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Abstract

A concise introduction to the major (deterministic) mathematical methods of economic
analysis is presented, arranged as

e aims and scopes

e mathematical concepts

e mathematical tools (differential calculus)
e mathematical tools (integral calculus)

e mathematical tools (miscellaneous)

e special functions

e optimization techniques

e examples and applications
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—> 01 ECONOMIC ANALYSIS - AIMS AND SCOPE <—

01.01 ECONOMIC ANALYSIS - AIMS AND SCOPE

ECONOMIC ANALYSIS aims at developing tools for OPTIMIZING
(i.e. MAXIMIZING or MINIMIZING ) economic or business processes via
MATHEMATICAL MODELS that express the FUNCTIONAL DEPENDENCE
of the TARGETS on their ENDOGENOUS factors ('variables’) EXOGENOUS
('parameters’). The OPTIMIZATION CRITERION usually takes the form of a
(sometimes large) number of STRUCTURAL EQUATIONS that interrelate the
OPTIMUM VALUES of the variables for a given set of parameters.

01.02 OPTIMIZATION PROCEDURE

The OPTIMIZATION PROCEDURE takes place via an analysis of the
LOCAL DIFFERENTIAL BEHAVIOR of the TARGET FUNCTION . This
behavior is produced with the TAYLOR EXPANSION of the target function. This
expansion is constructed with the aid of DIFFERENTIATION and INTEGRATION

operations on the target function.

01.03 MODEL TARGET FUNCTIONS

Simple MODEL TARGET FUNCTIONS are combinations of
ALGEBRAIC FUNCTIONS (sums, differences, products, quotients, powers) and
SIMPLE TRANSCENDENTAL FUNCTIONS (exponentials, logarithms) of the

parameters and variables.

01.04 STRUCTURAL EQUATIONS

For a large number of variables the bookkeeping of the STRUCTURAL EQUATIONS
takes place via MATRIX or ARRAY ALGEBRA , for which efficient computer software

exists (e.g. Matlab™).
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—> 02 MATHEMATICAL CONCEPTS <«

02.01 ABSOLUTE VALUE

For any = € R, the ‘absolute value’ |x| of z’ is defined as
o x| = {—=x,0,z} for {x < 0,2 =0,z > 0}
Property:

o |z +y| < |z|+ |yl

02.02 INEQUALITIES

For any (a,b) € R, either a < b or a = b or a > b holds. (The real numbers form an
ordered sequence.)

ea<b=—a-b<0=— —b< —a
ea=b—>0a—-b=0— —b=—a
ea>b—a—-b>0— —b>—a

02.03 POWERS

Powers (z # 0):

oz’ =1
ez =x-2" ' forn=1,273,...
xrm p »

° - — xm‘y—n) ::L,p-m_y—p-n
yn
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02.04 FACTORIAL

Factorial {n!;n =1,2,3,...}:

ell=1
enl=n-(n—1)!forn=2,3,...
e 0! = 1 by definition

02.05 SEQUENCES, SERIES

A sequence is an ordered set of numbers
{z1,...,25; N > 1}
or
{zo,...,xn; N > 0}

Their (partial) sums are the series

Sp=> apforl<n<N

k=1
or
Si=Y xpfor0<n<N
k=0
Property:
187 < Dl for 1 << N
k=1
<n- maX{1gk§n}(|xk|)
Property:

15 < Sl for0 < m < N
k=0
< (n+1) - maxgocr<n (|7x])
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02.06 ARITHMETIC PROGRESSION (ARITHMETIC SEQUENCE)

Arithmetic progression (arithmetic sequence) {a,;n =0,...,N;d € R}:

a, = ap_1+dforn=1... N

ap = initial term
d = common difference of successive members
_—
ea, = ay+n-dform=0,1,2,...

02.07 ARITHMETIC SERIES (SUM)

Arithmetic series (sum) {a,;n =0,...,N;d € R}:

N
SN = E Ay,
n=0

N

= Z(ao +n-d)
n=0
N
= Z(aN —n - d) (counting backwards)
n=0
=
QSN = <N+ 1) . (CLQ +CLN)
S
1
.SN = 5(N+1)<CLO+CLN)

02.08 GEOMETRIC PROGRESSION (GEOMETRIC SEQUENCE)

Geometric progression (geometric sequence) {a,;n =0,...,N;r # 0}:
a, = ap_1-rform=1,...,N
ap = scale factor
r = common ratio of successive members
—
ea, = ao-7r"form=123,...
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02.09 GEOMETRIC SERIES (SUM)

Geometric series (sum) {a,;n =0,...,N;d € R}:
N
SN = Zan
n=0
N N N
Zao-r”:ao-Zr”:ao—l—ao-Zr"
n=0 n=1

n=0

T'SN

N N
ao-g r”*lzao-g "+ ag - rN T
n=0 n=1

(1—-7)Sy ag - (1 —rN+h

1—7"N+1
.SN = ao-ﬁforr#l

T T

Exercise: Show that
N+ bN+1

 a—b

- ZN”b"forN 0,1,2,..
(Hint: Use the sum formula for the geometric series with ag = 0 and r = b/a.)
Exercise: Show that

N
aN-H + bN-H

_ n N—n n _
— _;(—1) caNT b for N =0,1,2,. ..
(Hint: Use the sum formula for the geometric series with ay = 0 and » = —b/a.)
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02.10 AVERAGES

Given is the sequence: e {ay,...,ayn}
Arithmetic average (Arithmetic mean):

Geometric average (Geometric mean):

(i)

n=1
Harmonic average (Harmonic mean):
N
1 1 Z 1
myg N a
H ne1 on

Property: It can be shown (by induction) that

my > mg 2> My

02.11 FUNCTIONS

@)
oy =f(z,p): {2 € Dyar,p € Dpur} —5 {y € Rpun}

Dyar + domain of variables {z}
Dpar : domain of parameters {p}

Riun ¢ range of function (operator) f

NOTE: In optimization theory, usually only the variable to be optimized is made explicit
in the list of function arguments

02.12 VENN DIAGRAM

Dvar U Dpar L — Rfun

02.13 GRAPH

ey = f(z,p): © — horizontal axis, y — vertical axis, p — |in figure text
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02.14 LANDAU ORDER SYMBOLS O AND o

The Landau Order symbol O

If two functions f(z) and g(x) are defined on the same domain D,,,, the 'Landau Order
symbol’ O expresses that

e f(x) = Olg(x)] for x € Dya
if for some A > 0 the relation
|f(z)] < A-l|g(z)| for all x € Dy,

holds.
The Landau order symbol o

If two functions f(x) and g(x) are defined on the same domain Dy, and xy € Dy,, is an
interior point of D,,,, the 'Landau order symbol’ o expresses that

o f(x) = olg(x)] as x — xo
if for some m(|x — a|) > 0 the relation
[f(@)] < m(lz —al)-|g(x)] as z —a
holds, where

m(lz —al) - 0asx — a

02.15 LINEAR FUNCTION

The function
o f(r) =a-z+bwitha#0

is a linear function of x, defined on R. lIts (single) zero x; follows from

'f(-fﬁl):O
as
b
.xl———
a

The graph of f(x) is a straight line.
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02.16 QUADRATIC FUNCTION

The function
o f(x) =a-2°+b-x+cwitha#0

is a quadratic function of x, defined on R. Its two zeros x; and x5 follow from

f@w=w{<x+§%)3_K5%)?_ﬂ}

and

as

b oo\ e
= — — — = if -—2>0
*n 2-a <4-a2 a) "T @2 o<

b A L - T
°$2:—2_a+< ——> if4 5——=>0

4-a02 a

If b2/4 - a®> — c/a < 0, f(z) has no (real-valued) zeros.
If ¥2/4 - a* — c/a = 0, the two zeros of f(z) coincide.
The stationary point xy of f(x) follows from

9, f(x)|,_,, =0
with
O f(x) =2-a-x+0b

as

The graph of f(z) is a parabola.
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02.17 CAUCHY-SCHWARZ INEQUALITY

e The quadratic function of A

N

o ) (Aran b)) =N

n=1

(

N

2
P

N=1

)

N

+2X0) (an-by) +

N=1

is non-negative for any value of A. This leads to (see Section 2.16):

N=1

° (Z(an-bn)) <

[

N

2
>

N=1

N
) : (Z bi) (Cauchy-Schwarz inequality)
N=1
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—> 03 MATHEMATICAL TOOLS (DIFFERENTIAL CALCULUS) <—

03.01 DERIVATIVE OF A LINEAR FUNCTION ON A BOUNDED INTERVAL
X {reRjzg <z <1}

flz) = Zl__f -f(xo)—l-;v__::)J < f(xy) forx € X (zg < x < 19)
N 1— To 1— To
flan) = o) = LT

df = f(z1) — f(xo) = differential of f
dz = z; — x¢ = differential of z

f(21) = flxo)

= 0, f(x) = (first-order) derivative of f for x € X
L1 — Zo

df = 0,f(z) -dx on X

03.02 DERIVATIVE OF A PIECEWISE LINEAR FUNCTION ON A BOUNDED

INTERVAL X = UY_ X X, ={reR;x, <z <z,;n=1,...,N}

f(x) = %f(ﬁnq)-i-%f(xn) forre X, (rpq<z<uz,
— n n—1 n n—1
Fln) = flany = L) 2]

df, = f(zn) — f(zn_1) = differential of f on X,
dz,, = x, — x,—1 = differential of z on X,

fxn) = fzn)
Tp — Tp-1
—

df, = 0,f(z)|, - dz, on X,

= 0,f(x)|, = (first-order) derivative of f on &,
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03.03 DERIVATIVE OF A DIFFERENTIABLE FUNCTION ON A BOUNDED

INTERVAL X

If forany v € X

e 0.f = ilgglo AL left derivative at x
and
+ flz+Azx) — f(z) . L
e 0. f" = ilgglo Ay right derivative at z
exist, and

00, f =0, f"
f is differentiable at x and

© 0,f = 0.f" = 0.f (first-order) derivative of f at

03.04 LOCAL DIFFERENTIAL OF A DIFFERENTIABLE FUNCTION

If f(x) is differentiable on X’ then

df = 0. f -dx

df = differential of f at x

dx = differential of x at x

O.f = (first-order) derivative of f at x

03.05 HIGHER-ORDER DERIVATIVES

0y f(z) = [f(x)
Ol f(x) = 0,[0" L f(x)] forn=1,...
e 0" f(x) = n-th order derivative of f at z
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—> 04 MATHEMATICAL TOOLS (INTEGRAL CALCULUS) <«

04.01 INTEGRAL OF A LINEAR FUNCTION OVER A BOUNDED INTERVAL

X:{reRjzg<zx<m}

T — X9

< f(xy) forx € X (29 < x < 1)

xT

1
f(z)dx = integral of f over X

T=x0

(area of trapezoid)

04.02 INTEGRAL OF A PIECEWISE LINEAR FUNCTION OVER A BOUNDED

INTERVAL X = U X X, ={r eRyx, <z <zp;n=1,...,N}

f(x) = ﬁ . f(xn71> + % . f(xn) for r € Xn (xnfl <zr< xn)
TN N Tn N 1
o [t =30 [ e = 3 5w+ feana)) - o = )
@=20 n=1"&=Tn-1 n=1
(trapezoidal integration rule)

04.03 INTEGRAL OF AN INTEGRABLE FUNCTION OVER A BOUNDED

INTERVAL X

If for all piecewise linear approximations to f(z) defined on the bounded interval
X=U XX, ={reRz, 1<z <ax,;;n=1,...,N}

N

o= i ST ¢ ) )

exists, then [, f(x)dz is the integral of f(x) over the interval X .

Property:
b b
[ twad < [ sl

< |b— a| - maxgo<z<py | f(2)]

A.T.de Hoop
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04.04 FUNDAMENTAL THEOREM OF INTEGRAL CALCULUS FOR
PIECEWISE LINEAR FUNCTION ON BOUNDED INTERVAL

X=U XX, ={reRz, 1<z <a,;n=1,...,N}

For any piecewise linear function defined on X

f(z) = ﬁ f(Tn-1) + % - f(zy) forx € X, (21 <z < x,)
we have
Ouf(x) = 0 f ()|, = J@n) = fn 1) forx € X,
Tp — Tp—1
Hence,
TN N Tn N
® Op f(z)dz = Z Op f ()], do = Z Ouf ()], - (Tn — Tn1)
T=T0 n=1 Y T=Tn-1 n=1
N N
f(zn) = f(zn1)
= T @ ) = D) — )

04.05 FUNDAMENTAL THEOREM OF INTEGRAL CALCULUS FOR
FUNCTIONS WITH INTEGRABLE DERIVATIVE ON BOUNDED INTERVAL X

For any function f(x) defined on the bounded interval X = {z € R;a < = < b}, with
integrable derivative 0, f(z) on X,

b
o /: O f(x)dz = f(b) — f(a) = f(2)
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—> 05 MATHEMATICAL TOOLS (MISCELLANEOUS) <—

05.01 BINOMIAL THEOREM

Binomial expansion ({BY:n =0,..., N} = sequence of binomial coefficients):

.l"l"y ZBN —n_n

Evidently,

BY) =1
By=1 B =1

Recursion formula:

(z+y)"* = (@+y) - (e+y)V
—
N+1 N
ZBTJLVH 'xN—H—n.yn = (z+y)- ZBT]L\/.LL,N—n.yn
= n=0
N
_ ZBéV . [:L,an . ynJrl + xN+1fn . yn]
N+1 N
Z Bm ) xN-&-l—m . ym + ZB;QV . xN—n-i—l . yn
n=0
—
Byt = B =1
By = BY=1

BYtt = BY 4+ BYNforn=1,...,N

e 'Pascal’s’ triangle:

'PASCAL’S’ TRIANGLE |
N BY

Ttk W NN = O
—_
w
w
—
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05.02 DERIVATIVE OF THE FUNCTION f(z) = 2V; N =0,1,2, ...

Derivative of f(z) = z"; N =0,1,2,...:

Gl = T A
_ (x + Ax)N — 2V
N A;:IEO Az
N n n
(N BY e (A
Az—0 Azx
= BN .V
- N. [EN_I
—

e 0,2 = N-zNlfor N=0,1,2,...

05.03 DERIVATIVE OF THE PRODUCT OF TWO LINEAR FUNCTIONS
ON A BOUNDED INTERVAL X : {z e R;zy <z < 1}

flx) = ;1__5 'f(xo)—i-j__xxo “f(zy) forx € X (zg <z < 19)
_ BT 1— %o
0.fa) = LI
glx) = Zl__:: - g(xo) + j__io cg(xy) forx € X (xg <z < 1)
N 1— o 1— To
Oegla) = —g(x;;z :Zéxo)
— (via O,(z — 79)* =2 (z — 7)) :

* O:[f(x) - g(x)] [0:f ()] - g(2) + f () - [Oeg()]

05.04 PRODUCT RULE IN DIFFERENTIATION ON A BOUNDED INTERVAL

BOUNDED INTERVAL &

e hlf(x) - g(@)] = [0:f(2)] - g(x) + [(2) - [Ong(2)] for z € X
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05.05 INTEGRATION BY PARTS ON A BOUNDED INTERVAL

X={zreR;a<z<b}

. /: {[0:f(2)] - g(2) + f(2) - [Ozg(@)]}do = [ Ou[f(2) - g(2)]

Note: Often this result is applied in the form:

. / A0:5(@)] - 9(@) = f(2) - g()
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05.06 TAYLOR EXPANSION WITH GLOBAL REMAINDER
(FUNCTION OF A SINGLE VARIABLE)

Note: Use 'Taylor's trick’ e (x ;lf)” = —0k [@En_—i- 17;1] forn=0,1,2,...
1) -0 = [ o
- - [ oo | ag
= [_ Be f(€) - [(93 ; f)} } . + ;ac‘?gf(g) ) [(33 ; 6)] d¢
= s@ll, G- [ a0 [ a
- ;
I = s+ S, o [ ot S

where the '(global) remainder after N terms’ (counting from N = 0) is

r (g
° Ry = gzaaévf(f)'mdﬁ
Let
RfE) <Mfora<é<uw
then
g
|Ry| < M - /gamdg‘
|z —al"
= M-

or, equivalently,

e Ry = O[(x —a)"] forall z € R
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05.07 TAYLOR EXPANSION WITH LOCAL REMAINDER
(FUNCTION OF A SINGLE VARIABLE)

— n _ n+1
Note: Use 'Taylor's trick’ e (z=¢) = —0k (r =9 forn=0,1,2,...
‘ n! (n+1)!
in:

T

f@) = fla) = | 0cf(e)as
o (z—¢)
- - [ aen |5 g
- |- e {““"QQH v [ errte- g tac
= e, o / 21(©)- 0 | i
S
_ S ) Y A O
s fo) = S+ 2 ROl T [ O Ty
However,
TNy =N NI
fzaag f(§)- mdf = [0 f(f)Hg:a‘/ amdfﬂL
N . T _f N-1
/_a{a§ f 8£f Hﬁ:a} ' ﬁdg
= [8? ‘g:a . % + 7y
(z — N

vy = [ O ~ PO L) e

In view of the assumed continuity of 9;Y f(&) over the interval a < ¢ < x we have (see
Section 04.03)

|8évf(§) — [aévf(f)]‘gza‘ < m(|z — a|) where m(|z —al]) = 0asz — a

whence for the '(local) remainder after N + 1 terms’ (counting from N = 0) we have

ol < o= -| [* o9 ag

or, equivalently,

ery =o[(r—a)¥]asx —a
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05.08 CHAIN RULE FOR DIFFERENTIATION

Let f(g) be a differentiable function of g and g(z) be a differentiable function of x on some
interval {x € Dy,, C R}. Then Taylor's expansion gives

g(x + Ax)) = g(x) + dpg(x) - %Am + o(Ax) as Az — 0
Flg+ g)) = £(9) +0,(9) - 129 + o(Ag) as Ag — 0
where
Ag = glo+Ar) —g(z)
- (via % =1, o(Ag) = 0(Am)> ;
flg(z +Az)] = flg(@)] + 9,/ (9) - Ong() - Ax + o(Ax)
Using the definition of derivative, it follows that ('chain rule for differentiation’)
e 0,flg(x)] = lim flg(z + Az)] — flg(x)]

Ax—0 AJI
= 0,f(g) - 0z9(x) for © € Dy,
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05.09a TAYLOR EXPANSION (FUNCTION OF TWO VARIABLES)

Consider the function of two variables f(x,y). To construct the Taylor expansion of f(x,y)
about z = xo,y = yo, weset x = 29+ & - t,y = yo + 1 - t, in which £ and 7 are fixed,
subject to the condition £2 + 7% = 1, and ¢ is the (single) variable into which the function
flzo+E&-t,yo+mn-t)is Taylor expanded about t = 0. The result is:

N
tn

o flxo+&-tyotn-t) = f(l'(),yo)+Zaff($o+f't,yo+77't)‘t:0'E*'O(tNH)
n=1 ’

(global remainder)

or
N
1) " N
fl@o+&-tyo+m-t) = f(ﬂfmyo)+Zatf($o+§'7573/04'77‘75)‘75:0‘a*‘o(t )
n=1 )
(local remainder)
Now,

Oif(xo+&-tiyo+n-t) =& Ouf(wo+&-tyo+n-t)+n-0yf(xo+&-t,yo+n-t)

and hence,

atf(xO“‘f'tayO‘i‘W't)‘t:O -

€ Ouf(mo+& tiyo+n-t)|,_y+
W‘ayf($o+5‘tayo+77't)|t=0 -

&0 f @),y T O f )] =
(&0, +n-0,)f(x,y)|

T=Z0,Y=Y0
Consequently, using Newton's binomial theorem,

Of f(zo+ &ty +77't)|t=0 -
(€ 0s +1-0,)"f(x,y)| =

T=Z0,Y=Yo

Z By (§-0:.)"" - (n-0y)") f<x’y)‘z=xo,y=yo

Continued in Section 05.09b
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05.09b TAYLOR EXPANSION (FUNCTION OF TWO VARIABLES) (CONT’D)

With (£"7-n?)-t" = (x—10)" " (y—yo)” and d(z—x0, y—yo) = [(x—20)*+(y—10)*]'/* >
0 as the Euclidean distance from {z, 4o} to {z,y}, the final result can be written as

e f(ﬂl',y):f(l'o,yo)‘i‘

N n
1 n n— =
E — E f%,'(x-—»xo) Py —yo)'0; pagf(x7y)‘m—xmy—yo]
n=1 p=1

+0[d(z — 20,y — 10)V ] (global remainder)
or
® f(x7y):f(x07y0)+

N n
Z By (x—x0)" " (y — 40)" 0,0 f (2, ) ’x:xo,y:yO]

1
POE
p=1

n=1

told(x — z0,y — y0)™] as d(z — 20,y — yo) — 0 (local remainder)

05.10 TAYLOR EXPANSION (EXERCISES)

Exercise: The twice differentiable function f(x) is defined on the domain D,, C R. Show
that its Taylor expansion with local remainder about xy € Dy, is given by

¢ @) = fla0) + 0. (@)],,, - (= 0) + 5 2@, (= o)+

o(|z — xo|) as © — z¢

Exercise: The twice differentiable function f(z,y) is defined on the domain D,,, C R
Show that its Taylor expansion with local remainder about (g, yo) € Dya: is given by

o fla,y) = fzo,y0) + Ouf (2, 9)] oy - (@ = 20) + 0y f(2,1)]
S f(a) (o — a0+
000, f (@, 9) |, sso
%-c?ﬁf(w,y)l (y—10)” +

old(x — xo,y — yo)] as & — x

(¥ —yo) +

T=T0,Y=Y0

=x0,y=y0

(v —x0) - (Y — yo) +

r=20,y=y0
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05.11 SYSTEMS OF LINEAR ALGEBRAIC EQUATIONS

(GAUSSIAN ELIMINATION)

The method of Gaussian elimination to solve systems of linear algebraic equations consists

of two parts:
e rearrange the system into an upper triangular form
e solve for the unknowns by back substitution

Rearrangement into upper triangular form
Starting system:

a1 T+ a1
Q21 T1+ Qg2 -

as1-T1+ass-

First step:

a2,1 . Eq(l) — (1171 . Eq(2) >

as;1 - EC](l) — a171 . Eq(?)) =

Final step:

1?372 . Eq<6> — b272 . Eq<5) —

Back substitution:

i) +CL173 T3 = Uy
Ty + Q23 T3 = U

T2 +CL373 - T3 = Us

11Ty +a12-To+ay13- T3 = Uy
0+b272'x2+bg’3'$321}2
04 b3 a2+ b33 23 = 3

G11°T1+a12-To+a13- T3 = Uy

0+b272'l’2+b2,3'$3:v2
O+O+03,3~x3:w3

1
Eq.(9) — a3 = — - w; (10)
C3,3
Eq.(8) =— a9 = — 09 — —= - 13 (11)
ba 2 ba 2
1
Eq<7) — 1 = —'ul—2 IQ—% T3 (12)
a11 a11 a11
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—> 06 SPECIAL FUNCTIONS <«

06.01 EXPONENTIAL FUNCTION

The ’exponential function’ f(x) = exp(x) is defined through the relations
© 9. f(x) = f(z) and e f(0) =1
Evidently,
0 f(z) = fz) = 0pf(2)],_, =1

Taylor series (Taylor expansion can be proved to converge as N — o0):

o0

e exp(x) = Z% forallz € R

n=0

06.02 EXPONENTIAL FUNCTION (EXERCISES)

Exercise: Show that f(z) = A - exp(B - x) satisfies the relations 0, f(x) = B - f(x) and
f(0) = A. (Hint: Apply the chain rule for differentiation.)

Exercise: Show that f(x) = exp(a + x) satisfies the relations 0, f(z) = f(x) and f(0) =
exp(a). (Hint: Apply the chain rule for differentiation.) Corollary:
o exp(a+ ) = exp(a) - exp(z)

Exercise: Show that f(z) = B - exp[fgzo ¢(&)dE] satisfies the relations 0, f(z) = ¢(x) -
f(z) and f(0) = B. (Hint: Apply the chain rule for differentiation and the main theorem
of integral calculus.)

Exercise:

N!
o exp(—z) < — forany N =0,1,2,... and z >0
x

(Hint: Use the property exp(—x) = 1/exp(z) and the Taylor expansion for exp(z).)
Corollary:

o 2V . exp(—x) — 0asx — oo forany N =0,1,2,. ..
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06.03 COSINE AND SINE FUNCTIONS

The ’cosine function’ f(x) = cos(x) and the 'sine function g(x) = sin(z) are defined
through the relations

© 0uf(x) =—g(x); o dug(x) = f(x); o f(0)=1,; eg(0)=0
Evidently,
0y f(x) = —f(x), 9zg(x) = —g(x)
" f(x)|,_, = (=D)", 82”“]“( )| _,=0forn=0,1,2,...
R tlg(x)| _, = (=1, 9 g(x)|,_, =0, forn=0,1,2,.
Taylor series (Taylor expansion can be proved to converge as N — o0):

> 2n

e cos(z) = Z(—I)Q" : % forall z € R
n=0 ’
o x2n+1

® Siﬂ(ﬂ?) = Z(—1)2n+1 . m for all z eR
n=0 ’

06.04 COSINE AND SINE FUNCTIONS (EXERCISES)

Exercise: Show that e cos(—z) = cos(x) and e sin(—z) = —sin(z)

Exercise: Show that f(xz) = cos(a + x) and g(z) = sin(a + z) satisfy the relations
O.f(z) = —g(x) and 0,9(x) = f(x), together with f(0) = cos(a) and g(0) = sin(a).
(Hint: Apply the chain rule for differentiation.) Show that these relations lead to

e cos(a+ x) = cos(a) - cos(x) — sin(a) - sin(z)

e sin(a + x) = sin(a) - cos(x) + cos(a) - sin(z)

Exercise: Let
e f(z) = cos?(x) + sin®(z)
Show that
0pf (x) = 0
and conclude that

e cos®*(z) +sin’(z) = 1
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06.05 (NATURAL) LOGARITHM

The ’(natural) logarithmic function’ u = In(x) is (implicitly) defined through the relation

exp(u) = x forx € R,z >0

e explln(z)] =z forz e Rjxz >0

Properties:

explln(e)] = e = exp
explin(z )] = 2

explin(z)] - exp[in(y)] = explin(z) +

0, explln(x

— z-0,In(x) =1

= 0, In(x) = i forx e R,z >0
exp {ln (é)} = é = exp[l G = exp[—1In(z)] = In (i) = —In(z)
explin(a?)] = 2 = {explin(x)]}? = explp- In(@)] => » In(a?) = p - In(z)

The number e = exp(1)
In(x + h) —In(1)

Ou[In(@)]],_, = lim h
B 1/h
- }lllg(l)ln [(1 +h) ]
= tn [lim (14 1)"/"|
or
1—1 |:1 1/h
= In hlil[l)(l—f‘h) ]
——

lim (14 1) = exp(1) = ¢
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06.06 (NATURAL) LOGARITHM (EXERCISES)

Exercise: Show that

p
o 1n(§q) =p-In(z) —¢-In(y) forr e R,z >0and y € R,y >0

Exercise: Show that

1
oln(m):/ —d{ forz e R,z >0
e=1&

(Hint: Use the property 1/ = O, In(&) and the main theorem of integral calculus.)

Exercise: Show that the Taylor expansion of f(z) = In(1 — z) is given by

N n
e In(l—z)=— Z Ty O(z*!) (global remainder)
n
n=1
or
N z"
In(l —x) = — 0 (local ind
e In(l —x) ; - ) as x — 0 (local remainder)

(Hint: Observe that f(0) = 0 and that 07 f(z) = —(n—1)!/(1 —x)" forn =1,2,3,....
Note: The expansion can be shown to converge as N — oo for |z| < 1.
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06.07 DOUBLE LOGARITHMIC DERIVATIVE, (ECONOMIC) ELASTICITY

For 'wildly' varying functions, the graph is often plotted on a logarithmic scale, i.e., the
graph of y = f(x) is represented with In(x) along the horizontal axis and In(y) along the
vertical axis. Of course, this can only be done if both x > 0 and y > 0. In the relevant
graph, the local variations are characterized by the variations in slope, i.e., by O In(y).

With
o x = exp(u)
oy = exp(v)
this slope can be rewritten as:
On(zy In(y) = Oyv(u)
Now, differentiation of
exp(v) = flexp(u)]
with respect to u yields
exp(v) - v (u) = Oy flexp(u)] - exp(u)

which leads to

X

@)

Note: In Mathematical Economics the resulting right-hand side is used as the definition of
the elasticity of f(z) with respect to x :

o do(u) = —— - 0, (x)

)

The latter definition makes no reference to the logarithmic scale and therefore the quantities
x and f(z) need not be positive!

o Bl f(x) = -0 f ()
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06.08 LAPLACE INTEGRALS

Integrals of the type
.g@y:/ exp(—s - 1) - f(1)dt
t=0

where f(t) is an integrable function of ¢ on the interval {t € R,0 < ¢t < oo} and s €
R, s > 0 are known as Laplace integrals. For
tn
ft)=— (n=0,1,2,...)

n!

they can easily be evaluated. Note in this respect that

o t" 1
—set) —dt = —~ —d
| exp=s0- Sar = — / exp(—s )

! (—s-1) Ty
= —— - |—-exp(—s-
s |n! P 0
1 o] tn—l
- —s-1)- dt
P A S A ]
! /OO (cs ) 1 dtfors>0n=123
= — - expl—sS - e or s n =
S t:0 p (n_ 1)! ) ) Y 7

while
o 1
/ exp(—s-t)dt = — for s > 0
t_

Consequently,

o t" 1
/ exp(—s-t)-—'dt: fors>0,n=0,1,2,...
t n-

o gntl
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—> 07 OPTIMIZATION TECHNIQUES <—

07.01 INTERIOR AND BOUNDARY EXTREMA OF TARGET FUNCTION

A differentiable economical target function defined on the bounded domain D,,, can have

e interior extrema (i.e., extrema (maxima or minima) at a number of interior points of
Dvar)

e boundary extrema (i.e., extrema (maxima or minima) at a number of points on the
boundary 0Dy, of Dyar)

Extrema belong to the set of stationary points of the target function, i.e.,the points that are
found upon putting equal to zero the first derivative(s) of the target function. Stationary
points on 0Dy, are found upon putting equal to zero the first derivative(s) of the target
function, subject to the constraint that the points are points on 0D,,,

A stationary point is a minimum if in its entire neighborhood the function value is larger than
that in the stationary point. A stationary point is a maximum if in its entire neighborhood
the function value is smaller than that in the stationary point. If neither of these two
criteria holds, the stationary point in neither a minimum or a maximum. Which one of these
possibilities is the case, is usually tested via the Taylor expansion with local remainder.

07.02 INTERIOR EXTREMA OF AN EXPLICIT TARGET FUNCTION OF

A SINGLE VARIABLE

Let f(x) be an explicit, twice differentiable target function defined on D.,,. Let xg € Dy,
be an interior stationary point, i.e.,

° &Ef(x)‘ =0

T=x0

then the Taylor expansion about xy with local remainder becomes

o f(z) = f(xo) + % Sz =) Oof ()| _ +o(jz — zf*) as & — g

r=x0
Evidently, the following conclusion holds:

° 9;f(x)]
° 02 f(2)]

. > 0= f(x0) is a (local) minimum of f(x)

T=T

. <0 = f(xo) is a (local) maximum of f(z)

=T

If 8§f(x){$:$0 = 0, further information is needed to decide upon the nature of f(z)
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07.03 INTERIOR EXTREMA OF AN IMPLICIT TARGET FUNCTION OF

A SINGLE VARIABLE

Let f(z) be an implicit, twice differentiable target function defined on D, via the target
functional equation

e O[f(x),z] = 0 for x € Dyy

where ® is a twice differentiable functional acting on its arguments f(x) and z. To arrive
at the stationary points of f(x) we differentiate the functional equation with respect to z,
put 0, f(z) = 0 and solve for z. To facilitate the implicit differentiation involved, we put
u = f(x) and use the chain rule for differentiation to obtain

® auq)[uvxnu:f(m) ’ axf(l') + 8x<I>[u,xHu:f(x) =0

With e 9, f ()|

L= 0, xo follows from the system of equations

T=T

. (I)[u,a:]!u:f(x) =0 for z =z

e 0,D[u, x”

w—fa) = 0 for x = z¢

To extract information about 92 f () |aﬁ:x0 the once differentiated expression is differentiated
once more to yield

o O20u,x)|,_  10:f @)+ 0uBlul|,_,, O F(x)] +
0u0x@[u, 2], _ ) 0uf () + Op0lu, 2], =0
with the result that
aﬂ%q)[u’xnu— T),r=x
« Bf@)|,_,, = - S
a“q)[u’ l’] ‘u:f(mo),:czmo

For the rest as to xy being a minimum or a maximum, the same conditions as in Section
07.02 apply.
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07.04a INTERIOR EXTREMA OF AN EXPLICIT TARGET FUNCTION OF

TWO VARIABLES

Let f(x,y) be an explicit, twice differentiable target function defined on D,,,. Let (xq, o) €
D,ar be an interior stationary point, i.e.,

08$f(m,y)| :0and08yf(x,y)} =0

T=T0,Y=Y0 T=T0,Y=Y0

then the Taylor expansion about (xg, 7o) with local remainder becomes

o f(x,y) = f(wo,y0) +

% . [(:p — 33())2 : 8§f(x7 y)‘x:xo,yZyO
2 (w—x0) - (y—y0) 0Oy f(. )|,y oy
=) )] +

old(x — xo,y — ?/0)2] as (z,y) — (o, Yo)

Evidently, the following conclusions hold:

o 8§f(x,y)‘x:xojy_y0 > (0 == necessary condition for f(zo,y — yo) to be
a (local) minimum of f(z,y)( take y = yo)
o 85f(x,y)‘x:xoyy_yo > (0 == necessary condition for f(zo,y — yo) to be
a (local) minimum of f(z,y)( take x = z)
and
o 07 f(x, y)‘w:my_yo < 0 = necessary condition for f(x,y — yo) to be
a (local) maximum of f(x,y)( take y = yo)
° 85]“(33, y)‘z:my_yo < 0 == necessary condition for f(xg,y — yo) to be

a (local) maximum of f(x,y)( take x = x)

Continued in Section 07.04b
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07.04b INTERIOR EXTREMA OF AN EXPLICIT TARGET FUNCTION OF

TWO VARIABLES (CONT’D)

The necessary conditions are to be supplemented with the sufficiency condition

2
© 1@y EF@W sy — [0 @] >0

which follows from the consideration that the quadratic Taylor expansion terms can be

rewritten as

A (x—z)*+2-B-(x—x0)- (y—v0) +C - (y — 0)°
A-{{u—xow%(y—y@] +(%—%)<y—y0>2}

If &%f(x,y)’m:mo’y:yo = 0 and Ggf(x,y)‘m:my:yo = 0, further information is needed to

decide upon the nature of f(z)
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07.05a INTERIOR EXTREMA OF AN IMPLICIT TARGET FUNCTION OF

TWO VARIABLES

Let f(z,y) be an implicit, twice differentiable target function defined on D,,, via the target
functional equation

o O[f(z,y),z,y] =0 for z € Dy,

where @ is a twice differentiable functional acting on its arguments f(z,y), x and y. To
arrive at the stationary points of f(x,y) we differentiate the functional equation with respect
to x and y, put 0,f(z,y) = 0 and J,f(z,y) = 0 and solve for (x,y). To facilitate the
implicit differentiation involved, we put u = f(x,y) and use the chain rule for differentiation
to obtain

e auq)[uv z, y]l
e auq)[u7 xu y”

u=f(zy) azf(xa y) + 81(1)[“7 xz, y] }u:f(z,y) =0

u=f(zy) ayf(x7 y) + ayq)[ua T, y] ‘u:f(:r,y) =0

With e 8xf(x,y)‘m:xo7y:yo =0and e é@f(x,y)! = 0, xo,yo follows from the

system of equations

T=T0,Y=Yo

o @[u,x,y]‘u:f(x’y) = 0 for (x,y) = (w0, yo)
° axq)[ua x”u:f(x,y) = 0 for (xay) = ($0a yO)
° ayq)[ua x”u:f(z,y) = 0 for (:L‘7y) = (an yO)

To extract information about 0%f(z, y)!gﬁzmy:yo, o f(x, y)‘I:wO?y:y0 and
0,0, f (x, y)|z=xo,y=y0’ the once differentiated expressions are differentiated once more with
respect to x and y to yield
o 0wy, Ouf (@ )]+ 0uPlu 2yl Onf (2 y)] +
02 ®|u, m,y”uif(x’y) =0
o 0w,z yl|, s, Ouf (@ y)] + 0ulu,zyl| - O f ()] +
8§®[u, x,y”u_f(w) =0
o ®lu.x,yl|,_ o, Ouf (@y) - Oyf(2,y) + 0u®lu, .yl - 000, f(a, )] +
9,0,®[u, z, ]| e =0

Continued in Section 07.05b
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07.05b INTERIOR EXTREMA OF AN IMPLICIT TARGET FUNCTION OF

TWO VARIABLES (CONT’D)

with the result that

Pdlu, z,y]|

° O? x, - _ u=f(z,y),2=20,y=Yyo
xf( y)] |x:x0,y—y0 &fb[u, xZ, y] |u:f($0),l‘:$0,y:yo
2
o 3, f(z,y)]] Ol o o rmanimn
Y ’ T=0.Uy—

0,9—Y0 8u<l>[u, €, y] |u:f(-f0)7$:$0,y:yo

0,0,0[u, z. 3|

- _ T “=f(377y)’$=930,y=y0
* 0:0,f(x,y)] vaaro,y—yo N 9u®[u, z, y”

u=f(x0),x=0,y=Y0

For the rest as to (xg,yo) being a minimum or a maximum, the same conditions as in
Section 07.04 apply.
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—> 08 MATRICES <—

08.01 MATRICES

e M x N matrix [a]: rectangular (or square) array of
e elements {apyn;m=1,...,M;n=1,...N}:

a1 ... QN

e | ... ... cee = [arow index,column index] = [am,n] = [(I]
ap .- GMN

e 1 x N matrix = row matrix (row vector)

e M x 1 matrix = column matrix (column vector)

e 1 x 1 matrix = scalar
e [inear combination of two M x N matrices:
o [cJ=XJa]+p-[b] = cmn=Ann+ by

e Product matrix [c] of an M x P matrix [a] and an P x N matrix [b]:

P
o [c] = [a] * [b] :>cm,n:Zam,Wbp,nform:1,...7M;n:1,...

p=1

e Identity matrix (Unit matrix) [I]:

o [a] = [I] if amm, =1 for m =n and a,,,, =0 for m #n
e Zero matrix [0]:

e [a] = [0] if ay,,, = O for all (m,n)
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—> 09 ECONOMIC EXAMPLES AND APPLICATIONS <—

09.01 COMPOUND INTEREST

e Compound interest: == Each time interest is paid, its amount is added to (or com-
pounded with) the principal.
e Periodic compound interest needs specification through:

e the rate of interest per period
e the number of periods of compounding

— o F'V =PV . (1—}-’/‘per)n
with
FV = Future Value
PV = Present Value

Tper = periodic interest rate

n = number of periods of compounding (n =0,1,2,...)

Equivalent formulas:

_ In(FV) —In(PV)
n In(1 4+ rper)

e Continuous compound interest needs specification through:

e the force of interest

:=$-044Q)::Aﬂn~exp[ﬁlodﬁﬁd7]
with

A(t) = Amount at time ¢
A(0) = Amount at t =0
_ OA(t)

= Force of interest at time ¢

Equivalent formula:

o 5(t) = 0, In[A(t)]
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09.02 EQUIVALENT RATES OF COMPOUND INTEREST

e Equivalence of compound interest rates for accumulated amount over a fixed period of
time 7.
e Periodic compound interest:
Tper \ ™
— o Apu(T) = A(0) - (1+2)

n

with

T = term of of comparison
Aper(T) = amount at time T'
A(0) = initial amount
T'per = periodic interest rate

n = number of periods in term T (n =0,1,2,...)

e Continuous compound interest:
—> o As(T) = A(0) -exp (6 - T)
with

T = term of of comparison
As(T) = amount at time ¢
A(0) = initial amount
d = (constant) force of interest

e Equivalence:
— o As(T) = Aper(T)
if

or

o (5)
® Ther = M- |€XD — -1

Exercise. The periodic compound interest rate r; payed in n; periods during the term T’
and the periodic compound interest rate r, payed in ny periods during the same term T’
are equivalent if

ni/mno
(1+ T—l) ] —1
ny
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09.03 TIME VALUE OF MONEY, ANNUITY

e Present value: money value at a specified time of a sequence of future payments
e Future value: value at a specified time in the future assuming a given sequence of

payments

e Annuity: any recurring periodic sequence of payments.

TIME VALUE OF MONEY (NOMENCLATURE)

symbol

name

PV
PVA
PV P

v
FVA
FVP

present value

present value of an annuity

present value of a perpetuity (perpetual annuity)
future value

future value of an annuity

future value of a perpetuity (perpetual annuity)

With

we have

e PVA

e ['VA

o PVP
e F'VP

A = amount of annuity payment
Tper = iNterest rate per period of payment

N = number of payments

N 1 N
/I YLD | |
> i S
1
= A. 1= —"
T'per (1 + Tper
N-1
=A. Z (1+ 7rper)”
n=0
1
A [(1 + 7o) 1]
Tper
) 1
= lim PVA=A
N—oo T'per
= lim FVA =00
N—oo

A.T.de Hoop
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09.04 COBB-DOUGLAS PRODUCTION COST FUNCTION

e Cobb-Douglas production cost function for a defined production process:

P P
o C(N) =[] X" (N) with T => ",
p=1 p=1

N = number of items produced in the process
C(N) = total production costs
{X,(N);p=1,..., P} = sequence of production factors
(Xp(N)>0for N>0, p=1,...,P)
7p/I = relative weighting exponent of X,(N) on C(N)
(0<3/T<1)

Note: Evidently, C(N) > 0 for N >0

Note: o In[C(N)] = -7, (7,/T) - In[X,, (V)]

e Minimum costs per produced unit => minimization of C'(N)/N —>
e Oy[C(N)/N] =0 and e 9%[C(N)/N] > 0 at Ox[C(N)/N] =0

e ONC(N) = F{Xp}(N) -C(N) with e F{Xp}(N) _ Z% ' a];f()ipjif];[)
)

p
¢ 3C(N) = OnFix,}(N) - C(N) + Fix,}(N) - OnC(N

with ¢ O Fiyy (V) = 30 - a&ipfvﬁv) _ [a])v(ip]%v}]]
o Oy {cuv)] _ONC(N) C(N) _ 1 {a OV — @}
N N N2 N |V N
. 52 {C(N)} _RCW) _, WCWN) , C(N)
N N N N2 N3
FC(N) 2 C(N)
= {aNC(N)—T]

e Stationary points: o Fix (V) = Z T W =5

p=1

Linear factors model: o X,(N)=a,+b,-N (a, >0,0,>0,p=1,...,P) —

P 2
03 [0 X () | S0
N | |aicovyn=o T \a+b,-N N N
2 P
- o (b YL s

p=1

—> The (single) stationary point of C'(N)/N is a minimum
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—> 10 MISCELLANEOUS EXERCISES <—

10.01 EXERCISE

Let
T\ P

of(z) = (5) — 1 with a > 0, p = integer, for 0 < z < oo.

Investigate in which of the different domains of the parameters a and p and the variable z
we have (a) f(z) <0, (b) f(z) =0, (c) f(z) > 0. (See, the table below).

f(x) = (z/a)’ — 1

r=0|0<zr<alrz=ala<zr <X

p<0
p:
p>0

10.02 EXERCISE

Let
T\P . .
of(z) = ‘(—) —1’ with a > 0, p = integer, for 0 < z < oc.
a

Write the expressions for f(x) that hold in the different domains of the parameters a and
p and the variable x. (See, the table below).

f(z) = |(x/a)? — 1]

r=0]|0<zr<alr=ala<zr<

p<0
p=0
p>0

(Hint: Use Sections 02.01 and 02.03.)

10.03 EXERCISE

How does one compute f(x) = 2P with = > 0 for any (also non-integer) value of p?
(Hint: Use the natural logarithm, see Section 06.05.)
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10.04 EXERCISE

Show that Newton's binomial coefficient can be written as

N!
N _ _
o5 = T (N =)l forn=20,1,..., N.

(Hint: Verify that BY'*' = BY =1, By} = BY = 1 and BY*!' = BY | + BY for
n=1,...,N, see Sections 02.04 and 05.01.)

10.05 EXERCISE

Given the sequence
e {0,1,2,...,98,99,100}.

Evaluate the sum of the (a) odd-valued, (b)even-valued, (c) all elements of the sequence.
(Hint: Use the expression for the sum of an arithmetic sequence, see Section 02.07.)

10.06 EXERCISE

Evaluate
. gzn o (-2
26 2

n=0 n=0

(Hint: Use the expression for the sum of a geometric sequence, see Section 02.09.)

10.07 EXERCISE

Derive the Taylor expansions of the following functions

o f) =a*+x+1
e g(rx) =2-2°+4-2+2

about (a) x = —1, (b) x = 1, and check the result.
(Hint: Use the expression for the Taylor expansion, see Section 05.06.)
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10.08 EXERCISE

Derive the Taylor expansion of the function
o f(x)=a-2°+b-z+c

about (a) x = £ and check the result.
(Hint: Use the expression for the Taylor expansion, see Section 05.06.)

10.09 EXERCISE

Show that for any x

o(b—a)N:Z#!_n)'.(x—a)N”.(b—a:)".

n=0

(Hint: Use Newton's binomial theorem, Section 05.01, and the result of Exercise 10.04.)
Note: This result can be used to establish a number of relationships between expressions
containing factorial functions.

10.10 EXERCISE

Let

e f(z) = Z%-(w—a)]\f—”-(b—x)”.

n=

Show that 0, f(z) = 0. (Hint: Apply the product rule for differentiation to each of the
terms in the summation and use Newton's binomial theorem (Section 05.01) to rewrite the
result. See also Exercise 10.09.)

10.11 EXERCISE

Check the product rule for differentiation for the product f(x) - g(z), with

o f(x)=a-z+b
eg(x)=c-xz+d
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10.12 EXERCISE

Check the chain rule for differentiation for
o f(z) = (a-z+b)" N=0,1,2,...

against differentiating each term of Newton's binomial expansion of the right-hand side.

10.13 EXERCISE

Show that (x¢,yo) is a stationary point of
o fla,y) = A-(x—x0)* +2-B-(x —x0) - (y —90) +C - (y —yo)* + F

Under what conditions to be laid upon A, B and C is (z9,%0) (a) a minimum, (b) a
maximum?

10.13 EXERCISE

Determine the stationary point (o, yo) of
o flz,y) =A-2°+2-B-z-y+C-y*+D -2+ E-y+F

Under what conditions to be laid upon A, B and C is (z9,%0) (a) a minimum, (b) a
maximum?

10.15 EXERCISE

Evaluate

e I(s,n) :/ exp(—s-t)-t"dt with s >0and n=20,1,2,...
=0

by integration by parts and recursion.
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10.15 EXERCISE

Evaluate

e I(s,n) :/ exp(—s-t)-t"dt with s >0and n=0,1,2,...
t

=0

by differentiating

o 1
e [(s,0) = / exp(—s - t)dt = — with s > 0
¢

=0 S

n times with respect to the parameter s.

10.17 EXERCISE

Evaluate

In(b)
o] = / exp(z)dz with a > 0,b >0
z=In(a)

10.18 EXERCISE

Evaluate

In(b)
o[ = / exp(—z)dz with a > 0,0 >0
z=In(a)

10.19 EXERCISE

Evaluate

In(b)
o[:/ exp(2?) - xdx with a > 0,b > 0
z=In(a)

10.20 EXERCISE

Evaluate

In(b)
o/ = / exp(—2?) - wdx with a > 0,6 > 0
z=In(a)

A.T.de Hoop Concise mathematics of economic analysis

47




10.21 EXERCISE

Evaluate

b
oI:/ In(x 4+ p)dx with a > 0,6 > 0,p > 0

10.22 EXERCISE

Evaluate

b
oI:/ In(2? + p?) - zdx with a > 0, > 0,p > 0

10.23 EXERCISE

Evaluate

b
z=a \T p

10.24 EXERCISE

Evaluate

b
1 .
.]:/m:amdxwrcha>0,b>0,p>0

(Hint: Observe (and verify) that 9, In[x + (22 + p?)/?] = (2 + p?)~1/2)
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10.25 EXERCISE

For a closed economy, the following conservation equation holds:
e Y(I)=1+C(Y)
where

e Y = national income
e /| = investment

e (' = consumption

The consumption function has the properties

e C(Y)>0forY >0
e CY)<YforY >0
° Ylim ClY)=Cx <
e yC(Y)<1forY >0
e 02C(Y) < 0forY >0

(a) Make a graph with Y along the horizontal axis, C' along the vertical axis and [ as a
parameter. (b) Determine an expression for ;Y. (c) Determine an expression for 97Y.
(d) Discuss the results.
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10.26 EXERCISE

A profit function of a production process is characterized by
em(N)=P-N—-C(N)
where

e 7 = profit
e P = sales price per item
e N = number of produced items

e (' = production cost function

The production cost function per item has the properties

e C(N)>0for N>0
e ONC(N) > 0for N >0
e 9%C(N) > 0for N >0

(a) Make a graph with IV along the horizontal axis and C' along the vertical axis. (b)
Determine an expression for Oym. (c) Determine an expression for 9% 7. (d) Give the
equations for the optimum value N* of N. (e) Is 7(IN*) a maximum of w(N)? (f) Discuss
the results.

10.27 EXERCISE

A bond is issued on the following conditions:

e Ap = principal to be returned to owner after IV periods of payment
e N = number of periods of payment
e P = amount of payment per period

e ro¢ = effective interest rate per period

(a) Determine the present value PV of the bond at the time of issue.

(b) The bond issuing agency takes into consideration the following possibilities of changing
the conditions: (i) replacing P with P, > P and keeping A the same; (ii) replacing Ap with
Aps > A and keeping P the same. Determine for both cases the corresponding present
values PV; for (i) and PV; for (ii).

(c) What is the relation between P, and Apy for PV = PV5?
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—> 10 MISCELLANEQUS EXERCISES (ANSWERS) <—

10.01 EXERCISE (ANSWER)

Answer:
(a), (b) and (c), see table below:

f(x) = (z/a)’ — 1

z=0 O<z<a r=a a<x<oo
p<0|f(z)<0] f(z)>0 | flz)=0] f(z)<0
p=0]f(x)=0] f@)=0 | f(z)=0]| f(z)=0
p>0] f@) <0 f2)<0 | f@)=0] f(z)>0

Note: 0° = 1.

10.02 EXERCISE (ANSWER)

Answer:
See table below:

f(z) =|(z/a)” — 1]
z=0 O<z<a r=a a<xT<oo
p <0 J(@) = —1| J@@) = (efay — 1| J() =0 | (@) = 1 — (/)
p=0] f(z)=0 f(z)=0 f(z)=0 f(z) =
p>0] J@)= 1| J@) =1 (&/af | J(2) =0 J@) = (g/a) —1
Note: 0° = 1.

10.03 EXERCISE (ANSWER)

Answer:

f(z) = explpn(z)] (z>0)
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10.04 EXERCISE (ANSWER)

Answer:
BN+ _ (N+D! (N
O T O (N+1)! 1- (N4
N! N!
N _ — _
By =grm=1rm b
pyva_ _(NADL (NAD
N+1 — - - 5
(N+D!-0 (N+1)!-1
N! N!
N _ _ _
By=Fro=wna—h
N! N!
BY 4+ BN ==
T ST T (Nt ) (N —n)!
(N n_ N-n+l
Sl (N—n+1)! \N+1 N +1
(N
Sl (N —n+1)!
:BN+1

n

10.05 EXERCISE (ANSWER)

Answer:
Godd — % -50 - (1 +99) = 2500
Seven = % 51+ (04 100) = 2550 or, upon omitting 0,
geven — % =50 - (2 + 100) = 2550
sall = % -101 - (0 + 100) = 5050 or, upon omitting 0,
Sall — % -100 - (1 4 100) = 5050

Check: S°dd 1 Geven _ gall
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10.06 EXERCISE (ANSWER)

Answer:

:1- =

—2047

= 2047

iQ” 12041 12l 12048
n=0

1-2 1-2 1-2

o)

n=0 n=0

1.

—1

1= (=1/2)" 11— (=1/2)" _ 1+1/2048

1—(=1/2)  1+1/2
20484+ 1 2 683
2048 3 1024

2(5) = =
>(5) it

1+1/2
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10.07 EXERCISE (ANSWER)

Answer
flz) =2’ +a+1,
Ouf(x)=2-2+1, O f(x)=2, O'f(x)=0forn=234,5,...
glx) =2 -2 +4-2+2,
O0pg(r) =2-2-x+4=4-2+4, g(x)=4, g(xr)=0forn=3,4,5,...
(a) Taylor expansion about x = —1:
r+1 r+1)?
fo) = F@),, + L ap)], o+ e
1 2
=1l—-(x+1)+2- (x; ) =1—(z+1)+ (x+1)
=2 +x+ 1= f(z) as given
r+1 T+ 1)?
o(@) = o), + L o]+ oz,
2
=0-0-(x+1)+4- (le) =2-(z+1)
=2-2°+4-2+2=g(z) as given
(b) Taylor expansion about = = 1:
r—1 (x—1)2
f@) = 1@, + o @), + T 2,

(x—1)*

=343 (a1 +2

=3+3-(z—1)+ (x —1)*
=2+ 2+ 1= f(z) as given
(z—12 5
g(x) = g(x)| _, + 029 ()| ,_y + 5 - Oog(@)]
)2
—<x21) =848 (z—1)+2- (v —1)*=
=2-2°+4-2+2=g(x) as given

r—1
1
=8+8-(z—1)+4-

=1
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10.08 EXERCISE (ANSWER)

Answer:

flx)=a-2°+b-2+c,
Ouf(x) =2-a-x+0b, O f(x)=2-a, O"f(x)=0forn=345,...

Taylor expansion about z = &:

z—¢ (z—¢)°

2!
=a-&+b-E+ct(2-a-E4+b)-(z-E+2-a- (I;.W

—a-E+b-E+c+2-a-Ex—2-a-4b-x—b-E+
a-2°=2-a-x-&+a-€
=a-2°+b-x+c= f(z) as given

10.09 EXERCISE (ANSWER)

Answer:

10.10 EXERCISE (ANSWER)

Answer:
— N o
8xf(£li): TL"(N—n)I (N—n)(x CL) o ~(b_x)n_
- N!
Z n!- (N —n)! (z—a)N""n(b—a)*!
n=1 :
N-1 N o n
:z%”!'(N—n—l)!'(x—a) (b—z)" —
Ne1 .

I
o3
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10.11 EXERCISE (ANSWER)

Answer:

flz)=a-24+b = 0,f(z)
g(x) =c-o+d = 0,9(x)=c
=(a-x+4+b) (c-x+d)
=a-c-a®+(b-cta-d)-z+b-d
Olf(x)-g(x)] =2-a-c-x+b-ct+a-d(x)

a

=

=

=
5

S~—
|

On the other hand:

Ouf(2) - g(x) + f(2) - 0:f (x)

a-(c-x+d)+(a-x+0b)-c
2-a-c-x+a-d+b-c(xx)
() = () (Product rule for differentiation)
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10.12 EXERCISE (ANSWER)

Answer:

nl-(N—n
n=0
N
N| —-n 7
(%f(:L’):ZOm_(N_n)' Op(a-z)N"" b
N-1
N!
— AN =n)-(q-g)V-""1. . n
,;”' ] (N—n)-(a-z) dp(a-x)-b
N-1
N!
— (N—TL) aN—n.$N—n—1‘bn
“—nl- (N —n)!
N-1
_ Z N! LN pN-n=1 e
n!- (N —n-—1)!
n=0
N-1
(N=1! o nwn
— N n_ n 'bTL
> (N —n—1) .
n=0
N-1
(N - 1! N-n—1__N-n-1
= N-a- . n—l, n=l pn
— ¢ nl-(N—n-—1)! ¢ ‘

1

— (N — 1>' N—-n—1 1n
¢ ;)n!-(N—n—l)! (a-2) b
a- a-x+b)N71 ()
() = () Chain rule for differentiation)

= =

A.T.de Hoop Concise mathematics of economic analysis

57




10.13 EXERCISE (ANSWER)

Answer:

flay) =A-(x—20)*+2-B-(x—m0)- (y—4) +C- (y —w)°+F =
Ouf(r,y) =2-A-(x—m) +2-B-(y—w), Of(r,y)=2-A, 0,0.f(x,y)=2 B
Oyf(z,y) =2-B-(z—x0)+2-C(y —yo)> 9, f(x,y ):2 C, (%%f(%y):?'B
= 0uf (0. 9)| e = O (z,y)]

—> (20, Yo) = stationary pomt

T=T0,Y=Y0

(a) Minimum if
A>0, C>0, A-C-B*>0
(b) Maximum if

A<0, C<0, A-C—-B*>0

10.14 EXERCISE (ANSWER)

Answer:

flz,y) =A-2*+2-B-2-y+C-y*+D-x+e-y+ F —
Oyf(x,y) =2-B-ax+2-C-y+E, &f(r,y)=2-C, 0.0,f(x,y)=2-B

Stationary point:

Ouf (.Y, =0 =2 A 20+2-B-yp+ D=0

ayf(a;,y)|$:m:yo =0=2-B-20+2-C-yp+E=0

—
B-E-C-D B-D-A-F

Ty A c-B)y PT oA -y

(a) Minimum if
A>0, C>0, A-C-B*>0
(b) Maximum if

A<0, C<0, A-C—B*>0
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10.15 EXERCISE (ANSWER)

Answer:

I(s,n)

I(s,n)

—/ exp(—s-t)-t"dt
¢

=0

1 o0
—=- / Orexp(—s-t)-t"dt
§ Ji=0

dt

t=0

—fexp(=s 1) -]

s Ji—o

=0
I(s,n—1)forn=1,2,3,...

n

s

n

s

/ exp(—s - t)dt
¢

1 o0
—— / Opexp(—s - t)dt
t=

1 o0
+-- / exp(—s-t) - opt"dt formn =1,2,3,...
t

: / exp(—s-t)-t"'dt forn=1,2,3,...
¢
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10.16 EXERCISE (ANSWER)

Answer:

I(s,n) = / exp(—s-t)-t"dt
¢

=0

I(s,0) = / exp(—s - t)dt
t=0
1 o0
= —— / Opexp(—s - t)dt
S Ji=0
1 o0
= ——[exp(—s-t)]| dt
s =0
1
s
* 1
0s1(s,0) = / Os exp(—s - t)dt = 0 (—2)
t=0 S
h (—s-t) - tdt !
= — ex —S - . _
=0 P s?
n!
I(s,n) = s form=20,1,2,...
10.17 EXERCISE (ANSWER)
Answer:
In(b)
o/ :/ exp(z)dx
z=In(a)
In(b)

-/

= X

=In(a)

z=In(a)

p(In(b)] — exp(In(a)]

=b—-a
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10.18 EXERCISE (ANSWER)

Answer:

/ln(b)

z=In(a)
/ln(b)
z=In(a)

= —exp(—x)

exp(—z)dx

Oy exp(z) dx

In(b)

z=In(a)

= —exp|— In(b)] + exp[— In(a)]

1 1

b a

10.19 EXERCISE (ANSWER)

Answer:

N = DN = DO — DN =
| | | | —

exp(z?) - o dz
In(b)
: / exp(z?) - 0,2° dx
z=In(a)

[In(b)]?
: / exp(u) du
u=|[In(a)]?

[In(b)]2
- exp(u)

u=[In(a)]?

- [exp{[In()) — exp{[in(a)]*)]
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10.20 EXERCISE (ANSWER)

Answer:

=In(a)

(In(b)]?
: / exp(—u) du

1 In(b)
= 3 / exp(—a?) - 9,27 dx
1
2 Ju=Mn(a)?
1 [In(b)]?
= —5exp(—u)
2

u=[In(a)]?

= % . [— exp{—[ln(b)]Q} + eXp{—[ln(a)]QH

10.21 EXERCISE (ANSWER)

Answer:

b
I :/ In(x + p)dx
l’b:a
= / In(z +p) - 0.(x + p) do

— (e +p)- @) | - [ olnlatp) @ty do

=a

b b
e tp) - (wp)| - [ erpds

b b
~lnep) )| - [ 1ds

=[n(z+p)-(x+p)]| -z

r=a

=In(b+p)-(b+p)—In(a+p)-(a+p)—(b—a)

r=a
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10.22 EXERCISE (ANSWER)

Answer:

b
In(2? + p?) - zdx

=a

b
: / In(2? + p?) - 0, (2 + p?) da

- [In(u+p%) - (u+ p)]

~
Il
DN | — wlr—l&\

L / Ou[In(u + p*)] - (u + p*) du

u=a?

b2 b2 1
- (u+p?)d
u=a? /u:a2 u + pP <u P ) v

= [In(u+p*) - (u+p*)]

1 A
= 5-[ln(u+p2)~(u+p2)} —5/ 1 du
u=a? u=a?
1 S T
= 5-[ln(u+p2)-(u+p2)} Ty
= L D) () — W@ 4 D) - (@) - 5 (F o)

10.23 EXERCISE (ANSWER)

Answer:

b i
1= | et

b
- / 9, [(2 + )] da

b

N~ NI~ N~

. [($2 +p2)1/2]

r=a

. [(b2 +p2)1/2 _ (CL2 +p2)1/2}
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10.24 EXERCISE (ANSWER)

Answer:

b 1
IZZLmuﬂ+ﬁwﬂdx

b
= / Oy In[z + (22 + pH)Y?] dx

b
= Infe + (% + 7))

r=a

= In[b+ (0* + p*)"/?] — In[a + (a® + p*) /¥
b+ (b 4 p*)'/2
a+ (a2 + p?)'/2

10.25 EXERCISE (ANSWER)

Answer:

Y(I) = I+C(Y)
OY(I) =1+ dC(Y) ;Y (I)

—
1

1+ CY)
7Y (I) = RC(Y) - oY (D + 9y C(Y) - 7Y (I)
—
RCY) - [orY (1)
L+ yC(Y)
:Telt s
[T+ oyC (V)P

;Y (I)

Y (I) =
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10.26 EXERCISE (ANSWER)

Answer:

7(N)=P-N—-C(N)
8N7T(N) == P—@NC’(N)
03m(N) = —0%C(N)
Stationary point N = N*:

7(N*) = P. N* — C(N*)

0=P— 8NC(N)\N:N*

Since 93,C(N) > 0, N = N* is a maximum Of w(N).

10.27 EXERCISE (ANSWER)

Answer:

Ap P
py =" 4N~
(1 + ’r’eff)N ; (1 + Teﬁ)n

Ap P 1
— —"— . - @
<1+Teff>N 14+ re mZ: (1+7’eﬂ">m

Ap

P

PV, = Ap

_l’_
(14 7)™V

1—|—Teﬁr '

P

A
PV, — P2

)

1+Teﬁ'.

P

—_—

(1 +Teff)N +

1+reﬁ‘

PV, = PV, for

Ap

5!

1—(1+Teff -1

~—

1-— (1 + Teff)_N

(1 +Teff)N +

AP,Q

1+ 7reg
P

1= (14 reg) !

_l’_
(14 7)™V

or

1+Teff '

(1 —+ TeH)N —1

Ap,2=Ap+ (P — P)- -
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