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ROLE OF HUMAN CAPITAL IN ECONOMIC DEVELOPMENT:
PROBLEM STATEMENT

Intellectual and human capital is regarded by modern science as renewable sources of productivity.
Economic growth is an increase in an economy’s ability, compared to past periods, to produce goods
and services. Human capital is directly related to economic growth. The relationship can be measured
by how much is invested into people’s educations. Human capital should be a key driver for the portfo-
lio needs of an investor and should be hedged by financial capital.
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Introduction. The theory of human capital is
relatively new in finance and economics. It states
that companies have an incentive to seek produc-
tive human capital and to add to the human capital
of their existing employees.

In the 1960s — 1970s economists Gary Becker
and Theodore Schultz pointed out that education
and training were investments that could add to
productivity [1, 2]. As the world accumulated more
and more physical capital, the opportunity cost of
going to school declined. Education became an
increasingly important component of the work-
force. The term was also adopted by corporate fi-
nance and became part of intellectual capital.

Main part. Intellectual and human capital is
treated as renewable sources of productivity. Or-
ganizations try to cultivate these sources, hoping
for added innovation or creativity. Sometimes, a
business problem requires more than just new ma-
chines or more money.

The possible downside of relying too heavily
on human capital is that it is portable. Human capi-
tal is always owned by the employee, never the
employer. Unlike structural capital equipment, a
human employee can leave an organization. Most
organizations take steps to support their most use-
ful employees to prevent them from leaving for
other firms.

Not all economists agreed that human capital
directly raises productivity. In 1976, Harvard
economist Richard Freeman believed that human
capital only acted as a signal about talent and abi-
lity; real productivity came later through training,
motivation and capital equipment. He concluded
that human capital should not be considered a fac-
tor of production [3].

Human capital and economic growth have a
strong relationship. Human capital affects econo-
mic growth and can help to develop an economy
through the knowledge and skills of people.

Human capital refers to the knowledge, skill
sets and motivation that people have, which pro-
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vide economic value. Human capital realizes that
not everyone has the same skill sets or knowledge
and that quality of work can be improved by in-
vesting in people’s education.

Economic growth is an increase in an econo-
my'’s ability, compared to past periods, to produce
goods and services.

For example, suppose a country increased its
real GDP at an annual rate of 2.5%. This country is
experiencing economic growth and has an increase
in the value of all goods and services.

Human capital is directly related to econo-
mic growth. The relationship can be measured by
how much is invested into people’s educations.
For example, many governments offer higher edu-
cation to people at no cost. These governments
realize that the knowledge people gain through
education helps develop an economy and leads to
economic growth.

A company can help increase human capital
and increase economic growth as well. For exam-
ple, consider a computer programmer works at a
technology company; she receives on-site training,
attends seminars and the company pays for part of
her tuition for higher education. If she decides to
stay at the firm, she may develop new ideas and
new products for the company. However, she may
leave the company later in her career and use the
knowledge she attained to start a new company.
This investment in human capital, then, eventually
leads to economic growth.

Capital is the lifeblood of a corporation. It al-
lows a business to maintain liquidity while grow-
ing operations. In business, capital is generally
used to refer to physical assets. It is also used to
refer to the means in which companies obtain
physical assets. Cash, real estate, equipment and
inventory are examples of physical capital. Physi-
cal capital values are listed in order of on the ba-
lance sheet. The balance sheet provides an over-
view of the value of all physical and some non-
physical assets. It also provides an overview of
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the capital raised to pay for those assets, which
includes both physical and human capital.

Human capital is represented by more than the
company brand. Harvard University is not Harvard
University because of its crimson logo. The value
of Harvard University is in its human capital. Hu-
man capital includes the knowledge base of the
employees and is often measured by the quality of
the product. It also refers to the network of the em-
ployee base and the general level of influence they
have on the industry [4].

Physical capital is recorded on the balance
sheet as an asset at historical cost, not market value.
As a result, the book value of assets is generally
higher than market value. Accountants refer to
physical capital as a tangible asset.

Intangible assets are non-physical capital.
A balance sheet only lists when they have identifia-
ble values. Intangible assets can’t be touched, but
they are often represented by a legal document or
paper [5].

Examples of intangible assets include intellec-
tual property such as brands, patents, customer
lists, licensing agreements and goodwill. Goodwill
is created when one company acquires or purchas-
es another and the purchase price is more than the
physical assets being purchased. The difference is
recorded as goodwill and one of the largest com-
ponents of goodwill is human capital. In fact, is
one of the only places where an analyst can find a
value for human capital on the balance sheet.

Unlike physical capital, which is easy to find
on the balance sheet and in the notes to the balance
sheet, the value of human capital is often assumed.
In addition to goodwill, analysts can value the im-
pact of human capital on operations with efficiency
ratios, such as (ROA) and return on equity (ROE).
Investors can also determine the value of human
capital in the markup on products sold or the in-
dustry premium on salary. A company is willing to
pay more for an experienced programmer who can
produce a higher-margin product. The value of the
programmer’s experience is captured in the amount
the company is willing to pay over and above the
market price.

While human capital can be difficult to meas-
ure, the impact of investments in human capital
can be measured and analyzed with the same ratios
used to measure and analyze the investment per-
formance of physical assets. Investments in physi-

cal and human capital both lead to fundamental
improvements in the business model and better
overall decision-making [6].

Financial capital includes tradable assets
such as stocks, bonds, mutual funds, real estate
and commodities. Human capital, while often
overlooked when building a portfolio, consists
of the economic present value of income for fu-
ture labor.

Typically, young investors starting out their
wealth accumulation have more human capital than
financial capital. On the other hand, a retired
worker has more financial capital than human capi-
tal, as her wealth-accumulation phase probably has
come to an end. Exceptions apply in some cases —
young millionaire entrepreneurs, for example.
However human capital should be considered an
asset with its own unique risks and rewards in all
investing cases. Also, it is important to keep in
mind that human capital’s correlation with the
stock market is an important element of asset allo-
cation and should not be overlooked when making
any type of investment decision.

The purpose of diversifying assets is to gene-
rate the maximum return with the lowest risk.
Thus, human capital should be thought of as an
asset class that should be part of every portfolio.
While illiquid and non-tradable, human capital
should be a key driver for the portfolio needs of an
investor and should be hedged by financial capital —
not the other way around.

One of the key aspects for understanding the
value of human capital is taking into account its
risks. Characteristics and risk types of human capi-
tal differ for different individuals. They can be
classified as or, based on the profession or income-
generation activity of the investor. In building
wealth, investors should balance the risk level of
their human capital with the risk level of their fi-
nancial capital.

Conclusion. This article describes theoretical
approaches to understanding human capital. For
a better understanding of its role in economic de-
velopment must be considered examples, special
cases, which illustrate in practice the above theo-
retical approaches. They will be presented in the
following article. The cases should be illustrated
how human capital can be considered a risk-free or
a risky asset, and how it could be used in the de-
velopment of asset allocation decisions.
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