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Abstract

This paper tries to analyze in the framework of neo-classical growth theory the effects of human
capital on income distribution. It first tries to integrate questions of income distribution into the
neo-classical growth theory. The relevant literature usually makes use of the assumption of “small
open economy” in which the rate of returns to capital is given by the world market and an
individual needs to consider only choices between consumption and investment in human capital.
We try to study the questions in a closed economy with this rate flexible. And we limit ourselves
to investigate an economy with only two levels of human capital.

Under some assumptions inclusive that of depreciation on human capital and material capital
being 1 and 0, respectively, we solve the social welfare maximum question from the angle of a
social planner and come to the conclusion that there would be distributive inequality in the Solow
steady growth path and its extent be a constant. The extent would decrease if the radio of skilled
workers in the total population rises. The extent also is correlated with income share for skilled
workers positively. The higher the share may be, the more unequal the income distribution would
be. And the inequality stands in the negative correlation with income share for non-material
capital together. The lower this share be, the higher the distributive inequality would be. The rate
of wages between the skilled and the unskilled workers is dependent on rates of their elasticities of
production and their populations. Comparative to unskilled workers’ elasticity, higher elasticity of
the skilled workers would lead to higher wage for them. And the less of skilled workers there were,
the higher their wage would be to that for unskilled workers. On the equilibrium, the rate of wages
for both groups of workers would be constant and its quantity is determined by the elasticity of
producing human capital. The smaller it could be, the more difficult the human capital is produced
and the more capital is needed to producing a unit of human capital, and the higher the wage for
skilled workers than that for unskilled ones. If the production of human capital were easier, both
wage level would approach to each other. It is worthy to note that there would be an above-limit to
the number of skilled workers. If it is exceeded, the wage of unskilled workers may even be higher
than that of skilled ones, the investment in human capital would get no any benefits.

Then we will analyze the equilibrium mechanisms with three markets of material capital, skilled
and unskilled workers. It is said that the rates of returns to both material and human capital should
be the same when the all markets equilibrate together. For individuals who are able to invest in

human capital to become skilled, it is indifferent to invest in both kinds of capital. There are



peoples, therefore, who migrate between the labor markets for skilled or unskilled workers. Their
mobility may lead the economy go away from the equilibrium, but also, more possibly, lead it
return to the new equilibrium again. The labor mobility could hence be seen as an equilibrium
mechanism. When there were too much human capital investments, they could cause the surplus
in human capital supply, its marginal productivity in the production may decrease and the wage of
the skilled workers as well, as in the same time the return rate of material capital increases
relatively, then there must be a part of skilled workers who would give up their investment in
human capital and transfer in material capital. The results may be the decrease in skilled workers
and the labor market approaching to equilibrium. If, however, human capital investment is too less,
human capital supply is clearly behind the demands by firms now with relative more material
capital, the wage for skilled workers must increase more to that for unskilled ones, as the return
rate of material capital decreases relatively, there must be a part of unskilled workers who may
transfer their investment in human capital and enhance the skilled worker supply, which could
lead the labor markets approach to equilibrium again. Therefore, through changing investment in
and relative changes of rates of returns to both human and material capital, labor migrates between
groups of different human capital levels, which may prevent from, on the one hand, too much
people in a single group (especially in the skilled one), and on the other, too much investment in
one of both capitals. Therefore, it is ensured that the extent of distributive inequality could be

neither too high nor too low.
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