
Test 2 Fall 2001 
 
Analytical Question Answer Notes 
 
The profit maximizing firm will equate marginal revenue and marginal cost. Total 
Revenue is found by multiplying quantity demanded by price. Marginal revenue is the 
change in revenue associated with the sale of the last unit. Marginal cost is the change in 
total cost associated with production of the last unit. The sixth unit produced has 
marginal cost 100 (485-385).  It also has marginal revenue of 100 ( 6 125 5 130× − × ). A 
change in fixed cost would not change these answers. 
 
 
 
The expansion path consists of a series of points where isocost lines (associated with 
different amounts of expenditure on inputs) are tangent to isoquants. At each tangency 
point, the following condition is satisfied: 
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However, the problem tells us that: 
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but the last two conditions imply that: 
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So 
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and the tangency condit ion is not satisfied. In the long run, the firm should use less 
capital and more labor.  
 
(At the current point, the isocost intersects the isoquant at a point where the isoquant is 
steeper, Assuming K on the vertical axis and L on the horizontal axis). 



 
 
 
The diagram (attached) shows: 
 
Initial price and quantity determined at the intersection of supply and demand. 
At that price, the representative firm produces where price equals both marginal cost and 
average cost (at the minimum of the average cost curve ). Because price equals average 
cost, profits equal zero. 
 
The change in costs shifts both average and marginal cost curves up vertically by 
$10/unit. The change in marginal cost results in a leftward shift of the industry supply 
curve in the short run (to S’). Price rises to P’. The quantity produced by a representative 
firm falls to '

iQ  (where the new price is equal to marginal cost). At this point, profits are 
negative since price is less than average cost. 
 
In the long run, negative profits induce some firms to exit. Exit shifts the industry supply 
curve farther to the left, to S’’. Price rises to P’’. For profits to again be zero (required for 
equililbrium) this new price level must equal the new minimum average cost, which is 
$10 above its original level. The output level for the representative firm returns to its 
original level. 




