 F=35737 and after tax&contribution profit is $53605

Without donation the after tax profits become $57000 meaning that $5956 donation costs $3395 to the firm.

5.1.2 Linear Model of Production

As a simplification constant return to scale production is assumed that is the amount of output linearly
proportional to the amount of input. e.g. 50 cars need 50 times the input of one car.

e In an open Leontief system of economy, the production of a good i (there are n+1 goods in the economy)
can be described by a set of input output coefficients where a;; denotes the input of good i needed
to produce one unit of good j. The output of good i must be allocated between production activities
and consumption. Good 0 is labor that is supplied by consumers so the consumption (demand) for
each good 1 is given exogenously (this is why it is called open system) that is not solved for in the
model. Each good i is used for producing other goods and consumption (¢;). Good "0" is labor that
is supplied by consumers so its consumption ¢ is negative.

T, = a;1T1 + a2 + ... + ainTy + C;
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e Explicitly (gross output=used as input+consumption):

(1—a11)z —A19T9 — eerennn — ATy = C1
—a21T1 + (1 — a22)1‘2 T e — ATy — C2
—an1T1 —n2T2 — ... + (1 — app)xn = cp
—ap1T —A02TL2 — ceeennnnn — QopTp = Co

5.1.3 Markov Models of Employment

e Using transition probabilities from unemployment to employment or from employment to uneployment,
these models are commonly used to understand the log run employment behaviour.

e Let z; and y; are the number of employed and unemployed, q and p are the probability of employment
for them respectively. Assuming finding job or leaving job are independent of number of weeks worked.
Then the number of employed and unemployed in the next period (say week) is given as:

Tir1 = qT¢+ Py
(1 =q@)xe + (1= p)ys

Yi+1

e Normalizing the total number of employed and unemployed to 1, in the steady state:

T = qr+Dpy
y = (I1-g@z+(1-ply
z+y = 1

e The first two equations are the same equations with minus sign so in fact we have two equations

(¢—Dz+py = 0
z+y = 1
. Thenx:#ﬁandy:%
e Using ¢ = 0.998 and p = 0.136 (Hall,1966) for US white males in 1966
T = % =0.986 y=1—12=1.4% of white males were unemployed on average in 1966.

5.1.4 IS-LM Analysis

IS (Investments, Savings) and LM (Liquidity, Money) analysis is a linear model of a closed economy with
total national income (Y) total national spending (Consumption, Investment and Government expenditures)

Y=C+I1+G

e For IS analysis, on the consumer side spending is proportional to total income C' = bY (0 < b < 1)
where b is called marginal propensity to consume, while s=1-b is the marginal propensity to save.

e On the firms side, either they invest to keep their money in the bank with an interest rate (r) so
investment is a decreasing function of r.

I=1°—qar

e Putting these together gives the IS schedule:

Y=bY+1°—ar+G
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e Or we write it as
sY+ar=1'+G

e IS equation describes the real side of the economy by summarizing consumption, investment and saving
decisions.

On the other hand, the LM equation is determined by the money market equilibrium condition that money
supply (M) equals money demand (My). My has two components: the transactions or precautionary
demand (M) and the speculative demand (My,).The transactions demand derives from the fact that most
transactions are denominated in money. Thus, as national income rises, so does the demand for funds. So
that Mg = mY

The speculative demand comes from the portfolio management problem faced by an investor in the economy.
The investor must decide whether to hold bonds or money. Money is more liquid but returns no interest,
while bonds pay at rate r. It is usually argued that the speculative demand for money varies inversely with
the interest rate (directly with the price of bonds). The simplest such relationship is the linear one:

My = M° — hr

Equating the supply to the demand:
Mg =mY + M° — hr

Hence we can write IS-LM system of equations as:

sY+ar = I°+G
mY —hr = M,— M°

where the solution (Y, ) depend upon the policy parameters My, and G and on the behavioral parameters
a,h, 1% m, M° and s.

Example 38 Consider the above model with no fiscal policy (G =0). Suppose that My = M°: that is. the
intercept of the LM curve is 0. Suppose that I° = 1000,5 = 0.2, h = 1500, a = 2000, and ,m = 0.16. Write
out the explicit IS-LM syslem of equations. Solve them for the equilibrium GNP Y and the interest rate 7.

sY4+ar = I°+@G
0.2Y +2000r = 1000
mY —hr = 0
0.16Y — 1500r = O
The solution is r=0.26 and Y=2419
alo0 T
v I
5000 4
ao00 + L
5000 +
2000 -_— 1%
1000 1+
] + } + } ' t
oo 0z 04 0.6
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5.1.5 Investment and Arbitrage

For the investment decisions there will be different possible states of nature and for each of them the the
portfolios give diffferent returns.

e If a portfolio provides same return in every state of nature it is called riskless. For A assets and S
states this equalities of riskless (or risk-free) asset can be shown as:

A A A
E Ry = E Ryix; = ... = E Ryx;
i=1 i=1 =1

where z; is the portfolio weight for asset i, Rs; is the return (future value/ current value).

e A nonzero A-tuple(xy,...,24) is called an arbitrage portfolio if z; + ... + z4 = 0 instead of 1. In
such a portfolio, the money received from the short sales is used in purchase of the long positions, so
that the portfolio costs nothing.

e A portfolio is called dupplicable if there is a different portfolio with exactly the same return in every

state.
A

A
ZRSixi = Z Rg;w; for each s=1,...S
i=1 i=1

e A state s* is called insurable if there is a portfolio (z1,x2, ...z 4) which has a positive return if state
s* occurs and zero return if any other state occurs:

A
ZRs*imi > 0
i=1

A
ZRsﬂi = Oforall s #s”
i=1

e [t is sometimes convenient to assign a price to each of the s states of nature, then the state return
relations can be written as:

piRi1 +poRo1 + ... +psRsy = 1
pilig +paRog + ... +psRso = 1
piRiA+p2Roa+ ...+ psBRsa = 1

Example 39

Suppose that there are two assets and three possible states. If state 1 occurs, asset 1 returns Ryj; = 1
and asset 2 returns Rio = 3. If state 2 occurs, Ro; = 2 and Ryy = 2. If state 3 occurs, R3; = 3 and
R35 = 1. If both assets have the same current value and if the investor buys n; = 3 shares of asset 1
and ny = 1 share of asset 2, the corresponding portfolio is (%, %) and the returns are:

3 1 3.

RHZ + R121 = 3 in state 1
3 1 .

Rglz + Rggz = 2 in state 2
3 1 5 .

R311 + R321 = 3 in state 3

Note that portfolio (%, %) yields a return of 2 in all three states, hence it is a risk-free portfolio.
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5.2 Systems of Linear Equations

There are essentially three ways of solving systems of linear equations: substitution,elimination of variables,
and
matrix methods.

5.2.1 Substitution and elimination of variables methods
e Substitution is simply made by writing one variable in terms of other(s) using an equation and

substituting this relation into the other equation(s).

Example 40 An example for linear production model (look section 5.1.2 for detail) of 8 goods (21, 2, T3)
given their production input-output proportions and exogenous consumption amounts (130,74,95) can
be written as:

z1 = O0x1+04xs +0.323 +130 — 1 — 0.4 — 0.323 = 130
To = 0.2z1 +0.1229 + 0.1423 + 74 — —0.221 + 0.8829 — 0.142x3 = 74
z3 = 0.5z1 +0.229 + 0.0523 + 95 — —0.521 — 0.222 + 0.9523 = 95

substituting x; = 0.4x5 + 0.3x3 + 130 into the other equations :

—0.2(0.4z2 + 0.3z3 + 130) + 0.88z2 — 0.14z5 = 74
—0.5(0.4z2 + 0.3xz3 + 130) — 0.225 + 0.9523 = 95
Simplifying them we get:
0.81‘2 - 02173 = 100
—0.4z9 +0.823 = 160

substituting xo = % = 125 + 0.25z3 into the other equation :

—0.4(125+ 0.2523) + 0.8z3 = 160
23 = 300
100 + 0.225
= DT 9g
2 0.8
21 = 0.4zy+ 0.325 + 130 = 300

e Elimination of variables is generally more conducive to the theoretical analysis. It is done by
multiplying equations and adding them up such that eliminating unknown(s) to solve the equation
with less unknowns. This is called Gauss elimination.

Example 41 We do the previous example with elimination of variables. Multiplying the first one by 0.2 and
adding it to second to eliminate x1 ; multiplying the first one by 0.5 and adding it to the third to eliminate
xXq:

0.2(zq — 0.4z5 — 0.3z3) = 0.2 x 130
+ —0.2z1 + 0.88x5 — 0.1423 = 74
0.8x9 — 0.223 = 100

0.5 (1 — 0.4z5 — 0.323) = 0.5 * 130
+ —0.5x1 — 0.225 + 0.9523 = 95
—0.429 + 0.8z3 = 160 Then multiplying the above found by 0.5 and adding it to the this:
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0.5(0.873 — 0.22:3) = 0.5 * 100
+ —0.4z5 4 0.8z5 = 160

0.725 = 210

means our system transforms into

1 — 04152 - 03£E3 = 130
0.8$2 - 02{E3 = 100
0.7.133 = 210

x3 = 300 by back subtitution into the others we find zo = 200 and x; = 300

As variant of Gauss elimination, the first nonzero coefficient is transformed to 1 instead of back subtitution6

Xr1 — 0.4.172 — 0.3333 = 130
T —0.2523 = 125
3 = 300

Then adding to the second equation 0.25 times the third we find x5 = 200, then adding 0.3 times the third
and 0.4 times the second to the first equation we find x; = 300.

6. Matrix Algebra

We can write a linear system of equations in matrix form.

a1 . . . Qip X1 b1

Akl . . . Qkn In bk

In compact form we can write as Az = b Where the matrix A is the coefficient matrix, x vector of n
variables, b vector of k£ constants.

For example:

0.8z —0.2z3 = 100
—0.429 4+ 0823 = 160
0.8 —0.2 z2 | | 100
—-04 0.8 x3 | | 160
Where the matrix A = [ 0(')84 _OOéQ ] is the coefficient matrix, © = [ iZ } vector of variables,
—-0. . 3

100
b= [ 160 } vector of constants

The size of a matrix is n x k where n is the number of rows and k is the number of columns; for
example, a 2 x 3 is a matrix with 2 rows and 3 columns; a n x n matrix is called

square matrix (same number of rows and columns)
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e A row of a matrix is said to have k leading zeros if the first k elements of the row are zeros and the
(k+1)th element of the row is not zero. A matrix is in row Echelon form if each row has more
leading zeros than the row preceeeding it.

(1) (2) Z 100 2 3 15 9 0 7
,I=10 1 0 |,and | O 6 | arein row Echelon form, [ } 0 9 0 | are

0 0 0 2 11

00 0 0 0 1 0 0 0 2

not in row Echelon form.

e The rank of a matrix is the maximal number of linearly independent columns of A. Rank can be found
by writing the matrix using some row operations (interchanging two rows of a matrix, adding to rows,
multiplying each element of a row with a scalar) in row Echelon form. Number of nonzero rows in
its row Echelon form, gives the rank of the matrix.

Example 42 Find the rank of the following matriz? (Denote r1 as first row, ro as second row and r3
as the third row to show row opeations)

1 2 1 1 2 1 1 2 1 1 2 1
-2 -3 1| —=2ri+r:|10 1 3| —>-38r1+r3:| 0 1 3 —1ro4+r3: | 0 1 3
3 5 0 3 5 0 0 -1 -3 0 0 O

so its rank is 2

e A system of linear equations with coefficient matrix A and nonzero vector of constants b will have a
solution for every b if and only if rank A=number of rows A

e A system of linear equations with coefficient matrix A and nonzero vector of constants b will have at
most one solution for every b if and only if rank A=number of columns A

e A coefficient matrix is nonsingular, that is the corresponding system has one and only one solution for
every b if and only if rank A=number of columns A=number of rows A. This rank condition
can easily be checked by the determinant of the square matrix (it will be covered later).

e A homogenous system of linear equations (b=zero vector) has more unknowns (columns) than linearly
independent equations (rank), must have inifinitely many distinct solutions.

6.1 Addition or subtraction

e In order to perform algebraic operations, matrices must meet some requirements about their size.
For addition or subtraction, they have to be the same size. Each element of the matrix added to or
subtracted from the element in the same position. A+B

aill . . . Q1n bll . . . bln ail + b11 . . . Qip + bln
Qi . + . bij . = . Qi + bij
agr - . - Qkn bkl . . . bkn Qg1 + bkl . . . Qkn + bkn

6.2 Scalar multiplication

There is no size requirement for scalar multiplication. Each element is multipled by the scalar. rA

a1 . . . Q1n raii . . . Train

(2775 . . . Qkn ragy . . . TQgn
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6.3 Matrix multiplication
e We can define the matrix product AB if and only if

number of columns of A=number of rows of B

o If A is k x m matrix and B is m x n matrix AB becomes k x n :
(kxm) (man) = (kan)

o IA = A where I = (kzk) Identity matrix (with all ones on the diagonal and other terms 0)
e To obtain the (i,j)th entry of AB, multiply the ith row of A and the jth column of B as the following:
blj

[ a;1 Q2 . . . Qiym ] = ailblj + ai2b2j + ...+ aimb’mj

b ;j

e For example:Note that AX can be done but XA cannot (2 x2 3x 2)

a b X v Xa+2Zb Tb+Ya
AX=| ¢ d [Z T}_ Xe+27Zd Td+Ye
f Xe+Zf Ye+Tf

Example 43 Perform the follwing mulltiplication and check the result.

2 3 4 3 8 1
-1 0|[2 3 1 4] | -2 -3 -1 4
0 1 [0 —121]_ 0 -1 2 1
11 2 2 3 5

6.5 Laws od Matrix Algebra
e Associative: (A+B)+C=A+(B+C) (AB)C=A(BC)
e Commutative for addition: A+B=B-+A not for multipication AB#BA
e Distributive Laws: A(B4+C)=AB+AC (A+B)C=AC+BC

e Transpose (writing rows as columns and columns as rows). If A is k x n its transpose AT (or A’) isn

x k
T a1l agi
aix a2 aig _
= a12 a2
Ga21 Q22 a23
a13  a23
a T
11
= a1l azi
a21

-(A+B)T =AT+ BT (A-B)T =AT-BT (AT) =A  (1A)T =rA"
-(AB)" = BT AT

28



6.6 Special Kinds of Matrices

A k x n matrix is a
e Square matrix if k=n that is equal number of rows and columns
e Column matrix if n=1

¢ Row matrix if k=1

Diagonal matrix if k=n and a;; = 0 for 7 # j, a square matrix with nondiagonal elements are 0. If
the diagonal elements are all 1 then it is called an identity matrix.

Upper-Triangular Matrix if a;; = 0 for ¢ > j the entries below the dioganal is zero

. 3 4 5
e.g.{ },LT:()QG
0y 00 1

e Lower-Triangular Matrix if a;; = 0 for ¢ < j the entries above the dioganal is zero
3 00
e.g.{ﬁ 0},L: 4 2 0
Y 5 6 1

Symmetric Matrix if AT = A that is Gij = Gjk

. 3 6 4 9 12 15
e.g.{z } 6 2 5,12 20 32
y 4 5 1 15 32 62

NOTE: Any symmetric positive definite matrix © M can be written as M=LL” which is called
Cholesky decomposition.

9 12 15 g11 0 0 gi1 921 931 3 0 0 3 4 5
12 20 32 = g1  g22 0 0 g2 gs32 = 4 2 0 0 2 6
15 32 62 gs1 932 9gss 0 0 g3s 5 6 1 0 0 1

Found by equating both sides g%l =9—9g11 =3 911921 = 12 — go1 =4 911931 = 15 — g31 = 5 etc...

e Idempotent Matrix if B.B=B

ewr=[o 1] [ 3]0 3]0 7

e Permutation matrix if it is a square matrix of Os and 1s in which each row and each column contains
exactly one 1.

e.g.

o = O
O O =
= o O

e Nonsingular matrix if it is a square matrix whose rank equals the number of rows(or columns).
When such a matrix is a coefficient matrix in system of linear equations, the system has one and only
one solution.

6.8 Determinant of Matrices

e Determinant is defined for square matrices. Determinant of an n x n matrix is the n-dimensional
volume scaling factor of the linear transformation produced by the matrix.

e For a 2 x 2 matrix A its determinant is found by Leibniz rule:

ail a2
Q21 QA22

det A = = 11022 — Q12021 which is a scalar.

6 A symmetric matrix M is positive definite if the scalar z’M z is strictly positive for every nonzero column vector z
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e For the determinant of 3 x 3, 4x 4 or higher size matrix, again Leibniz rule is used (multiplying the
elements of a selected row or column a;; with (—1)"™/ times the ijth cofactor C;; (determinant of the
submatrix obtained by deleting row i and column j from A) and adding them up).

a1 a2 a3 a4

G22 A23 A24 Ga21 @A23 A24 a1 a22 G24 a1  a22
a21 Qag22 Q23 G24 |
431 Gz G334 =a11| 32 a33 a34 |—ai2| @31 a3z az4 |+a13| G31 G32 G34 |—A14| A31 Q32
Q42 A43 Q44 Q41 Q43 Q44 41  A42 Q44 41 A42

41 Q42 A43 A44

Note: signs come from the (—1)i*7 where ij is the position of the first multiplicative terms (11,12,13,14)
for the above

a2 A23 (24

_ 141 agz ass
asa a3 ags | = ag(—1)'"

42 A43

a32 A34
G422 Q44

a3z as4

+ ag3(—1)112
43 Q44 23( )

+ a24(_1)1+3

42 A43 A44
= 122033044 — (22034043 — 023032044 + 023042034 + A32024043 — 124033042

Doing for all 3 x 3 matrices and substituting the results the 4 x 4 expansion we find the determinant.

Example 44 Find the the following determinant of matriz using diffferent row or columns for the first
multiplicative terms?

6 -2 2
2 5 0]=6°" +2 20 +2 2 5| 64352514 — 2510 = 162
0 7 2 7 2 0
2 0 7
or
6 -2 2
-2 5 0|=2 ;2 g +7‘_62 52‘:—2*10—&—7*26:162
2 0 7
or
6 -2 2
2 5 o0|=2 29 +7 6 -2 =-—2%10+7%26 =162
5 o 7 2 0 -2 5

e det(AT)=detA , det(AB)=(detA)(detB) but det(A+B)#(detA)+(detB) in general

e A square matrix is nonsingular if and only if its determinant is nonzero.

6.7 Inverse of Matrices

e For a linear system of equations Az = b we want to find the vector of unknown variables as z = A~1b,
hence we need to find the inverse of the coeeffient matrix (A=) to solve the linear system easily with
matrix method.

e The inverse of a matrix, A~! exists only if the matrix is a square matrix. Not every square matrix has
an inverse. If it has an inverse the matrix is called nonsingular, otherwise it is called singular.

e For a nonsingular matrix nxn matrix A, AA~" =T identity matrix

e For any nzn matrix A, let C;; denote the ijth cofactor of A,that is, (—1)"/ times the determinant of
the submatrix obtained by deleting row i and column j from A. The transpose of the cofactor matrix
is called the adjoint of A. Then the inverse is found as:

L1

= qo a4
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Example 45 Find the inverse of the following matrixz A.

1 -1 1
A=|2 -1 2 Hcll‘_l 2'7 012‘2 2‘4 013‘ _1'5
2 3 1 3 1 2
1 2 3
det A= —-7T%x1—-4%x—-1+5%x1=2
1 1 1 1 1 -1
021:_’ 2 3‘:5 C22:+‘1 3’:2 023:_‘1 2 ’:_3
-1 1 1 1 1 -1
-7 —4 5 -7 5 -1 -7 5 -1
ThenC=| 5 2 -3 | —»adjd=CT=| -4 2 0 |—At=1ladid=L1] -4 2 o0
-1 0 1 5 =3 1 5 =3 1

e 2x2 case is the most known case which is also derived from the Leibniz rule

|a b | d —c 1 o1 d —b
A_[c d}—>C’_ —b a]_)A _detAadJA_ad—bc[ }

6.8 Eigen Values and Eigen Vectors of a Matrix

An eigenvector or characteristic vector of a linear transformation is a non-zero vector that changes by only
a scalar factor when that linear transformation is applied to it.Eigen values and vectors are very useful in
many applications such as solving difference equations and studying stationary points higher dimensional
functions.

A is an eigen value for an nxn matrix A if and only if there is a vector v # 0 and

Av =)
Then the vector v is called the eigen vector of the matrix A.
Eigen values of a matrix is found by Av — Av = (A—AI)v = 0 where [ is the identity matrix.
So we want want for v # 0 (A—AI)v = 0 that means also |[A—\I| = 0, from this determinant we find the

characteristic polynomial of the matrix P(\) whose roots gives the eigen values of the matrix. Substituting
each eigen value to Av = A\v we find the eigen vectors of the matrix for each eigen value.

Example 46 Find the eigen values and the eigen vectors of the following matrixz A.

320
A=| -1 0 0
0 0 1
3—A 2 0
JA-X| = | =1 0-X 0 |=(@1-=)(-1)°" 3:3 02A‘=0
0 0 1-2A

= 1-NDEAB-N+2)=1-NDA=32+2)=1-N*@2-N)=0

Hence the eigen values are A;= 1 and Ao= 2. Lets use as a general corresponding eigen vector | y
z

31



3 20 x T
forA; = 1— -1 0 0 y | =1x|y
0 0 1 z z
3xr+2y = rz—oy=-—z
—x =y
z = =z
T —y -1 0
Y = Y =y 1 +z| 0
z z 0 1
0 -1
ify = 0z=1vi=|0|,ify=12=0vy= 1
1
3 20 T T
forA; = 2— -1 0 0 y | =2x|y
0 0 1 z z
3z + 2y 20 —x = -2y
- = 2y
z 22— 2z=0
T —2y -2
y | = y | =y | 1
z 0 0
-2
ify = 1 vy3= 1
0

7 Functions of Several Variables

7.1 Geometric representations of functions

When there are more than one variable in our functions, they can be understood by taking the resulting
output or one of the variables constant and combining the graphs of them by changing constant term.

7.1.1 Graphs of Functions of two variables

e The graph of a circle can be written as 2 + 32 = 72 where r is a constant radius. If we want to graph
f(x,y) = 2 = 2% + 2, then we start to think from a constant radius say zero that means a point in
the origin since x and y also becomes zero for f(x)=0. Increasing f(x) we get bigger radius circles and
adding them up we obtain the following first graph. If we do not know the graph of the circle we may
also simply think to assume y=0, then z = z? is a parabola where y=0 that means if we slice the graph
at y=0 we have a parabola z = z? on xz plane, for y=-1 and y=1 we get the usual parabola pushed
up one unit and for y=-2 andy=2 it is pushed up 4 units. Putting slices together we have the graph of
the function. If we do the same for x we also get a parabolas also zy plane and same graph.
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(0.0,

X

The graph of f(x, y) = x> + y*.

Z 7 Z

N

/

Putting the slices together.




e The graph of z = y? — 22 : Restricting y=0 we get the concave parabola z = —z2, for y=1 and y=-1
we find one unit pushed version of the previous one z = 1 — 22 and for y=-2 and y=2 we obtain the
four unit pushed slice. Putting the slices together we graph the function.

VARN VAR

7 ‘X‘/ \X 7 X/ \X, ‘X

[y=22) {y=-1} ' '{yzg} i Iy =1} ly=2}

Restrictions of z = y* — x° to the planes {y = b}.

' Putting the slices together.

The graph of f(5,y) = y* - x°
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7.1.2 Level Curves

Graphing the points that result the same function value is a more easier method to visualize 3D functions.
Again looking on f(x,y) = z = 22 + y2,if we graph the points where the function is constant we get a circle,
if we plot all the possible circles increasing the function value in a 2D space, we get the following graph.
Note if we pull from the increasing parts (outside) we get the same 3d graph.

ah
B

Level curves of z = x- + v

The level curves are useful to show isotherms which show the places with the same temperature and also
hiking maps to see which part of the mountain is steep or flat. As seen in the following figure, at the point
F the curves are close to each other such that there is close rises in altitude. So the point F is a very steep
part of the mountain. On the other hand, point G seems rather flat and easy to climb.

A hiking map with its level curves.
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7.1.3 Planar level sets in Economics

Economists use level sets to study the two fundemental functions of microeconomics-production function
and utility function. Lets graph a simple version of Cobb-Dougless production function (Q = kx®y”) with
k=a = =1 that is Q = zy where x is capital and y is labor. Taking production constant, we obtain
the level sets which are called isoquants for the production function. For a constant @ (say 3) y = %, for
Q=5—-y= % and Q =10 — y = 1,79 and Q@ =15 - y = % As the isoquants increase the production
increases. For different k, & and § similar level curves can be obtained.The same curves can also be used to
understand the level curves of the utility function which are called indifference curves and they increase as
the utility increases.

¥

20T
151

10 T

7.1.4 3D level sets

The same approach is used for 3D level sets by fixing the z value and graphing the function with fixed z
using the technique we described in section 7.1.1. For example the graph of z = 23 — 7 — 3 is the same as
the graph in section 7.1.1 if z=0 and increasing z the value decreases as seen in the following graph.

X3

X3

Some level sets of z = x3 — x7 — x3.
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7.2 Stationary Points of Functions with Several Variables

Stationary points are found by equating the first partial derivatives of a function to zero with respect to
each variables. Whether they are a local minimum, local maximum or a saddle point are checked similar to
checking the second derivative of a one variable function, by checking a matrix of second derivatives (called
Hessian matrix). The method can be used for functions with more variables also, but for simplicity we
only cover two and three variables cases here. For a function f(z,y) or g(z,y,z) with stationary point Py
(found by Vf(Py ) =0 or Vg(Py ) = 0) Hessian matrix is defined as

9oz(Po ) Gay(Po)  gaz(Po)
or ey HR) = | ) I o g B = | 0u(R) an(B) 0ie(Pa)
¢ 9za(Po ) gay(Po ) g:y(Fo)
if H(Py) > 0 namely all Eigen values();)>0 then Py is a local minimum
it H(Py) < 0 namely all Eigen values();)<0 then Py is a local maximum
if some A; > 0 and some A; < 0 then Py is a saddle point
if H(Py) < 0or H(Py) >0 at least one Eigen value=0 inconclusive

In general Hessian matrices are symmetric namely fyo(Po) = fay(Po ), 92y(Po) = 9ya(Po ), 9:2(Po) =
ng(PO )7gyz(P0 ) = gzy(PO )

Example 47 Study the stationary points of

g@y) = e +ay—1y*+3

x
g(wy) = v-2y=0—y=g

2 . X 2 1
ge(z,y) = 2xe” +y:0us1ngy:§ﬂx(26x +§):0Hz:y:()ﬂpo (0,0)
Goa(z,y) = 26w2+2x(2xew2>—26w2(1—|—2x2)—>gm(0,0):2
Gyy (2, Y) -2
Gy (2,Y) Gya(z,y) =1
2 1 2—A 1 2 . .

H(P) = 1 o | 1 9y =X -5=0— A= =+V5 then Py is a saddle point
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Example 48 Study the stationary points of

(2= (N2 =21 —4)

H(P,)

(2N (A2 —6X+4)

Reference

2?2+ yt + %+ 23— 222

2 —2z2=0—x=12

4y + 2y =2y(2y° +1)=0—y =0

322 —20=2(32—-2)=0—2=0o0r — z=2/3 then two stationary points
(0,0,0) P, =(2/3,0,2/3)

2

12y% +2 — g,,(0,0,0) =2 g¢,,(2/3,0,2/3) =2

62 — 9..(0,0,0) = 0 g..(2/3,0,2/3) = 4

gym(m;y)zo
gzx(xay):_2
gzy($>y)zo
2 0 -2 2—A 0 -2 9_\ _9
0 2 0 | —=| 0 2=X 0 |=(2-)(-1)>** 9 _A‘_o
-2 0 0 -2 0 —-A
24+ v4+1
OH)\l:2)\273:%6:1:|:ﬁhencePlisasaddlepoint
2 0 -2 2—A 0 -2 9_ )\ 9
0 2 0 | —=| 0 2=-X 0 |=(2-X(=1)* 5 4_A’:o
-2 0 4 -2 0 4 — X\
6++/36—16
O—>)\1:2/\2,3:f:3:&\/5hence P» is local minimum

Mathematics for Economists, C. Simon-L. Blume (1994) . W.W. Norton & Company, Inc. ISBN 0-393-

95733-0O

Appendix (for further summary information)

Common Derivative and Integrals
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Common Derivatives and Integrals

Derivatives
Basic Properties/Formulas/Rules

n’i{ of (x))=¢f(x). cis any constant.
m

i .
dx

(fg}' =f'e+ fg' —(Product Rule) [i

d
dx
d [ gfx)) , e(x)
—|efY =g I]e.—_. )
dx { ] © (
Commeon Derivatives
Polvnomials

9 e)=0

d
—(x)=1
dv f?’.\'[ ’

ITrie Funciions

d .
—(sinx)=cosx
dx

d
—(secx)=secxtanx
dx

Inverse Trie Functions

i ( sin™! .\'] = !

dx V1-x?
1 \_-) _ 1
- ‘.\"\f.\'g -1

seC

|

{x" }z " nis any number.

d
dx

f
A

or
Lo S

(7(g(x)))=7"((x))g'(x) (Chain Rule)

d .
—(cosx)=—sinx
dx

—(escx)=—cscxcotx
dx

1

1—+?

i{u.:sc_l T\)Z—il
dx - |.\“\.f.\'2 -1

—(costx)=—
l )

dx

Exponential/Logarithm Functions

ﬂr ( xy_ _x
g(\a )=a"In(a)
d, 1
g(hl(.‘(”——_. X

X

=0

Hyperbolic Trie Functions

i( sinh x ) =cosh x
dx !

i( sechx)=—sechxtanhx
dx

d ;o5 .
N e' =g
dx{ )

d 1
E“H‘I“:;' x=0

a (coshx)=sinhx
X

di (cschx)=—cschxcothx
x

_f'e-f¢g
2

(F(x)tg(x)) = f(x)xg'(x)

— (C }=0. ¢ is any constant.

— (Quotient Rule)

i{ ex™ ) = nex™

dx

d
—(tanx) = sec’ x
T )

X
d
d—{cot:\r)=—a.:sc:2 X

Y

1

— (tan7'x) = ~

\l J I+x

—(cot tx)=-

X : I+x~

d \ 1
—(log, (x))= x>0
d.\'{ 2(+) xhna

a (tanh x)= sech’ x
x

di (cothx)=—csch’x
hY



Common Derivatives and Integrals

Integrals

Basic Properties/Formulas/Rules

jcf( )d\—ch(\)d\ cisaconstant. [ f(x ig(.\-)afx:J’f(x)d\-ijg(x](ix-
fﬂf{-\')d‘f:F(x}Ia=F(b)—F{ﬂ)Wht‘lth} Jf(x)a‘x

[Fef (x)av=c]  f(x)dr.cisaconstant. [ f(x)+g(x)dv=] F(x)dx] g(x)dx
[ f(x)dx=0 [7 fh_—jf v)dx
[[7()ax=[f(x)ax+[" 7 (x)dx [Cedc=c(b-a)

If /(x)=0ona<x<h then Ibf (x)dx=0

;:,.::l

If f(x)zg(x)ona<x<h thenj £ }d\“}[

Common Integrals

Polvnomials
ja'x:.\'+c* [F(d.\':ﬂ*x+c jx”dx: e n=—-1
- n+1
1 -1 -n 1 —n+l
—(i‘rzh1|x|+c‘ [:r dlen|x|+c jx dx = +c.n=l
X - —H-l—l
L S
d\'z—h1|ﬂ.\'+b|+c [x dx = ! +e= x? +¢
ax+b a . F+1 pPtq
Irig Functions
jcosud’n =sin+c jsinn di=—cosu+e Jsecgu du=tanu+c
jsec wtanu du =secu+c¢ jcscucotudn =—cscuto J«::&uu:2 uduy=—cotu+tc
j‘ran wdn = ]11|sec H‘-l—(" J cotu du = ln‘sin 'H'| +c
. 1 .
jsec Hdn = hl‘SECh‘ + tann‘+c J sec’ u du =:[secu tan +]11‘sec i + tan HU-I—C
] 1
jcscu du= hl‘CSC it —cot :H| +c J csc udu = E(_CSC ucotu +h1‘cscu —cot HD +c
Exponential/Loearithin Functions
u
a -
je”duze"—l—c ja“a’uz +c J]ll!!(?TH:H].ll(h‘)—H-FC
Ina
ema .
je’“‘ sin (bu ) du = — X (asin(bu)—beos(bu))+c J ne'du=(u—1)e"+c
a-+b"

(fu—]n‘lnuHC

) eﬂl! o
e™ cos(bu)du=———(acos(bu)+bsin(bu))+c
j cos(bu) a‘—i—b‘[‘ (bu) (b)) jn].nu



Common Derivatives and Integrals

Inverse Trig Functions

1 TR . .
Tﬂ’h‘ —sin | — ‘+c Jsm Ydu=usintu+J1—-u’ +¢
J Na —u Lay
1 1 ) Moo 1 -1 1. 2)
——du=—tan" ‘— +c Jtan udu =utan 3.*——]11(1+u‘}+c
a” +u a 2 :
1 1 _1'-’H\ i -1 1 2
- jnrh*:—sec ‘— +e Jcos Hdn=ucos w—l—-u +c
JouNuT —a” a \

Hiyperbolic Trie Functions
Isinhn du =coshw+c¢ jsechn tanh # du = —sechu +¢ J sech’ 2 du = tanhu + ¢

- r 2
Icosh wdn=sinhw+c¢ jcsch i cothu dw = —cschu +¢ J csch™ uwdu = —cothuw +¢

ITanh udu=In(coshu)+ec jsechu du = tan™ |5i11h 'u‘ +c

Miscellaneous

1
j 5 du ——].1
a’—u 2a

H+ﬂ' -

+c

1
[ 5 —du ——h1
Jut—d? 2a

uw—a n+a

2
(1. .2 u ry 3,4 (1, 2
I a +u n’u:E a +u +T]11 u+Na +u|+e
2
I B ] ] 2
I\f —a’ du=—u'—a’ ——Inju+vu' —a’|+c
2 2
2 N
W 5 3 a . qfu)
I\m —u du=—+a’ —u* +—sin |—]+c‘
2 2 \a)

)

2 K
3 H—c T A a—u
I~J2mr—n‘ du :—2 N 2an —u” 4——j cos | ‘-l-{"

A

Standard Integration Techniques
Note that all but the first one of these tend to be taught in a Calculus IT class.

1 Substitution
. b - oy . .
Given 5 fle(x))g'(x)dx then the substitution # = g (x) will convert this into the
R J J )

integral. J.:f{g{\ ))g'(x)dx = .[;[:Jf(n} du .

Integration by Parts

The standard formulas for integration by parts are.
-5

J‘H(fv:m'—.[m'u J ucv —m| J m’n

Choose v and dv and then compute du by differentiating # and compute v by using the

fact that v = J .



Common Derivatives and Integrals

Trie Substitutions
If the integral contains the following root use the given substitution and formula.

3 a . ; ,
Vat —by? = x= 55111:9 and cos’@=1-sin’ @

5 a 5
P’y —a’ = x= Esec a and tan’@=sec’@-1

a 9
a’ +b%y? = x= Etanﬁ and sec’@=1+tan’ 8

Partial Fractions

dx where the degree (largest exponent) of P(x) is smaller than the

If integrating J
o

degree of Q(x) then factor the denominator as completely as possible and find the partial

traction decomposition of the rational expression. Integrate the partial fraction
decomposition (P.F.D.). For each factor in the denominator we get term(s) in the
decomposition according to the following table.

Factorin @(x) Term in P.F.D | Factorin O(x) Term in PF.D
A k 4 4, 4,
x4+ . + R
o av+h (ax+b) ax+b (ax+b) (r.fx+b}k
NE Ax+B {mg bt C]k “111.\'4-31 Foeete Ax+ B, i
' ' ax* +bx+c L ' ax” +bx+c {(:rxz +bx+c)

Products and (some) Quotients of Trie Functions

J‘Sillﬂ xcos™ xdx

1. If »# is odd. Strip one sine out and convert the remaining sines to cosines using
sin® x =1—cos” x. then use the substitution # = cos x

2. If m is odd. Strip one cosine out and convert the remaining cosines to sines
using cos® x =1—sin” x . then use the substitution » =sin x

3. If n and i are both odd. Use either 1. or 2.

4. If n and m are both even. Use double angle formula for sine and/or half angle
formulas to reduce the integral into a form that can be integrated.

J‘ tan” xsec” xdx

1. If »is odd. Strip one tangent and one secant out and convert the remaining
tangents to secants using tan’ x =sec’ x —1, then use the substitution u = sec x

2. Ifm is even. Strip two secants out and convert the remaining secants to tangents
using sec” x =1+ tan’ x . then use the substitution # = tan x

3. If nis odd and m is even. Use either 1. or 2.

4. If nis even and m is odd. Each integral will be dealt with differently.

. 3o \3
Convert Example : cos®x = (c052 X ] =(1- sin’ x)



