PRODUCTION AND COSTS
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Production in the Long Run

- In the long run, all inputs are variable. Hence, there is no
fixed cost.

- To determine the optimal amount of inputs (say, L & K) for
a given price (w & r), the firm face one of the two

problems: v = price of labnCL)Y, = price ot
@Output maximization Mkazc (k,L) sub‘juﬁ to C, .

»To maximize the output (Q) under the constraint of a '}\ A
given cost (C,). )

@ost Minimization Min Clk,L) = wlk + rK
k-,L Sl‘\bhi;(* "0 fp"xgﬂ, Qo,

»To minimize the cost (C) under thé constraint of a given
output (Q).



EE211_1/2020_lecture7_Phatta Kirdruang

Long-Run Production Function

- Suppose there are two inputs: L and K.
- Long-run production function can be written as:
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|Isoquant

- Isoquant illustrates all Graph L
combinations of inputs that K Dirmni sy
yield the same level of
output (Q).

- Slope of isoquant is the
Marginal Rate of Technical
Substitution (MRTS):

Ak _ MRTS
AL L
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Properties of Isoquants "

- Higher isoquants mean higher levels of output.

-
Isoquants cannot cross nor be tangent to each other
Sl
- Isoquants always have negativ e.
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- MRTS is assumed to be diminishing.
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|socost

- Isocost represents all
combinations of inputs that
can be purchased for the
same cost, given that the
input prices are fixed.

?nuo&,L pries o}

- Equation: wL + rK Co
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- Slope of isocost = —%
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Production Equilibrium:
Output Maximization

- Firm’s objective:

max Q = f(L,K) subjectto wL+71K =C,
C/L\QCOLM @

Vwmbles
- Equilibrium condition

E = (L*,K*) is the equilibrium when: \
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Graph: Output Maximization
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