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Preface
]

Numerous studies show that, despite decades of policies aimed at improv-
ing it, the economic position of African Americans (measured by relative
income and earnings) lags substantially behind that of whites. In this pol-
icy brief, Senior Scholar Edward N. Wolff presents research documenting
an even more staggering gap in terms of wealth. Wolff notes that wealth is
an important, though often ignored measure of economic well-being.
Most research examining the economic progress of African Americans
during the past 100 years focuses on income and earnings. Such studies
can provide a false picture: two families—one white, one African
American—may have similar incomes but vastly different holdings of
wealth. Wealth matters, because it can allow a family to provide for educa-
tional and health needs, live in a safe and convenient neighborhood,
impart greater political influence, and serve as a cushion in times of eco-
nomic hardship.

Recent research focusing on racial differences in wealth has tried almost
exclusively to explain gaps in wealth levels. Wolff takes a different
approach, by examining families over time in order to understand racial
differences in the sources and patterns of wealth accumulation. Based on
his research, he suggests that African Americans would have gained signif-
icant ground relative to whites in the past 30 years if the groups had
inherited similar amounts, had comparable levels of family income, and
perhaps had more similar portfolio compositions.

In the following pages, Wolff states that even if we could immediately
eliminate the racial income gap, it could take another two generations for
the wealth gap to close. He notes that ways exist to speed up the process,
including policies (such as the 1998 Assets for Independence Act) to help
lower-income families build assets. However, since most current legislation
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serves only a small fraction of families with few or no existing assets, these
policies may not be enough. In the short term, Wolff states, government-
sponsored credit programs could also help, especially in increasing home
ownership among African Americans.

The findings of Wolff’s work allow us to better recognize an economic
division that is too little discussed—the racial wealth gap. | hope that you

find his analysis insightful, and, as always, | welcome your comments.

Dimitri B. Papadimitriou, President
November 2001
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Racial Wealth Disparities
I

Introduction

A vast literature has examined the economic progress of African Americans
during the 20th century. Most of these studies have focused on income—or
even narrower measures of economic well-being, such as earnings—and
have sought to assess the extent to which any gains that were made relative
to other racial groups can be attributed to factors such as affirmative action
policies, declining race discrimination, changes in industrial composition,
and a narrowing of the gap between the educational levels of African
Americans and the rest of the population.t Much less is known, however,
about how African Americans have fared in terms of wealth, an important
measure of economic well-being that is more informative in many respects
than those derived from income flows during a particular year.

While studies of earnings and income are important for assessing the
extent to which labor market discrimination exists and the ability of
African Americans to move closer to whites in terms of acquiring the
skills and connections that are currently rewarded by the markets, they
provide what is clearly an incomplete picture.2 The economic positions of
two families with the same incomes but widely different wealth levels are
not identical. The wealthier family is likely to be better able to provide
for its children’s educational and health needs, live in a neighborhood
characterized by more amenities and lower levels of crime, have greater
resources that can be called upon in times of economic hardship, and
have more influence in political life.

While the ratios measuring the relative income and earnings positions of
African Americans tend to show they remain substantially behind whites,
the gaps are small compared to the staggering chasm in wealth levels.
For instance, | estimated the ratio of mean net worth for non-Hispanic
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Racial Wealth Disparities

African Americans to non-Hispanic whites to be 0.17 in 1995, with this
fraction being even lower (0.12) when measured in terms of medians
(Wolff 1998). To put these numbers in perspective, the ratio of both the
mean and median incomes of African American households to those of
whites was 0.64 in 1997 (U.S. Census Bureau 2000).3 Though the data
needed to examine trends in wealth ratios over long periods of time are
scarce,there is little evidence to suggest that ratios have risen substantially
from even lower levels, at least over the past decade or so. For instance, in
1983 the mean and median ratios stood at 0.19 and 0.07, respectively.4

The handful of recent studies on racial differences in wealth have focused
almost exclusively on trying to explain gaps in wealth levels and have
paid much less attention to patterns in wealth accumulation.®> The typical
approach followed has been to employ a Blinder-Oaxaca means-coefficient
analysis (see Blinder 1973), using regressions estimated separately by race,
to calculate how much of the gap can be attributed to differences in char-
acteristics that are associated with wealth accumulation, such as family
income and education (Blau and Graham 1990, Oliver and Shapiro 1995,
Menchik and Jianakoplos 1997, Avery and Rendall 1997, and Conley
1999). The resulting estimates, however, vary widely depending on
whether coefficients are used from the regression equation estimated for
whites or that for African Americans. That is, because the wealth of
whites rises more steeply than that of African Americans with increases in
such characteristics as income and education, the lower mean levels of
these characteristics for African Americans “explain” much more when
coefficients for whites are used.

The fact that the explanatory power of this exercise depends on the coeffi-
cients used is less than satisfying, however, as a more complete under-
standing of the forces behind the racial wealth gap and the efficacy of
various public policies designed to narrow it hinge on what causes the
wealth functions to differ so much by race in the first place. That is, do
white families have higher levels of wealth than African American families
at comparable age levels because they have received greater amounts of
inheritances and other intergenerational transfers, because they devote
higher percentages of income to saving, or because they earn higher rates
of return on assets? Unfortunately, with data on family wealth for only
one point in time, it is difficult to do more than speculate as to which of
these three categories holds the key to racial wealth inequality.
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Is the Gap Closing?

Making use of the supplements on household wealth carried out by the
Panel Study of Income Dynamics (PSID) in 1984, 1989, and 1994, this
study follows a different tack. By following families over time, it is possi-
ble to reconstruct the path of wealth accumulation and thereby attribute
observed increases in wealth to intergenerational transfers, saving out of
income, or the appreciation of existing assets. Comparing these patterns
between racial groups enables the question of the sources of the differ-
ences in wealth levels to be addressed more directly.

As expected, inheritances play a much greater role in the wealth accumu-
lation of whites than that of African Americans. Perhaps surprisingly,
however, there is no consistent evidence that the share of wealth accumu-
lation attributable to capital gains is greater for whites than for African
Americans, though, of course, the absolute amount from this source is
much greater for the former.

Counterfactual experiments suggest that African Americans would have
gained significant ground relative to whites during the period under
examination if they had inherited similar amounts, had comparable levels
of family income, and, more speculatively, had portfolio compositions
similar to those of whites. In addition, the wealth gap would have nar-
rowed had the share of income that African Americans devoted to saving
been as high as that for whites; however, much of this difference is attrib-
utable to the fact that (average) saving rates rise with income and African
Americans have lower incomes than whites, rather than whites having a
higher saving rate conditional on income level.

Data

The main source of data used in this study is the PSID and its supple-
ments on family wealth.6 The PSID has followed about 5,000 U.S. families
since 1968, interviewing them annually. Data on wealth were collected via
special supplements carried out in 1984, 1989, and 19947; a sequence of
questions falling under the PSID rubric “active savings,” used to collect
information on flows of money into and out of different assets, was
included in 1989 and 1994. For the purposes of this study, the PSID has
several key advantages over other datasets available to track race differ-
ences in wealth. First and foremost, given that families are followed over
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Racial Wealth Disparities

time and that questions are asked about movements into and out of
assets, one can, subject to certain caveats that will be discussed subse-
quently, attribute changes in net worth over time to components due to
intergenerational transfers, saving, and capital gains. Second, in part
because the PSID contains an oversample of the low-income population,
the number of African American families included is larger than in the
Survey of Consumer Finances (SCF) or wealth supplements to the
National Longitudinal Surveys (NLS). Third, presumably owing to the
rapport that PSID interviewers have developed with respondent families
over time, the rate of item non-response in the wealth questions is rela-
tively low, no small consideration given the reluctance of many families to
divulge information on their net wealth (Hurst, Luoh, and Stafford,1998).

It would be remiss, however, not to note some important limitations of
the PSID data. Given that it was not designed as a wealth survey, the
PSID, unlike the SCF, does not take steps to oversample the richest of the
rich, which is necessary to obtain precise estimates of wealth for those in
the upper tail of the distribution. Thus, with respect to this cohort, esti-
mates from the PSID are unavoidably less accurate and less precise than
those from the SCF. Alleviating to some extent concerns in this area,
Juster, Smith, and Stafford (1999) find that through the 98th percentile,
the PSID wealth data for 1989 stack up well next to those from the 1989
Survey of Consumer Finances.A second key limitation of the PSID is that
assets are grouped into only seven broad categories (or eight, counting
net equity in the home, information on which is collected annually), just
a small fraction of the number of categories in the SCF.

The concept of wealth used here is what Greenwood and Wolff (1992)
refer to as “fungible wealth,” i.e., that which is saleable and therefore has
current market value. The fact that social security and pension wealth,
consumer durables, and so-called household inventories are excluded is
an important caveat to keep in mind when interpreting the results. A
family’s net worth is measured by adding up the net values of their main
home, other real estate, farm or business, stocks, checking and saving
accounts, and other saving, and then subtracting debts. This wealth con-
cept makes use of information on all asset categories collected in the
PSID, with the exception of net equity in vehicles. Details on the assets
and liabilities included in each category can be found in Appendix A.
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In order to understand in some depth how wealth accumulation differs by
race, it is essential to have information not only on family wealth at dif-
ferent points in time, but also enough additional details to determine the
path the family followed in order to arrive at its net worth.8 Questions
about the market value of the main home and the remaining principal of
the mortgage are asked each year. A series of what the PSID refers to as
“active savings” questions, used in 1989 and 1994, asked respondents
about a number of different types of financial transactions over the previ-
ous five years, including the amount invested in other real estate, a busi-
ness, or stocks; the value of additions to the main home or other real
estate; and the value of gifts or inheritances.® Details on these questions
also appear in Appendix A.

This combination of information on asset levels and flows enables a divi-
sion of changes in net worth into saving, capital gains, and transfers.
Although details of the algorithm used are contained in Appendix A, the
basic approach is as follows: for those assets for which the amount of the
net inflow is known, it is straightforward to calculate the capital gain,as it
is simply the difference between the end-period value and the sum of the
beginning-period value and the net inflow. Following the usage of Hurst,
Luoh, and Stafford (1998) and Juster, Smith, and Stafford (1999), the
amount of the inflow is put into a category called “active savings.”10 For
assets for which nothing is known about net inflow, an appropriate
market-based rate of return is assigned in order to calculate the amount
of the capital gain; in this case, the amount of active savings is calculated
as the residual. Summing the group of assets, one arrives at a total for
capital gains and one for active savings.

As this description should make clear, active savings differs substantially
from the traditional definition of saving as the difference between income
and expenditures, as saving can be funded by any source of funds, not just
income. As a result, it is necessary to subtract the other flows into the
household, the largest of which is inheritances and other gifts, leaving an
estimate of the amount of saving that comes directly out of income.

The Levy Economics Institute of Bard College 11



Racial Wealth Disparities
Levels and Trends in Wealth by Race

As shown in Table 1, the gap in wealth levels between African Americans
and whites is staggeringly wide, regardless of whether it is measured in
terms of mean or median holdings. In 1994, the average African
American family had a net worth of $32,426, less than one-fifth of the
average net worth of $180,720 for white families.11 Perhaps even more
jolting is the comparison in terms of medians. In 1994, the median
African American family had a net worth of $1,100, barely positive and
just one-fiftieth of the $57,200 median wealth for whites.

Table 1 Wealth by Characteristics of Head and Family Income,1994

Mean Values Median Values
African African

Whites Americans Ratio Whites Americans Ratio
All families 180.7 32.4 0.18 57.2 1.1 0.02
Age of head
Less than 25 18.4 4.1 0.22 22.0 0.0 0.00
25-34 69.2 13.1 0.19 8.8 0.0 0.00
35-44 1315 22.0 0.17 42.9 0.0 0.00
45-54 252.4 51.2 0.20 97.9 21.7 0.22
55-64 313.7 45.7 0.15 160.6 22.4 0.14
65+ 254.7 76.5 0.30 112.2 33.0 0.29
Education of head
Less than high school 99.6 21.8 0.22 275 0.0 0.00
High school graduate 122.4 28.6 0.23 48.8 0.7 0.01
Some college 164.8 36.3 0.22 59.4 9.2 0.16
College graduate 3294 75.9 0.23 108.9 13.8 0.12
Marital status of head
Married 252.8 64.4 0.25 95.9 18.7 0.19
Not married 934 22.1 0.24 17.6 0.0 0.00
Income quartile
First 68.8 17.9 0.26 7.7 0.0 0.00
Second 95.3 334 0.35 35.7 3.3 0.09
Third 135.5 38.6 0.28 61.5 145 0.24
Fourth 412.2 98.7 0.24 171.6 36.7 0.21

Notes: Wealth is measured in thousands o f 1998 dollars. Calculations use the cross-sectional
samples (for details, see Appendix A). About 2 percent of families are excluded from the
calculations by the education of the head for each year and about 7 percent for those by
income quartile because of missing data. Sample sizes: 7,415 (4,804 whites, 2,611 African
Americans).
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Is the Gap Closing?

Examining wealth by age, we find that the profile for whites has the tradi-
tional hump shape, with wealth increasing through the prime earnings
years and then tailing off, while that for African Americans shows a
greater tendency to be monotonic with age.12 The upshot is that the ratio
of African American to white wealth is highest for the elderly group,
though at about 0.30 it is clearly not high in any absolute sense. It is strik-
ing to see how wide these gaps are even at young ages. As the median
value of wealth for African Americans does not climb above zero until the
age group 45-54, the median ratio stays at zero up to that age group. Even
as measured by mean ratios, the ratio for young household heads, those
under the age of 25, is only 0.22. This wide gap at an early age, even
before a household head has had time to accumulate assets through sav-
ing from his or her own income, hints at the importance of intergenera-
tional transfers in causing young white and African American household
heads to start off on unequal footing.

The pattern of racial wealth differences changes little when education is
controlled for. The mean ratios within the four education groups shown
in Table 1 are in the neighborhood of 0.2. As this is little higher than the
0.18 for all families, it is clear that the racial wealth gap is primarily
attributable to large differences at the same educational level, rather than
to the fact that there is a smaller portion of African Americans relative to
whites in the wealthier, higher-education groups. In a broadly similar
fashion, neither marital status nor income class has much explanatory
power, as the racial wealth gaps are primarily attributable to differences
within groups defined by these variables.

The ratios shown in Table 2 indicate that there was little change between
1984 and 1994 in the relative distance between white and African American
wealth holdings, with the proportions for means staying in the neighbor-
hood of 0.18-0.19 and those for the medians around 0.02-0.03.13 Though
the amount of wealth is substantially higher in Wolff (1998), the mean
ratios shown here are within a few hundredths of a point of those presented
in the earlier study for the ratio of non-Hispanic whites to non-Hispanic
blacks, calculated for nearly identical years (1983, 1989, and 1995) using
the Survey of Consumer Finances. The levels and trends of the median
ratios are a bit different using that source, going from 0.07 in 1983 down
t0 0.03 in 1989 and back up to 0.12 in 1995.

The Levy Economics Institute of Bard College 13



Racial Wealth Disparities

Table 2 Net Worth, 1984, 1989, and 1994

Mean Values Median Values
African African
Whites Americans Ratio Whites Americans Ratio
All families
1984 139.8 25.2 0.18 51.8 0.8 0.02
1989 179.0 34.2 0.19 52.6 13 0.03
1994 180.7 32.4 0.18 57.2 11 0.02

Notes: Net worth is measured in thousands of 1998 dollars. Calculations use the cross-
sectional samples (for details, see Appendix A). Sample sizes: 1984: 6,911 (4,336 whites,
2,575 African Americans); 1989: 7,114 (4,505 whites, 2,609 African Americans); and 1994:
7,415 (4,804 whites, 2,611 African Americans).

As background for the examination of wealth accumulation that will fol-
low, it is useful to note the rate of change in wealth over time. Wealth rose
more quickly between 1984 and 1989 than between the latter and 1994,
rising 28 percent for whites and 35 percent for African Americans in the
first subperiod, while rising 1 percent for whites and falling 5 percent for
African Americans in the second. For the period as a whole, average
wealth increased by 29 percent for both groups. Though the increase in
wealth over the second half-decade may seem small given the rise in stock
market prices in the 1990s, there are mitigating factors. First, the increase
in the stock market was much greater in the second half of the 1990s than
the first, with the Standard & Poor’s composite index rising 156 percent
in real terms between 1994 and 1999, versus 19 percent between 1989 and
1994. Second, as noted above, the PSID survey does not accurately track
the extremely rich, a group that undoubtedly benefited disproportion-
ately from the stock market runup. Third, pension wealth is excluded
from the calculations, so the wealth that was accumulated there is
excluded from consideration.14

Not surprisingly, there are important differences between the two race
groups in portfolio allocation, as shown in Table 3. Consistent with recent
research showing much lower rates of self-employment for African
Americans than for whites (Fairlie 1999; Fairlie and Meyer 1996, 1999),in
1994, only 2.1 percent of African Americans had assets in a business or
farm, less than one-sixth the comparable share for whites (13.1 percent).
Under two-fifths of African American families owned their own residences
(37.8 percent), well below the nearly two-thirds for whites (65.8). Finally,
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Racial Wealth Disparities

only 10.4 percent of African American families had any holdings in stock.
While this represents a rise from 6.9 percent in 1984, in terms of percent-
age points, it is well below the rise for whites during the same span, from
27.1 percent to 37.5 percent.

Despite the much lower rate of home ownership among African
Americans than the rest of the population and the fact that African
Americans’ homes tend to have lower market value (Long and Caudill
1992), home equity carries a much heavier weight in their portfolios,
accounting for 53.7 percent of total wealth in 1994, versus 30.5 percent
for whites. It is evident that this is due to the fact that the portfolios of
whites are much more diverse, as the value of whites' home equity was
more than three times that for African Americans in 1994. Stock, as of
1994, was the second most important asset group in whites’ portfolios,
having more than doubled its share over the decade to reach 21.0 percent
of total wealth. The share of wealth in stocks also doubled for African
Americans, but because of its lower base figure, it had not reached even
10 percent by 1994. Not surprisingly, the share of white wealth in busi-
nesses and real estate (other than the main home) is much greater than
that for African Americans.

Regression Decomposition of Racial Wealth Differences

To what extent can differences in wealth by race be “explained” by differ-
ences across races in characteristics correlated with levels of wealth? To
answer this question, Blau and Graham (1990) and others in the literature
that followed (Menchik and Jianakoplos 1997, Oliver and Shapiro 1995,
Avery and Rendall 1997) employed an analysis that controlled for variables
such as the age, education, and sex of the head of household; income; and
location.

Table 4 shows the means, by race and year, for a comparable set of variables
that will be used to do a similar analysis for the PSID data. The samples
used here differ somewhat from those used in the calculations shown in
Tables 1-3 and are described, as are all samples used throughout the
paper, in Appendix A. For the regression analysis of this section, obser-
vations were excluded if data were missing or if values of wealth were
extreme (less than —$100,000 or greater than $1,000,000). Though the
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Racial Wealth Disparities

effect of excluding extreme values has the impact of lowering mean values
for both groups and affects whites more than African Americans, the
mean ratios of wealth by race change by only a few percentage points:
0.23in 1984, 0.22 in 1989, and 0.25 in 1994. Thus, the basic pattern of a
yawning gap with little sign of narrowing remains.

The variables shown in Table 4 present evidence of key differences by race
that are likely to be associated with differences in wealth levels. Most
notable among these is the gap in family income, with the ratio of mean
income by race falling short of 60 percent in all years. The heads of African
American families are more likely to be unmarried and less educated than
their white counterparts. They make up a much higher proportion of
those who have never completed high school and a much smaller one of
those who have completed college.

Table 5 provides a sense of the relationship between these differences in
characteristics and those for wealth levels in 1984, 1989, and 1994. It is
immediately evident that, as in past research, the amount of the wealth dif-
ference that can be “explained” hinges on which group’s regression coeffi-
cients are used to make comparisons. Among whites, the decompositions
account for most of the difference in wealth; that the sample of African
Americans have substantially lower income levels, tend to be less educated,
are more likely to be unmarried, and are younger on average than their
white counterparts explains about four-fifths of the gap. On the other
hand, if the coefficients are taken from the regressions for African
Americans, less than one-third of the gap is explained.15 This difference in
explanatory power based on the choice of wealth function (coefficients) is
comparable to that found by Blau and Graham (1990).

In the literature that has probably used these types of decompositions the
most—that seeking to divide earnings differentials by race into portions
attributable to discrimination and productivity differences—the difficulties
of coming up with a single estimate of the impact of discrimination have
been long recognized and are still an active area of research.16 The problem
arises from the impossibility of knowing the wage structure that would
exist in the absence of discrimination. Though we do not wish to underrate
the difficulties of that literature, the problem seems even more serious here,
since wealth functions differ more by race than do earnings functions.
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Blau and Graham (1990) argue that, from a policy perspective, the
African American wealth function is more relevant since it shows that the
vast majority (78 percent in their estimates) of the wealth gap would
remain even if society were successful in evening incomes between races
and eliminating adverse differences in locational and demographic char-
acteristics. While this argument carries some force, it seems more impor-
tant for policy purposes to understand why the wealth functions are so
different in the first place. Blau and Graham use their decomposition
results to speculate whether the large differences in the wealth functions
are related to differences in saving behavior, capital appreciation, or inter-
generational transfers. Because of the methodological difficulties with this
approach, this study uses a different procedure, described below, to assess
the importance of saving, capital gains, and transfers in accounting for
the racial wealth gap.

Patterns of Wealth Accumulation by Race
Background

In recent years, a number of policy proposals have been offered to narrow
the racial wealth gap or, more generally, to close the gap between the asset-
rich and asset-poor, which, if successful, would be expected to raise the
wealth of African Americans disproportionately more than that of whites.1
These measures represent several sometimes-overlapping approaches to
increasing wealth accumulation among African Americans through some
combination of raising the rate of capital gains, encouraging additional
saving, or diminishing the inequality-increasing impacts of intergenera-
tional transfers of wealth. Some proposals seek to shift African Americans’
portfolios toward assets that have historically had high rates of return or
are considered to have particular advantages, such as homes and busi-
nesses. In these proposals, African Americans are viewed as facing barriers
to the acquisition of these assets owing to discrimination in mortgage and
small business credit markets, limited access to information about invest-
ment opportunities,and other factors (Munnell, et al. 1996; Blanchflower,
Levine, and Zimmerman 1998).

In light of the much lower home ownership rate of African Americans,
housing is considered to be of paramount importance, not only for any
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direct financial benefits, but also because a home often serves as collateral
for borrowing to finance investment in business opportunities, or other
purposes. Given this group’s low rate of self-employment, moreover, par-
ticular emphasis has been placed on the need to increase minority owner-
ship of businesses. In addition to making it easier for African Americans
to access credit,other proposals for raising ownership of homes and small
businesses have involved providing greater incentives for saving.

Prominent in this debate have been the proposals of Sherraden (1991),
who argues that anti-poverty policy should focus on the accumulation of
wealth rather than on raising levels of income and consumption and, as a
result, recommends the establishment of asset accounts that can be used
to finance not only home ownership, but education, business startups,
and retirement. Incentives to open such accounts could include tax
exemption for the money deposited and matching by the federal govern-
ment. Related concerns have been raised that asset limits on the receipt of
income from Aid to Families with Dependent Children (AFDC), its suc-
cessor, Temporary Assistance for Needy Families (TANF), and other
means-tested programs discourage saving by the poor.18 Finally, there has
been discussion of measures to reduce the inequality of wealth via taxes.
Wealth passed along to beneficiaries may be targeted by an estate tax or,
more generally, a tax may be placed on a family’s current holdings.1®

Despite the existence of these and other proposals, there is actually little
evidence to support either the extent to which they address the underly-
ing causes of the racial wealth differential or their potential to reduce it,
gaps we hope to begin to fill with the analysis of this section. While Table
3 and evidence elsewhere clearly display the racial differences in portfolio
composition, it is less obvious how returns to capital for specific assets
may differ and to what extent any differences have contributed to the
racial wealth gap. Evidence on rates of return is rather scanty, except for
the housing market, where homes in African American neighborhoods
have appreciated at a lower rate (Blau and Graham 1990, Denton 1998).20

Interestingly, economic theory does not offer unambiguous predictions
about the effect of racial discrimination in the small business credit market
with respect to the rate of return to business ownership for African
Americans relative to whites. If such discrimination occurs in the form of
higher credit costs, it can lower the relative rate of return. If however, a lack
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of access to credit causes African Americans to be unable to start businesses
that could be started by similarly qualified whites,then, on average, African
American entrepreneurs able to start businesses would be expected to be
better qualified than their white counterparts, and thus have a higher rate
of return.

Similarly, despite the proposals to raise saving among African Americans,
it is not clear whether any deficit in their saving rate has played a role in
the racial wealth gap. In fact, Blau and Graham (1990) conclude that a
lower propensity to save is not a likely explanation, in light of the fact that
the few studies on saving by race uncovered no evidence that African
Americans have a lower saving rate than whites. Finally, though recent
research by Menchik and Jianakoplos (1997) and Avery and Rendall
(1997) clearly demonstrates that inheritances play an important role in
explaining differences in wealth levels across races, the magnitude of the
effect is open to debate.

Results of Research Using a Wealth Accounting Framework

To examine differences in wealth accumulation by race, it is useful to lay
out a simple wealth accounting framework. The explanation of this
framework can be found in Appendix A. Table 6 provides an overview of
patterns of wealth accumulation by race for the periods 1984-1989,
1989-1994, and 1984-1994.21 The increase in wealth in a given period is
broken down into flows related to capital gains, saving out of income,
intergenerational transfers, changes in household composition,and annu-
ities. At this point, it may be worth noting again that the measure of
wealth excludes pension and social security wealth; considerations related
to these excluded assets will, in general, influence the patterns of wealth
accumulation for the assets that are observed. Though the fact that the
extensive literature on the relationship between pensions and saving has
not reached a consensus suggests substantial uncertainty about whether
the inclusion of retirement wealth would materially affect the results here,
this question is clearly an important one, but one that must be answered
in future research.22

Given the vast gap between the races in mean wealth levels, it is not sur-

prising that the overall increase in wealth is greater for whites than for
African Americans, and virtually always in each of the five categories as
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well. Of greater interest is the relative contribution of each category.
Though each period has its particularities, several interesting findings
come to the surface. First, inheritances played almost no role in the gains
of African Americans over the period, whereas for whites they constituted
as much as 10 percent of the increase in wealth.23 It may be worth stress-
ing that the question of how much inheritances contribute to differences
across races in wealth accumulation is a very different one from that of the
extent to which such transfers are responsible for racial differences in
wealth levels, as addressed in Menchik and Jianakoplos (1997) and Avery
and Rendall (1997). Since only inheritances received during the period
are considered here, the ap preciation of gifts received before the start of
the period is not taken into account.

Over the period examined,there is no evidence that capital gains played a
more important relative role for whites than for African Americans: the
share was in the neighborhood of 40 percent for both groups. The contri-
bution of active savings to wealth accumulation was also similar for both
groups, at roughly half over the period 1984-1994. Among whites,
changes in household compositions were responsible for a non-negligible
portion of wealth accumulation, whereas they made virtually no contri-
bution to wealth gains among African Americans.24 The possibility of
assortative mating as a factor in the racial wealth gap as well as overall
wealth inequality is an area that has received little attention in this litera-
ture and may deserve further exploration.z

Table 7 offers another method of assessing racial differences in wealth
accumulation over the 1984-1994 period. Despite the speculation that
African Americans experience lower rates of return on assets because of
barriers to acquiring assets that have historically had high returns and
factors that lower returns to specific assets, there is no evidence that this
was the case. In fact, the results in Table 7 suggest that, if anything, African
Americans had a higher rate of capital return than did whites between
1984 and 1994—41 percent versus 32 percent. Though calculations of
asset-specific rates of return are less reliable than overall rates, as discussed
in greater detail in Appendix A, it seems that home values actually increased
faster for African Americans than for whites, as did business equity,
stocks, and real estate.
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In contrast to the existing literature, however, this study finds that whites
have a higher (active) saving rate than African Americans—38.0 percent
of family income over the 1984-1994 period versus 4.1 percent.26 The
higher saving rate for white families, combined with their much higher
family income over the period, leads to substantially greater saving in
absolute terms, though, as shown in Table 6, not in relative terms.
Inheritances and gifts, as Table 6 demonstrates, were more important for
whites both in absolute terms and as a share of the change in wealth over
the period. The results from Table 7 indicate that they were also more
important for this group as a proportion of initial wealth.

Using a series of counterfactual experiments, a measure was calculated of
the racial wealth gap in 1994 had the behavior of African Americans been
identical to that of whites with respect to portfolio allocation, rate of return
on capital, saving as a share of income, family income, inheritances, and
inflows from changes in household composition. For example, the third
simulation substitutes the average rate of saving for white families with
that for African Americans. However, because average saving rates tend
to rise with income (Huggett and Ventura 2000), it is also of interest to
specify them as a function of income, and then to replace the saving rate
for African Americans with the rate that would be predicted for whites
with the same average income. Similarly, it is desirable to allow portfolio
composition to depend on income as well.

Each simulation recalculates changes in wealth for African Americans after
substituting a white parameter (such as the saving rate) for the corre-
sponding African American parameter and for whites after substituting
the African American parameter for the white parameter. The two calcu-
lations tend to give similar results, though in some cases the difference
between the counterfactual and the actual is smaller when the white
wealth accumulation process is recalculated. Part of this difference owes
to the fact that a ratio of less than one will be affected more by an additive
change to the numerator than by a change to the denominator of the
same magnitude but opposite sign.

A number of interesting findings emerge in Table 8. First, the results for
the entire period make clear that decades would be required for the
wealth gap to close or even for the wealth ratio to approach the income
ratio. Indeed, even with the dramatic changes in behavior implied by
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Is the Gap Closing?

Aq A1eA 0] pamoqe ‘9reradordde se ‘o1e 23e1 SuraRs 2] JO/pUR UOIRIO[E O1[0j3i0d JeY) 2RITPUT

*(SURILIQWY URILIY 9/7°T “SOUYM 7TZ°T) 86V°€ P66 1—F86T PUB
{(SUBIIRULY UBILIY LFLT ‘SONUM T60°C) 8ERY FEGI 6861 (SUBLAUIY UBIIIY 0T8T SPUYM 680°C) 668°F ‘6861 F861 sezts ajdures (v xipuaddy 29s ‘s|ie3ep 7o) awodut
I, M payIeWl smoy “sejdures [eUIpnIISUol 2Y) asn SUOTIR[NO[BD) $2ION

8C°0 0€°0 90 90 €T0 ST0 uonisodurod ployasnoy
ur sa3URYD WOIJ SMOFUL
62°0 €e0 97’0 870 €70 ¥T°0 20UE)LIayUL
€0 8¢°0 6770 9¢°0 ¥T0 9z°0 (1) suroour AJrureq
€0 ¥€0 870 1¢°0 €T0 ¥T0 awoout A[ruref
1€°0 6C°0 LT°0 0 ¥T0 1T°0 (1) =183 Sutaeg
[4%0] 9¢0 LT°0 8C°0 ¥20 970 a1e1 Suraes
97’0 97’0 ¥T°0 ¥T°0 faal faal WInel Jo 1ey
€0 ¥€0 LT°0 1€°0 7o ¥2°0 (I) uone0[[e 01[0J310d
1€°0 9¢°0 6T°0 1€°0 £C0 £C0 uoneao[e ofjojiiod
{[10q J0] P[OY 0} pauunsse
aPNerx HO—.—HO EOHW UmuwMHOHUNH&JU
870 970 [4a) pousad pua Tenjoy
L0 0 €70 potrad 1e)s ‘ENPY
1Y M uedLIRWY MY uedIRWY 2TYM uedLIRWY :Pa)e[no[eda1 ST
uesLIyy uesLyy uesLIyy [j[eam asoym aoey

¥661-T861 ¥661-6861 6861-¥861

(poyIPIN Yiomawer] Sununosy) suorjdumssy [enjoepa)unoy) Jpun paje[nofesdy soney Yi[eapm uedy g ajqel

The Levy Economics Institute of Bard College 27



Racial Wealth Disparities

these experiments (changes that no policy could easily accomplish),simu-
lated African American wealth levels remain at just a fraction of those of
whites. Second, keeping in mind the caveat that calculations making use
of asset-specific returns should be interpreted with caution, one finds that
if African American families in 1994 had had the same portfolio composi-
tion as white families, the wealth gap would have been narrower by six to
eight percentage points. This simulated closure results mainly from the
higher share of stocks in white portfolios in comparison to those of
African Americans.27

Third, given the relatively small racial difference in the overall rate of return
on capital shown in Table 7, substituting the white rate of return for the
African American had very little effect on the racial wealth gap. This
result, however, may be peculiar to the period under study. In particular,
the increase in the stock market since 1994 has probably pushed up the
overall rate of return on capital for whites relative to African Americans
because of the greater weight of stocks in the former group’s portfolios.

Fourth, substituting the (unconditional) white saving rate for the African
American saving rate narrowed the 1994 racial wealth gap by about eight
percentage points. By contrast, substituting the white saving function for
the African American saving function narrowed the racial wealth gap by
only one point. The difference in results is due to the fact that white saving
rates conditional on income are only slightly higher than those of African
Americans. However, raising African American incomes to the level of
those of white families (and making saving a function of income) would
cause the racial wealth ratio to jump by as much as 10 percentage points.

Fifth,increasing African American inheritances and transfers to the amount
received by white families would result in a five-percentage-point increase in
the racial wealth ratio. Finally, standardizing for wealth inflows related to
household composition shifts would have little effect on the racial wealth gap.

Sensitivity Tests
Though the data have been treated with as much care as possible in the
preceding exercises, a certain amount of skepticism may be warranted,

given that the division of wealth accumulation into its component parts
relies on the ability of respondents to reconstruct accurately their financial
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transactions of the preceding five years. Even those who have played piv-
otal roles in the development of the data have acknowledged that the sepa-
ration of wealth accumulation into active and passive savings components
on the basis of PSID data is “quite crude” (Juster, Smith, and Stafford 1999,
32). Kennickell and Starr-McCluer (1997b) raise concerns as well about
the quality of retrospective reporting of household wealth.

The calculations in this study are based in part on recall over a five-year
period. To check these against the more reliable information reported at
the time of each wave, the experiments summarized in Table 8 were
reconstructed through a regression-based method that used only the
more reliable cross-sectional data.28 The changes in wealth for family f
over period t (AWg,) are represented by the following equation:

AW = 0 + Zomg o A BatWart + el + 0t Tre + 9tXgteg

where w,g represents a family’s holdings in each asset at a particular time,
I and Ty, the income and amount of inheritances or gifts received by the
family over the period, and X a vector of covariates for age, education,
and sex of the head of household; number of children; and location. The
other symbols are the coefficients to be estimated. This reduced-form
equation describing wealth accumulation captures many, though not all
of the elements in the wealth-accounting framework above. In the
absence of portfolio changes, capital gains on each asset can be written as
BaWai, Where B, represents the rate of return on a given asset. Saving
cannot be measured directly, but it can be represented as a function of
family income or other demographic characteristics. Inheritances are
entered into the equation, but, in contrast to the situation in the wealth-
accounting framework, are not assumed to change wealth dollar for dol-
lar. In other words, 6; could be less than one if an inheritance is not
completely saved, or greater than one if receipt of an inheritance is corre-
lated with factors leading to faster wealth accumulation—for example,
access to better business opportunities or superior financial advice—for
which the controls are not adequate.

Given certain assumptions, this framework and the coefficients that result
from estimating the equations separately by race can be used to conduct
many of the same counterfactual exercises as in Table 8.2° For instance, by
substituting one race’s f; vector for the other’s, it is possible to estimate
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what the increase in wealth would have been if each group had had the
same rates of return. Or, the impact of portfolio composition can be cal-
culated by maintaining the same level of wealth but reallocating the hold-
ings on the basis of portfolio shares in the other race’s holdings.

As before,the simulations were performed in two ways:first, the wealth of
African Americans was recalculated after substituting white parameters
for the corresponding African American parameters, and second, the
wealth of white families was recalculated given African American parame-
ters. The results, shown in Table 9, are very similar to those from the first
set of simulations.

Substituting the white wealth portfolio for the African American portfolio
raised the racial wealth ratio by five percentage points; substituting the rate
of return on assets owned by white families for those owned by African
Americans lowered the wealth ratio by three percentage points; providing
African American families with the same level of income as whites raised
the wealth ratio by 10 percentage points, and furnishing them with the
same amount of inheritances and gifts as whites increased the wealth ratio
by eight percentage points. The regression-based method also allows coun-
terfactuals based on demographic and locational characteristics. The
results suggest that interchanging African American for white demo-
graphic and locational characteristics, and vice versa, would have had very
little effect on the racial wealth gap for the period under study.30

Overall, the accounting and regression frameworks yield similar pictures,
strengthening confidence in the findings from the first method. Perhaps
this should not be surprising. While the accounting framework does rely
on recall, it also requires that the decomposition of wealth accumulation
be consistent with the wealth portfolios in each cross-section.

Public Policy Implications

Based on this analysis, it may take another two generations for the racial
wealth gap to close, even if the income gap between African American and
white households is eliminated immediately. How can we accelerate this
process? Asset building for low-income families is a new and powerful
idea. | believe that assets (or the lack of them) matter greatly in providing
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an economic cushion, enabling people to make investments in their futures
and psychological orientations and enter the financial mainstream. Current
public policy offers substantial, highly regressive subsidies for wealth and
property accumulation, such as mortgage deductibility for homes and
other real estate and tax sheltering of IRAs, 401(k) plans, and other forms
of retirement assets, but this applies only to relatively well-off individuals.
Tax sheltering makes sense only if a family has enough income to pay
income taxes. By contrast, poverty policy has ignored asset building for
resource-poor families. The challenge is to design policies to reach low-
asset families who are willing to work and save.

The question of whether the poor can save is the root of much concern
and confronts traditional economics. Sherraden (2001), for example, pro-
vides new data analysis that demonstrates that the poor do, in fact, save
when provided the opportunity and reasonable subsidies. Edin (2001)
and Stern (2001) argue in favor of loosening credit so that the poor can
borrow more easily and at lower costs. Should public policy encourage
asset accumulation or make credit and borrowing easier? In the end, such
approaches might be necessary.

In exploring how the American Dream of homeownership applies to the
poor, Denton (2001) found that homes lead to other social assets, such as
better schools and public services and more effective social networks. She
notes that housing is not only a form of investment, offering the possibil-
ity of appreciation of values, but is also a component of lifestyle, provid-
ing direct amenities to the owner, and a vehicle for intergenerational
transfers.She points out,however, that the rise in housing values from the
1950s to the 1970s that produced spectacular equity is not likely to occur
again for the current generation of young homeowners. Homeownership
in African American communities typically results in lower equity than it
does in white communities, and does not provide the homeowner with
access to richer educational environments or better public services.

The most heated debates around these policy initiatives contrast promot-
ing new asset-building policies with protecting and strengthening existing
safety net programs for the poor. This brings the discussion back to
connecting income and labor market policies to asset-building strategies
and finding the appropriate policy mix. For example, raiding individual
asset-building accounts to pay medical bills because of Medicaid cuts
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does not promote a brighter future; it only shifts the financial burden.
Asset-building accounts must be targeted at asset accumulation, not pay-
ing for ongoing expenses.

Beneficial outcomes of asset building have already been documented at
neighborhood, household, and individual levels (see Shapiro and Wolff
2001). Homeownership, for example, is positively correlated to rising
property values, educational attainment and achievement, decreased
dropout rates, increased civic involvement, and residential stability.
Research in other areas (marital stability, family health, children’s well-
being, domestic violence) is very encouraging.

There may be differences in how particular assets, such as social security
wealth, private pension funds, 401(k)s, vehicles, and even homes affect
well-being. Some are fungible and others are not. Some can help a person
build a better life and future, while others are more important as safety
cushions later in life. Indeed, an automobile purchase may be a “legiti-
mate” use for subsidized asset accounts, since for many poor people a car
is an absolute necessity for going to work and shopping (see, for example,
Edin 2001).

In the public policy arena, events are already occurring very rapidly.
The Assets for Independence Act of 1998 authorized $125 million for
Individual Development Accounts (IDAs). IDAs, which are not taxed,
allow amounts set aside by eligible low-income families to be partially
matched by public funds, rather like the Universal Savings Accounts
(USAs) proposed by President Clinton in his 1999 State of the Union
address. The accounts earn interest, and can be drawn upon to support
schooling or training, purchase a home, or start a business. In other
legislation, states can now use IDAs as a part of welfare reform plans and
welfare-to-work programs. The Savings for Working Families Act, intro-
duced in early 2000, proposed about $5 billion in tax credits to financial
institutions and private sector investors to set up, match, and support
asset building for low-income persons. A Children’s Savings Account
Initiative is about to be launched. In at least 34 states, IDAs have either
been authorized or the legislation is pending.

The number of pieces of legislation is potentially misleading because they
serve only a small fraction of families with few or no assets. Many of these
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programs are intended to test conceptual, design, practical, and political
issues. Even if they are deemed effective and find public support, taking
them to scale will engage another host of issues.

So what can be done now to promote asset development among poor
people in general and poor African Americans in particular? Development
of IDAs and related programs will stimulate saving by the poor and help
to draw them into the financial mainstream. At present, private credit card
companies are very reluctant to advance credit to the poor. By expanding
credit opportunities in this sector—perhaps through a government-
backed credit card system—Ilow-income families will find it easier to pur-
chase cars and pay educational expenses. The homeownership rate among
African American families (and white families as well) has been virtually
stagnant over the last two decades. A new government-subsidized mort-
gage loan, perhaps modeled on the postwar G.I. Bill, may be required to
further expand homeownership in the coming decade.

As Melvin Oliver argued in the preface to Shapiro and Wolff (2001),asset-
building strategies may provide longer-lasting remedies to deep-seated
poverty than mere income replacement policies, which have been the
hallmark of U.S. poverty policy over the last 65 years. Building up not
only financial capital but human and social capital as well may provide a
firmer foundation than monthly income transfers to overcome the delete-
rious effects of poverty.

Appendix A

In the wealth accounting framework, the wealth of a household at any
point in time can be represented by the following formula:

(1) Wi = Za=1 to A Wt

where W = net worth in constant dollars, IT represents the share of each
asset in the portfolio, f is the index for family, t for time, and a for asset.
Assuming that there are no changes in portfolio allocation, the change in

wealth between periods t and t + 1 can be expressed as follows:

(2) AW;=Z-1 0 A TartIaftWare + Siihee + Tre
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where r represents the asset-specific rate of return, s the rate of saving out
of income, | the income, and T the amount of inheritances or gifts
received by the family.31 It may be worth emphasizing that the rates of
return are family- and period-specific, given what may be substantial dif-
ferences across families in the path of asset prices within the broad groups
of assets noted above. Finally, the rate of change in wealth is the ratio of
equation (2) to equation (1):

(3) AW/ Wi = (Za=1 1o ATalTaftWatt + Srelge + Tre)/ W

This formula makes clear that the rate of wealth accumulation for a fam-
ily depends on five factors: rates of return on assets, portfolio allocation,
saving rate, income level, and amount of transfers. All of these factors
may differ by race and thus are potential causes of disparate patterns of
wealth accumulation by race. Data on income by race are easily available
and past studies of race differences of wealth have provided information
on the extent to which lifetime transfers (Menchik and Jianakoplos 1997,
Avery and Rendall 1997) and portfolio allocation (Blau and Graham 1990)
differ by race. As noted above, much less is known about racial differences
in saving rates and rates of return on assets, gaps that can be filled with
the PSID data.

Up to now, though we have assumed implicitly that the composition of
families stays the same, this static view of households is clear ly not accu-
rate. There is much flux among families, owing to marriage and divorce,
births and deaths, children leaving the parental home, and elderly parents
joining the households of their adult children. In order to prevent such
changes from wreaking havoc with the data—in most cases a child leaving
the household would suffer a large loss in household wealth—we follow
the approach of Hurst, Luoh, and Stafford (1998) and Juster, Smith, and
Stafford (1999) and include only those families where the head of house-
hold stays the same in the longitudinal samples used to examine wealth
accumulation. As this rule does allow for some household composition
changes that have an important influence on wealth—e.g., marriage,
divorce, death of spouse—it is necessary to take account of these effects
on wealth.32 In addition, as noted above,flows of funds related to pension
annuities are not included in net worth and need to be tracked as well.
Augmenting equation (3) to take into account these two categories, we have:
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(3) AWt/ Wi = (Za=1 to AlallantWatt + Sl + Tre + Hye + P )/ W

where H is the net change in wealth resulting from assets being brought
into or removed from family holdings as a result of changes in household
composition and P is the net flow of funds out of pension annuities.
Additional details on the rule for following households can be found in
Appendix B.

Following only those households where the head does not change has the
impact of selecting an older and more stable population. Comparisons
with the full sample, shown in Appendix B, indicate that this tends to
make the longitudinal sample wealthier than the cross-sectional one. In
addition to the requirement that household head not change, representa-
tion in the longitudinal sample was predicated on the household’s not
undergoing extreme changes in wealth over a five-year period (i.e., a
decline of more than $100,000 or a gain of more than $1 million). Such
outliers can distort the results for the rest of the sample and are also liable
to be the source of greater measurement error, given that complicated
portfolios are likely to be involved. As any such sample criteria are to
some extent arbitrary, the results were redone both with more and less
restrictive criteria.

The restrictions tend to exclude both race groups about equally, with
the (weighted) proportion of African American families at about 11-13
percent regardless of the sample.33 In part because of greater representa-
tion of whites in the upper tail, the restrictions raise the ratio of the
means somewhat closer to one-quarter than one-fifth and the ratio shows
a slight upward trend.34

Appendix B

A. PSID Wealth Supplements
Assets and Liabilities
1. Main home: house value minus remaining mortgage principal
2. Other real estate: net value of second home, land, rental real estate,
money owed in land contract
3. Net equity in farm or business
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4. Stock: stock in publicly-held corporations, mutual funds, or investment
trusts, including stocks in IRAs

5. Checking and savings: checking or savings accounts, money market
funds, certificates of deposit, government savings bonds, or Treasury
bills, including IRAs

6. Other savings: bonds, rights in a trust or estate, cash value in a life
insurance policy, or a valuable collection for investment purposes

7. Other debts: credit card, student loans, loans from relatives, medical
or legal bills

Items Asked about in Active Savings Questions (over past five years)
1. Amount of money put aside in private annuities
2. Value of pensions or annuities cashed in
3. Amount of money invested in real estate other than main home
4. Value of additions or improvements worth $10,000 or more to main
home or other real estate
. Amount of money invested in farm or business
. Amount of money realized from sale of farm or business assets
7. Net value of any stocks in publicly-held corporations, mutual funds,
or investment trusts bought or sold
8. Net value of debt and assets removed from family holdings by some-
one with more than $5,000 of either leaving the family
9. Net value of debt and assets added to family holdings by someone
with more than $5,000 of either joining the family
10. Value of any gifts or inheritances of money or property worth $10,000
or more

o O

B. Calculations
Division of Change in Asset Value into Capital Gains and Active Savings
1. Main home: Division is done by calculating capital gains and active
savings in each year and then summing them. If family did not move,
the capital gains in each year equal the rise in the value of the home
and the active savings equals the reduction in mortgage principal. In
years in which the family moved, the change in the net value of the
house is considered active savings. The value of additions or
improvements is added to active savings as well.
2. Other real estate: Active savings is the amount of money invested in
real estate other than main home. Capital gains is the change in the
net value of the asset minus active savings in this asset.
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3. Net equity in farm or business: Active savings is the difference
between the amount of money invested in farm or business and the
amount realized from the sale of such assets. Capital gains is the
change in the net value of the asset minus active savings in this asset.

4. Stock: Active savings is the net value of stock bought or sold. Capital
gains is the change in the net value of the asset minus active savings
in this asset.

5. Checking and savings: A 0 percent annual real rate of return is assumed,
S0 active savings equals the change in the net value of the asset.

6. Other savings: Capital gains are calculated by assuming a 1 percent
annual real rate of return. Active savings is the change in the net value
of the asset minus the capital gains for this asset.

7. Other debts: Capital gains are calculated by assuming an annual
real rate of return equal to the inflation rate (CPI-U). Active savings
is the change in the net value of the asset minus the capital gains for
this asset.

Saving out of Family Income

The calculations just described divide changes in wealth during a period
into capital gains and active savings. Information from the series of
questions on active savings is used to calculate the 1) total amount of
inheritance and transfers, 2) net change in assets as a result of changes in
household composition, and 3) net change in annuities. Summing these
three components and then subtracting them from active savings yields a
measure of saving out of family income.

Rates of Return on Assets

Two different types of rate return were calculated: asset-specific and over-
all. For the former, the amount of capital gain over the period was summed
up over all families, separately by asset type, and then divided by the sum
over all families of the value of that asset at the beginning of the period.
The same calculation was made for the overall rate, except that the sums
were of all assets together. As the calculations of asset-specific rates require
more assumptions about the flows into each asset,they are presumably less
reliable than the overall rate. As a result, in any case where the overall rates
could be used, they were (though it turns out that the results are not very
sensitive to this choice). In the counterfactual experiments associated with
portfolio composition, it is necessary to use asset-specific rates.
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The questions about active savings are phrased in terms of flows over the
previous five years; it is not known when during the period these flows
occurred. Rates of return were calculated under two assumptions: that the
flow occurred at the end of the period (i.e., the time of the survey) and
that it occurred at the beginning of the period. As the results were not
sensitive to these assumptions, it was assumed throughout that the flow
occurred at the end of the period. Assuming that it occurred at the begin-
ning of the period would have the effect of raising slightly the amount of
capital gains and lowering slightly the amount of saving.

Rate of Saving

The saving rate was calculated by dividing the sum of estimated saving
out of income (as described above) by the sum of total family income
over the period. Because family income was not available for 1993, it was
assumed that income in that period equaled the average of income over
the preceding four years.

Sample Selection

1. Cross-sectional samples: There are no sample selection criteria for
inclusion in these samples. However, Juster, Smith, and Stafford
(1999) say, “The PSID other savings number in 1984 is unusually
high. This is due to a few large outlier values that appear to be mis-
codes” (p. 17, footnote 12). In seven cases, the other savings value is
given as $9 million, which is an extreme outlier. These observations
are excluded from the 1984 cross-sectional sample.

2. Regression samples: Starting from the cross-sectional samples, all
observations where net worth was less than —$100,000 or greater
than $1,000,000 were eliminated. In addition, there was a problem of
missing data for the family income variable in 1994. As the 1994 data
from the main PSID files are preliminary, a family income amount is
not available for that year and so had to be taken from the 1993 data.
In a small fraction of the cases, a head in 1994 was not a head in
1993, so there was no meaningful family income amount that could
be used. In addition, for a small number of cases for all years, but
particularly for 1994, data are also missing for education and size of
city. In order to maintain the sample sizes as much as possible, a
dummy variable for missing education data and one for missing city
size data were included for these two concepts.
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3. Longitudinal samples: Three separate longitudinal samples were
formed, for the 1984-1989, 1989-1994, and 1984-1994 periods. To
be included in the sample, in addition to the requirements of the
regression samples, it was required that the household not have
undergone extreme changes in wealth over the relevant five-year
period(s) (i.e., a decline of mare than $100,000 or a gain of more
than $1 million) and, following the approach of Hurst, Luoh, and
Stafford (1998) and Juster, Smith, and Stafford (1999), that the
household head did not change over the period. The main rationale
for these restrictions was to avoid drawing erroneous conclusions
about the changes in the level of wealth and their composition: for an
individual living with his or her parents in the year of one wealth
supplement and as a head of household in the next, it would not be
sensible to compare the wealth of the parents at the beginning of the
period to that of the child at the end.

About 90 percent of the sample had, after excluding those families where
the household head had changed, either undergone no change in family
composition or made a change that involved a member other than the
head or wife. In the remaining cases, a wife had either left or died, or the
head had a new wife; husbands in these cases who had done the same
were not counted, because of the PSID’s rule of treating a male as the
head of household if one is present. It is possible that this asymmetric
treatment of the sexes introduces some peculiarities into the data: if a
male respondent marries, divorces, or is widowed, the wealth of his fam-
ily is tracked both before and after the change in marital status. The
wealth of women facing similar changes in circumstances would not,
however, be tracked. While there is a large literature on the divergent eco-
nomic fortunes of men and women after a divorce (e.g., Burkhauser and
Duncan 1989) these results are based on incomes, not wealth. The possi-
bility exists that changes in wealth are more symmetric than those in
income,particularly in respect to the PSID concept of wealth, which does
not include assets associated with earnings, such as pension and social
security wealth.
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Appendix C
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Notes

1. For long-term perspectives on racial economic progress, see, for
example, Smith and Welch (1989) and Reardon (1997). Of course,
racial economic differentials need not always be moving in the direc-
tion of relative economic progress for African Americans, as experi-
ence since the 1980s has demonstrated. For example, see Bound and
Freeman (1992) for an analysis of the decline in the relative position
of young black men in the 1980s.

2. For ease of exposition, the term “whites” will be used throughout to
include all those who are not African American.

3. Though the Census Bureau also reports data for families, a compari-
son is made using data for households, since the definition of “fam-
ily”in the Panel Study of Income Dynamics (PSID), the main dataset
used in the analysis of this paper, includes “unrelated individuals” as
separate families, and thus is closer to the Census Bureau definition
of “household.”

4. See Wolff (1994) for longer-term comparisons using both net worth
and homeownership rates. Though entry into self-employment may
be facilitated by the presence of wealth and the ownership of busi-
nesses may serve to increase wealth, the fact that the rate of self-
employment of African American men relative to white men has
remained constant at about one-third for this century (Fairlie and
Meyer 1996) is consistent with little change in the wealth ratio.

5. The analysis of racial differences in wealth accumulation in Hurst,
Luoh, and Stafford (1998) is an exception, though it is not the main
focus of their paper.

6. See Hill (1992) for additional general description of the PSID and
Hurst, Luoh, and Stafford (1998), Juster, Smith, and Stafford (1999),
and documentation on the PSID website (www.isr.umich.edu/src/psid)
for discussion of the wealth supplements.

7. Asof this writing, an “early” release of the 1999 PSID wealth data is
available, but it was not used here because much of the data needed
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10.

11.

12.

13.

14.

15.

to study wealth accumulation between 1994 and 1999 have not yet
been released and because of concerns about comparability owing to
changes in questionnaire and sample. See Lupton and Stafford (2000)
for additional details.

Kennickell and Starr-McCluer (1997a) use the 1983-1989 panel of
the Survey of Consumer Finances to study household wealth accu-
mulation, but they define saving as being equal to changes in net
worth, in order to arrive at a level of household saving.

As detailed in Appendix A, the questions for several of these items ask
about amounts that exceed thresholds of $5,000 in some cases and
$10,000 in others. While the truncation points tend to be well below
the means of reported values, it is not possible to know whether the
existence of thresholds affects one racial group more than another.

Though we use the same term, our definition is somewhat different
from that used in these analyses.

All dollar amounts are converted into 1998 dollars using the Bureau
of Labor Statistics’s Consumer Price Index—All Urban Consumers
(CPI-V).

Though the hump shape in a cross section can be consistent with the
life-cycle model of wealth accumulation, it is evident that it cannot
be taken as confirmation of it, given that period and cohort effects
are also playing a role. See Wolff (1988) and Jianakoplos, Menchik,
and Irvine (1989) for additional discussion.

When the value of vehicles is included in wealth, the results look
somewhat different. Whites have a median wealth of 60.4 thousand
dollars in 1984, 61.7 thousand in 1989, and 67.7 thousand in 1994.
For African Americans, the corresponding values are 3.8 thousand,
6.6 thousand, and 8.2 thousand, resulting in the ratio of medians ris-
ing from 0.06 in 1984 to 0.11 in 1989 and then to 0.12 in 1994.

See Hurst, Luoh, and Stafford (1998) for additional discussion.

The coefficients themselves are shown in the table for Appendix B.
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16.

17.

18.

19.

20.

21.

22.

23.

24,

Is the Gap Closing?
See, for example, the contributions in Neuman and Silber (1994).

See Sherraden (1991) and Oliver and Shapiro (1995) for detailed dis-
cussions of policies to reduce the racial wealth gap.

See Powers (1998) for a recent analysis of the impact on savings of
the asset-testing policy under AFDC.

See Wolff (1996) for a discussion of estate and wealth taxes.

Blau and Graham (1990) conclude on the basis of a simulation that
differences in rate of return do not account for much of the differ-
ence in wealth levels in their sample. Though it is not based on actual
returns, Menchik and Jianakoplos (1997) calculated a household-
specific return where the variation seems to be largely attributable to
differences in portfolio composition. Differences between races in
rate of return turn out not to be important in explaining differences
in wealth levels.

As an additional check on the impact of attrition, we also recalcu-
lated the results for the two five-year periods, using the sample for
the 10-year period. The basic patterns remained the same.

See Kennickell and Sundén (1997) for a recent assessment of the rela-
tionship between pensions and savings.

As noted in Appendix A, the PSID only asks about inheritances that
are in excess of $10,000. However, results reported here are similar to
those reported in Wolff (1998) on the basis of the 1995 Survey of
Consumer Finances. According to these data, 24 percent of white
households had reported an inheritance in or before 1995, compared
to 11 percent of African American households; the average bequest
was $115,000 for the former and $32,000 for the latter.

Most of the impact occurs in the first five-year period and is attribut-
able more to the departure from the household of indebted individu-
als than to the entrance of those with high levels of net worth.
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25.

26.

27.

28.

29.

30.

3L

32.

Juster, Smith, and Stafford (1999) also note the importance of net
inflows of assets as a result of family composition changes on
changes in wealth between 1984 and 1994, but do not delve into the
causes. Because the effect of family composition changes is included
only for this relatively short period, this measure is by no means
comprehensive in terms of capturing the influence of such changes.
For instance, among couples who were married before 1984 and
remained married over the whole period, the contribution of the
union of the husband’s and wife’s assets is completely missed.

The finding that whites have a higher saving rate than African
Americans is not sensitive to the choice of sample, though the gap
narrows somewhat as extreme outliers in terms of changes in wealth
are excluded from the sample.

Another contributing factor is that African American families had a
higher rate of return on stocks than did white families. Obviously, it
is not evident that with falling barriers to stock ownership among
African Americans,their rate of return would remain so much higher
than whites’

The one exception is the continued use of information on reports
of inheritances. Because these are rare events, it is easier to recall
them than to be able to reconstruct, for example,the net amount put
into stocks.

Except for the 1984-1989 period, the hypothesis that the coefficients
are equal across the races can be easily rejected.

Given that calculations of saving rates require reliance on retrospec-
tive reporting, it is not possible to do simulations with this concept.

These gifts can come from those who are not family members,
though for ease of exposition we will refer to them as family transfers.

Because the PSID considers the male to be the head of household if
one is present,a male respondent going through these changes can be
tracked, but not a female one. This is discussed in greater detail in
Appendix B.
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33. Interms of unweighted counts, the proportion of African Americans
lost to attrition and sample restrictions tends to be greater than that
for whites, but only by a percentage point or two.

34. More precisely, instead of staying at 0.18-0.19 as in Table 2, the ratio
moves from 0.23 in 1984 to 0.22 in 1989 to 0.26 in 1994 using the
five-year samples and 0.27 to 0.25 to 0.28 using the 10-year sample.
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