No Excel Answer Workbook

Input Profit Max Answers

Suppose beta, the exponent on Labor, falls from 0.75 to 0.74.

Put your new beta value in cells B28 of the the TwoVar and OneVar sheets.

1) Solve the long run input profit maximization with the new value of beta above via analytical methods.

Use Word's Equation Editor as needed.
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 EMBED Equation.3  [image: image2.wmf]
Substitute in the parameter values and take derivatives.
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Solve for L* and K*. Dividing one equation by the other gives:
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Solve for L in terms of K (the PA = 60 cancels and we get L = 9.25K) and substitute back into one of the first-order conditions to get L* ≈ 357 and K* ≈ 39.

2) Now use Solver from the TwoVar sheet. Take a picture of the results and paste it in your Word document.
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3) Solve the short run optimization problem with the new value of beta above. Leave K at 153. Show L* and *.  You may use calculus or Solver (or both!).
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4) Unlike the solution with beta=0.75, this firm is now suffering negative profits. Yet, it will continue to produce. Explain why.

Because the negative profits are preferable to the negative profits if the firm shuts down, which are equal to minus the total fixed costs, 50*153 = - 7650.

5) Compute the short run beta elasticity of L* from beta=0.75 to beta = 0.74.

Show your work.

= ((1028 – 1431)/1431)/((0.74 – 0.75)/0.75) ≈ 21.

6) Why is L* so incredibly responsive to beta?

Because beta appears as an exponent in L*. Thus, slight changes in beta have powerful effects on L*. This is a characteristic of Cobb-Douglas production functions. We don’t know what the quantitative effects of an increase in labor productivity are in the real world. Presumably, increasing labor productivity will increase L* so the elasticity is positive, but we do not know its magnitude because this depends on the particular production function.
InputProfitMaxA.doc
Page 2 of 2

_1128707835.unknown

_1363429118.unknown

_1363429140.unknown

_1128702097.unknown

