1 Models AK and Human capital

Suppose that the production function uses physical capital and human capital
of the form
_ 07716
Y, = BK/H,

and suppose that the rates of depreciation of both physical and human capital
are the same, 68/ = 6" = §.  Suppose that we assume that in terms of accu-
mulation of physical and human capital, they are perfect substitutes and that
it costs one unit of time t production to produce one extra unit of time t+1
human or physical capital. We can write the budget constaint as

Kepnv+ Hepy =weHy + 17 K+ (1= 0) Hy + (1 - 0) K.

From perfectly competitive factor markets, we get the result that
w, = (1—0)BKH; % = (1-6) —

and v
r =0BKI 1 HIT0 = eé.

Given that individuals can choose between accumulation human or physical
capital, the returns on the two must be the same in equilibrium, so that

Wt = T¢
or v v
1-0) -t =0-1
(=05 =%
and in equibrium,
1 —
H, = ( 7 %) K.

Putting this into the production function, one has that in equilibrium

1-6 1-6
Y, = BK’H!7%=BK/ <0Kt)
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