
Home   All Journals   Economics, Finance & Business   Financial Analysts Journal   List of Issues

 Volume 62, Issue 1   Human Capital, Asset Allocation, and Lif ....

Volume 62, 2006 - Issue 1

Financial Analysts Journal 

429

Views 

57

CrossRef citations to date 

1

Altmetric

Private Wealth Management

Human Capital, Asset Allocation, and Life

Insurance
, CFA ,Peng Chen ,Roger G. Ibbotson  &Moshe A. Milevsky Kevin X. Zhu

Pages 97-109 | Published online: 04 Apr 2019

 Cite this article   https://doi.org/10.2469/faj.v62.n1.4061

     References  Citations   Metrics   Reprints & Permissions

 Read this article  Share

Abstract

Financial planners and advisors increasingly recognize that human capital must be

taken into account when building optimal portfolios for individual investors. But human

capital is not simply another pre-endowed asset class; it contains a unique mortality

risk in the form of the loss of future income and wages in the event of the wage

earner's death. Life insurance hedges this mortality risk, so human capital affects both

optimal asset allocation and demand for life insurance. Yet, historically, asset allocation

and life insurance decisions have been analyzed separately. This article develops a

unified framework based on human capital that enables individual investors to make

these decisions jointly.

Academics and practitioners increasingly recognize that the risk and return

characteristics of human capital—such as wage and salary—should be taken into
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account when building portfolios for individual investors. A unique aspect of an

investor's human capital is mortality risk, the loss of the family's human capital in the

event of the wage earner's death. Life insurance has long been used to hedge against

mortality risk. Typically, the greater the value of human capital, the more life insurance

the family needs.

Intuitively, human capital affects not only optimal life insurance demand but also

optimal asset allocation. However, these two important financial decisions—how much

life insurance to buy and what the optimal asset allocation is—have consistently been

analyzed separately in theory and practice. Popular investment and financial planning

advice regarding how much life insurance one should acquire is seldom framed in terms

of the riskiness of one's human capital. And conversely, optimal asset allocation has

only lately been framed in terms of the risk characteristics of human capital. Rarely is

this decision integrated with the life insurance decision.

We argue that these two decisions must be determined jointly because they serve as

risk substitutes when viewed from the perspective of an individual investor's portfolio.

Life insurance is a perfect hedge for human capital in the event of the wage earner's

death; that is, term life insurance and human capital have a negative 100 percent

correlation with each other in the “alive” (consumption) state versus the “dead”

(bequest) state. If life insurance pays off at the end of the year, human capital does

not, and vice versa. Thus, the combination of the two provides great diversification to

an investor's total portfolio.

Motivated by the need to integrate these two decisions, we developed a framework

that merges these traditionally distinct lines of thought. The framework is based on

human capital. We investigated the impact on the optimal combination of life insurance

and traditional asset classes of the magnitude of human capital, its volatility, and its

correlation with other assets, investor preferences regarding bequests, and subjective

survival probabilities. We use five case studies in the article to illustrate

implementation of our model.

Our analysis validates some intuitive rules of thumb but also provides additional results

that are not immediately obvious:

Investors need to make asset allocation decisions and life insurance decisions

jointly.



The magnitude of human capital, its volatility, and its correlation with other assets

significantly affect the two decisions over the life cycle.

Bequest preferences and a person's subjective survival probability have significant

effects on the person's demand for insurance but little influence on the person's

optimal asset allocation.

Conservative investors should invest relatively more in risk-free assets and buy

more life insurance.

Related research 

Recommended articles Cited by 

57

Household consumption-investment-insurance decisions with uncertain income and market ambiguity

Ning Wang et al.

Scandinavian Actuarial Journal

Published online: 22 Feb 2021



The Importance of Joining Lifecycle Models with Mean-Variance Optimization

Paul D. Kaplan et al.

Financial Analysts Journal

Published online: 27 Aug 2024





People also read

https://www.tandfonline.com/action/clickThrough?id=112808&url=https%3A%2F%2Frpc.cfainstitute.org%2Fresearch%2Fcelebrating-research-excellence%2F80-years-financial-analysts-journal-anniversary&loc=%2Fdoi%2Fabs%2F10.2469%2Ffaj.v62.n1.4061&pubId=52763929&placeholderId=101378&productId=107039
https://www.tandfonline.com/doi/full/10.1080/03461238.2021.1886981?src=recsys
https://www.tandfonline.com/author/Wang%2C+Ning
https://www.tandfonline.com/doi/full/10.1080/0015198X.2024.2382672?src=recsys
https://www.tandfonline.com/author/Kaplan%2C+Paul+D


Information for

Authors

R&D professionals

Editors

Librarians

Societies

Open access

Overview

Open journals

Open Select

Dove Medical Press

F1000Research

Opportunities

Reprints and e-prints

Advertising solutions

Accelerated publication

Corporate access solutions

Help and information

Help and contact

Newsroom

All journals

Books

 Sign me up

 

 

Keep up to date

Register to receive personalised research and resources

by email

Copyright © 2025 Informa UK Limited Privacy policy Cookies Terms & conditions

Accessibility

Registered in England & Wales No. 01072954 

5 Howick Place | London | SW1P 1WG

https://authorservices.taylorandfrancis.com/
https://taylorandfrancis.com/who-we-serve/industry-government/business/
https://editorresources.taylorandfrancis.com/
https://www.tandfonline.com/page/librarians
https://www.tandfonline.com/societies
https://www.tandfonline.com/openaccess
https://www.tandfonline.com/openaccess/openjournals
https://www.tandfonline.com/openaccess/openselect
https://www.tandfonline.com/openaccess/dove
https://www.tandfonline.com/openaccess/f1000
https://taylorandfrancis.com/who-we-serve/industry-government/marketing/
https://taylorandfrancis.com/partnership/commercial/advertising-solutions/
https://taylorandfrancis.com/partnership/commercial/accelerated-publication/
https://taylorandfrancis.com/who-we-serve/industry-government/business/purchasing-options/
https://help.tandfonline.com/
https://newsroom.taylorandfrancisgroup.com/
https://www.tandfonline.com/journals?&pageSize=3000
https://www.routledge.com/
https://taylorandfrancis.formstack.com/forms/tfoguest_signup
http://facebook.com/TaylorandFrancisGroup
https://twitter.com/tandfonline
http://linkedin.com/company/taylor-&-francis-group
https://www.youtube.com/user/TaylorandFrancis
http://www.weibo.com/tandfchina
https://bsky.app/profile/tandfresearch.bsky.social
https://www.informa.com/
https://informa.com/privacy-policy/
https://privacy.informa.com/trackers/en/
https://www.tandfonline.com/terms-and-conditions
https://www.tandfonline.com/accessibility
http://taylorandfrancis.com/

