No Excel Answer Workbook

Consistency Answers
1) Use the Long Run sheet to explore the effect of a 10% increase in r, the rental price of capital. What effect does raising r have on L*, K*, q*, and *?

By changing cell D2 to 50.5, we can immediately see the effect on the three optimization problems that make up the theory of the firm:
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When r rises from 50 to 55, L*, K*, q* and * fall.

2) It's easy to see that higher r is going to reduce K*, but why does L* also fall?

Copy and paste one of the three graphs that you think is best suited to answering this question and use it to explain why L* falls when r rises.
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The input side profit maximization graph of L* shows that L* falls because the MRP of L decreases, resulting in a decrease in L*.

Another option is to use the input side cost minimization graph to show the decrease in L*, but this works only because that graph is built by minimizing the cost of producing q*, the optimal level of output.

3) Copy and paste the output side graph that results from the 10% increase in r.

What happens to the family of cost curves when an input price increases?
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Clearly, an increase in r shifts the family of cost curves up.

4) Use the Short Run sheet to explore the effect of a 10% increase in r, the rental price of capital. What effect does raising r have on L*, K*, q*, and *?
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In the short run, an increase in r leads to a decrease only in * (and by more than the decrease in * in the long run). L*, K*, and, thus of course, q*, however, are unaffected.

5) What's going on here? Why doesn't an increase in r lead to a decrease in L, K, and q as it did in question 1?

Because K is fixed in the short run, it can’t fall. Because K doesn’t change, MRP of L stays put and L* doesn’t change. Because L and K don’t change, neither does q.

On the output side, you can see that MC remains unchanged, thus q* doesn’t change. AC, however, does shift up because fixed costs rise and that’s why profits fall.

Notice also that the firm can’t respond as effectively to the input price increase of the fixed factor and that’s why profits fall more in the short run than in the long run.
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