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Abstract

Empirical Analysis of Twenty-First Century US Lending Markets and Wealth

Inequality
by
Rongchen Liu

This dissertation studies issues related to public economics, lending markets,
real estate, and wealth inequality. The first chapter examines the distortionary effects
of federal mortgage repurchasing on lending patterns. Fannie Mae and Freddie Mac
are restricted by law to purchasing loans with origination balances below a county-
specific “conforming loan limit” (CLL). I examine the behavior of borrowers near the
temporarily increased CLLs after the global financial crisis to understand the impact of
mortgage repurchasing on lending patterns. I find a sharp bunching of the fraction of
loans originated at the loan limit. Borrowers with bad credit histories disproportionately
select into the program by offering a large enough down payment to ensure the loan size
falls just below the cutoff. The default rate over the medium run of mortgages barely
below the CLL is 2.17 percent higher than those barely above the CLL. This impact
is largely driven by buyers with a previous home loan. Finally, to understand the
distributional impacts of the federal home loan program, I examine differential sorting
across the CLL by demographic and income characteristics. I find no evidence that
racial minorities or people from “poorer zip codes” comprise a disproportionate share
of those who manipulate their loan size to take advantage of the program.

viii



The second chapter provides a test between a negative and positive selec-
tion model at a micro-level. The Stiglitz-Weiss model and the de Meza-Webb model
make opposing predictions of the correlation between interest rate and default in the
credit market. I employ loan-level data from a peer-to-peer online lending marketplace,
Prosper, to investigate whether lowering interest rates improves or worsens the mix of
applicants and repayment. My empirical result is generally consistent with the predic-
tion of the de Meza-Webb model. I find that even after controlling for all observable
characteristics, the pool of borrowers is still affected by some selections on unobservable
information. The default rate statistically significantly increases as the interest rate
drops for lower-rated borrowers.

The third chapter is a joint project with Nirvikar Singh and Anirban Sanyal.
This chapter analyzes and quantifies how differences in the wealth levels of Black and
White Americans relate to socioeconomic characteristics, including education, occupa-
tion, asset portfolio structures, inheritance and financial literacy, using data from the
2016 Survey of Consumer Finances. Some combination of inheritance, education, and
occupation is significantly related to differences in wealth levels across races. However,
education, homeownership, business ownership, and financial literacy are not, by them-
selves, pathways even to reducing wealth gaps, let alone eliminating them. Much of the
wealth gap is related to unmeasured structural or systemic factors, rather than measured
characteristics: this is estimated by a decomposition of overall wealth differences into
those associated with characteristics or endowments and those with differential impacts

across groups. Some of the empirical approaches in the estimates are relatively novel in

ix



the context of quantifying individual and systemic contributors to the racial wealth gap.
Additionally, quantile regressions, which allow for different impacts of characteristics at
different portions of the wealth distribution, enable some inferences about the role of
class vs. race. The results reinforce the view that race matters for the wealth gap even

after accounting for class.
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Chapter 1

The Distortionary Effects of Federal
Mortgage Repurchasing on Lending
Patterns: Evidence from Bunching at

the Conforming Loan Limit

1.1 Introduction

Housing is the most important asset of the typical U.S. household. The federal
government uses several policies to subsidize homeownership, especially in the wake of
the global financial crisis. An important example is Fannie Mae and Freddie Mac! buy-

ing single-family mortgages with origination balances below a specific amount, known

!Fannie Mae and Freddie Mac are federally backed home mortgage companies created by the United
States Congress. They don’t originate mortgages. They buy and guarantee mortgages issued through
lenders in the secondary mortgage market.



as the “conforming loan limit.”? This program helps enhance the flow of credit to mort-
gage lenders and keeps eligible home loans cheaper for those purchasing a house. But
this program separates the mortgage originator from the default risk bearer and creates
a potential moral hazard problem in lenders’ screening incentives.

I use thirty-nine county-level temporarily increased CLLs in high-priced Cali-
fornia counties in 2008 to examine the impact of the consequences of the government-
induced distortions on lending patterns. The two mortgage government-sponsored enter-
prises (GSEs)? purchase conforming loans that meet requirements from lenders. These
loans are guaranteed by Fannie Mae and Freddie Mac, meaning they will make investors
whole if the borrower goes into default. From the perspective of lenders, there is no
downside to issuing a conforming loan, since these loans can be easily bundled and sold
in the secondary market. Jumbo loans are not backed by Fannie Mae and Freddie Mac.
If lenders keep a jumbo loan on the balance sheet, they bear both the interest rate and
the default risk. Many lenders frown upon borrowers with a bad credit history who
apply for jumbo loans because they believe that borrowers who experienced defaults in
the past are highly likely to default again. But lenders are not supposed to refuse a
conforming loan application by risky borrowers because lenders are likely to lose nothing
when there is a default. This will distort a series of borrowers to bunch at the CLL.
In other words, borrowers who are not allowed to take jumbo loans above the CLL will

apply for the largest conforming loan instead.

2A conventional loan with a dollar amount no larger than the CLL is referred to as a conforming
loan. When the CLL does not cover the loan amount, the loan is referred to as a jumbo loan.
3Freddie Mac and Fannie Mae



I test for systematic differences in the fraction of loans just below and above
the new CLL by using public records of property transactions in high-priced California
counties during the period 2005-2011. I find that the distribution of loan sizes varies
systematically around the new CLL. Homebuyers who would otherwise take out a jumbo
loan above the CLL now, because of this program, bunch at or slightly below the loan
limit. I implement an event study analysis to examine the evolution of origination of
loans near the new CLL. I observe an upward jump of the fraction of loans just below
the new CLL, which continues to be substantial and significant in the post-treatment
period. This analysis suggests that borrowers are maneuvering to get the largest sized
loan possible through the program.

Next, I test what margins are manipulated by homebuyers taking out a loan
under the new CLL. I plot the average loan to value (LTV) ratio against loan amount
relative to the new CLL in each county to identify how leveraged people are around
the threshold in the post-treatment period. I observe that borrowers just below the
new CLL have a lower LTV ratio than those just above. The LTV ratio is one of
the most important factors in determining the level of the interest rate charged to a
loan. Borrowers with lower LTV ratios will be offered the lowest interest rates available.
I investigate the consequences of distortions in the LTV ratio for interest rates. On
average, the interest rates on conforming loans are approximately forty basis points lower
than those on jumbo loans. Not surprisingly, I observe a discrete reduction of interest
rates on the largest conforming loans, which is explained entirely by the distortion in

how leveraged people are at the cutoff. In other words, the lowest interest rate of all is



charged to homebuyers who manipulate the LTV ratio to get a loan just under the new
CLL.

I then investigate who is bunching at the new CLL. To measure borrowers’
creditworthiness, I link seventy-three million house purchase records and foreclosures
to properties and buyers’ names to identify buyers who had previously defaulted on a
mortgage. I employ a difference-in-difference (DID) strategy to examine the difference
in the share of loans taken out by buyers with past defaults near the new CLL. I find
that borrowers with previous defaults are disproportionately more likely to jump over
to the left side of the new CLL and line up just below. I also examine the negative
preserved impact caused by the manipulation. I follow the performance of loans just
below and above the new CLL for ten years, and observe that the subsequent default
rate of conforming loans originated at the new CLL in the post-treatment period is 2.17
percent higher than that of jumbo loans barely above the new CLL. I classify buyers into
first-time versus repeated by examining whether they own the property listed in their
previous address. This helps me identify that the impact on the subsequent performance
of loans barely below the new CLL is mainly driven by the behaviors of homebuyers
with a previous mortgage.

Finally, I examine borrowers’ income and demographics to shed light on the
distributional consequences of federal mortgage repurchasing. Specifically, I investigate
details, such as neighborhood characteristics, income, and race, of those whose loans
constitute this bunching at the new CLL. Based on zip code, I calculate and link aver-

age median home value and average median household income to borrowers’ previous



addresses. I find that the bunching at the new CLL is driven by homebuyers who previ-
ously lived in high-priced or high-income zip codes. People from poorer zip codes are not
the ones who can manipulate the loan size to disproportionately select into the program.
Those findings are consistent with a preference for expensive properties among the buy-
ers who bunch at the new CLL. Based on the previous neighborhood characteristics,
borrowers who bunch at the threshold look similar to those who take out jumbo loans,
but the bunchers are constrained by their bad credit history to take out a conforming
loan. I use machine learning to train a Long Short Term Memory (LSTM) model to
predict the race and ethnicity of homebuyers based on their full names, then I examine
if the program has any differential impact by race. I find no evidence that people from
any particular race group are statistically significantly overrepresented in the pool of
borrowers bunching at the new CLL.

This paper connects several strands of existing literature. This paper con-
tributes to literature analyzing the causes of the subprime mortgage crisis (Demyanyk
et al., 2009; Gerardi et al., 2007; Mayer et al., 2009). It speaks to literature that discusses
the connection between mortgage securitization and defaults (Bubb and Kaufman, 2009;
Justiniano et al. 2015; Keys et al., 2010, Mian and Sufi, 2009; Piskorski et al., 2010;
Rajan et al., 2015). This paper provides empirical evidence on how asymmetric informa-
tion distorts contract choices (Brueckner, 2000; Harrison et al., 2004; Thompson, 2010)
in the context of the residential real estate market. It also contributes to literature on
how credit supply and interest rates affect borrowing (Adelino et al. 2012; Banerjee

et al. 2015; De Meza and Webb, 1987; Karlan and Zinman 2010; Karlan and Zinman



2009; Stiglitz and Weiss, 1981). There is growing literature using the conforming loan
limits to examine related topics. For example, Adelino et al. (2012) study the causal
effect of easier access to credit on house prices, and they find an increase in the value
of houses that are eligible for financing with a conforming loan. DeFusco and Paciorek
(2017) investigate conventional loans that originated before the global financial crisis
and estimate the interest rate elasticity of mortgage demand by measuring the degree
of bunching in response to a discrete change in interest rates at the CLL. Consistent
with DeFusco and Paciorek (2017), I also find a sharp spike in the fraction of loans
originated in the bin barely below the loan limit and simultaneously a sizable region of
missing mass above the limit. But I take a further step to investigate the characteristics
of the buyers who are taking advantage of the program to buy big houses. I also look
into what is the impact of the bunching at the loan limit.

The rest of the paper is structured as follows: Section 1.2 discusses policies
within this program in detail, the strategic incentives of lenders and borrowers, and
summarizes the expected outcome from the interactions of these agents. Section 1.3
discusses the data sets used in this paper. Section 1.4 presents the identification strategy

and empirical results. Section 1.5 concludes.

1.2 The Program and Predicted Impacts

In this section, I describe the context of this study and the policies within

the federal mortgage repurchasing program. I also discuss the strategic incentives of



lendersand homebuyers resulting from mortgage repurchasing under the new CLL and

predict the equilibrium outcome from the interactions of these participants.

1.2.1 Background

Individual mortgage balances are at their all time highest, and approximately
44 percent of U.S. consumers had a mortgage by 2020. The conventional loan dominates
the U.S. mortgage market and it is difficult to get. Borrowers are required to have a
minimum credit score of 620 and a maximum debt-to-income ratio of about 43 percent
to qualify, which is the highest requirement of all mortgage products. Additionally, if
borrowers make a down payment that is less than one-fifth of the purchase price of the
property, or in other words, the mortgage’s LTV ratio is greater than 80%, they have
to pay for private mortgage insurance (PMI), which is equivalent to an increase in the
interest rate. The average range of PMI premium rates is from 0.58 percent to 1.86
percent of the original amount of the loan. Freddie Mac estimates most borrowers will
pay $30 to $70 per month in PMI premiums for every $100,000 borrowed.

To free up liquidity to lend more mortgages, Freddie Mac and Fannie Mae pur-
chase conventional loans with origination balances below the conforming loan limit. The
conforming loan limit is set each year by the Federal Housing Finance Agency (FHFA)
based on the October-to-October changes in median home price within a metropolitan
statistical area (MSA). Loans below this limit are known as conforming loans, while
loans above this limit are jumbo loans. The interest rates on jumbo loans are higher

than those on conforming loans. By examining the principle data, Figure 1.1 plots in-



Figure 1.1: Average Interest Rate by Loan Amount
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Notes: This figure plots the average interest rate as a function of loan amount relative to the new
conforming loan limit for fixed-rate mortgages originated between April 1, 2008, and September
30, 2011. Each blue dot represents the mean interest rate within a $10,000 bin relative to the new
conforming loan limit of each county. The gray line is where the new CLL locates.

terest rate against the difference between the loan amount and conforming loan limit for
mortgages originated between April 1, 2008 and September 30, 2011. This figure helps
identify the general magnitude of the interest rate differential to some extent. As can
be seen, there is a clear discontinuity at the cutoff, and on average the interest rates on
jumbo loans are approximately 40 basis points higher than those on conforming loans.
What is interesting is that the lowest interest rate of all is charged to borrowers lining
up in the last bin below the new CLL. To investigate why there is a discrete drop of
average interest rate on the largest size of conforming loans, I plot a similar figure of
LTV ratio. LTV ratio is one of the most important factors in determining the level of
the interest rate charged to a loan. Borrowers with lower LTV ratios will be offered the

lowest interest rates available. Figure 1.2, plots the average LTV ratio as a function



of loan amount relative to the loan size limit using the same sample as Figure 1.1. It
seems that the lowest interest rate at the new CLL is entirely explained by a distortion
in how leveraged people are at the cutoff. People in the bin barely below the cutoff
are the ones who can offer a larger down payment to borrow under the new CLL and

benefit from the lowest interest rate.

Figure 1.2: Average LTV Ratio by Loan Amount
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Notes: This figure plots the average LTV ratio as a function of loan amount relative to the new
conforming loan limit for fixed-rate mortgages originated between April 1, 2008, and September
30, 2011. Each blue dot represents the mean LTV ratio within a $10,000 bin relative to the new
conforming loan limit of each county. The gray line is where the new CLL locates.

For homebuyers, conforming loans are advantageous due to their low-interest
rates. Buyers, however, still strongly desire the jumbo loan size because they are unable
or unwilling to put a large enough down payment to buy an expensive property, they are
less sensitive to an increase in the interest rate, or they are unaware of the lower-cost
financing program. For lenders, conforming loans can easily be bundled and sold on

the secondary market, which enhances the flow of credit and allows them to issue more



loans to make profits. Jumbo loans are considered riskier loans since lenders bear both
the interest rate and default risk, and it takes more time to liquidate a jumbo loan in
the event the house forecloses.

A combination of rising home prices, loose lending practices, and an increase in
subprime mortgages pushed up real estate prices to an unsustainable level. Average U.S.
housing prices peaked in mid-2006, but foreclosures and defaults then crashed the hous-
ing market, and housing prices declined by over 20 percent during the global financial
crisis. Over 10 percent of prime loans and 40 percent of subprime loans that originated
during the housing boom period ended up in default within two years. The Housing
and Economic Recovery Act of 2008 (HERA 2008) was designed to build confidence in
Fannie Mae and Freddie Mac and inject capital into mortgage funding. A permanent
formula of setting loan limits and temporarily increased loan limits for certain areas
was published in this act. For a single-family property, the maximum temporary loan
limit was 125 percent of the median house price for the highest-priced county in the
property’s MSA but no greater than $729,750.* This program became effective on April
1, 2008, and the baseline conforming loan limit of $417,000 remains in place.” The
ceiling of loan limits for high-cost areas was reduced to $625,500 on October 1, 2011.

In this paper, I focus on housing and mortgage markets in California to study
how the temporary increase in the CLL distorted people’s behaviors. There are 58
counties in California, and 39 of them were assigned with increased conforming loan

limits under this program. In Table 1.1, I list 19 low-cost counties where loan limits

4The exceptions are properties in Alaska, Hawaii, Guan, and the Virgin Islands.
>The nationwide $417,000 conforming loan limit started from October 1, 2005.
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Table 1.1: High- vs. Low-Cost Counties in California

LCAs HCAs HCAs with the Max CLL
Butte Alpine Alameda
Colusa Amador Contra Costa
Del Norte Calaveras Los Angeles
Fresno El Dorado Marin
Glenn Inyo Monterey
Humboldt Madera Napa
Imperial Mendocino Orange
Kern Merced San Benito
Kings Mono San Francisco
Lake Nevada San Mateo
Lassen Placer Santa Barbara
Mariposa Riverside Santa Clara
Modoc Sacramento Santa Cruz
Plumas San Bernardino Ventura
Sierra San Diego
Siskiyou San Joaquin
Tehama San Luis Obispo
Trinity Shasta
Tulare Solano

Sonoma

Stanislaus

Sutter

Tuolumne

Yolo

Yuba

Notes: The first column shows 19 low-cost counties where the conforming loan limit remained at
$417,000 since October 1, 2005. The second column shows 25 high-cost counties that were assigned
with loan limits above $417,000 but below the maximum possible amount $729,750. The third
column shows 14 high-cost counties that were assigned the highest conforming loan limit under the

program.

remained unchanged, 14 extremely high-cost counties that were assigned with the max-
imum conforming loan limit, and 25 high-cost counties that were assigned with loan

limits between the baseline level and the ceiling under this program. In this paper, I

will focus on the 39 counties with new increased CLL.

1.2.2 Strategic Incentives of Lenders and Borrowers

As briefly mentioned in the first section, the two mortgage GSEs will purchase
conforming loans from banks, which implies the originator of conforming loans is not

the default risk bearer of them. Keys et al. (2010) point out that this kind of practice

11



will adversely affect the screening incentives of lenders and cause much higher rates of
defaults as compared to a similar risk profile group without the ease of securitization.
When a borrower applies for a home loan, the lender has to take one of three actions:
reject the borrower because she is not eligible to apply for this loan, screen the borrower
carefully and then make a decision of approval or disapproval, or for some reason,
approve a loan for the borrower without extra screening beyond what is in the credit
request. Conforming loans are eligible to be purchased by GSEs and this practice will
take the default risk off a lender’s balance sheet. There is no incentive for lenders to
investigate those to whom they are issuing conforming loans. Therefore, safe borrowers
and risky borrowers are equally likely to be approved for a conforming loan. However,
jumbo loans cannot be purchased by Fannie Mae and Freddie Mac. Because of this,
borrowers have to undergo a lengthy process of investigation when they apply for a
jumbo loan. This investigation makes it difficult for lower-quality borrowers to be
approved for a jumbo loan because lenders know that keeping a bad-quality loan on the
balance sheet is risky. It will hurt the lender if the borrower defaults on the loan, and
it will be even worse if the borrower cannot provide valuable collateral. Lenders are
supposed to strategically push a series of borrowers with bad risks to the left side of
the conforming loan limit. This takes risk off while keeping loan volume high, which is
profitable for lenders.

Borrowers taking out loans near the conforming loan limit must search for
expensive properties within each county. Safe borrowers are equally likely to be approved

for both conforming and jumbo loans, so they are more likely to take out a loan with
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the size they need. But it’s difficult for lower-quality borrowers buying an expensive
property to take out a jumbo loan. The margin they can manipulate to ensure they
stay in the market is the size of the down-payment. To purchase an expensive home,
they should borrow as much as they are allowed, which is the largest size of conforming
loans and offer a large enough down-payment to ensure the loan size falls just below the
CLL. While some bad borrowers are constrained by disposable income, they will either
leave the market or look for smaller homes that are cheap enough to be purchased by a

combination of a small share of cash and a conforming loan.

1.2.3 The Empirical Predictions

Fannie Mae and Freddie Mac purchase conforming loans to eliminate the risk
premium and make loans cheaper. Therefore, I expect to see an increase in the share
of loans that were previously not conforming after the implementation of the act. Ac-
cording to the discussion about strategic incentives of both the supply and demand side
of the mortgage market, I expect to see a sharp spike of borrowers distorted by lenders
from the right side taking out the largest size of conforming loans. And meanwhile,
there should be a significant missing mass of borrowers above the threshold.

At equilibrium, borrowers with bad credit history having either a liquid asset
or disposable income are overrepresented in the pool of people distorted by the lenders to
bunch at the jumbo-conforming loan limit. In other words, high-risk borrowers are dis-
proportionately less likely to show up just above the loan limit. Also, the leverage ratio

of loans right at the cutoff should be significantly lower than others because borrowers
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are sorting across the loan limit by manipulating the size of the down-payment.

1.3 The Data

I use five data sets in this study, and two of them are obtained from Zillow.
The primary data set Zillow’s Transaction and Assessment Database (ZTRAX) contains
more than 400 million detailed public records across U.S. counties, more than 20 years of
deed transfers, mortgages, foreclosures, and also property characteristics as well as prior
valuations for about 150 million parcels nationwide. Because Zillow has such expensive
information, it is the perfect platform to use to examine the specific area of California
counties. For each transaction in this data, I can observe the time of the purchase, the
sales price of the property, the loan amount (if any), the type of mortgage product, the
address of the property, the type of property, the buyers’ full name, the buyers’ previous
address, etc. This data is continually growing, and the version I obtained is ZTRAX,
2018. In this version, I can observe all the information that I listed above from the year
1993 to 2018. Linking buyers’ names to every piece of historical record associated with
a property helps me to identify buyers who bought properties that were foreclosed and
then focus on the behaviors of buyers who experienced property foreclosure before 2008.
Also, I can follow buyers who took out a mortgage through this program to purchase
a home but ended up defaulting on the loan by the end of my sample. I will mainly
discuss these outcomes in the empirical analysis section, and the Zillow data helps me

implement related investigations. Additionally, both buyers’ and sellers’ names and
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mailing addresses®

are provided in records of deed transfers. To distinguish the impact
on first-time vs. repeated homebuyers, buyers’ previous addresses become an important
piece of information. I check if homebuyers had a mortgage or a deed transfer associated
with their previous address on record and define people who did not own a property
before the program as first-time homebuyers.

The second data set, Zillow Home Value Index (ZHVI), provides information
about median home value for all single-family residences at the zip code level. I calculate
the average median home value for all zip codes in California and link it to buyers’
previous addresses in ZTRAX. This allows me to estimate whether a buyer came from
a high or low-priced zip code. Also, I use median household income by zip code from
the American Community Survey Data 2006-2010 to do a robustness test. Both tests
shed some light on the income level of a buyer.

The values of conforming loan limits before and after HERA 2008 are available
from FHFA. Loan limits for loans issued to homebuyers in every California county in
each calendar year can be observed in this data set. Since October 2005, the nationwide
conforming loan limit was $417,000, while limits for high-cost counties increased to
$729,750 in 2008 because of HERA 2008, and remained so until September 2011.

The last data set is the Florida Voter Registration Data (February 2017). This
data provides the full name as well as the race and ethnicity of each voter. Using this

FL voter registration data, I estimate an LSTM model to learn the relationship between

the sequence of characters in a full name and race. Then I apply this model to buyers’

SFor buyers in CA, about 3.498 percent of them did not provide a mailing address, and those people
are excluded from this study.
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full names in the California counties found in the Zillow data to predict buyers’ race and
ethnicity and investigate if individuals from a particular racial group are overrepresented
in the pool of people bunching just below the new CLL. There are 13,044,043 pieces
of records in the FL data, 1.95 percent of them are Asian or Pacific Islanders, 16.71
percent are Hispanic, 14.21 percent are Non-Hispanic Black and 67.14 percent are Non-
Hispanic White. However, no race or ethnic group constitutes a majority of California’s
population, and 15% of California residents are Asian or Pacific Islander, which is much
larger than in Florida. Fortunately, the model can predict race from Asian names almost

perfectly. Details of the model and outcomes are in Section 1.4.

1.4 The Empirical Results

Table 1.2 provides summary statistics of the sample with emphasis on loan
amounts, the sales price of homes, and down payment ratios. This analysis uses ob-
servations from 39 high-priced counties in CA across the period October 1, 2005, to
September 30, 2011. The number of loans declines after the financial crisis, and the
market has witnessed a reduction in housing prices. There is also an increasing trend in
the down payment ratio in both groups. Instead of taking out large loans, buyers tend
to put down bigger down payments. I will explore the dimension of the down payment
ratio in detail later in this section.

To visualize how borrowers react to the temporary increase in the CLL, I start

with a McCrary Test for loans taken out by borrowers in all the 39 high-cost counties
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Table 1.2: Summary Statistics

HCAs with Max CLL HCAs
Pre Post Pre Post
Loan 560,499.4 450,352.7 367,610.7 264,572.8
(333,053.9) (346,634.1) (198,254.9) (184,015.4)
Price 781,732.5 668,100.4 493,057.4 368,067.9
(524,773.1) (566,838.4) (291,470.4) (293,564.9)
DP .2559 2841 2347 .2495
(.1442) (.1519) (.1516) (.1465)
Obs 458,391 415,213 507,798 327,537

Notes: They are loan-level observations from 39 counties in CA. 14 counties are assigned with the
max CLL in the post-treatment period and 25 counties are assigned with CLL between the baseline
level and the ceiling. There are 30 months in the pre-treatment period and 42 months in the post-
treatment period. Standard deviations are in parentheses.

in California in the pre- vs. post-treatment period. CLL in both figure 1.3a and 1.3b
refers to the increased loan limit for each county after the housing recovery act, and
loans with dollar amounts below the baseline CLL are excluded from the test. As can
be seen, in the post-treatment period, the estimated curve is strongly discontinuous at
the loan limit in each county. Buyers select into the program by manipulating the size
of loans, especially, many buyers taking out loans with size just below the cutoff, but
fewer buyers take out loans with dollar amounts above the loan limit. The program does
create a notch by making it relatively costly to take out a mortgage above a certain
level. However, in the pre-treatment period, the estimated curve is smooth around the
cutoff, and I do not observe any sorting behavior around the loan limit.

I restrict my attention to mortgages with sizes near the new CLL in each
county and group loans into bins. Again, loans with dollar amounts lower than the
baseline CLL are excluded from this study. I create 28 bins and the length of each bin

is $20,000. For example, transactions that fall into Bin 0 in both Figure 1.4a and 1.4b
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Figure 1.3: Density Test
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Notes: This is a McCrary Test for observations in all the 39 high-priced counties in the pre- vs.
post-treatment period. CLL in both figures refers to the increased loan limit for each county after

the program.

are those with loan amounts exactly equal to the new loan limit in each county or at

most $19,999 lower than the new CLL. The horizontal axis in both Figure 1.4a and
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1.4b shows loan bins in dollar amount relative to the increased new loan limit in each
county. The vertical axis shows the fraction of loans at the bin-year-county level. There
is no observable discontinuity in Figure 1.4a, but the frequency distribution of loans
in Figure 1.4b can identify the behavioral responses to the program. As can be seen,
borrowers are bunching right below the new loan limit, while fewer borrowers tend to
take out loans above the threshold. And to sum up, this program does have an impact
on buyers’ choice of financing.

Next, I design an event study to plot time paths for loan originations in three
bins in the middle to better visualize how borrowers sort around the new CLL. Figure
1.5 shows event studies for the change of fraction of loans in Bin 0 vs. Bin 20000 as well
as Bin 0 vs. Bin -20000. The fraction of loans is calculated as the number of loans at
the bin-year-county level divided by the average number of loans of the pre-treatment
period in that county. The “-1” on the horizontal axis refers to one year before the
effective date of the program, and I am making a comparison of the fraction of loans
in each year to that “-1” year. In both Figure 1.5a and 1.5b, the navy line represents
the fraction of loans in Bin 0. The green line in Figure 1.5a represents the fraction
of loans in Bin 20000, while the one in Figure 1.5b represents the fraction of loans in
Bin -20000. In both Figure 1.5a and 1.5b, I can observe a similar pre-treatment trend,
and then there is an upward jump of the fraction of loans in Bin 0, which continues
to be significant four years out. People who take out loans from Bin 0 are the ones
disproportionately likely to be altering their behaviors just to qualify for this program,

and people in Bin 0 are more likely to reflect the characteristics of the buyers who are
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Figure 1.4: Frequency Distribution
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Notes: Bin width in both figures is $20,000. Bin 0 is where the new CLL locates. Bin -280000 is

omitted.

willing or able to alter their behaviors to get a conforming loan. Moreover, it seems that

some people are not only selecting into the program but also to get the largest possible
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size of loans through the program. From this event study, it’s easy to see that this
program was distorting the lending market. I will continue to investigate the impact
of this distortion and also identify the characteristics of buyers who are distorting their

behaviors.

1.4.1 The Main Regression

I restrict the attention to observations near the new loan limit and use the
following difference-in-difference specification to analyze different outcomes. There are
several advantages of focusing on loans that fall into bins close to the threshold. First,
this approach focuses on people’s responses locally around loan sizes where CLL are
likely to play an important role. Also, a localized approach gains precision by filtering
out other possible shocks to borrowing and lending in somewhere else of the loan distri-

bution. The unit of observation in regression equation (1.1) is a mortgage transaction.

yit = apgt+aiUnder NewC LL;* Post;+asUnder NewC LL;+asPosty+pu+Ac+ei (1.1)

The dummy variable Under NewC'LL; equals to 1 if “4” is a loan in bins covered under
the program, and equals to 0 if the observation comes from bins above the new CLL.
Post; is a time dummy, and it is 1 if “¢” is a time after the effective date of the
program. p; is the year fixed effect which allows me to control for state-wide evolution.
¢ is the county fixed effect which allows me to control for county-specific factors in the

distribution of loan sizes. ¢; is the error term. I bootstrap cluster the standard errors
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Figure 1.5: Event Study: Change of Loan Counts Relative to the Average Pre-treatment
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by county, which is the level at which the policy is assigned.
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1.4.2 Selection of Borrowers and Performance of Loans
Figure 1.6: Percentage of Mortgages Taken Out by Home Buyers with Prior Default
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Notes: This figure plots the percentage of loans taken out by homebuyers with historical default as a
function of loan amount relative to the new conforming loan limit for mortgages originated between
October 1, 2005, and March 31, 2008 (the left panel) vs. between April 1, 2008, and September
30, 2011 (the right panel). Each dot represents the share of loans taken out by buyers with prior
default within a $10,000 bin relative to the new conforming loan limit of each county. Each gray
bar represents the number of mortgages within a $10,000 bin relative to the new conforming loan
limit. The gray line is where the new CLL locates.

The dependent variable y;; refers to different outcomes that I am interested in.
First, I examine if borrowers with prior defaults are disproportionately more likely to
take advantage of this program. I define buyers with historical default as buyers who
defaulted before the program to make sure that they are not buyers who defaulted on
mortgages taken out through the program itself. For the first outcome, y;; equals 1 if “7”
is a transaction made by a buyer with prior defaults. I group observations into bins with
a size of $10,000 and plot the share of mortgages taken out by buyers with past default
against loan amount relative to the new CLL for mortgages originated in the pre- vs.

post-treatment period. Each dot in Figure 1.6 represents the percentage of mortgages
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taken out by buyers who defaulted before the program in each bin. The gray line is
where the new CLL locates. The histogram shows the number of loans in each bin.
In the post-treatment period, all the gray bars below the new CLL are much higher
especially the one at the cutoff, which is consistent with the figures of the McCrary
test. As compared to the left panel, the mean in the post-treatment period is getting
larger. On average, the share of loans taken out by buyers with prior defaults is higher
after the program. Presumably, in the pre-treatment period, lenders are reluctant to
originate jumbo loans to borrowers with bad credit history, because they do not want
to take the risk of losing both principal and following installments when risky borrowers
default again. While in the post-treatment period, loans below the new CLL are now
becoming more liquid, and lenders are willing to approve loans to risky borrowers when
they become conforming. More importantly, I find borrowers with historical defaults
are disproportionately likely to jump over to the left side of the new CLL and bunch in
last bin covered under the program. Those borrowers are the ones who are looking for
expensive houses and who also have cash at that time to be able to manipulate the loan
size by putting down larger down payments. While other borrowers who just want to
purchase a relatively cheaper house have to take out a smaller conforming loan and find
a smaller home if they have a bad credit history. This is not a perfect sorting because
I observe some borrowers with prior default are taking out jumbo loans even after the
implementation of the program. Possibly, lenders find that the property those buyers
are purchasing will appreciate, allowing them to take the valuable property as collateral

even in the worst case.
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Next, I apply the regression equation (1.1) to observations falling in $20,000
below or above the loan limit to investigate if people who are taking out the largest
possible size of loans covered under the program are statistically significantly different
from people who stick with jumbo loans. The regression results are presented in the first
column of Table 1.3. This is suggesting that homebuyers who are more likely to take
out the biggest possible size of mortgages covered under this program are systematically
more likely to be the ones with bad credit history, and this is a big increase as compared
to the pre-mean. The second column in Table 1.3 presents how leveraged borrowers are
under the program. I conclude that borrowers who are taking out loans with a size just
below the new CLL are more likely to reduce the LTV ratio than people who get the
smallest possible size of jumbo loans. This is consistent with the discrete reduction at
the loan limit in Figure 1.2 and this is also consistent with the prediction in section
1.2. The borrowers who disproportionately bunch at the new CLL are likely to apply
for jumbo loans to buy some expensive properties, but lenders are willing to approve a
conforming loan for them because of their bad credit history. The only possible way for
them to purchase a big house is to take out the largest conforming loan available and
pay for the remaining balance in cash.

One thing that needs to be noticed is first-time homebuyers are included in all
the analyses discussed above, but they don’t have a chance to default before this program
because they don’t have prior mortgages. Therefore, in the first column of Table 1.3,
yit = 0 for all the first-time homebuyers, but that does not imply they are safe buyers.

They are completely different from repeated buyers who have not defaulted before the
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Figure 1.7: Probability of Being a First-time Homebuyer
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Notes: This figure plots the percentage of loans taken out by first-time homebuyers as a function
of loan amount relative to the new conforming loan limit for mortgages originated between April 1,
2008 and September 30, 2011. Each blue dot represents the share of loans taken out by first-time
buyers within a $10,000 bin relative to the new conforming loan limit of each county. Each gray
bar represents the number of mortgages within a $10,000 bin relative to the new conforming loan
limit. The gray line is where the new CLL locates.

program in creditworthiness. About 40 percent homebuyers are first-time taking GSE
loans in my study period, and their responses to the program play an important role in
this study. People might argue that the discontinuity at the threshold in Figure 1.6 can
be driven by new homebuyers who do not have a prior default are more likely to take
out a jumbo loan in the post-treatment period. To see if that is one possibility, I plot
the share of loans taken out by a first-time homebuyer as a function of loan amount
relative to the new CLL for observations in the post-treatment period. However, there
is no discontinuity at the cutoff in Figure 1.7, which implies that the distortion at
the threshold in Figure 1.6 can only be driven by the manipulation of the repeated

homebuyers with bad credit history.
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Figure 1.8: The Average Default Rate by Loan Amount
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Notes: This figure plots the average default rate as a function of loan amount relative to the
new conforming loan limit for mortgages originated between October 1, 2005, and March 31, 2008
(the left panel) vs. between April 1, 2008 and September 30, 2011 (the right panel). Each dot
represents the mean default rate within a $10,000 bin relative to the new conforming loan limit of
each county. Each gray bar represents the number of mortgages within a $10,000 bin relative to the
new conforming loan limit. The gray line is where the new CLL locates.

Historical default and LTV ratio are limited perspectives to estimate the credit-
worthiness of a borrower. The Zillow data does not provide rich information of borrower
characteristics such as credit score and income, therefore, I am not able to estimate the
creditworthiness of a random borrower from multiple aspects directly. But I can track
the performance of loans taken out by a random borrower until the end of my sample.
That helps to investigate what is the impact of the disproportionate concentration of
borrowers with poor credit history at the loan limit, and also reveals whether borrow-
ers with other unobservable bad risks select into the program by altering behaviors.
I plot the average default rate as a function of loan amount relative to the new CLL

for mortgages originated in the pre- vs. post-treatment period. In Figure 1.8, loans
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are grouped into bins with a size of $10,000, and each dot represents the mean default
rate within a $10,000 bin relative to the new CLL of each county. Not surprisingly,
the average default rate of loans originated in the post-treatment period is significantly
lower than that of loans originated before the financial crisis. Before the program, there
is no observable discontinuity at the cutoff. However, in the post-treatment period, 1
do observe a discontinuity at the new CLL and much of the behavior is coming from
people shifting to be just below the loan limit. The subsequent default rate of loans
with dollar amounts just above the new CLL is lower than that of the largest possible
size of conforming loans. It seems like the distortions around the loan limit do have the

negative impact of causing a higher subsequent default rate of conforming loans barely

Figure 1.9: Impact on Default Rate over Time
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refers to one year before the effective date of the program, and the outcome in each year is compared
to the “-1” year.
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below the loan limit over the medium run. However, the histogram is suggesting at the
same time this program does help a lot of people who lost their properties or who do not
even own property to purchase a home by offering them reasonably priced loans. There
is not enough evidence to prove this program negatively affects social welfare because of
issuing too many loans to people with bad risks. Compared with the sharp spike in the
number of loans originated in the bin at the loan limit, the increase in the subsequent
default rate is a lot smaller.

To zoom in and better visualize the probability of mortgages taken out through
the program but subsequently defaulting, I design an event study to plot the evolution
of default rates of mortgages within +$20, 000 of the new CLL originated from 2005 to
2011. Figure 1.9 shows the time paths for the performance of loans with a size in that
range. Loans with dollar amounts just above the new CLL are less likely to default over
the medium run as compared to loans at or slightly below the new CLL, even though
they have an almost identical trend before the program. When I apply regression
equation (1.1) to this sample, I find that the default rate of the largest possible size
of conforming loans under the program is on average 2.17 percent higher compared to
jumbo loans just above the cutoff, and these regression results can be seen in the thrid
column of Table 1.3. Although there is a statistically significantly decreasing trend
of default rate on all loans in the post-treatment period, the sorting behaviors near
the new CLL prevent the default rate of those conforming loans from a considerable
reduction. As briefly mentioned before, I separate first-time homebuyers from repeated

buyers to see if effects are preserved in each group. In the fourth column of Table 1.3, I
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identify all homebuyers who did not own any property before the program and exclude
them from the regression. Using a sample of only repeated home buyers, I observe
that the subsequent default rate of conforming loans barely below the loan limit is on
average 3.94 percent higher as compared to jumbo loans barely above the cutoff in the
post-treatment period. In the fifth column, I keep only transactions made by first-time
homebuyers, but I do not observe a statistically significant impact on the subsequent
default rate of loans barely below the CLL vs. those above in the post-treatment period.
The overall impact on the subsequent default rate of loans near the new CLL is largely
driven by the behaviors of the repeated homebuyers. It seems that borrowers who are
taking out the largest size of conforming loans through the program who also have a
poor credit history are the ones who end up subsequently defaulting. I keep enlarging
the bandwidth and run the same regression for each group of borrowers. Consistent
with the findings shown in Figure 1.8 presents, much of the behaviors I observe come
from bins just below and above the cutoff. Not strikingly, the impact decreases as the

bandwidth gets larger, and the regression results are presented in the Appendix.

1.4.3 Buyer Demographics

In this section, I examine the differential sorting across the new CLL by de-
mographic and income characteristics to understand the distributional impacts of the
federal mortgage repurchasing. I start by investigating where the borrowers bunching
at the new CLL come from. I calculate the zip code level average median home value

based on borrowers’ previous addresses and plot it against the loan amount relative to
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the new CLL for mortgages originating in the pre- vs. post-treatment period. Figure
1.10 clearly shows that the bunching is driven by people who previously lived in high-
priced zip codes. For robustness, I also calculated the zip code level average median
household income based on borrowers’ previous addresses and plot that as a function
of the loan amount relative to the new CLL for loans originated in the pre- vs. post-
treatment period. I observe a similar pattern in Figure 1.11 and there is also a sharp
increase right at the threshold in the post-treatment period. I then plot the share of
loans taken out by people from poor zip codes but now buying an expensive home in
high-priced counties against the loan size relative to the new CLL. Poor zip codes are

defined as zip codes with the average median home value being in the bottom quartile of

Figure 1.10: Average Median Home Value Based on Buyers’ Previous Addresses
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Notes: This figure plots the average median home value as a function of loan amount relative to the
new conforming loan limit for mortgages originated between October 1, 2005 and March 31, 2008
(the left panel) vs. between April 1, 2008 and September 30, 2011 (the right panel). The average
median home value is calculated by using zip code level median home values from 2017 to 2020
(deflated in 2010 $’s). Each dot represents the average median home value based on homebuyers’
previous addresses within a $10,000 bin relative to the new CLL of each county. Each gray bar
represents the number of mortgages within a $10,000 bin relative to the new CLL. The gray line is
where the new CLL locates.
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California. I observe smooth distribution in Figure 1.12 in both the pre-treatment and
post-treatment periods. All three figures mentioned above are consistent with the idea
that people who bunch at the threshold after the implementation of the program are
likely to have the cash for a larger down payment. People who previously lived in poorer
zip codes are no more likely to manipulate loan size to take advantage of the program
given that they are less likely to have the cash based on their prior neighborhoods.
Table 1.4 presents the regression results by applying equation (1.1) to observa-
tions just below and above the new CLL. The outcome variable in the first column is the
log of the zip code level median home value. The median home value is calculated by

using ZHVTI data from 2017 to 2020. To make the pre- and post-values more comparable,

Figure 1.11: Average Median Household Income Based on Buyers’ Previous Addresses
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Notes: This figure plots the average median household income as a function of loan amount relative
to the new conforming loan limit for mortgages originated between October 1, 2005, and March
31, 2008 (the left panel) vs. between April 1, 2008 and September 30, 2011 (the right panel). The
average median household is calculated by using zip code level median income from 2006 to 2010 (in
2010 $’s). Each dot represents the average median income based on homebuyers’ previous addresses
within a $10,000 bin relative to the new CLL of each county. Each gray bar represents the number
of mortgages within a $10,000 bin relative to the new CLL. The gray line is where the new CLL
locates.
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Figure 1.12: Percentage of Loans Taken Out by Buyers from Poor Zip Codes
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Notes: This figure plots the share of loans taken out by buyers from poor zip codes in CA as a
function of loan amount relative to the new conforming loan limit for mortgages originated between
October 1, 2005 and March 31, 2008 (the left panel) vs. between April 1, 2008 and September 30,
2011 (the right panel). Each blue dot represents the share of loans taken out by buyers from poor
zip codes within a $10,000 bin relative to the new conforming loan limit of each county, and poor
zip codes are defined as zip codes with the average median home value being in the bottom quartile
of California. Each gray bar represents the number of mortgages within a $10,000 bin relative to
the new conforming loan limit. The gray line is where the new CLL locates.

the median home value is measured in the same units, 2010$’s. The outcome variable
in the second column is the log of the zip code level median household income. The
median household income is coming from the ACS data from 2006-2010 but all in 2010
$’s. Consistent with what can be seen in the figures, the coefficients of the interaction
term in both the first and second columns suggest that homebuyers who bunch at the
new CLL in the post-treatment period are more likely to be economically advantaged.
And the coefficient of the interaction term in the third column implies that borrowers
who are distorting their behavior to take out the largest possible size of conforming
loans are no more likely to be from the bottom quartile zip codes.

Finally, I investigate if this program has any differential impact by race. Specif-
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Table 1.4: Average Median Home Value and Household Income around the New CLL
and Share of Buyers from the Poor Zip Codes

(1) (2) (3)

UnderNewCLL x Post 1785 0978 -.0097
(.0395) (.0162) (.0062)
Under New CLL -.0398** -.0243%** .0030
(.0175) (.0090) (.0038)
Post .6012%** .1490*** -.0174
(.0890) (.0403) (.0118)
County FE Yes Yes Yes
Year FE Yes Yes Yes
Pre-mean 13.3186 11.3119 .0224

Notes: The sample in each column is loans in just $20,000 below or above the new CLL. The
outcome in the first column is the log of zip code level average median home value (in 2010 $’s).
The outcome in the second column is the log of zip code level average median household income (in
2010 $’s). The outcome in the third column is a dummy that equals 1 if a transaction is made by
a buyer from poor zip codes, and poor zip codes are defined as zip codes with the average median
home value being in the bottom quartile of California. Standard errors are adjusted for bootstrap
clusters in counties.

*p<0.1*p<0.05** p<0.01

ically, I examine if there are people from one particular race group getting a conforming
loan. The Zillow data does not provide information about the buyer’s race or ethnicity,
but the buyer’s full name is associated with every single property. With this information
I then train an LSTM model on 1,000,000 randomly sampled names from the Florida
Voter Registration Data to learn the relationship between the sequence of characters
in a voter’s name and the race and ethnicity. I then apply the model to names in the
Zillow data. I break voters’ names into bi-chars and exclude all the infrequent and super
frequent bi-chars, and then pad sequences to make sure that they are the same size. I
train an LSTM model using Keras and TensorFlow on those sequences, then estimate
the model and fit it for 12 epochs.

Table 1.5 presents the performance of the LSTM model. On average, the pre-
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Table 1.5: Performance of the LSTM Model

Race Precision Recall F1 Support
Asian and Pacific Islander 0.91 0.95 0.93 49,867
Black 0.76 0.75 0.75 50,070
Hispanic 0.89 0.85 0.87 50,075
White 0.69 0.70 0.70 49,988
Weighted Average 0.81 0.81 0.81 200,000

cision, recall, and fl-score of this model are about 0.81. But the accuracy of predicting
the Asian or the Hispanic is much higher as compared to that of predicting the Black or
the White given that Asian and Hispanic names are usually much more distinctive. As
can be seen from the confusion matrix (Figure 1.13), about 19 percent of Black names
are mistakenly predicted to be White names, and about 19 percent of White names are

Figure 1.13: Error Matrix of the LSTM Model
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Figure 1.14: Percentage of Loans Taken out by Buyers from Different Race Groups
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Notes: Each subfigure plots the share of loans taken out by buyers from one particular race group as
a function of loan amount relative to the new conforming loan limit for mortgages originated between
October 1, 2005 and March 31, 2008 (the left panel) vs. between April 1, 2008 and September 30,
2011 (the right panel). Each blue dot represents the share of loans taken out by buyers from one
specific group of race or ethnicity within a $10,000 bin relative to the new conforming loan limit of
each county. Each gray bar represents the number of mortgages within a $10,000 bin relative to the
new conforming loan limit. The gray line is where the new CLL locates.

mistakenly predicted to be Black names. About 9 percent of White names are predicted

to be Hispanic names. This poses some concern about the accuracy of the model. There

are also other concerns about using voter registration data from Florida to predict the

race and ethnicity of people in California since the name pattern in Florida might be

different from that in California. For example, the Asian population is smaller in Florida
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Figure 1.15: Percentage of Loans Taken Out by Repeated Buyers from Different Race

Groups
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Notes: Each subfigure plots the share of loans taken out by repeated buyers from one specific group
of race or ethnicity as a function of loan amount relative to the new conforming loan limit for
mortgages originated between April 1, 2008 and September 30, 2011. Each blue dot represents the
share of loans taken out by repeated buyers from one specific group of race or ethnicity within a
$10,000 bin relative to the new conforming loan limit of each county. Each gray bar represents the
number of mortgages within a $10,000 bin relative to the new conforming loan limit. The gray line
is where the new CLL locates.

than in California. And, even though there is a large Hispanic population in Florida,
researchers might be concerned that Mexican names are different from Cuban names in
some way. Moreover, not every single voter, especially Black and Hispanic individuals,

will be registered”. These are all possible limitations of this predicting model, therefore,

"Sood and Laohaprapanon (2018)
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more work should be done to improve its accuracy.

Table 1.6: Share of Buyers with a Specific Predicted Race and Ethnicity

Asian Hispanic Black White
Under New CLL x Post .0378 -.0050 -.0007 -.0321
(.0302) (.0104) (.0041) (.0301)
Under New CLL .0016 .0041 .0007 -.0064
(-0060) (.0081) (.0017) (.0084)
Post .0627 - 1827 -.0038 .1238*
(.0515) (.0309) (.0047) (.0679)
County FE Yes Yes Yes Yes
Year FE Yes Yes Yes Yes
Pre-mean .1341 1754 .0110 .6795

Notes: Each column presents regression results using observations from +$20,000 of the CLL. The
outcome in the second column equals 1 if a transaction is made by an Asian or Pacific Islander. The
outcome in the third column is equal to 1 if a transaction is made by a Hispanic. The outcome in
the fourth column is equal to 1 if a transaction is made by a Black. The outcome is the last column
equals 1 if a transaction is made by a White. Standard errors are adjusted for bootstrap clusters in
counties.

*p<0.1* p<0.05*** p<0.01

I apply the LSTM model to buyer names from the Zillow data and exclude
names that I could not classify into any of the four groups (Asian, Hispanic, Black, or
White) to analyze how buyers with different races and ethnicities behave or are treated
under the program. Figure 1.14 plots the share of loans taken out by a homebuyer
from a specific race group against the loan amounts relative to the new CLL. Asian
individuals were more likely to take out conforming loans in the post-treatment period,
but there is no significant bunching of conforming loans taken out by one particular
race group at the threshold. Since I prove that the manipulation is mostly coming from
repeated homebuyers, I also exclude first-time buyers and plot the share of loans taken
out by repeated homebuyers from a particular race group against the loan size relative
to the new CLL for loans originated in the post-treatment period (Figure 1.15). But all

the figures make clear that the bunching is not driven disproportionately by a particular
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race group. When I apply the regression equation (1.1) to observations close to the new
CLL, I also find no evidence that borrowers from a particular race group comprise a
disproportionate share of those who manipulate their loan size to take advantage of the
program. The regression results are presented in Table 1.6. The pre-mean percentage
of Hispanic people is much lower than that of the California population, which implies
Hispanic people may want loans but were screened out in some way, or they are eligible
for the loans but they cannot find a home in the place that they want to buy, or they

just do not buy such an expensive home 5.

1.5 Discussion

I propose a novel approach that infers the distortionary effects of federal mort-
gage repurchasing on lending patterns from the change in the frequency distribution
of loans. I use an event study analysis examining thirty-nine temporarily increased
CLLs in high-priced California counties in 2008 and show how mortgage repurchasing
by Fannie Mae and Freddie Mac affects the fraction of loans near the threshold of the
program. I find borrowers sort across the new CLL to bunch at or slightly below the
cutoff. Second, I test what margins are manipulated for borrowers to take out a con-
forming loan just under the threshold. I find that borrowers bunching at the loan limit
are statistically significantly less leveraged than others. In other words, the lowest in-

terest rate is charged to homebuyers who manipulate the LTV ratio to get a loan just

8] also examine the impact on the probability of subsequent default rate under the program for
borrowers in each race group or who are coming from poor zip codes. The regression results are
presented in the Appendix.
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under the new CLL. Next, I use a difference-in-difference analysis to investigate who
is bunching at the loan limit. The main estimates show that borrowers with previous
defaults are disproportionately more likely to jump over to the left side of the new CLL
and line up at or slightly below the cutoff. The subsequent default rate of conforming
loans originated at or slightly below the new CLL in the post-treatment period is 2.17
percent higher than that of jumbo loans barely above the new CLL. The increase in
the subsequent default rate is mainly driven by homebuyers with a previous mortgage.
Finally, I look into borrowers’ demographic details, such as the neighborhood character-
istics, income, and race, of those whose loans constitute the bunching at the loan limit.
I find that the bunching is driven by people who previously lived in wealthier zip codes.
I find no evidence that racially or economically-disadvantaged borrowers comprise a
disproportionate share of those who manipulate their loan size to take advantage of the
program.

In this paper, I show some negative impacts of federal mortgage repurchasing
by examining the subsequent performance of loans near the threshold of the program.
More importantly, I prove that the program does help a large fraction of homebuyers
who previously lost their property find a new place to live. In the next step of this
project, a theoretical framework will be provided to demonstrate the strategic incentives
of lenders and borrowers. I also expect to derive a mathematical equilibrium outcome
from the interactions between the two agents. Second, in section 1.4.3, no empirical
evidence shows that borrowers from a particular race group are overrepresented in the

pool of people bunching at the threshold, but I do observe that Asian borrowers are
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more likely to take conforming loans while White borrowers are more likely to take
jumbo loans according to Figure 1.14 and 1.15. This could have different causes, and
race discrimination in mortgage lending is likely to be one of them. More research will

be done to investigate this issue.
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Chapter 2

Negative Selection or Positive Selection:
Evidence from Peer-To-Peer Online

Lending

2.1 Introduction

Adverse selection due to information asymmetry is salient in the credit mar-
ket. Starting from Stiglitz and Weiss (1981), there is large growing theoretical literature
examining adverse selection in the credit market. But because it is hard to identify in-
formation asymmetries in the real world, empirical investigations have lagged behind.
Interestingly, both theoretical research and thin empirical research bring up mixed pre-
dictions and implications. This project will focus on two well-known cases in the credit
market, which yield opposing outcomes and policy implications. Stiglitz and Weiss’s

(1981) model assumes that a lender is faced with projects having the same mean re-
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turn but cannot ascertain the riskiness of a project. When the interest rate charged by
the credit market is higher, an adverse selection problem causes projects that are poor
from the lender’s viewpoint to drive out good projects. Borrowers in the loan pool are
investing in projects with a lower average probability of success, and consequently, the
default rate rises as the interest rate increases. On the other hand, de Meza and Webb
(1987) argue that it would be more likely that lenders just know the actual outcome
that a project yields if it succeeds, but not the probability of success. They predict that
asymmetric information causes good projects to draw in bad projects, specifically, when
the lender charges borrowers lower interest rates than before, borrowers in the loan pool
are investing in projects with a lower probability of success, so the default rate increases
as the interest rate decreases. It is the distribution of unobservable factors that forces
the two models to make opposing predictions of the direction of selection. I will define
the first case as a negative selection since increasing interest rates in the credit market
worsens the mix of applicants. And I define the second case as a positive selection
because, in this model, the quality of the loan pool and the interest rate charged by the
lender move in the same direction.

I generally test between predictions of the Stiglitz-Weiss model and the de
Meza-Webb model by using a natural experiment on a peer-to-peer online lending mar-
ketplace, Prosper. On January 13, 2011, Prosper announced that they have lowered
interest rates across the board for all new loans. I find that the number of applications
submitted by lower-rated applicants increased after the event. Also, for lower-rated

borrowers, compared with 12.4 percent, which is the mean probability of default before
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lowering interest rates, this event increased the default rate by 11.8 percent, and this
increase is statistically significant. While for higher-rated borrowers, the probability of
default decreases by 1.1 percent, but this is statistically insignificant. Then I take a
further step to analyze how the unobservable selection of interest rates contributes to
the change of the loan pool and the change in default rate. I decompose the total effect
of lowering interest rates on the default rate into three channels: a direct effect, i.e.
the normal change in the default rate that occurs under perfect information, an indi-
rect effect driven by observable selection, and an indirect effect driven by unobservable
selection. The Stiglitz-Weiss model and the de Meza-Webb model have made opposing
predictions of the direction of the last channel. In the real world, it is impossible to
observe the unobservables. Fortunately, I can identify the first two channels thanks
to the rich loan-level data provided by Prosper. As a result, after controlling for the
confounding direct effect and observable selection effects, I am allowed to use the sign
of the total effect to estimate the selection driven by unobservable factors.

Suppose that the lender is trading with borrowers under perfect information.
When the lender charges borrowers with higher interest rates, borrowers are expected
to pay back more. As a result, increasing interest rates make borrowers more likely
to default. Alternatively, decreasing interest rates makes a borrower’s life much easier
since she is supposed to pay less. And consequently, she would be less likely to default
than before. So the direct effect of lowering interest rates on the default rate is weakly
positive, which is the opposite of the sign of the total effect.

To determine the direction of the observable selection effect, I compare between
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the pool of borrowers who submitted applications for credits before the event and the
ones who requested credits after the event to see whether one group of people exhibits
inferior or better characteristics as compared to the other. According to the outcomes of
the balancing test of observable characteristics in pre- and post-period for either lower-
rated or higher-rated applicants, I find no statistically significant change in either of
them. Therefore, I conclude that the selection on observable information within either
risk group is close to zero.

I conclude that there is a positive selection on unobservable information for
lower-rated borrowers, in other words, the interest rate and the unobservable quality of
borrowers move in the same direction. Lowering interest rates makes good projects draw
in bad ones and raises the default rate. This empirical evidence is consistent with the
prediction of the de Meza-Webb model. For higher rated borrowers, even though in total
I observe that the default rate decreases, I am not able to conclude that it is consistent
with any prediction of these two models. First, the change is statistically insignificant
and the estimation is noisy. Second, it is probably just because the scoop of selection for
higher-rated borrowers is too narrow and selection on unobservable information is too
small; and in that situation, even though there is a positive selection on unobservable
information, it is too small to cancel the direct effect. Since I am not able to make a
convincing conclusion about the higher-rated borrowers, I will focus on examining the
financial behaviors of lower-rated borrowers in this project.

To rule out the possibility that the number of lower-rated applications increases

because applicants who request credits right before the event withdraw the previous
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applications after hearing about the news of lowering interest rates and apply for new
loans in the post-period, I check the probability of withdrawing an application one week
before and after the event, ten days before and after the event, and two weeks before and
after the event. I find that in each of these windows, there is no statistically significant
large enough change in the probability of withdrawing an application driven by the
event. Also, to rule out the possibility that investors are more likely to fund lower-rated
borrowers after the event (since even though interest rates for all new loans decrease,
still lower-rated borrowers are charged with high-interest rates by the platform), I check
the probability of getting funded before and after the event. I find that there is no
statistically significant change in investors’ funding behaviors. After controlling for all
observable information and other possible channels, I confirm that it could only be the
selection on unobservable information that raises the default rate.

In recent years, there are a growing number of empirical projects studying
the problem of adverse selection in the credit market. Some researchers estimate the
presence of adverse selection in the credit market by employing data from developing
countries. Karlan and Zinman (2009) use randomized field experiments in which they
schedule small, high-interest, short-term, uncollateralized credit with fixed monthly re-
payment offers to poor farmers in South Africa. By observing people’s selection into
different contracts and tracking their repayments, they don’t find strong empirical ev-
idence of adverse selection. Klonner and Rai (2007) use data from an Indian financial
institution in which interest rates are determined by competitive bidding to test if riskier

borrowers are willing to pay higher interest rates than safer borrowers. They find strong
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evidence of adverse selection as predicted by Stiglitz and Weiss (1981). Einav, Jenkins,
and Levin (2012) analyze a research question similar to mine. They investigate how dif-
ferent elements of credit offers affect the quality of the borrower pool and the subsequent
prospects for repayment in the auto loan market. But they are interested in a group of
subprime consumers with low incomes or poor credit histories because the goal of their
project is to understand high-risk lending. Agarwal et al. (2007) analyze if borrowers
self-select into loan contracts that are designed to reveal information about their risk
level and if lenders still face adverse selection problems conditional on borrowers’ choices
of contract type. They find even after controlling for borrowers’ contract choice and
other observable risk characteristics, lenders continue to face adverse selection problems
because of private information, which is consistent with the prediction of Stiglitz and
Weiss (1981). Edelberg (2004) studies the significance of unobservable default risk in
the mortgage and automobile loan market by comparing average interest rates and col-
lateral requirements across groups of borrowers with different observable information.
She finds strong and robust evidence of adverse selection as predicted by Stiglitz and
Weiss (1981), in other words, higher-risk borrowers pay higher interest rates.

The current project is contributing to the literature in the following aspects.
First, many papers examine the policy change on Prosper. However, they tend to
employ large research windows. They ignore the fact that there exist confounding time
effects and the policy change they are interested in might not be the only major policy
change in their research windows. For example, Meyer (2014) as well as Wei and Lin

(2016) use the same data as I do and they both employ large research windows to
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investigate the effects of the pricing regime change on December 19, 2010. But they all
ignore the interest rate adjustment in the post period of their research windows, and
as a result, all the effects they found are attributed to just the mechanism change. In
this research, I am restricting the sample within twenty-three days before and after the
event to make sure that I am providing an accurate estimation of the effect of lowering
interest rates on the default rate. In addition, at the end of the project, I employ
data from other years to detrend the data in my sample period. I try to tease out the
potential confounding time effects and make more precise predictions about the effect of
the policy. Second, there is a paper that analyzes the credit market imperfections in the
context of developing countries with plausible research design, and loans are originated
to very poor farmers by charging them with generally high-interest rates. But empirical
evidence found in developing countries is not sufficient to explain what is happening in
a country like the U.S. In the developing context, the distribution of income is random,
and the repayment is supposed to be largely affected by seasons, harvest, etc. But I am
doing this research in the context of a developed country. What’s worth mentioning is
that Prosper does not even accept subprime applicants to request loans on its platform.
So people in this project are relatively wealthier and lower-risk. Third, there is paper
in the context of developed countries but they focus more on subprime borrowers or a
group of borrowers with huge heterogeneity and most empirical studies found evidence
in favor of the Stiglitz-Weiss model. But I am proving that the de Meza-Webb model
is sometimes more plausible at a micro-level.

The paper proceeds as follows. In Section 2.2, I demonstrate basic setups
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and derive predictions of both the Stiglitz-Weiss model and the de Meza-Webb model.
In Section 2.3, I introduce empirical settings including the business model of Prosper
and a detailed description of data. Section 2.4 is the heart of this project. In this
section, I explain the identification strategy that I use to analyze each possible channel
through which lowering the interest rate affects the default rate. After controlling for the
confounding direct effect and observable selection effects, I present the regression results
and determine which of the theoretical predictions is more plausible at a micro-level.

Section 2.5 concludes.

2.2 Model

In this section, I will start by describing the assumptions of both the Stiglitz-
Weiss model and the de Meza-Webb model, then obtain and simplify the predictions

that I will test in the empirical part of this current project.

2.2.1 Assumptions

The models in Stiglitz and Weiss (1981) and de Meza and Webb (1987) have
some common crucial assumptions. They build models in a two-period world. In the
first period, risk-neutral entrepreneurs choose to borrow and invest. In the second
period, investment outcomes are realized, and entrepreneurs pay back their debts (if
they can) and consume whatever is left. Each entrepreneur invests in just one project,
which either succeeds or fails. All borrowers have limited liability. If a project fails, the

lenders cannot extract further payments from the entrepreneur. To activate a project

50



requires an investment of K, while the entrepreneur is endowed with W < K so that if
a project is undertaken, the entrepreneur must additionally finance B = K — W in the
credit market.

Assume that the interest rate charged to the entrepreneur in the credit market
is r and the rate of return for a safe outside option is p. An increase in r discourages
some entrepreneurs from investing. However, Stiglitz and Weiss (1981) and de Meza
and Webb (1987) make different predictions of the distribution of projects. Stiglitz and
Weiss (1981) argue that borrowers may be investing in riskier projects now so that the
default rate increases as r increases. But de Meza and Webb (1987) point out that
when 7 increases, borrowers will invest in projects with an higher average probability

of success, and then the default rate falls as r increases.

2.2.2 Stiglitz and Weiss (1981)

In this case, they assume that the bank is able to distinguish projects with
different mean returns, so they confine themselves to the problem of a bank facing
projects having the same mean return. However, the bank is not able to ascertain the
riskiness of a project. If p is a project’s probability of success, then lower p corresponds
to greater risk in the sense of mean preserving spreads. Assume that for each project,
there is a probability distribution of returns R, and they write the distribution of returns

as F (R, p)'. Then they say that the individual defaults on her loan if the return R is

YFor p1 < py if fooo f?f(f%,pl)df% = fooo Rf(R,pz)dR, then for y >0 foy F(R,pl)df% > foy F(R,pg)dR
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insufficient to pay back the promised amount, if
R<B(1+7) (2.1)

Conditional on activating a project, the net return to the borrower is

7(R,r) = max[R — (14 r)B, 0] (2.2)
This is a convex function of R, so the expected profits increase with risk, i.e. decrease

in p. Consider the borrower with the marginal project p, that is, the project for which

(2.3) holds with equality.
I(r, p) = / max[R — (1 +7)B,0]dF(R,p) = 0 (2.3)
0

If the marginal borrower has the probability of success p, only borrowers with p < p
apply for credit. In other words, the borrower with the marginal project is the safest
in the loan pool, and all other borrowers are in the “risky tail” of the distribution as
in Figure 2.1. The marginal borrower is less likely to default and should get a lower
interest rate than others. Unfortunately, she cannot be distinguished from others and
thus gets a high-interest rate that is probably appropriate for the average riskiness of
the loan pool. This leads to the fact that the marginal borrower’s incentive to stay in
the loan pool is too low. In equilibrium, the adverse selection of interest rates could

make the mix of applicants become worse and riskier projects would be undertaken. If
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r rises, then p must decreases, since

4 B pdF(R.D)

- oIl
dr 55

<0 (2.4)

The lower p means that there is a smaller chance that applicants’ projects in the loan

pool will be successful, so that the default rate goes up as r increases.

Figure 2.1: Projects Undertaken in the Stiglitz and Weiss Case
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2.2.3 De Meza and Webb (1987)

In this case, all projects have the same actual outcome R if they succeed
but differ in the probability of success (p). The lenders have no prior information on
the characteristics of individual entrepreneurs, and they only know the distribution of

characteristics of the population of entrepreneurs. Under these assumptions, now the
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expected profit to a borrower who applies for credit is given by

p[RG — (14 r)B] (2.5)

which is increasing in p. The borrower will accept the project if

p[RE —(1+7)B] > (14 p)W (2.6)

And the marginal borrower is the applicant with the project whose probability of success
is p, which is the project for which (2.6) holds with equality. If r rises, then according to
(2.5) and (2.6) p must rise. And the higher p means that there is a greater chance that
an entrepreneur applicant’s project will be successful. So in the de Meza-Webb model,
the marginal borrower is the riskiest in the loan pool, and projects that are undertaken
are those with p > p, i.e. in the “safe tail” of the distribution as in Figure 2.2. If lenders
can identify the marginal borrower, they would offer her a high-interest rate since it is
relatively likely that she will default. But this borrower is indistinguishable from the
other safer projects and thus gets an inefficiently low-interest rate. As a result, the
marginal borrower’s incentive to stay in the loan pool is too high. In equilibrium, there
is over-investment, and too many projects of a given return will be funded. If the lender
decreases interest rates for borrowers, more riskier projects would be drawn in the pool,
which means that on average there is a lower chance that a project will be successful.

Only if 7 rises, then the mix of applications becomes better, and consequently, there is
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a negative correlation between interest rate and default.

Figure 2.2: Projects Undertaken in the de Meza and Webb Case
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2.2.4 Decomposition

I believe that in the real world when the interest rate in the credit market
changes, it will affect the default rate through three different channels: a direct effect,
i.e. changes in the repayment burden under perfect information; an indirect effect
driven by selection on observable information; and an indirect effect driven by selection
on unobservable information. If X is a vector of borrowers’ observable characteristics,
0 represents some unobservable factors and d(-) is the default rate. The total effect of

adjusting the interest rate is supposed to be decomposed in the following way:

o ax o o0 or

dd(r, X,0) 0d(r,X,0) n ad(r,X,0) 90X  9d(r, X,0) 90 27)

The direct effect, i.e. ad(gi(’e), is that lowering the interest rate will make a
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borrower’s life much easier, thus it is relatively unlikely that she will default. Alterna-
tively, a borrower facing an increased interest rate is expected to pay back more in the
future, intuitively she is more likely to default than before. An indirect selection effect
driven by observable characteristics i.e., %%—f indicates that when changing the
interest rate, borrowers with some specific types of observable factors may self-select
into the market and drive the default rate to a specific direction. In terms of the pre-
dictions of Stiglitz and Weiss (1981) and de Meza and Webb (1987), it is through the
mechanism of unobservable selections that the two models are different from each other.
They take as a given both the direct effect and the selection effect driven by observable
characteristics. In the real world, I am going to demonstrate that my context is suffi-
ciently similar that these first two channels are not going to confound my attempt to
use the total effect to figure out how interest rate adjustment affects the default rate
through the mechanism of unobservable selections, i.e. %ﬁ%. I am going to show
that even after controlling for all observable characteristics, there is still an unobservable

selection on interest rates. Moreover, I will prove which prediction of the two models is

more plausible at a micro-level in the real world.

2.3 Empirical Setting

2.3.1 Prosper

Prosper was founded in 2005 as the first peer-to-peer online lending market-

place in the United States. Since then, Prosper has facilitated more than $14 billion in

56



loans to more than 880,000 people. Borrowers apply for a fixed-rate, fixed-term loan
through Prosper, and investors invest in the loans and earn returns. Prosper handles
all loan servicing on behalf of the matched borrowers and investors. Before being shut
down by the US Securities and Exchange Commission (SEC) in 2008, Prosper func-
tioned as like a social website. Borrowers posted profiles, complete with pictures and
biographies. Lenders formed groups and made lending recommendations to each other.
Interest rates were set by Dutch Auctions. In November 2008, the SEC issued a cease
and desist order to Prosper, then Prosper changed their model and reopened to sell
SEC-registered securities in July 2009. In December 2010, Prosper eliminated the auc-
tion regime and started a new model of posted pricing. For this analysis, I will consider

only listings submitted after the elimination of the auction regime.

2.3.2 The Process

A potential borrower goes to Prosper to complete a loan application form and
to apply for credits. The platform will either accept or reject the application. If the
platform accepts this applicant, it will assign a score called “Prosper score” to her.
Prosper score is a custom risk score built to assess the risk of Prosper borrower listings.
It was built based on Prosper’s historical data. It ranges from 1 to 10, with 10 being
the best. Then the platform will predict the likelihood an applicant will default on a
loan according to the applicant’s Prosper score and her FICO score. After that, Prosper
will assign a Prosper Rating to the borrower based on the estimated loss rate. In my

sample period, the six possible letter scores, from the best to the worst, are AA, A,
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B, C, D, and E. Applicants within the same category are assigned the same interest
rate. If the applicant accepts the offer, she will create a listing web page to describe
basic information about the application as well as detailed information about herself,
such as the requested amount, a short description of her credit history and self-reported
employment data, etc. And investors then browse available listings displayed on the

platform and specify a dollar amount for their investments.

2.3.3 The Event

On January 13, 2011, Prosper announced that they have lowered interest rates
across the board for all new loans to keep up the momentum and ensure their rates
remain competitive. Figure 2.3 is a screenshot of their official press release. Table 2.1

shows the differences between the old and new rates for each category.

Figure 2.3: The Official Press Release Announcing Prosper’s Interest Rate Adjustment

Interest Rates Cut on Prosper P2P Loans

. The leading p to-peer marketpl: ards borrowers with new loan rates starting at a low 5.9%
in APR
(2]
f January 13, 2011 09:45 AM Eastern Standard Time
’ SAN FRANCISCO--(BUSINESS WIRE)--Prosper.com, the world’s largest peer-to-peer lending marketplace with over one
million members and $214 million in funded loans, today announced that interest rates have been reduced on many loans to
é help the best borrowers save more money in 2011. PROSPER MARKETPLACE INC.
1 Starting today, interest rates on new loans for Prosper borrowers with
A “We're pleased that the Prosper g . . - -
ad better Prosper Ratings will be significantly lower. For example, a English
marketplace has some of the most borrower with an “AA” Prosper Rating could get a one-year loan with an
+ affordable loan rates available that will interest rate as low as 4.99% (a 5.9% APR®), down from a previous 5 IS

benefit individuals and families looking | interest rate of 6.65%.

to reduce expensive credit card debt,
Prosper has seen strong and growing demand among its lender

community for high quality borrowers, with overall actual lender returns

LEWIS PR for Prosper

make much needed home repairs,
Scott Blevins, 415-992-4400

purchase a car to get to and from now at 10.1%**. In fact, loans listed by borrowers are funding at a rate P e

work or help fund a small business.” of nearly 100%. This has made it possible to lower rates for Prosper Twitter: ProsperLoans
borrowers, while still offering extremely competitive returns for

' Tweet this diversified Prosper lenders.
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Table 2.1: The Interest Rate Adjustment for Each Rating

Ratings OId Rate New Rate Difference
AA 8.00% 6.55% 1.45%
A 10.95% 9.55% 1.40%
B 14.90% 12.99% 1.91%
C 21.40% 19.99% 1.41%
D 29.50% 26.99% 2.51%
E 32.20% 31.99% 0.21%

Notes: This table shows the differences between the old and new rates for listings with 3-year
maturity applied by first-time applicants.

2.3.4 Data

I use Prosper listings data and Prosper loans data to test between predictions
of the two models. Prosper listings data contains all applications of loans submitted
by the applicants, no matter if the listing was successfully funded or not. For each
listing, I can observe information including the interest rate, the requested amount,
the term of the loan, the listing status, each borrower’s credit data, each borrower’s
employment information, etc. Prosper loans data contains only loans successfully funded
and originated. For each originated loan, I can observe information such as the interest
rate, repayment status, etc. To control for confounding time effects and to make sure
that the interest rate adjustment is the only major policy change during this period,
I focus on a short research window. I restrict the sample to a small bandwidth from
December 20, 2010 to February 03, 2011, i.e. 23 days before and after lowering the
interest rate. There are 1,120 listings, i.e. 1,120 applications of loans were submitted
during this sample period. In this project, I drop all the borrowers who have at least one
prior loan with the platform and I am only focusing on the first-time applicants because

Prosper has already observed repeated borrowers’ previous financial behaviors with
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the platform and thus obtained further detailed information of this group of people.
Also, repeated borrowers might feel good or bad about applying for credits on the
platform according to their previous experiences, and thus determined to stay in or
exit the market regardless of the interest rate adjustment. What’s more, Prosper uses
a different algorithm of assigning interest rates to repeated borrowers. In my sample
period, first-time applicants are the majority and about 82 percent applicants are first-
time (see Figure 2.4). There are listings with either 1-year, 3-year, or 5-year maturity.
I only keep listings with 3-year maturity to ensure that I am not comparing loans with
different maturities to one another. Also, loans with different periods of maturity will
be assigned with different interest rates, for example, if the term of the loan is longer,
the interest rate must be higher. 3-year listings are the majority, nearly 94 percent of
the total listings in my sample period are listings with 3-year maturity. After dropping

off disqualified observations, 847 listings are left.

2.4 Regressions and Results

2.4.1 The Total Effect

I start with estimating the total effect of lowering the interest rate on the

default rate by employing the following regression:

Defaulty = By + B1Posty + BaLow; + B3Post; * Low; + B4 X + €4 (2.8)
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Figure 2.4: Number of Applications Submitted by Repeated Applicants and First-time
Applicants around Lowering the Interest Rate

20 30
1 1

Number of Applications
10
1

-22-20-18-16-14-12-10-8 6 -4 -2 0 2 4 6 8 1012141618 2022

I Repeated [ First-time

Notes: This figure shows how the number of applications submitted by repeated applicants
and first-time applicants changes in the research window. Applications had a 3-year matu-
rity and were submitted by either repeated or first-time applicants. All applications were
submitted from December 20, 2010 to February 3, 2011. Days away from the event are
displayed on the horizontal axis. I am using a 2-day bin, where bin 0 includes January 11,
2011 and January 12, 2011, bin -1 includes January 9, 2011 and January 10, 2011, and bin
1 includes January 13, 2011 and January 14, 2011.

Default;; indicates whether a loan is past due. It is a binary variable which equals 1
regardless if a loan is partially past due or fully past due.? Post; is a time dummy which
equals 1 after Jan 12, 2011 and equals 0 otherwise. Low; indicates whether a loan is
categorized by Prosper into ratings below B. Borrower characteristics include all bor-
rower credit variables available, stated income, months employed, and homeownership.

B3 explains the total effect of lowering interest rates on default for lower-rated borrow-

2Prosper will attempt to contact borrowers via email, phone, and letter to collect any past due
payments. Investors are not allowed to contact borrowers directly. Prosper gives all borrowers 15 days
to make payments with no penalty. Interest will continue to accrue on the loan daily, but after the
15-day grace period, borrowers would be charged a late fee. Prosper will hand off the borrower to a
collection agency if no payment has been made after 30 days.
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ers. Table 2.2 presents the estimation results of the regression above. 847 qualified
applications were submitted by applicants between December 20, 2010 and February 3,
2011, and 498 of them were successfully funded and accepted by the borrowers. I ana-
lyze the probability of default around lowering the interest rate by using the 498 loans,
and I find that even after controlling for all observable characteristics there is still a
statistically significant increase in the default rate driven by the event for lower-rated
borrowers. And compared with the average default rate for lower-rated borrowers in

the pre-period, 12.4 percent, this is a large increase.

Table 2.2: Default Rate around the Event Lowering the Interest Rate

(1) (2)

Default Default
Post -0.017 -0.011
(0.027) (0.028)
Low 0.066** 0.018
(0.032) (0.053)
Post x Low 0.121%** 0.111*
(0.045) (0.047)
Borrower X’s No Yes
Observations 498 498
R-Squared 0.051 0.068
Pre-mean (AA-B) 0.058 0.058
Pre-mean (C-E) 0.124 0.124

Notes: The sample is restricted to applications that were submitted by applicants from December 20,
2010, through February 3, 2011 and eventually successfully funded and originated by the platform.
Loans are restricted to 3-year loans for borrowers who do not have a prior loan with the platform.
Default indicates whether a loan is past due. Post is a time dummy that equals 1 after Jan 12, 2011
and equals to 0 otherwise. Low indicates whether a loan is categorized by Prosper as lower-rated (C-
E). Borrowers’ characteristics include all borrower credit variables available, stated income, months
employed, and homeownership. Robust standard errors are in parentheses.

*p<0.1** p<0.05 ¥** p < 0.01

Earlier I decomposed the total effect of lowering interest rates on the default

od(r,X,0)

W) into three channels: a direct effect (=), an indirect selection effect

rate (
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on observable information (wa—f), and an indirect selection effect on unobservable

information (%%). According to outcomes in Table 2.2, 7dd(g’f’9)

< 0 even after
controlling for all observable information. In the following, I demonstrate which of the

three channels actually drives the sign of the total effect.

2.4.2 The Direct Effect

I start by analyzing the direct effect of lowering the interest rate on the proba-
bility of default. Alternatively, I could define this channel as the causal effect of lowering
the interest rate on default. Assume that now investors on the platform are trading with
borrowers under perfect information: When the platform charges borrowers higher in-
terest rates, borrowers are expected to pay back more. Therefore, increasing interest
rates makes borrowers more likely to default. Alternatively, decreasing interest rates
makes a borrower’s life much easier since she is supposed to pay back less. As a result,
she would be less likely to default than before. So the direct effect of lowering interest

rates on default is weakly positive, i.e. ad(gi{’e) > 0, which is opposite to the sign of

the total effect.

2.4.3 The Selection on Observable Information

The indirect selection effect on observable information, %%—f, could be

further decomposed into two parts: % and %—f. The first part could be interpreted

as whether knowing the observable characteristics conditional on prosper ratings is use-

ful or not and the second part could be interpreted as whether borrowers with certain
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types of characteristics select into the platform because of the interest rate adjustment.
I investigate the sign of the second part by comparing the mean of each available ob-
servable characteristic in the pre-period with those in the post-period for the group of

higher-rated applicants and the group of the lower-rated ones.

Table 2.3: Summary Statistics for Higher-Rated Applications

Pre Post P-value

Amount 9,343 10,232 0.174
(4,968) (5,534)

~FICO 757 759 0.498
(21.497) (20.478)

Prosper Score 8.700 8.808 0.254
(0.681) (0.833)

Experience 17 17 0.523
(7.173) (8.158)

Revolving 16.430 20.867 0.357
(18.013) (50.027)

DTI 0.111 0.114 0.792
(0.076) (0.103)

Utilization 0.343 0.343 0.983
(0.218) (0.270)

Current Lines 9.242 9.493 0.680
(4.128) (5.513)

Open Lines 8.325 8.514 0.735
(3.896) (4.972)

Inquiry 0.625 0.521 0.363
(1.030) (0.841)

Public Record 0.117 0.116 0.996
(0.393) (0.322)

Delinquencies 0.692 1.240 0.270
(2.675) (4.857)

Income 6.330 9.564 0.267
(5.155) (31.508)

Months Employed 6.342 7.836 0.117
(5.959) 8.899

Homeowner 0.558 0.610 0.400
(0.499) (0.490)

Observations 120 146

Notes: This table shows summary statistics for only higher-rated (AA-B) applications as catego-
rized by Prosper. Listings have a 3-year maturity. Applicants are all first-time. All applications
were submitted between December 20, 2010 and February 3, 2011. Standard Deviations are in
parentheses.

Table 2.3 summarizes the means for all the observable characteristics before
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and after lowering interest rates for applications submitted by higher-rated applicants.
In total, 26 more applicants came to the market after the event. The amount is measured
in dollars, and it is the amount of the loan requested by the applicant. The reason why
I compare the average requested amount before and after the event is that there are
papers that show that the probability of default for any particular borrower increases
as the amount borrowed increases.® I was thinking about whether applicants tend to
apply for more credits since they are charged with lower interest rates than before.
People may argue that it could be the case that borrowers apply for higher amounts
than before and thus the default rate in the post period is raised. But this possible
channel is ruled out by the fact that there is no statistically significant increase in the
requested amount. The FICO score is approximated as the mean of the applicant’s
20-point range. The Prosper score is a custom risk score built to assess the risk of
Prosper borrower listings. It was built based on data collected from more than 40,000
loans issued since 2006. It ranges from 1 to 10 with 10 being the best. The credit
experience is measured as the number of years since the borrower’s first credit line
was opened. The revolving balance refers to the total outstanding balance that the
borrower owes on open revolving credit accounts and it is in thousands of dollars. Debt-
to-Income DTI ratio is the sum of the borrower’s monthly debt payments divided by
their monthly income, capped at 10. Utilization is the sum of balances owed on open
bankcards divided by the sum of their credit limits. Current lines are the number of

credit lines that the borrower is paying on time. Open lines are the number of credit

3Stiglitz 1970, 1972
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lines open. Inquiry denotes the number of credit inquiries within the last 6 months.
Public record indicates the number of bankruptcies, liens, and judgments within the
past 10 years. Delinquencies indicate the number of delinquencies within the last 7
years. Income refers to reported monthly labor income and is measured in thousands
of dollars. Months employed refers to the number of months that the borrower has
held their current job. Homeowner indicates the probability that a borrower owns a
residential property. There is no statistically significant change in each variable after
lowering the interest rates. As a result, conditional on viewing the group of higher-rated
applicants, I do not observe applicants with some specific types of characteristics who

select into the market because of the lower interest rates. So I conclude that %—)f is

close to zero, and consequently, the whole channel W%—f is zero for higher-rated
applicants.

Then I did the same analysis for just the lower-rated applicants. Table 2.4
summarizes the means for all the observable characteristics before and after lowering
interest rates for applications submitted by lower-rated applicants. The number of
lower-rated applicants increased by 79 after the event. And there is no statistically
significant change on any observable variable. So for lower-rated borrowers, %%—f

is also zero. In other words, within the group of lower-rated borrowers, there is no

selection on observable information.
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Table 2.4: Summary Statistics for Lower-Rated Applications

Pre Post P-value

Amount 5,651 5,583 0.757
(2,695) (2,617)

~FICO 703 702 0.958
(36.231) (38.783)

Prosper Score 6.295 6.206 0.331
(1.043) (1.122)

Experience 18 17 0.186
(8.392) (8.600)

Revolving 23.908 23.535 0.922
(44.878) (46.086)

DTI 0.185 0.179 0.861
(0.454) (0.392)

Utilization 0.514 0.538 0.379
(0.333) (0.314)

Current Lines 8.474 8.470 0.992
(5.203) (5.084)

Open Lines 7.458 7.485 0.945
(4.657) (4.582)

Inquiry 1.056 1.209 0.185
(1.279) (1.449)

Public Record 0.367 0.330 0.659
(0.921) (1.021)

Delinquencies 3.506 3.852 0.162
(9.301) (9.599)

Income 5.556 6.004 0.301
(3.757) (6.034)

Months Employed 7.042 7.696 0.321
(7.883) (7.847)

Homeowner 0.454 0.436 0.669
(0.499) (0.497)

Observation 251 330

Notes: This table shows statistics for only lower-rated (C-E) applications, as categorized by Prosper.
Listings are with a 3-year maturity. Applicants are all first-time. All applications were submitted
between December 20, 2010 and February 3, 2011. Standard Deviations are in parentheses.

2.4.4 Other Potential Channels

For the lower-rated borrowers, I have ruled out the possibility that the channel
of direct effect or the channel of selection on observable information drives the sign of
the total effect of lowering interest rates on default. Other possible channels are likely

to affect the probability of default when lowering interest rates. Earlier I dropped all
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the borrowers with at least one prior loan with the platform. People may argue that
the number of applications submitted by repeated borrowers probably changes because
of the interest rate adjustment, and this change will potentially affect the estimation
of repayment behaviors. Figure 2.4 shows the number of applications submitted by

repeated applicants versus the first-time applicants both before and after the event.

Table 2.5: Loans and Listings Behaviors of Repeated Borrowers

(1) (2) (3)

Default Default Applications
Post -0.026 -0.030 -0.085
(0.026) (0.032) (0.375)
Low 0.006 0.059 0.125
(0.040) (0.049) (0.481)
Post x Low 0.081 0.068 0.665
(0.055) (0.053) (0.774)
Borrower X’s No Yes No
Observations 167 167 92
R-Squared 0.030 0.134 0.036
Pre-mean (AA-B) 0.026 0.026 2.438
Pre-mean (C-E) 0.031 0.031 2.563

Notes: This table shows how the default rate and the number of applications change around the
interest rate adjustment. The sample is restricted to applications that were submitted by repeated
borrowers between December 20, 2010 and February 3, 2011. Loans are restricted to 3-year loans for
borrowers that have at least one prior loan with the platform. Post is a time dummy, which equals
1 after Jan 12, 2011 and equals 0 otherwise. Low indicates whether a loan is categorized by Prosper
as lower-rated (C-E). Borrower characteristics include all borrower credit variables available, stated
income, months employed, and homeownership. Column (1) - (2) focus on the default rate and
default indicates whether a loan is past due. Column (3) focuses on the number of applications and
it is measured at the day-risk level. Robust standard errors are in parentheses.
*p<0.1*p<0.05 ** p<0.01

In total, there are few repeated borrowers in each bin, specifically, there are
on average five repeated borrowers per bin. And there is no significant change in the
number of applications submitted by repeated borrowers around the event. I take a
further step to collapse the number of applications submitted by repeated borrowers
by day and group risk, i.e. whether it is a higher or lower rated application. Then
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I regress the daily risk level of applications on the same event dummy, risk dummy,
and their interaction that I used in equation (2.8). Table 2.5 presents the outcomes.
I find that there is no statistically significant evidence showing that more higher-rated
or lower-rated repeated borrowers select into the platform because of the event. Also,
I investigate the repayment behavior of repeated borrowers. Whether controlling for
observable variables or not, there is no statistically significant evidence showing that
repeated borrowers changed their probability of default after the event. Therefore,
dropping off repeated borrowers should not affect the empirical results of selection or

repayment.
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People may point out that the probability of getting funded likely changed
after the event, because even though interest rates drop for all new loans, interest rates
for lower-rated applications are much greater than those of the higher-rated ones, and
investors tend to fund loan applications submitted by lower-rated borrowers to make
higher returns. I check the probability of getting funded around the event (see Table
2.6), but I find even after considering all observable information, there is no statisti-
cally significant change in investors’ funding preferences. Lower-rated applications are
generally less likely to be funded and this holds true even after the event. What’s more,
there is no convincing evidence showing that either low-risk or high-risk borrowers tend
to be more reluctant to accept offers after lowering interest rates, because I find no
statistically significant evidence showing that the probability of issuing loans changed
after the event.

People may also argue that applicants who submitted applications before the
event rescind the applications right after the event and reapply for credits to enjoy
relatively lower interest rates. And people may be concerned that this is the reason why
I observe an increase in the number of applications after the event. To rule out that
possibility, I check the probability of withdrawing an application submitted two weeks
before and after the event, ten days before and after the event, and one week before
and after the event. If that possibility does exist, I would observe a larger probability of
withdrawing as I gradually shrink the window. From Table 2.7, there is no statistically
significant evidence showing that applicants are taking time to withdraw and reapply

for credits although they would have lower interest rates after the event.
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2.4.5 Detrending

According to Column (1) in Table 2.6, there is a statistically insignificant
increase in the number of applications submitted by lower-rated borrowers after lowering
interest rates. Standard errors are large and the estimation is noisy. People may worry
that there are three major holidays (Christmas, New Year, and Martin Luther King,
Jr. Day) in my research window and the number of applications is highly likely to
vary on weekdays compared to weekends. Even though I am using a short research
window, it is useful to detrend data to remove time effects that might cause some kind
of distortion. I use data from one year before and five years after my research window
to detrend data around the event. I am investigating whether I can observe a change in
the number of applications driven by the event after controlling for holiday fixed effects,
day of week fixed effects, and year fixed effects. Since I observe a strong nonlinear
upward trend in the number of applications in the raw data, instead of directly using
the change in the number of applications, I calculate the percentage change in the
number of applications. Column (1) in Table 2.8 shows the percentage change in the
number of applications in my research window. After detrending the data around the
event, the regression results are consistent with the estimation when just using the raw
data from my sample period. I do observe that after lowering the interest rate there is
an about 50 percent increase in the number of applications submitted by lower-rated
borrowers, also the standard errors are much smaller than before, but it is still not

statistically significant. Even after detrending the data, the estimation is still noisy and
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affected by some unobservable factors in the platform.

Table 2.8: The Number of Applications around the Event No Detrend vs. Detrend

(1) (2) (3) (4)

Post 0.922 0.636 -12.043 0.262
(0.833) (0.850) (18.275) (0.168)
Low 5.199*** 6.895%** -6.712 0.045
(1.467) (1.328) (17.746) (0.158)
Post x Low 3.165 1.469 9.139 0.198
(1.969) (1.870) (21.122) (0.221)
Borrower X’s No No No No
Observations 92 82 92 92
R-Squared 0.391 0.473 0.008 0.1289

Notes: The number of applications is measured on the day-risk level. Column (1) shows how the
daily-risk level number of applications changed around the event. Column (2) shows the number
of applications around the event after taking out applications submitted on holidays (December
25, 2010; December 26, 2010; January 1, 2011; January 2, 2011; and January 18, 2011). In order
produce the analysis in Columns (3)-(4)of this table, I generate 7 groups: group -1 is from December
20, 2009 to February 3, 2010, group 0 (my sample period) is from December 20, 2010 to February
3, 2011; ...; and group 5 is from December 20, 2015 to February 3, 2016. Column (3) shows how the
number of applications change for group 0 after detrending the data in group 0 by employing data
from the other 6 groups. Column (4) shows the percentage change in the number of applications
for group O after detrending the data in group 0 by employing data from the other 6 groups. In
Columns (1)-(2), Post is a time dummy that equals 1 after Jan 12, 2011, and equals 0 otherwise.
In Columns (3)-(4), Post is a time dummy that equals 1 after Jan 12 of each group and equals 0
otherwise. Low indicates whether a loan is categorized by Prosper as lower-rated (C-E). Loans are
restricted to 3-year loans for borrowers who do not have a prior loan with the platform. Robust
standard errors are in parentheses.

*p<0.1*p<0.05 ** p<0.01

It might be inappropriate to take out data given that I have a short window
with a relatively small sample size. However, there are few applications around Christ-
mas and New Year and many applications submitted on Martin Luther King, Jr. Day
in the research window. Christmas and New York are major holidays in the pre-period
while Martin Luther King, Jr. Day is in the post-period. So I take out applications
submitted on holidays to see if the estimation on the number of applications is still

consistent with the previous result.* According to the coefficients displayed in Column

41 take out observations on December 25, 2010; December 26, 2010; January 1, 2011; January 2, 2011;
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(2), the effects on the daily risk level number of applications driven by the policy would

not be affected by borrowers’ significant abnormal behaviors on holidays.

2.4.6 The Selection on Unobservable Information

Recalling the decomposition in Section 2.2 of this project, I have shown that
for lower-rated borrowers the sign on the left-hand side is strictly negative. And for the
8d(r,X.9)

right-hand side, I start with assuming that === is weakly positive, and I prove that

there is no statistically significant change in the distribution of observable characteristics

conditional that one is a lower-rated borrower, i.e. %%—f = 0. Therefore, the sign
of the selection on unobservable information, i.e. %% has to be negative and

large enough to cancel the direct effect. I conclude that, for lower-rated borrowers,
after controlling for the direct effect, the selection on observable information, and all
the other confounding effects, my empirical evidence is generally consistent with the
views held by the de Meza-Webb model. In other words, there is a negative correlation
between the interest rate and the default rate, and the effect is driven by selection on

unobservable information.

2.5 Conclusion

In this project, I have used an experiment on Prosper to investigate the selec-

tion of interest rates and repayment in online credit markets. This experiment involved

and January 18, 2011, because by plotting the number of applications, I found too few observations on
the first 4 dates and too many observations on the last one
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lowering interest rates for all new loans after January 13, 2011. The experiment causes
lower-rated borrowers to be more likely to default. By decomposing the total effect of
lowering interest rates on default, I find that the increase in default is driven by the se-
lection on unobservable information. My empirical evidence is generally consistent with
what has been predicted by de Meza and Webb (1987). Even though the well-known
prediction of Stiglitz and Weiss (1981) adverse selection model has had considerable
influence on finance, development, and macroeconomics, policymakers are expected to
test the micro assumptions behind the macro models before they make policy changes

based on these.
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Chapter 3

Understanding and Quantifying Aspects

of the US Black-White Wealth Gap

3.1 Introduction

Racial inequality, particularly for Black Americans, is a fact of life in the
United States. Manifestations of this inequality include, most painfully, the treatment
of Black Americans in various components of the criminal justice system and in civil
society more generally. Economic conditions are another major aspect of inequality and
certainly contribute to and exacerbate other problems faced by Black Americans. Access
to housing, jobs, and education are all part of the complex of economic inequalities in
the United States. While Black-White inequality of incomes is not trivial and has
been slow to improve, the problem is even worse for wealth, which depends on the

accumulation of savings over time, potentially over generations. Wealth inequality is
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greater and more persistent than income inequality. Arguably, this situation is a matter
of national economic concern and not just a problem for marginalized or disadvantaged
groups (Tippett et al., 2014).

Factors contributing to Black-White wealth inequality in the US have received
scholarly attention for several decades, including documentation of the extent of the
inequality (e.g., Parcel, 1982; Horton, 1992; Oliver and Shapiro, 2006; Conley, 1999;
Keister, 2000a, b; Avery and Rendall, 2002; Shapiro, 2004). Many studies focus on one
or more causes or proximate contributors to racial wealth inequality, including unequal
access — often traceable to discriminatory practices — to housing, jobs and education.
There are also analyses that emphasize differences in preferences, such as risk aversion,
or differences in cultural and social norms, which can also affect wealth accumulation.
Herring and Henderson (2016) provide a relatively recent and comprehensive survey of
the literature, and in doing so, they divide explanations into two classes: (1) cultural
and behavioral and (2) structural and unequal ownership opportunity. However, as they
go on to point out and discuss, these classes of explanations are not mutually exclusive,
nor is it always possible to place particular explanations neatly into one category or the
other. As Herring and Henderson point out, claims of behavioral or cultural causes, such
as attitudes to saving or to ownership of risky assets, can often be traced to structural
factors. For example, apparent risk aversion in asset choices — a behavioral or cultural
explanation — may actually be the result of a lack of information, high transaction
costs and low wealth levels, all structural factors. It is also important to recognize

that cultural norms and behavioral factors may be malleable rather than fixed. Indeed,
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treating them as ascriptive characteristics of a particular race is a problematic scholarly
approach.

While almost all studies recognize the multifaceted nature of Black-White
wealth inequality in the US, many do concentrate on a specific potential contributor to
this inequality, such as homeownership, education, or asset portfolio choices. In that
process of concentration, the complicated factors that determine this inequality can be
lost. This problem has led Darity et al. (2018) to describe what they label as “10 myths”
about closing the Black-White wealth gap — suggested policy responses that view the
problem in monocausal terms — and counter these oversimplified perspectives. For ex-
ample, various studies highlight disparities in education levels, homeownership rates,
or financial decision-making skills, and these studies implicate policies that can correct
these disparities and can lead to significant reductions in the wealth gap. The problem,
of course, is that individual factors may be intertwined in how wealth is determined,
and several causes may need to be tackled together to actually make a difference. It is
also possible that major contributors to the wealth gap lie outside this set of observ-
able variables and even concerted policy responses may not have significant impacts. In
particular, structural inequalities may be the result of individual preferences for discrim-
ination, collective norms, or other societal characteristics that are difficult to measure
or to change through government policies.

Of course, empirical analyses such as those of Keister (2000b), Herring and
Henderson (2016) and many others attempt to uncover the multiple contributors to

Black-White wealth inequality in the US. Our analysis is in that spirit, using regression
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analysis to examine multiple contributing factors to the racial wealth gap. It is closest in
methodology to Herring and Henderson and uses the same data source. Our innovations
and contributions compared to their study are as follows. We use the 2016 Survey of
Consumer Finances rather than the 2013 data. We use a more appropriate nonlinear
specification instead of a linear estimation that potentially gives too much weight to
higher wealth households because of the highly skewed distribution of wealth. Most
importantly, we quantify the contribution of different variables to the wealth gap by
using our regression results to estimate conditional and positional effects rather than
making unconditional comparisons that can be misleading. Studies such as Herring and
Henderson do this as well, but we would argue that our methodology provides more
accurate quantitative estimates.

To illustrate the methodology with the case of homeownership, in the data,
homeownership rates are about 60 percent higher for White Americans than for Black
Americans. Conditional on homeownership, the average home owned by a White house-
hold is worth about $308,000 versus $180,000 for a Black household. But this compar-
ison does not control for other characteristics. Once one does so through multivariate
regression, the estimated addition to wealth associated with homeownership is about
$200,000 for an average White household and about $81,000 for an average Black house-
hold. However, if a Black household has the other measured characteristics of an average
White household, homeownership does not contribute $200,000 to their net worth, but
only $104,000. This disparity can be interpreted as an indicator of structural inequali-

ties, and is indicative of how policies targeting single causes of wealth disparities may be
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insufficient. In another example, we find that while having a college degree is associated
with higher wealth for both groups, the wealth impact is much smaller for Blacks, and
the absolute wealth disparity increases with a college degree after controlling for other
household characteristics in a multivariate regression.

In addition to these calculations based on individual factors, we use a modified
version of the Blinder-Oaxaca decomposition to separate out the contributions of endow-
ments or characteristics to wealth disparities versus structural factors that are reflected
in the regression coefficients. This approach was originally applied to Black-White in-
come differences by Winsborough and Dickinson (1971) and subsequently popularized
by Blinder (1973) and Oaxaca (1973) in the context of gender wage gaps. Darity et al.
(1995) uses such decompositions to examine both gender and race/ethnicity in income
gaps. We use a modified version of this method for our nonlinear specification. This
decomposition sheds further light on the problem of policies to address the racial wealth
gap, indicating that even a joint attack on multiple sources of inequality (homeowner-
ship, education, asset ownership patterns, and so on) may not be sufficient, unless the
processes that translate these characteristics into wealth are equal across groups.

A final contribution of our paper is to examine the role of class to some ex-
tent. While this has been discussed by many scholars, our specific contribution is to
perform quantile regression analysis, which allows one to see how different factors such
as education vary in their impacts over the range of the wealth distribution. As might
be expected, there are such differences, but not for all characteristics. Importantly, the

variation across the wealth distribution often differs for Black and White households,
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indicating that there are disparities that are more likely to be the result of race rather
than class.

In our analysis, the use of cross-section data means that questions of causality
and dynamics have to be treated with due caution. Nevertheless, the patterns that we
uncover are informative, and, as illustrated above, our regression analysis goes beyond
simple comparisons of different characteristics across races, and our specific results in-
clude several innovations. Longitudinal data, such as from the Panel Study of Income
Dynamics (PSID), allows for tracking the accumulation of wealth by households over
time, and the PSID has been used in several empirical analyses, but there are difficul-
ties caused by changes in the survey methodology, and some other challenges of the
data (e.g., Shapiro et al. 2013). Many studies of wealth inequality have therefore used
the SCF, which is conducted every three years and collects a rich variety of data on
household wealth and on characteristics that can have a bearing on wealth levels.

The rest of the paper is organized as follows. The next section describes our
dataset and its main characteristics, in particular the summary statistics for variables
of interest. This is followed by a section describing our empirical strategy, which has
three parts: regression analysis of the wealth data along with the income data; an over-
all decomposition of wealth differences; and quantile regressions to examine variation
over the wealth distribution. We use regression analysis to calculate quantitative con-
tributions of various individual or household characteristics to the Black-White wealth
gap. These results are presented in the fourth section. We find that a combination of

inheritance, education, and occupation is significantly related to differences in wealth
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levels between Black Americans and White Americans, but there is no single indicator,
such as level of education, that can be changed to make a major dent in the wealth
gap. In fact, in most cases, such changes are not even predicted to reduce the gap. One
of our new results is that differences in financial literacy, as measured in the SCF, are
not a useful explanator of the racial wealth gap. The regression results from section
3.4 are used in section 3.5 to quantify the effects of different individual characteristics
such as homeownership and having a college degree. We show that changing individual
characteristics like these, while holding other factors constant, does not imply a reduced
wealth gap in the cross-section data.

Overall, structural factors or unmeasured quality are also likely reasons for the
wealth gap, since much of it is not explained by the overall difference in characteristics,
as estimated by a modified Blinder-Oaxaca decomposition. That analysis is presented
in section 3.6. The Blinder-Oaxaca approach decomposes the mean gap between groups
into a component explained by differences across groups in the means of the independent
variables and a component due to differences in the effects of the independent variables.
Section 3.7 discusses some of the results from quantile regression estimates, which allow
for differences in impacts at different points of the wealth distribution. This allows for a
consideration of the extent to which the differences in racial groups are associated with
class as proxied by position in the wealth distribution. In section 3.8, we provide an
overall discussion and interpretation of our results. Sometimes, the results of empirical
exercises such as this one are interpreted in terms of broad categories such as culture,

behavior, or societal structures, even labeling regression models as “post-racial” (re-
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flecting restrictive assumptions about the impact of characteristics such as education
on wealth) or allowing for “structural racism.” While cautioning against making broad
interpretations, our results are consistent with the view that the playing field for wealth
accumulation is not level for Black Americans versus White Americans. In particu-
lar, differences in pathways to education and employment, as well as different starting
points, are important factors in the racial wealth gap. The final section of the paper is

a summary conclusion.

3.2 Data

The Survey of Consumer Finances (SCF) is conducted every three years, pri-
marily sponsored by the US Federal Reserve Board.! A nationally representative data
set is achieved by combining a geographically based random sample with a separate
sampling of wealthy families, which is derived from tax returns. We use the 2016 survey
for our analysis. Overall, this data set comprises detailed survey responses from just
over 6,000 households. Respondents indicate their racial group, and from the overall
sample, we select only households that identify as Black or White. Furthermore, we
trim two kinds of outliers. Following McKernan et al. (2014), we remove the upper
and lower 0.25 percent of the wealth distribution from the sample. Second, we re-
move households headed by individuals younger than 26 or older than 79. The dataset

uses multiple imputations to fill in missing values for some households, and we use the

The actual survey is conducted by the National Opinion Research Center at the University of
Chicago. Also, the US Treasury Department cooperates with the US FRB in the survey.
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recommended procedure for combining these imputations into single observations for
regression analysis.? Our analysis therefore proceeds with 4,400 observations, of which
3,631 are classified as White households and the remaining 769 are Black. Due to the
survey methodology, the ratio of Black to White households in the sample is reflective
of the US population ratio (about 1 to 5).

While the survey collects a very large set of information about household fi-
nances and characteristics, we focus on a relatively small number of variables, that we
think are sufficiently representative of important factors in shaping the wealth distribu-
tion. In other words, we are seeking a relatively parsimonious analysis of the relationship
between household characteristics and wealth levels. The household characteristics vari-
ables used in our analysis are listed in Table 3.1, which separately reports means and
standard deviations of the Black and White subsamples. Our regression analysis is
conducted by analyzing these subsamples separately, which avoids imposing any im-
plicit restrictions on how household characteristics affect wealth across the two groups.
Averages for the entire sample are not reported in Table 3.1, but are simply sample-size-
weighted averages of the two columns in the table. Most of the variables used are 0-1
characteristics, and the numbers in the table in such cases are proportions. For exam-
ple, 26.8 percent of our sample consists of households with a female head, but there is

a substantial difference between Blacks (47.1 percent) and Whites (21.8 percent). The

2Full details of sampling methods and imputation procedures can be found at the SCF website,
https://www.federalreserve.gov/econres/scfindex.htm. We compared our results using the appropriate
weighted combination of imputations with those for a single imputation, and there were no significant
differences. For some parts of the analysis we had to use single imputations because of restrictions on
the estimation method.
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exceptions to the 0-1 rule are the variables FinLit, which is the number of financial
literacy questions answered correctly; Age, which is reported in years; and Kids, which
is the number of children in the household. The financial literacy questions were added
to the survey for the first time in 2016, and consist of three questions meant to test
knowledge of asset choices and risk, interest rate compounding, and inflation (Bricker
et al., 2017).

Two classes of variables in Table 3.1 have multiple categories, those for edu-
cation and for occupation, and there is an omitted category in the table. In the case of
education, the omitted category is those with less than a high school diploma.? In the
case of occupation, the omitted category is those who do not have a job, which is a some-
what diverse group, including the unemployed, retirees, students and homemakers.* For
both these categories, the relevant marginal impact calculation in the regression analysis
will be with the omitted category. This will be clear in our discussion of the results.

We also summarize the wealth variables used in the analysis in Table 3.2. For
our regression analysis, we focus on net worth, namely, the difference between total
assets and liabilities as the outcome variable, but Table 3.2 also reports wealth compo-
nents. For Net Worth, Assets and Debts, the means are calculated and reported based
on the entire sample for each racial group. However, for the three reported components
of assets (house, stocks and business), the reported means are conditional on holding

that type of asset.To illustrate, for the 5.2 percent of Black households in the sample

3Hence, this percentage is 8.1 for Whites and 16.6 percent for Blacks in the sample.
“4Since this grouping is so broad and heterogeneous, we experimented with breaking down this cate-
gory further, but it did not affect our results.
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Table 3.1: Summary Statistics by Race

(1) (2)
Mean/ SD

Black White

Female head of HH 0.468 0.219
(0.499) (0.414)

Bankruptcy 0.038 0.032
(0.192) (0.175)

Spending exceeded income 0.199 0.141
(0.399) (0.348)

Have stock 0.051 0.176
(0.219) (0.381)

Have business 0.069 0.168
(0.254) (0.373)

Have home 0.460 0.746
(0.499) (0.436)

Receive inheritance 0.083 0.262
(0.275) (0.440)

Have pension 0.473 0.653
(0.500) (0.476)

Financial Literacy 1.961 2.315
(0.862) (0.815)

HS/GED only 0.287 0.248
(0.453) (0.432)

Some College 0.318 0.272
(0.466) (0.445)

College and Above 0.229 0.399
(0.421) (0.490)

Managerial /Professional 0.231 0.334
(0.422) (0.472)

Technical /Sales/Services 0.279 0.193
(0.449) (0.395)

Other Job 0.142 0.167
(0.349) (0.373)

Age 50.030 52.736
(14.350) (14.395)

Children 0.894 0.730
(1.188) (1.074)

Observations 771 3635

Note: Numbers in parentheses are standard deviations.
Source: Constructed from SCF 2016 dataset

that own stocks (Table 3.1), the average value of their holdings is $32,630.69 (Table 3.2),
while for the 17.5 percent of White households in the sample that own stocks (Table

3.1), the average value of their holdings is $230,962.70 (Table 3.2). Overall, the average
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Table 3.2: Net Worth and Components by Race

Black White

Net Worth 118,253.60 712,069.40
(486,625.50) (1,973,488.00)

Assets 177.358.00 828,207.40
(527,964.00) (2,047,296.00)

Debts 59,104.42 116,137.90
(102,071.10) ((217,516.40)

Houses 180,118.60 308,456.00
(211,017.90) (471,631.70)

Business 312,534.90 774,480.20
(1,294,649.00) (2,034,949.00)

Stocks 32,630.69 230,962.70
(93,177.41) (689,096.80)

Note: Means for Houses, Business and Stocks are conditional on owning assets in that class. Num-
bers in parentheses are standard deviations.
Source: Constructed from SCF 2016 dataset

ratio of Net Worth for Whites versus Blacks is a little more than 5 to 1. Conditional
on ownership, the inequality in the three reported components of wealth is relatively
greater for stocks, and relatively less for business assets and for houses. However, this
inequality measure needs to be combined with the inequalities in proportions to have
a full picture. For example, the Black homeownership percentage is about 60 percent
of that for Whites, and Black owners’ homes are on average worth about 60 percent of
White owners’ homes, so, averaged over the whole sample, for Blacks, homes are only
about 36 percent of their mean aggregate asset value, as compared to homes for Whites.
Bricker et al. (2017) provide a detailed descriptive overview of various features of the

2016 SCF data, including comparisons to the results of the previous survey.

88



3.3 Empirical Strategy

The empirical analysis has three parts. In the first part, we estimate OLS
regressions for each of the Black and White subsamples. These regressions are used to
calculate the individual marginal contributions of key variables related to education,
occupation, and asset composition of wealth, with the goal of quantifying impacts that
are due to characteristics or endowments (e.g., level of education), versus those that can
be associated with the racial group (the differing regression coefficients across groups).
Because these calculations are performed in the context of regression estimates, they
are more informative than just comparing sample characteristics such as means or me-
dians. The precise nature of our calculations may be somewhat novel in the context of
quantifying contributors to the US Black-White wealth gap.

The second part of the empirical analysis is a modified Blinder-Oaxaca de-
composition, which extends the idea behind the individual variable calculations to the
overall regression, estimating the separate contributions of endowments and coefficients
to the Black-White wealth gap. More specifically, the Blinder-Oaxaca approach decom-
poses the mean gap between groups into two components, one explained by differences
across groups in the means of the independent variables and another that is due to over-
all differences in the effects of the independent variables, as captured in the regression
coefficients. A modification of the standard approach to this kind of decomposition is
helpful in our case, because our dependent variable is a nonlinear transformation of net

worth: we use the method of Kaiser (2016) for this analysis. This modification allows for
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the decomposition to be measured directly in dollar terms, rather than in transformed
units. The details of the methodology are presented along with the results, in section
3.6.

Finally, we estimate quantile regressions for each of the Black and White sam-
ples. This allows us to get at issues of class, at least partially, since we can compare
marginal impacts at various points of the wealth distribution, both for each group,
and also across groups. Rather than predicting the conditional mean, as in standard
least-squares regressions, quantile regression methods use conditional quantiles, the me-
dian being the most prominent example (Herring and Henderson, 2016; Thompson and
Suarez, 2015). Our analysis uses the deciles of the net worth distribution, similar to
Maroto (2016), who analyzes earlier SCF data, though the details of her implementation
are different.

In our initial regressions, the dependent variable is the natural logarithm of
wealth, measured as total net worth, but with a shift amount equal to the absolute
value of the minimum net worth in the sample. This is necessary to avoid dropping
observations with negative net worth.? It is important to repeat the caution that causal
inferences in such a cross-section regression exercise have to be treated with care, since
almost all the right-hand side variables are more or less endogenous. The processes by
which wealth levels affect portfolio choices, such as whether or not to hold stock, are

relatively straightforward. For example, at low wealth levels, a household may prioritize

A popular alternative is the inverse hyperbolic sine transformation, which does not require a data-
dependent choice of a shift value, but for this particular data set and analysis, our approach is simpler
and more intuitive.
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safer financial assets, or non-financial assets which provide shelter or a livelihood.® In
other cases, such as the level of education attained, one can also posit a fairly direct
positive impact from wealth to education, especially for acquiring a college degree or
advanced degree, since those can require substantial outlays of financial resources.”

In the case of other variables, the linkages are more complicated. While being
poor may not directly affect whether a household has a female head, and since labor
market gender inequalities suggest that female-headed households will tend to be poorer,
both wealth and family structure are jointly determined by complex circumstances,
including marriage patterns and even differential incarceration rates across racial groups.
In another example, age is exogenous, and does not directly determine wealth, but older
people in the cross-section have had more years to accumulate savings, and are likely
to be richer. Perhaps the variable that is most clearly predetermined within the set
of variables in Table 3.1 is whether the household had received an inheritance or not.

This variable is at least partly an indicator of the wealth that was transferred from the

preceding generation.

3.4 OLS Regression Results

Turning to the regression results, presented in Table 3.3, we get the typical

result that households with a female head have lower wealth, in this case controlling for

50ur approach, using only indicators of specific asset holdings, leads to a different conclusion than
Thompson and Suarez (2015), who note that “Wealth differences between black and white families are
completely due to different asset holdings.”

"Of course, this relationship can be confounded in a cross-section by differences in access to and use
of student loans.
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all the other included characteristics. The value of the negative impact of this charac-
teristic is smaller in magnitude for Black households, but this is in percentage terms,
S0 is possibly a result of these households having much lower wealth on average, as the
baseline. Therefore, this relative magnitude can be interpreted as an indicator that
other (non-female-headed) Black households are relatively more disadvantaged com-
pared to corresponding White households. It is also true that there is a much higher
percentage of female-headed households in the Black sample than the White sample,
implying more widespread disadvantage.® Broadly similar effects are seen for the char-
acteristics of having declared bankruptcy and having spending exceeding income: the
negative impact for Blacks is smaller in magnitude, but not proportionately to the av-
erage wealth disparity across the groups. Again, in both cases, the proportion of Blacks
with this characteristic is higher than for Whites (though not as dramatically as it is

for female-headed households).

8The results should definitely not be viewed as underplaying the economic challenges faced by black
women, and it has to be emphasized that regression coefficients are average effects — what is happening
in the tail of the distribution can be what matters for welfare judgments. A useful discussion based on
PSID data is Zaw et al. (2017).
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Table 3.3:

Wealth Regressions by Race

log(Net worth + k)

Black White
Female head of HH -0.119*** -0.214*
(0.033) (0.030)
Bankruptcy -0.171** -0.408***
(0.080) (0.067)
Spending exceeded income -0.098** -0.144**

(0.038)

(0.034)

Have stock 0.022 -0.001
(0.284) (0.125)
Have business -0.210 0.249*
(0.270) (0.142)
Have home 0.176 0.090
(0.127) (0.100)
Receive inheritance 0.104 0.103***
(0.069) (0.036)
Have pension 0.063* 0.078**
(0.034) (0.027)
Financial Literacy 0.011 0.112%*
(0.018) (0.015)
HS/GED only 0.022 0.021
(0.047) (0.048)
Some College 0.086* 0.107**
(0.048) (0.048)
College and Above 0.058 0.386***
(0.064) (0.055)
Managerial /Professional 0.060 0.168***
(0.060) (0.048)
Technical /Sales/Services 0.029 0.032
(0.044) (0.038)
Other Job 0.006 0.059
(0.053) (0.041)
Age 0.004*** 0.013***
(0.002) (0.002)
Children 0.028"* 0.051***
(0.014) (0.012)
Age x have stock 0.007 0.011**
(0.005) (0.002)
Age x have business 0.014** 0.006**
(0.006) (0.003)
Age x have home 0.004* 0.008***
(0.002) (0.002)
College and above x Managerial -0.028 0.037
(0.085) (0.057)
College and above x Receive inheritance 0.310*** 0.117**
(0.118) (0.054)
Constant, 11.822*%* 11.140***
(0.110) (0.104)
Observations 769 3,625
Adj R-Squared 0.458 0.529

Standard errors in parentheses, value of k = 173255.90

“p <010, p<0.05, " p<0.01
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Having holdings of stock, or owning a home or business, are all indicators of
the asset portfolio of the household. We also interact each of these indicators with age,
to reflect the fact that older households are likely to have higher wealth in these cate-
gories, and hence overall — of course, it does not make sense to include the asset values
directly, since they are components of the dependent variable. Stock ownership and
business ownership are uncommon in the sample, but the relative proportions of White
ownership to Black ownership are both very high. The coefficient of stock ownership
is not significantly different from zero for either group, but the interaction terms of
stock ownership and age indicate that stock holding matters for wealth for older White
Americans but not so clearly for older Black Americans (the latter coefficient is positive
but not statistically significant). Business ownership, on the other hand, has a very dif-
ferent relationship to net worth for Black Americans than for White Americans — White
business owners are considerably wealthier than their Black counterparts, though the
advantage reduces somewhat with age, since the Black interaction term coefficient is
somewhat larger.”

With respect to home ownership, a variable that is often the focus of analyses of
Black-White wealth gaps, the proportional advantage of White Americans versus Black
Americans in rates of homeownership is not as high as for stock ownership or business

ownership, but the absolute difference in rates of ownership is higher. However, based

9Because of the use of a shift term and the logarithmic transformation of net worth in the regres-
sion, the interpretation of the coefficient requires some care. The absolute marginal impact is not the
coefficient itself, but it is increasing in wealth. The percentage marginal impact, however, is decreasing
in wealth. All of these complications are handled in our subsequent calculations comparing the effect
on net worth of, say, business ownership for Black Americans vs. White Americans.
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on the coeflicients of homeownership and those of the interaction terms with age, one
can say that the connection between home ownership and wealth is not as dissimilar for
the two racial groups as it is for the other two types of asset.

By itself, the role of having received an inheritance is somewhat ambiguous:
the magnitude of the coefficient of this indicator is similar for Black Americans and
White Americans, but it is estimated less precisely for Black Americans, and is not
statistically significantly different from zero. However, there is a wide disparity in the
proportions of Black and White households that have received inheritances (Table 3.2).1°
We also discuss the role of inheritance further in the context of education, where its
impact shows up in a different way.

Turning to demographic characteristics, age has the expected positive coeffi-
cient for both groups, but the baseline coefficient (without considering age interaction
terms) for White households is over three times that for Black households. In other
words, if we compare households without stock holdings, or without business or home
ownership, older White households in the cross-section have accumulated more wealth
than their Black counterparts. Since this is a cross-section, what is being captured is
past wealth accumulation, rather than contemporaneous differences. For homeowners
and stockholders, this age effect is reinforced, as indicated by the interaction terms, and
only for business owners does the relative age effect switch, although in that case the

baseline for business owners indicates a large wealth advantage for White business-owner

10 Again, it is also the case that the nonlinear specification means that, for a given coefficient value,
the dollar wealth difference will be higher at higher wealth levels, and the average White household is
much richer than the average Black household.
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households, which is much greater than any differential age effect.

Another demographic variable, the number of children in the household, is also
positively associated with wealth in these regressions. In this case, the causality arguably
operates in the opposite direction, since children do not contribute to wealth, whereas
wealthier households are plausibly more likely to have more children. Of course, there
are other factors at work beyond the capacity to support children, including “quality”
and time-allocation decisions, and in dynamic contexts, the number of children per
household falls as societies become wealthier, so there is no simple explanation for this
particular cross-section result.

The educational achievement and occupational variables provide some striking
results. Having a high school diploma or equivalent is not associated with a net worth
that is significantly higher, compared to not having completed high school. A significant
positive relationship exists for having some college versus the baseline of not having
completed high school, and the coefficients are similar in magnitude for Black and
White households. For households where the household head has a college degree or
advanced degree, the results are interesting. The coefficient for White households is quite
high, and statistically significant. However, for Black households, it is much smaller in
magnitude, and it is insignificant. However, if one takes account of the interaction
of this education term with having an inheritance, the difference in the coefficients
narrows considerably. This is suggestive of a scenario in which Black Americans and
White Americans do not have access to college education of similar quality, for financial

or social reasons. This is not directly observable, but may be proxied by the more equal

96



returns of Black Americans who have received an inheritance, versus White Americans
in the same category.

In the case of occupational characteristics, White Americans are much more
likely to be in managerial or professional occupations, and according to the regression
results, this is associated with higher wealth for White Americans, but that is not true for
Black Americans. On the other hand, for both groups, there is no significant relationship
in the regressions between wealth level and simultaneously having a college degree and
being in a managerial or professional occupation, as indicated by the coefficients of
the interaction term. This contrasts with the results for the interaction of having a
college degree with receiving an inheritance, and is consistent with the latter reflecting
an overcoming of financial constraints to education, whereas the former is an indicator
of the working of the job market.

The 2016 SCF was the first to include questions meant to measure financial
literacy. The regression results show that financial literacy is positively related to wealth
for Whites, but not for Blacks. Therefore, this provides some new evidence against
claims that Blacks have lower wealth because they are less equipped to manage money.
Indirect claims of this nature that use differences in asset portfolio structures have been
criticized for neglecting the different levels of wealth and resulting choice constraints for
Blacks versus Whites. In any case, ascribing racial wealth differences to insufficiently
astute financial decision-making seems to be a problematic exercise, both conceptually
and empirically.

A final point to note from our wealth regressions is that the constant terms are
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quite similar across Black and White households. We remark on this because Herring
and Henderson (2016), using a different specification (linear in wealth), but also working
with SCF data,'! find a lower constant term for Black Americans and interpret it as
evidence of structural racism, since it is not “explained” by the combination of right-
hand side variables. However, differences in the constant term are not necessary to make
that exact argument: differences in coefficients and marginal impacts of characteristics
such as business ownership or educational achievement levels can also be indicative of
such structural inequities. However, even there, the processes that drive such results
are not necessarily transparent. We discuss some possible issues of interpretation in the
next section.

Since wealth is the result of a process of cumulative earning and saving (com-
bined with exogenous shocks such as an inheritance, health problems, or macroeconomic
fluctuations), it is useful to compare the wealth regressions with corresponding income
regressions. To facilitate this comparison, we estimate exactly the same specification
for the income regressions, reported in Table 3.4, even though some of the variables are

less natural to include in this case.!?

"Their analysis used 2013 data. We were able to reproduce their results almost exactly, with that
data, to benchmark our analysis.

12For an analysis of the relationship between income and wealth accumulation, see Aliprantis and
Carroll (2019) and Aliprantis et al. (2018).
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Table 3.4:

Income Regressions by Race

log(Income + 1)

Black White
Female head of HH -0.452%** -0.499*
(0.060) (0.043)
Bankruptcy -0.069 -0.026
(0.140) (0.095)
Spending exceeded income -0.110 -0.241*
(0.068) (0.049)
Have stock 0.088 0.458***
(0.543) (0.172)
Have business -0.334 0.314
(0.434) (0.200)
Have home 0.440** 0.290*
(0.218) (0.145)
Receive inheritance -0.086 0.052
(0.121) (0.051)
Have pension 0.534*** 0.451%**
(0.058) (0.037)
Financial Literacy 0.049 0.081**
(0.031) (0.022)
HS/GED only 0.167** 0.047
(0.083) (0.067)
Some College 0.286*** 0.190***
(0.084) (0.069)
College and Above 0.494** 0.543**
(0.114) (0.078)
Managerial /Professional 0.315%** 0.610***
(0.106) (0.068)
Technical /Sales/Services 0.374% 0.436***
(0.078) (0.055)
Other Job 0.520%* 0.478***
(0.090) (0.058)
Age 0.005* 0.008***
(0.003) (0.003)
Children 0.116** 0.097***
(0.024) (0.017)
Age x have stock 0.006 -0.001
(0.010) (0.003)
Age x have business 0.008 -0.003
(0.009) (0.004)
Age x have home -0.004 0.000
(0.004) (0.003)
College and above x Managerial /Professional 0.316** -0.049
(0.146) (0.081)
College and above x Receive inheritance -0.002 0.035
(0.207) (0.077)
Constant, 9.414*** 9.277**
(0.192) (0.158)
Observations 769.000 3,625.000
Adj R-Squared 0.459 0.336

Standard errors in parentheses

“p <010, p<0.05, " p<0.01
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As one might expect, the inheritance indicator has no relationship to income,
whereas it has a positive relationship with wealth. Furthermore, the interaction of age
with asset portfolio indicators is not significant, although age is positively associated
with income levels. There are some striking differences in the relationships of education
and occupation to income versus the relationships to wealth. At lower levels of educa-
tion, the coefficients are now significant, and slightly higher for Black Americans than
for White Americans, though this ranking changes for those with a college degree or ad-
vanced degree. Nevertheless, and as one might expect, the relationship of education to
income is stronger and more equal than the relationship of education levels to wealth.!?
At the same time, the pattern of coefficients measuring the relationship of income to
occupation, and the interaction of having a college degree and being in a managerial
or professional occupation, is suggestive of a narrower pathway to financial success for
Black Americans than for White Americans. This is parallel to the results of the wealth
regressions, although from a different perspective.'?

Another parallel between the wealth and income regressions is the pattern of

coefficients of the financial literacy measure. In both cases, there is a positive relation-

ship for White households, but not for Black households. Both cases are suggestive

13Even without formal calculations, it should be clear that the benefits of higher incomes through
higher education, even in cases where they are proportionately greater for Black Americans than for
White Americans (itself not established in the data), can do little or nothing by themselves to reduce
existing wealth inequalities. In particular, at the lower end of the income distribution, incomes are
unlikely to permit significant saving and wealth accumulation.

“Hamilton et al. (2011), using Current Population Survey (CPS) and American Community Survey
data from the US Census, make the case that occupational segregation is an important contributor
to the lower wages of black men in the US. Jones and Schmitt (2014) provide additional evidence of
discriminatory labor market outcomes for black college graduates, using CPS data. They also summarize
field experiments by economists which have demonstrated discrimination against those with “black-
sounding” names, even in the absence of personal contact.
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of differences in opportunity for White Americans and Black Americans: for Black
Americans, this very simple measure of human capital is not correlated with financial
outcomes, once other characteristics are controlled for, but it does matter positively for
White households. In particular, this reinforces the point that differentials in financial
literacy are not indicators of differences in the quality of financial decision-making.
Finally, we should note that two of the right-hand side variables in the income
regression almost certainly reflect reverse causality. Both having a home and having a
pension or pension plan are likely to be a consequence of a higher income, rather than
contributing factors to higher income. In the case of a pension plan, we are conjecturing
that jobs or occupations that provide such benefits are likely to be more remunerative
on average. Although being retired or having a rental property could possibly support
the direction of causality from the presence of the characteristic to higher income, these

are not typical or prevalent characteristics of the sample households.

3.5 Quantifying Contributions to the Wealth Gap

As noted in the introduction, studies such as those of Keister (2000b), Her-
ring and Henderson (2016), and many others recognize the multiple factors that shape
Black-White wealth inequality in the US. However, a precise quantification of how these
different factors contribute to the overall wealth gap is often not carried out. In this
section, we provide this quantification for a subset of the factors that were included

in the regression analysis described in the previous section. Later in the paper, after
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presenting the results of additional empirical approaches, we will further discuss these
quantitative estimates.

Specifically, using the regression estimates reported in Table 3.3, we calculated
the differences associated with changes in single characteristics, holding other household
characteristics constant, at an “average” level. These are reported in Table 3.5, and
provide the basis for the following discussion. To illustrate the interpretation of the
numbers in the table, consider the impact of having a college degree or above, versus
the baseline of no high school diploma. A household with the characteristics of the
average Black household in the sample is predicted to have only $16,160 in additional
wealth associated with this additional education, if their wealth is predicted from the
sample of Black households. Even if they have the characteristics of the average White

household, this only predicts an additional $21,603 in wealth on top of the $16,160.

Table 3.5: Wealth Difference Estimates

Black Household Regression ‘White Household Regression

Black Average ‘White Average Black Average ‘White Average
College degree and above vs. No HS diploma 16,160 37,763 107,420 186,812
Received inheritance vs. not 39,978 70,914 34,094 67,276
Managerial /professional vs. not working 11,403 14,400 44,730 78,878
Owning stocks vs. not 93,679 131,649 178,754 308,161
Owning a home vs. not 81,361 104,248 128,359 199,975
Owning a business vs. not 129,708 187,700 194,781 330,574
Inheritance & College degree and above vs. no 118,208 155,474 183,573 292,832
inheritance & no HS diploma
College & Business ownership vs no HS Diploma 35,518 47,979 247,053 386,857
& no business
Business & Stock Ownership vs No Business & 145,753 209,720 177,235 297,910
no stock

Note: Estimated from SCF 2016 dataset.

But for White households, the impacts of a college education are an order of
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magnitude greater. For a White household with other characteristics equal to those of
an average Black household, having a college degree is associated with an expected gain
of $107,420 in wealth. And having the characteristics of an average White household
adds a further $79,392 in wealth to that gain. Therefore, in this comparison, having
a college degree versus a high school diploma increases the absolute wealth disparity
between Black Americans and White Americans.

From Table 3.5, we see similar large disparities for ownership of stocks or a
business, homeownership, and being in a managerial or professional occupation. In
each case, having that characteristic has a much larger impact for a White household
versus a Black household, when both have identical characteristics otherwise, those of
the average Black household. The “White premium” in each case is at least 50 percent,
and sometimes much greater. Furthermore, for each of these characteristics, if the other
characteristics of the household change from the Black average to the White average,
the percentage gain is much higher for this hypothetical White household than it is for
the corresponding Black household. For the Black household, the percentage gain from
having other characteristics match those of an average White household is less than
50 percent for each of these four variables, whereas it is much greater than 50 percent
for the White household that has average White characteristics versus average Black
characteristics.

By contrast to this general pattern, the disparity of impacts between Black
and White households is not present for the case of receiving an inheritance versus

not getting one. However, that characteristic is the single exception among the cases
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reported in Table 3.5. Furthermore, the proportion of Black Americans who do receive
an inheritance is much lower than for White Americans. This does suggest that direct
increases in wealth have more equal effects across the races, rather than changes that
have to work their way through the economic system. For illustrative purposes, we also
calculate and report the marginal impact of changing two characteristics together, e.g.,
owning a business and owning stock, versus owning neither. In these cases as well, we
can observe large differences between Black and White households when they have the
other characteristics of an average Black household, and these differences increase if
the other characteristics change to those of an average White household. Qualitatively,
these calculations support the perspective that there is no single change in the situation
of Black households that would translate into narrowing wealth gaps.

It is also helpful to benchmark these numbers against comparisons that do not
control for other characteristics. This can be done by comparing the numbers in Table
3.5 with those in Table 3.6, which reports sample means for Black and White households,
with and without particular characteristics. For example, the average Black household
that owns a home has about $243,000 higher net worth than a Black household that does
not own their home. This is about three times the marginal impact of homeownership
for a Black household, when all its other characteristics are held constant as those of
an average Black household, or more than double the marginal impact evaluated at the
characteristics of an average White household. Of course, the larger difference in means
in Table 3.6 reflects that fact that other characteristics are not being held constant,

making it unsuitable for assessing the impact of hypothetical policy changes. Note that,
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in any of these calculations, the disparity in rates of possessing the characteristic (e.g.,
homeownership) is not relevant, since comparisons are being made with and without

the characteristic.'?

Table 3.6: Average Wealth by Characteristics

Black White
Own Home 258,582.50 994,388.00
Not 15,804.66 151,372.70
Own stock 556,403.40 2,091,193.00
Not 104,591.90 500,234.20
Own business 646,984.20 2,145,517.00
Not 88,843.79 505,240.30
College Degree and above 271,987.50 1,455,631.00
No HS Diploma 84,408.43 330,678.90
Received inheritance 309,978.40 1,235,434.00
Not 110,995.70 618,671.80
Managerial/ Professional 259,930.10 1,273,600.00
Not working 87,701.25 532,384.70
Inheritance and College Degree 533,026.70 2,015,566.00
No Inheritance and no HS Diploma 76,501.41 268,979.00

Note: Estimated from SCF 2016 dataset.

A different kind of benchmarking can be done using the income regressions
reported in Table 3.4. The same exercise as for the wealth regressions that was re-
ported in Table 3.5, is carried out for the income regressions (Table 3.7). For many of
the individual characteristics, there are no appreciable differences between Black and
White households, whether evaluated at the Black average household characteristics
or at White average. This is true even when allowing for the fact that magnitudes
of income are mostly somewhat lower than those of wealth.!® The exceptions to this
characterization are being in a managerial or professional occupation, and the combi-

nation of business ownership either with having a college degree or with owning stocks.

15 A separate issue is that large changes in homeownership or possessing a college degree could have
additional effects through market equilibrium adjustments, but these are arguably of second order
concern, given the existing disparities. Falling returns to a college degree as they become more common
are not a reason for failing to correct these disparities.

16)\Median incomes in the data are about $39,000 for Blacks and $70,000 for Whites, whereas the
means are about $60,000 and $125,000 respectively. In the case of net worth, however, whereas the
White median and mean are about $183,000 and $712,000 respectively, which are healthy multiples of
income, the Black median and mean are about $19,500 and $118,000. The median wealth is lower than
the median income, whereas the mean wealth is double the mean income.
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Thus, while income differences do not have as stark structural inequalities as wealth
differences, they are not absent, and there is nothing in the data that would indicate

that higher incomes for Black Americans would have any effect on the wealth gap.

Table 3.7: Nonlinear Blinder—-Oaxaca Decomposition

Method Difference Percentage

Using Black coefficients

Difference in characteristics 234718.00 34.71

(E)
Difference in coefficients (C) 441592.20 65.29

Using White coefficients

Difference in characteristics 538615.60 79.64
(E)
Difference in coefficients (C) 137694.50 20.36

Note: Estimated from SCF 2016 dataset.

3.6 Aggregate Decompositions

The previous section analyzed differences in wealth as related to single char-
acteristics, or combinations of characteristics, while controlling for all other household
characteristics. It quantified the magnitude and nature of the wealth gap, and its
sources, with respect to single characteristics. For example, the wealth gain associated
with a college education (versus no high school diploma) was $16,160 for an average

Black household and $186,812 for an average White household (Table 3.5). This gap of
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$170,652 can be decomposed in two ways. The additional gain for a Black household
with characteristics of an average White household would be $21,603. The remain-
der of the gap is then $149,049, and might be interpreted as the gain from being in
the socioeconomic position of an average White household. One could also perform
this decomposition in the reverse sequence. The average Black household with a col-
lege education would gain a further $91,260 ($107,420 minus $16,160) if they also had
White “positionality,”'” and the remainder of the gap, $79,392, would be attributed
to improvements in other, measured, characteristics associated with the average White
household.

The decompositions proposed by Blinder (1973) and Oaxaca (1973) extend the
above logic to a consideration of the entire regression equation, so that the changes are
associated with simultaneous adjustments of characteristics and of coefficients. While
this decomposition approach has been popular in applications such as gender-wage gaps,
it has not been used much in analyzing the Black-White wealth gap.

To illustrate, consider the regression equation

The Blinder-Oaxaca decomposition in this case is given by

1"We use this term in the sense of the social and political context that shapes identity, rather than
the complementary idea that identity shapes one’s understanding of that context.
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Y — Vi = Xwhw — Xphp = (Xw — X5)Bs + Xw(Bw — Bs) (3.2)

The logic of this decomposition is as follows. The first term measures the
overall impact on the dependent variable if an average Black household instead has the
characteristics of an average White household. The second term measures the impact
on the dependent variable of a household with the characteristics of an average White
household shifting from Black to White positionality. Therefore, this decomposition is
analogous to our first illustration for the case of the single characteristic of having a
college education.

As in the case of the single characteristic, an alternative decomposition is also

possible at the aggregate level. The expression is as follows.

YW —YB ZXw,éW—XB,éB = (XW_XB)BW'i‘XB(BW _BB) (33)

In either case, we can think of the first term in the decomposition as the
“explained” portion of the gap, since it is attributable to differences in observed char-
acteristics. The second term reflects possible systemic inequalities, which could also
encompass unobserved differences in quality of individual characteristics (e.g., just hav-
ing a college degree may not provide information on the the subjects studies, the quality

of the education, resulting access to social and employment networks, and other fac-
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tors that could have an impact on wealth). Given the more “favorable” coefficients
for White households, the “explained” term of the decomposition will invariably be a
smaller proportion of the total wealth gap. One could also conceivably average the two
decompositions, but it is useful to calculate and report both separately.

One important issue is that the standard decomposition does not provide di-
rect information on the breakdown of the difference in the variable of interest (here, net
worth) if the specification is nonlinear. Most applications of the Blinder-Oaxaca decom-
position have a dependent variable that has been log-transformed, and the calculations
are made using this transformed variable. The nonlinearity issue was first tackled sys-
tematically, primarily for discrete dependent variables, by Fairlie (2005) and Bauer and
Sinning (2008). Kaiser (2016) provides a detailed approach to handling the case where
the dependent variable is subject to a logarithmic transformation, and we adapt that
approach, which uses a weighted Poisson quasi-maximum likelihood estimator, in our
decomposition.

The decomposition expressions are now in terms of the original dependent

variable, and are as follows.
ANE = |:E6B (Yig|Xig) — Eg, (YiW’XiW)} + [EﬁB(YiW|XiW) — Eg,, (YiW‘XiW)] (3.4)

AVF = [Eay (V| Xiw) = By, Vil Xi)| + [Bay (Vi Xin) — Ba, (Vi Xip)| (35)

In the first equation, the first term estimates the impact of shifting an average

Black household to the characteristics of an average White household, but retaining the
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coefficients of the Black new worth regression. The dependent variable is net worth
in its original units, and not the log-transformed value. Hence, implementing these
decompositions will provide dollar-denominated values.

The results of both decompositions are presented in Table 3.7. The total
average Black-White gap in net worth is $676,310. In the first decomposition, just over
one third of this gap is attributable to measured characteristics or endowments, and the
rest to unobserved or systemic factors. As discussed earlier, this decomposition uses the
positionality of Black households as the baseline. Alternatively, if we switch to using the
coefficients of the White household regression, then almost four-fifths of the total wealth
gap is attributed to measured characteristics or endowments. One can think of these
estimates as lower and upper bounds, while a simple average of the two decompositions
would yield an estimate of about 57 percent of the gap being attributable to measured
characteristics, with the remainder unexplained, or due to unmeasured factors, at the

household and/or systemic level.'8

3.7 Quantile Regression Analysis

Quantile regressions estimate conditional quantiles (cut points of the prob-
ability distribution dividing it into equal probability intervals). For example, as an

alternative to OLS, which estimates the conditional mean, a quantile regression can be

18For completeness, we also estimated the conventional decomposition directly based on the log spec-
ification. Those results are very close, giving estimates of about 54 percent and 78 percent attributable
to measured characteristics, respectively, when the different assumptions about positionality are used,
with a simple average of about 66 percent.
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used to estimate the conditional median. To illustrate, Herring and Henderson (2016,
Table 3.3) compare results from an OLS regression, predicting mean net worth, and a
quantile regression for median net worth. The coefficients are mostly similar in magni-
tude and statistical significance, and differences in magnitudes reflect differences in how
the two methods respond to outliers and the shape of the distribution.!? In our analysis,
we use quantile regressions at the deciles of the distribution of net worth, allowing us to
track how the different household characteristics affect net worth at different points of
the wealth distribution. We can, at least to some extent, relate our results to class dif-
ferences, to the extent that they are reflected in position in the wealth distribution: this
will provide an important additional dimension to the understanding of the Black-White
wealth gap.

Since the complete results of the quantile regressions involve nine sets of re-
gression coefficients for each group, the tables of regression results are relegated to the
Appendix. Instead, we present some salient results graphically, to be able to discuss
patterns of impacts over the range of the wealth distributions, Each graph plots co-
efficients for each group across deciles, along with confidence intervals, for a specific
characteristic or combination of characteristics. It is important to keep in mind that
the same decile for different groups corresponds to very different levels of net worth. For

example, as we noted earlier, median net worth for White households is about $163,000

19Because those authors use specifications that are linear in wealth, the difference between mean
and median is heightened, and the shape of the net worth distribution makes the mean regression
very sensitive to outliers. In this case, the quantile regression on the median may have considerable
advantages. Our use of log-transformed net worth makes the issue somewhat less important. Maroto
(2016) estimates quantile regressions for deciles, but with a linear specification. She also combines these
estimates with the standard Blinder-Oaxaca decomposition by decile.
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greater than for Black households. Indeed, median net worth for White households
corresponds to somewhere above the 80th percentile in the distribution of net worth
among Black households. We will use such benchmarks in comparing the results across
deciles for the two groups, as well as comparing how impacts of different characteristics
on net worth vary over each group’s individual distribution.

First, consider the three educational attainment variables. The OLS regres-
sions indicate that, compared to the baseline of not having completed high school, having
a high school diploma or equivalency does not have a statistically significant impact on
the wealth of Black households or White households. In fact, the magnitudes of the
point estimates are also small, so economically insignificant. The quantile regressions
suggest a different picture. From the top panel of Figure 3.1, we see that the magnitude
of the impact of a high school diploma is greater than the OLS estimate for the middle
half of the White net worth distribution. Furthermore, these magnitudes are signifi-
cantly greater than those for the middle of the Black net worth distribution. A similar
conclusion follows if we compare the impact at the middle of the White distribution
with the upper deciles of the Black distribution, since these represent similar levels of
net worth.

In the case of households with some college, but not a degree, the quantile
regression results are once again somewhat different, and illuminating (Figure 3.1, mid-
dle panel). The OLS regression results suggest that having some college experience has
a positive relationship to wealth, once that is statistically significant (only at the 10

percent level for Black households) and similar across the two groups. But the quan-
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Figure 3.1: Quantile Regressions — Education Levels
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tile regressions suggest a different story. The relationship of this level of educational

attainment to net worth is not significant for Black households, but is so for White
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households. Furthermore, the difference between the groups is significant. Finally, the
relationship for White households is stronger in the higher deciles of the distribution.
In sum, this level of educational attainment has a completely different connection to
the wealth distribution for the two groups.

The highest level of educational attainment in our formulation, a college de-
gree or above, offers yet another lesson. The OLS results (Figure 3.1, bottom panel)
indicate no relationship of this category of educational attainment with wealth for Black
households, but a very strong one for White households. The quantile regression es-
timates are broadly consistent with this picture, but with some added nuance. First,
for both groups, the relationship is stronger as one moves up the wealth distribution.
Second, this positive “slope” of the relationship is somewhat lower for Black households
than for White households. Third, the level of the relationship is everywhere lower for
Black households, and, except at the upper end of the distribution, is not statistically
significantly different from zero. Finally, the magnitude of the impact for Black house-
holds at the upper end of their wealth distribution is similar to the magnitude for White
households at their median. This compares the groups at similar absolute levels of net
worth, and hints at causes that are related to class and to access to a particular subset
of the economy from which many Black households may be excluded, even if they have
a college degree. There are, of course, alternative explanations possible, and these are
discussed in the next section.

Next, consider the relationship of age to wealth. The baseline coefficient, as-

suming no ownership of a home, or business or stocks, is significantly higher for White
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Americans than it is for Black Americans, at every decile of the wealth distribution
Figure 3.2). Also, the association of age with wealth is higher for richer White Ameri-
cans, as would be expected if they have been more successful over their years of wealth
accumulation. However, this effect is missing for the Black wealth distribution. It is also
noteworthy that the coefficients are higher even when one compares deciles that reflect
similar wealth levels. At the median of the White wealth distribution, the coefficient is

significantly higher than at the top deciles of the Black wealth distribution.

Figure 3.2: Quantile Regressions — Age
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For the three asset types — owning a home, business or stocks, we consider
each in turn, but discuss the baseline coefficients along with the age interactions. The
top panel of Figure 3.3 displays the baseline relationship of homeownership to wealth,
but it should be borne in mind that this is at an implied age of zero. Hence, the
coefficient should be adjusted for the minimum age in the sample, or for whatever
age is being considered. The bottom panel of Figure 3.3 displays the relationship of

homeownership interacted with age, which provides the information needed to make
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the desired adjustments. For example, a Black household at the 40 percentile with a
respondent age of 30 has an implied homeownership coefficient of approximately 0.199
+ 30x0.002 = 0.259. Correspondingly, a White household with the same age and same
percentile for that group’s wealth distribution has an implied coefficient of -0.058 +
30x0.010 = 0.242, which is only slightly lower. If, instead, the household age is 50,
then the respective measures are 0.299 and 0.442, which represents a much greater
impact of homeownership for White households with this age and position in the wealth
distribution. Moving up the wealth distribution for either group, for any given age, the
implied coefficients actually decrease, but the age interaction effect increases. Since the
age effect is larger for White households, with the exception of the 90th percentiles, a
broad general implication is that the wealth benefits of homeownership are strongest
for older White households.

Homeownership is quite prevalent for both groups, but business ownership and
stock ownership are less common, with the proportions of White households being rel-
atively large compared to Black households versus the case of homeownership. In the
case of business ownership (Figure 3.4), the baseline impacts are almost always greater
for White households than for Black households, over the entire wealth distribution. For
young Black households, in the lower deciles of the wealth distribution, business owner-
ship is actually associated with lower wealth. This is not the case for White households.
By contrast to the case of homeownership, the age premium of business ownership is
similar for Blacks and Whites over the different deciles of the wealth distributions. In-

terestingly, in the case of stock ownership (Figure 3.5), the baseline coefficients and
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Figure 3.3: Quantile Regressions — Homeownership
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age interaction terms are not too dissimilar for Black and White households. Thus the
associations of stock ownership and wealth are less different for the two groups than
are the differences for the homes and businesses. This is consistent with an economic
system where the set of financial assets available to the Black and White households
is the same, but not the set of homes or of businesses. On the other hand, rates of
ownership are more disparate for stocks than for homes or businesses, so the structural
inequality appears to operate more at that level.

Finally, we consider several other characteristics in the context of differential
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Figure 3.4: Quantile Regressions — Business Ownership
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between Black and White households is very large in the case of those in managerial
and professional occupations (Table 3.3), and the quantile regression results (Figure 3.7)
indicate that this differential is actually higher for the upper deciles of the group wealth
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wealth distribution. Figure 3.6 displays the coefficients for the case
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Figure 3.5: Quantile Regressions — Stock Ownership
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3.8). There is a large average differential between Black and White households, in terms
of its relationship to wealth, and the quantile regressions indicate that the difference is

greater in the upper deciles of the wealth distributions.

3.8 Discussion

By now a large number of empirical studies, many using SCF data, have ana-
lyzed the factors that help in understanding the wealth gap between Blacks and Whites

in the US. While studies such as Keister (2000b), Herring and Henderson (2016) and
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Figure 3.6: Quantile Regressions — Pensions
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Figure 3.7: Quantile Regressions — Managerial and Professional Occupations
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many others have examined the multiple structural and systemic factors that contribute
to this wealth gap with as comprehensive a lens as possible, some studies do focus on
specific characteristics such as homeownership or education, or somewhat more general
factors such as asset ownership patterns. While these focused studies typically control
for factors other than the one of interest, they can can create the impression of oversim-
plifying the challenge of how to address this particular aspect of wealth inequality. For

Darity et al. (2018), this is such a strong concern that they offer a refutation of single-
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Figure 3.8: Quantile Regressions — Financial Literacy

FinLit

0.10

Coefficient and CI

025 050 075
Percentile

Black White

cause single-solution approaches in terms of ten myths. They rely on their own data
analysis as well as evidence from various other studies, including several that employ
various regression techniques with SCF data.?’ We first discuss our findings in relation
to five items on the list of Darity et al. (2018) relating our findings to other studies
as well. Our contribution here is to provide a uniform treatment of these five factors.
Then we go on to discuss our empirical contributions in a broader context.
Educational attainment (Myth 1). Our results are very consistent with
various studies that find unequal impacts of higher education on wealth, to the disad-
vantage of Blacks. Sometimes, conclusions are stated in terms of rejecting the strong
hypothesis that college education eliminates wealth differences (e.g., the title of Emmons
and Ricketts, 2017: “College Is Not Enough: Higher Education Does Not Eliminate

Racial and Ethnic Wealth Gaps”). But, as our empirical analysis reinforces, there is

20 Another synthesis that systematically refutes various singular claims about the racial wealth gap,
including Latino/(a)s as well as Blacks, is Taub et al. (2017). Their table of contents describes their
scope: Attending college does not close the racial wealth gap; Raising children in a two-parent household
does not close the racial wealth gap; Working full time does not close the racial wealth gap; Spending
less does not close the racial wealth gap.
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no clear evidence that education even narrows the gap.?! This can also be understood
from our income regressions, which suggest that higher education allows for something
closer to parity in incomes, but that parity does not provide any basis for catching up
in wealth accumulation. Our results on the differential role of occupational choices as
related to wealth levels are also suggestive of a narrower educational pathway to career
and financial success for Black Americans than for White Americans.

While some evidence questions the value of a college education in terms of its
financial returns, it would be facile or even misleading to conclude that it does not matter
from a societal perspective. In particular, equal access to higher education should be a
goal independently of financial returns from college degrees. In this context, the evidence
suggests that family transfers of all kinds can be important. As an indicator of one type
of such transfers, our results show that having an inheritance has a significant positive
association with wealth levels, and that the strength of this effect is similar across
the two racial groups. But it is much stronger for Black households when interacted
with having a college degree. Being able to finance a college education without large
or expensive student loans can be very important for wealth accumulation. Indeed,

Meschede et al. (2017) document directly that this factor matters for explaining the

2Indeed, Emmons and Ricketts’ actual empirical analysis, which uses regression analysis for SCF
data from 1992 to 2013, is more nuanced. They also observe stark differences in trends for Black and
White college graduates over the period of their analysis, “In particular, the median Black college-
graduate family in 2013 had 56 percent less wealth than the median Black college-graduate family in
1992, ... (... adjusted for inflation). Meanwhile, the median White college graduate family in 2013
had 86 percent more wealth than the median White college-graduate family in 1992” (p. 8). Another
important study, which includes a consideration of employment attributes, although it does not employ
regression analysis, is Hamilton et al. (2015), which uses data from the US Census Survey of Income and
Program Participation (SIPP), rather than SCF data. It is significant that different data sources yield
consistent conclusions. Jez (2017), in commenting on some of Emmons and Ricketts’ findings, offers
some additional possibilities pertaining to nonlinearity of effects, and unobservable quality of colleges.
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Black-White wealth gap.??

Homeownership (Myth 2). Along with education, homeownership receives
the most attention in discussions about factors behind the Black-White wealth gap in
the US. Again, any claim that equalizing rates of homeownership can eliminate the
Black-White wealth gap is far too strong, but our results indicate something less hope-
ful, namely, that the benefits of homeownership are skewed toward White households.
Specifically, controlling for all other characteristics, the wealth increment for a White
household from owning a home is substantially greater than for a Black household with
the same characteristics. This differential is on top of factors that may deter Black
households from home ownership, as reflected in lower ownership rates.?? These factors
include discrimination in lending, as well as even more pernicious behaviors such as
implicit and explicit segregation operating through both government and private in-
stitutions. If Black homeowners are restricted to lower quality housing stock in less
attractive neighborhoods, that would explain the large differences in wealth contribu-
tions between the two racial groups that we estimate in our regressions. In any case, it
is clear that just increasing home ownership rates by itself will do little or nothing to

close the existing wealth gap.

22 Another study with similar conclusions is Nam, et al. (2015), which uses PSID data. A separate
issue, but one that can make it harder for Blacks to catch up with Whites, even if access is made moe
equal, is that the returns to college appear to be falling for all races and ethnicities in the US: see
Emmons, Kent and Ricketts (2019).

230f course, if the returns to home ownership are lower for Black households, they may rationally
choose not to buy a home. Discrimination in the housing market is a longstanding and persistent
problem in the US, with a large academic and policy literature: see Darity, et al. (2018) and references
therein. Choi, et al. (2019) provide a recent, geographically disaggregated, analysis of differences in
Black-White home ownership rates, including credit scores, marital status and income as important
explanatory variables. They do not address discrimination directly, though they refer to previous
studies, and they note that more segregated Metropolitan Statistical Areas have higher proportions of
White homeowners.
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Financial Literacy (Myth 5). Our result here is not definitive, because it
relies on a very specific and relatively narrow measure of financial literacy. Nevertheless,
since any measure of this characteristic is difficult to come by, it is novel as well as quite
striking. Since the 2016 SCF was the first to include questions designed to measure ba-
sic financial literacy, there have been few, if any, direct tests of the claim that financial
literacy can help with wealth accumulation. Our regressions show that, controlling for
other factors, there is no evidence that financial literacy is positively associated with
wealth for Blacks, but it is for Whites, suggesting that there are deeper factors at work
that are not directly observed in the data. Our results therefore provide quantitative
evidence that supports the broader analysis of Hamilton and Darity (2017), which con-
ceptually critiques claims that lack of financial literacy is a contributor to racial wealth
gaps, as well as providing some evidence to support that critique.

Entrepreneurship (Myth 6). As in the case of education and home owner-
ship, our results confirm that, controlling for other factors, owning a business is associ-
ated with higher wealth, but the increment is much greater for Whites than for Blacks
with the same measurable characteristics. Therefore, on average, entrepreneurship may
help with wealth accumulation, but there is no evidence that it contributes to closing
the racial wealth gap. Onme also has to emphasize that business ownership rates are
quite low as percentages of the population, so this is not a likely to be a pathway to
wealth accumulation for the vast majority of the population. In some sense, though in
a less extreme manner, focusing on entrepreneurship for wealth accumulation is similar

to arguing that there is, or can be, equality in the dimension of wealth-building by
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pointing out the success of Black entertainers or athletes.?*

Family Structure (Myth 10). There is a large difference between the pro-
portion of female-headed households for Blacks and Whites. However, in the wealth
regressions, the negative impact of being a female-headed household, when other fac-
tors are controlled for, is greater for Whites than for Blacks. Hence, while the higher
proportion of female-headed households in the Black population contributes to the aver-
age wealth gap, conditional on that characteristic holding, this aspect of family structure
does not further contribute to the wealth gap. This lack of racial disparity in the neg-
ative effect of being a female-headed household is an interesting phenomenon, in its
contrast to the benefits of positive characteristics being skewed toward White house-
holds. It is also not the case that the number of children has any significant implications
for wealth differences between Blacks and Whites. While our regression specification is
quite different, these results are consistent with those of Emmons and Ricketts (2017),
who conclude that (p. 30). “The contribution of family-structure variables to explaining
racial and ethnic wealth gaps is negligible.” Note that Lerman (2017) offers a slightly
different perspective, confirming that family structure does influence wealth, but also
acknowledging that it does not explain much of the wealth gap between Black Americans
and White Americans, or in changes in that wealth gap from 2001 to 2013.

A common theme in our discussion of some of the Darity et al. (2018) “myths”

24This focus on celebrities is Myth 9 in Darity et al.’s list. Other myths that our empirical analysis
is not able to address are: relying more on black businesses (Myth 3), saving (Myth 4), emulating
successful minorities (Myth 7), and “soft skills” and “personal responsibility” (Myth 8). The analysis of
Chakravorty et al. (2016), which emphasizes the joint roles of education, job-skill matching and labor
market access as contributing factors for the economic success of many Indian Americans, can also be
interpreted as a counter to Myth 7.
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is that factors that potentially need policy attention in the context of the Black-White
wealth gap require deeper analysis. Simply increasing homeownership rates or college
education rates will not translate into significant reductions on the wealth gap without
attention to quality disparities and systemic issues of discrimination. Furthermore, some
of these interventions are connected, and cannot be tackled independently. Residential
neighborhood disparities translate into inequalities in schooling quality and affect ac-
cess to high quality higher education. All this is well known. One of our contributions
is to reinforce this perspective by quantifying the disparities in impact of simple and
single-factor interventions (Table 3.5). The manner in which we have done so, from our
regression estimates, is also relatively new in this literature. It is also worth remarking
that our results provide evidence that financial interventions that work without the me-
diation of unequal economic or social structures have more equal impacts. For example,
we do not find a disparity of impacts that disfavors Black households in the case of re-
ceiving an inheritance versus not getting one. Similarly, Black households who do hold
stocks in their asset portfolios exhibit positive associations of this characteristic with
wealth levels that are comparable to White households. By contrast, this is not true
of business ownership or homeownership. These results are supportive of the idea that
wealth gaps are best addressed through direct, equalizing financial interventions. The
proposal for “baby bonds” made by Hamilton and Darity (2010), and further analyzed
and supported in Zewde (2019) is a clear example of this approach.

We also estimated income regressions to parallel the wealth regressions. While

the causality for characteristics such as homeownership and stock ownership likely goes
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from income to these asset choices, rather than in the other direction, we maintained the
same specification. A comparison of the results for the two types of regressions indicated
that education level has a positive impact on income that is relatively equal for Black
and White households, very different than the case of wealth. Overall, the income
regressions are less indicative of structural differences in the impacts of characteristics,
which suggests that the larger differences in impacts for wealth are reflective of the
unequal conditions of past accumulation of wealth. This reinforces the idea that simply
leveling the playing field going forward is inadequate as an approach to correcting wealth
disparities that are the result of many years of unequal conditions of accumulation, and
therefore equalizing financial transfers such as baby bonds are a more relevant policy.
Another contribution of our empirical analysis is to carry out a Blinder-Oaxaca-
style decomposition of overall wealth differences, where the decomposition separates out
what can be attributed to differences in household characteristics or endowments, versus
what can be attributed to differences in the processes or system that determine wealth,
as reflected in differences in the regression coefficients. Although this latter component
can also reflect unmeasured quality differences, these may also be a function of struc-
tural inequalities. If we average the two methods of carrying out the decomposition, our
estimate is that over 40 percent of the wealth difference is associated with structural
factors that go beyond measured household characteristics. Note that we use a relatively
new approach to this decomposition that accounts for the nonlinear specification of the
wealth regressions, and produces estimates denominated in the original dollar units.

A final contribution of our analysis is the use of quantile regressions to allow
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for differences in effects of various characteristics on wealth over the different parts of
the wealth distribution. In particular, we obtain estimates at different deciles, and
these allow one to get a sense of how various characteristics are associated with higher
wealth at various wealth levels. One can then compare impacts for Black and White
households at the same deciles, or at different deciles that correspond to similar wealth
levels. Very broadly, we see that there are class-type effects for both Black Americans
and White Americans, for example as reflected in greater benefits of a college education
at higher wealth levels. For some characteristics, these distributional effects are stronger
for White Americans than for Black Americans, but the level differences in effects are
present throughout the wealth distribution. In other words, the inequalities in wealth
have a racial component that is not explainable by an appeal to “class,” just as it is
not explainable by appealing to differences in education or asset portfolio composition

or financial literacy, or any other such factor. Race matters for wealth inequality.

3.9 Conclusion

Our results reinforce the perspective that there is no single or simple expla-
nation of wealth disparities between Blacks and Whites. In particular, focusing indi-
vidually on levels of education, homeownership, business ownership, financial literacy,
or family structure does not provide a convincing picture of the determinants of wealth
inequality in this case. This is true even when one controls for various other character-

istics. Our results do support a perspective that the pathway to wealth accumulation
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is much narrower for Black Americans than for White Americans, with greater hurdles,
on top of the starting point itself being unequal. This is inferred from the differences in
marginal impacts of education, occupational choices, asset ownership of various types,
and financial literacy. All of these results are consistent with a complex of structural and
systemic factors being behind Black-White wealth inequalities, rather than single-factor
explanations, especially ones that appeal to various versions of “personal responsibility.”
This may seem obvious, but, perhaps somewhat surprisingly, such explanations are still
being discussed in the academic literature.

Although our empirical analysis uses cross-section data and does not directly
establish any causal connections, our quantitative decompositions of the contributors
to the wealth gaps, both measured and unmeasured are still informative. Additionally,
the quantile regressions provide an indication of how impacts of various characteristics
vary over the wealth distribution. A comparison of these within-group variations with
differences between the racial groups leads to the conclusion that race matters, even
after allowing for these inferred class effects.

Within the cross-section framework, the role played by having received an
inheritance is suggestive of the importance of intergenerational wealth transfers. This
is not surprising, of course, in the context of wealth. Setting aside issues of causality,
there is a contrast in the observed empirical patterns between the positive association of
inheritance (effectively a wealth transfer) and wealth, and processes such as education,
employment and asset ownership, which are embedded within complex socioeconomic

structures. In future work we will extend our analysis to multiple cross-sections of SCF
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data, using synthetic cohorts (e.g., McKernan et al., 2014) to understand some aspects

of these wealth dynamics more precisely.

130



Bibliography

Adelino, Manuel, Antoinette Schoar, and Felipe Severino. “Credit Supply and House
Prices: Evidence from Mortgage Market Segmentation.” NBER Working Paper Series,

2012.

Agarwal, Sumit, Brent W. Ambrose, Souphala Chomsisengphet, and Chunlin Liu.
“Asymmetric Information in Dynamic Contract Settings: Evidence from the Home

Equity Credit Market.” Working Paper, 2007.

Agarwal, Sumit, Itzhak Ben-David, and Vincent W. Yao. “Collateral Valuation and
Borrower Financial Constraints: Evidence from the Residential Real-Estate Market.”

Management Science, 2015.

Akerlof, George A. “The Market for 'Lemons’: Quality Uncertainty and the Market

Mechanism.” The Quarterly Journal of Economics, 84, no.3 (1970): 488-500.

Aliprantis, Dionissi, and Daniel R. Carroll.“What Is Behind the Persistence of the
Racial Wealth Gap?” FEconomic Commentary.Federal Reserve Bank of Cleveland,

2019.

131



Aliprantis, Dionissi, Daniel R. Carroll, and Eric R. Young. “The Dynamics of the Racial

Wealth Gap.” FRB of Cleveland Working Paper, 2019.

“American Community Survey 5-Year Data 2010.” U.S. Census Bureau, 2011.

An, Xudong, and Vincent W. Yao. “Credit Expansion, Competition, and House

Prices,” 2016.

Ausubel, Lawrence M. “Adverse Selection in the Credit Card Market.” Working Paper,

1999.

Avery, Robert B., and Michael S. Rendall. “Lifetime inheritance of three generations

of whites and blacks.” American Journal of Sociology 107, no.5 (2002):1300-1346.

Bai, Bin, Jun Zhu, and Laurie Goodman. “A Closer Look at the Data on First-Time

Homebuyers.” Urban Institute, 2015.

Banerjee, Abhijit, Dean Karlan, and Jonathan Zinman. “Six Randomized Evaluations
of Microcredit: Introduction and Further Steps.” American Economic Journal: Applied

Economics, 7, no.1 (2015): 1-21.

Bauer, Thomas K., and Mathias Sinning.“An extension of the Blinder—-Oaxaca

decomposition to nonlinear models.” Advances in Statistical Analysis, 92, no.2

(2008):197-206.

Bhutta, Neil, and Benjamin J. Keys. “Eyes Wide Shut? The Moral Hazard of Mortgage

Insurers During the Housing Boom.” NBER Working Paper Series, 2018.

132



Blinder, Alan S.“Wage discrimination: reduced form and structural estimates.” Jour-

nal of Human Resources, 8,n0.4 (1973): 436-455

Boadway, Robin, and Michael Keen. “Financing New Investments under Asymmetric

Information: A General Approach.” CIRPEE Working Paper, 2004.

Bricker, Jesse, Lisa J. Dettling, Alice Henriques, Joanne W. Hsu, Lindsay Jacobs,
Kevin B. Moore, Sarah Pack, John Sabelhaus, Jeffery Thompson, and Richard A.
Windle. “Changes in US family finances from 2013 to 2016: Evidence from the Survey

of Consumer Finances.” Federal Reserve Bulletin, 103, no.3 (2017): 1-42.

Brueckner, Jan K. “Mortgage Default with Asymmetric Information.” Journal of Real

FEstate Finance and Economics, 20, no.3 (2000): 251-274.

Bubb, Ryan, and Alex Kaufman, “Securitization and Moral Hazard: Evidence from a
Lender Cutoff Rule.” Research Department Public Policy Discussion Papers. Federal

Reserve Bank of Boston, 2009.

Cardon, James H., and Igal Hendel. “Asymmetric Information in Health Insurance:
Evidence from the National Medical Expenditure Survey.” The RAND Journal of Eco-

nomics, 2001, 408-427.

Cengiz, Doruk, Arindrajit Dube, Attila Lindner, and Ben Zipperer. “The Effect of
Minimum Wages on Low-Wage Jobs.” The Quarterly Journal of Economics, 134, no.3

(2019): 1405-1454.

133



Chakravorty, Sanjoy, Devesh Kapur, and Nirvikar Singh. “The Other One Percent:

Indians in America.” New York: Ozford University Press, 2016.

Chiappori, Pierre-André, and Bernard Salanié. “Testing for Asymmetric Information

in Insurance Markets.” The Journal of Political Economy, 108, no. 1 (2000): 56-78.

Choi, Junghyun, Alanna McCargo, Michael Neal, Laurie Goodman, and Caitlin Young.
“Explaining the Black-White Homeownership Gap: A Closer Look at Disparities across
Local Markets.” Housing Finance Policy Center, Research Report, Washington, DC:

Urban Institute, 2019.

Christensen, Peter, Ignacio Sarmiento-Barbieri, and Christopher Timmins. “Housing
Discrimination and the Toxics Exposure Gap in the United States: Evidence from the

Rental Market.” Review of Economics and Statistics, 2020.

“Conforming Loan Limits.” URL: https://www.fhfa.gov/DataTools/Downloads

Conley, Dalton. “Being black, living in the red: Race, wealth, and social policy in

America.” Berkeley, CA: University of California Press, 1999.

Darity Jr., William, David Guilkey, and William Winfrey. “Ethnicity, race, and earn-

ings.” Economics Letters, 47, no.3 (1995): 401-408.

Darity Jr., William, Darrick Hamilton, Mark Paul, Alan Aja, Anne Price, Antonio
Moore, and Caterina Chiopris. “What We Get Wrong About Closing the Racial Wealth

Gap.” Samuel DuBois Cook Center on Social Equity, 2018.

134



DeFusco, Anthony A., and Andrew Paciorek. “The Interest Rate Elasticity of Mort-
gage Demand: Evidence from Bunching at the Conforming Loan Limit.” American

Economic Journal: Economic Policy, 2017, 210-240.

De Meza, David, and David C. Webb. “Too Much Investment: A Problem of Asym-

metric Information.”, The Quarterly Journal of Economics 102 (1987): 281-292.

De Meza, David, and David C. Webb. “Advantageous Selection in Insurance Markets.”

RAND Journal of Economics, 2001, 249-262.

Demyanyk, Yuliya, and Otto Van Hemert. “Understanding the Subprime Mortgage

Crisis.” Review of Financial Studies, 2009.

Edelberg, Wendy. “Testing for Adverse Selection and Moral Hazard in Consumer Loan

Markets.” FEDS Working Paper, no.09 (2004).

Einav, Jenkins, and Levin. “Contract Pricing in Consumer Credit Markets.” Econo-

metrica, 2012, 1387-1432.

Emmons, William R., and Lowell R. Ricketts. “College Is Not Enough: Higher Edu-
cation Does Not Eliminate Racial and Ethnic Wealth Gaps.” Federal Reserve Bank of

St. Louwis Review, 99, no.1 (2017): 7-40.

Emmons, William R., Ana H. Kent, and Lowell R. Ricketts. “Is College Still Worth It?
The New Calculus of Falling Returns.” Federal Reserve Bank of St. Louis Review, 101,

no.4 (2019): 297-329.

135



Fairlie, Robert W. “An extension of the Blinder-Oaxaca decomposition technique to
logit and probit models.” Journal of Economic and Social Measurement, 30, no.4

(2005): 305-316.

Finkelstein, Amy, and Kathleen McGarry. “Multiple Dimensions of Private Informa-
tion: Evidence from the Long-Term Care Insurance Market.” The American Economic

Review, 2006, 938-958.

Freedman, Seth, and Ginger Jin. “Learning by Doing with Asymmetric Information:

Evidence from Prosper.com.” NBER Working Paper, 2009.

Gerardi, Kristopher, Adam H. Shapiro, and Paul Willen. “Subprime Outcomes: Risky
Mortgages, Homeownership Experiences, and Foreclosures.” Federal Reserve Bank of

Boston Working Paper, n0.07-15 (2007).

Graves, Alex, and Jiirgen Schmidhuber. “Framewise Phoneme Classification with Bidi-
rectional LSTM and Other Neural Network Architectures.” Neural Networks 18 (2005):

602-610.

Hamilton, Darrick, Algernon Austin, and William Darity, Jr.“Whiter Jobs, Higher
Wages: Occupational segregation and the lower wages of black men.” Economic Policy

Institute Briefing Paper, no. 288 (2011).

Hamilton, Darrick, and William Darity, Jr. “Can ’Baby Bonds’ Eliminate the Racial
Wealth Gap in Putative Post-Racial America?” The Review of Black Political Econ-

omy, 37, (2010): 207-216.

136



Hamilton, Darrick, William Darity, Jr., Anne E. Price, Vishnu Sridharan, and Rebecca
Tippett. “Umbrellas Don’t Make it Rain: Why Studying and Working Hard Isn’t

Enough for Black Americans.” The New School, 2015.

Hamilton, Darrick, and William Darity, Jr. “The Political Economy of Education,
Financial Literacy, and the Racial Wealth Gap” Federal Reserve Bank of St. Louis

Review, 99, no.1 (2017): 59-76.

Harrison, David M., Thomas G. Noordewier, and Abdullah Yavas. “Do Riskier Bor-

rowers Borrow More?” Real Estate Economics, 32, no.3 (2004): 385-411.

Herring, Cedric, and Loren Henderson. “Wealth Inequality in Black and White: Cul-
tural and Structural Sources of the Racial Wealth Gap.” Race and Social Problems, 8,

no.1 (2016): 4-17.

Horton, Hayward D.“Race and wealth: A demographic analysis of black ownership.”

Sociological Inquiry, 62, no.4 (2007): 480-489.

House, Christopher L. “Adverse Selection and the Financial Accelerator.” Journal of

Monetary Economics, 2006, 1117-1134.

Iyer, Rajkamal, Asim [jaz Khwaja, Erzo F.P. Luttmer, and Kelly Shue. “Screening
in New Credit Markets: Can Individual Lenders Infer Borrower Creditworthiness in

Peer-to-Peer Lending?” AFA 2011 Denver Meetings Paper, 2009.

Jez, Su J. “Not All College Is Equal When It Comes to Wealth and Race.” Federal
Reserve Bank of St. Louis Review, 99, no.1 (2017): 45-52.

137



Jones, Janelle, and John Schmitt. “A College Degree is No Guarantee.” Center for

Economic Policy Research, Washington, DC, 2014.

Justiniano, Alejandro, Giorgio E. Primiceri, and Andrea Tambalotti. “Credit Supply
and the Housing Boom.” Federal Reserve Bank of New York Staff Reports, no.709

(2015).

Kaiser, Boris. “Decomposing differences in arithmetic means: a doubly robust estima-

tion approach.” Empirical Economics, 50, no.3 (2016): 873-899.

Karlan, Dean, and Jonathan Zinman. “Expanding Credit Access: Using Randomized
Supply Decisions to Estimate the Impacts.” The Review of Financial Studies, 23, 1

(2010): 433-464.

Karlan, Dean, and Jonathan Zinman. “Observing Unobservables: Identifying Informa-
tion Asymmetries With a Consumer Credit Field Experiment.” FEconometrica, 77, 6

(2009): 1993-2008.

Keister, Lisa A. “Race and wealth inequality: The impact of racial differences in asset
ownership on the distribution of household wealth.” Social Science Research, 29, no. 4

(2000): 477-502.

Keister, Lisa A. “Wealth in America.” New York: Cambridge University Press, 2000.

Keys, Benjamin J., Tanmoy Mukherjee, Amit Seru, and Vikrant Vig. “Did Securitiza-
tion Lead to Lax Screening.” The Quarterly Journal of Economics, 125, no.1 (2010):
307-362.

138



Klonner, Stefan, and Ashok Rai. “Adverse Selection in Credit Markets: Evidence from
a Policy Experiment.” Department of Economics Working Paper, Williams College 01

(2007).

Landvoigt, Tim, Monika Piazzesi, and Martin Schneider. “The Housing Market(s) of

San Diego.” NBER Working Paper Series, 2012.

Lerman, Robert I. “Do Family Structure Differences Explain Trends in Wealth Differ-

entials?” Federal Reserve Bank of St. Louis Review, 99, no.1 (2017): 85-102.

Liskovich, Inessa, and Maya Shaton. “Borrowers in Search of Feedback: Evidence
from Consumer Credit Markets.” Finance and Economics Discussion Series. Federal

Reserve Board, Washington, D.C., 2017.

Maroto, Michelle. “Growing Farther Apart: Racial and Ethnic Inequality in Household

Wealth Across the Distribution.” Sociological Science, 3 (2016): 801-824.

Mayer, Christopher, Pence Karen, and Shane M. Sherlund. “The Rise in Mortgage

Defaults.” Journal of Economic Perspectives, 23, no.1 (2009): 27-50.

McCrary, Justin. “Manipulation of the Running Variable in the Regression Disconti-

nuity Design: A Density Test.” Journal of Econometrics, 2008.

McKernan, Signe-Mary, Caroline Ratcliffe, Fugene Steuerle, and Sisi Zhang. “Dispar-
ities in Wealth Accumulation and Loss from the Great Recession and Beyond” texti-

tAmerican Economic Review: Papers and Proceedings, 104, no.5 (2014): 240-244.

139



Meschede, Tatjana, Joanna Taylor, Alexis Mann, and Thomas Shapiro. “’Family
Achievements?’: How a College Degree Accumulates Wealth for Whites and Not for

Blacks” Federal Reserve Bank of St. Louis Review, 99, no.1 (2017): 121-138.

Meyer, Ana Lourdes Gomez Lemmen. “Pricing Mechanisms in Peer-to-Peer Online

Credit Markets.” Department of Economics Working Papers.Stanford University, 2014.

Mian, Atif, and Amir Sufi. “The Consequences of Mortgage Credit Expansion: Evi-
dence from the U.S. Mortgage Default Crisis.” The Quarterly Journal of Economics,

124, no.4 (2009):1449-1496.

Nam, Yunju, Darrick Hamilton, William A. Darity, Jr., and Anne E. Price. “Bootstraps
Are for Black Kids: Race, Wealth, and the Impact of Intergenerational Transfers on
Adult Outcomes” The Samuel Dubois Cook Center on Social Equity at Duke Univer-

sity, 2015.

Oaxaca, Ronald. “Male—female wage differentials in urban labor markets.” Interna-

tional Economic Review, 14, n0.3 (1973): 693-709.

Oliver, Melvin, and Shapiro, Thomas. “Black Wealth/White Wealth: A new perspec-

tive on racial inequality” New York and London: Routledge Publishers, 2006.

Parcel, Toby L. “Wealth accumulation of black and white men: The case of housing

equity.” Social Problems, 30,n0.2 (2014): 199-211.

Parlour, Christine A., and Uday Rajan. “Competition in Loan Contracts.” The Amer-
ican FEconomic Review, 2001, 1311-1328.

140



Piskorski, Tomasz, Amit Seru, and Vikrant Vig. “Securitization and Distressed Loan
Renegotiation: Evidence from the Subprime Mortgage Crisis.” Journal of Financial

Economics, 97, 3 (2010): 369-397.

Rajan, Uday, Amit Seru, and Vikrant Vig. “The Failure of Models that Predict Failure:
Distance, Incentives, and Defaults.” Journal of Financial Economics, 115 (2015): 237-

260.

Riddiough, Timothy J., and Howard E. Thompson. “Commercial Mortgage Pricing
with Unobservable Borrower Default Costs.” Real Estate Economics, 12 (1993): 265-

291.

Rothschild, Michael, and Joseph Stiglitz. “Equilibrium in Competitive Insurance Mar-

9

kets: An Essay on the Economics of Imperfect Information.” The Quarterly Journal

of Economics, 90, no.4 (1976): 629-649.

Shapiro, Thomas M. “The hidden cost of being African American: How wealth per-

petuates inequality.” New York: Oxford University Press, 2004.

Shapiro, Thomas M., Tatjana Meschede, and Sam Osoro. “The Roots of the Widening
Racial Wealth Gap: Explaining the Black-White Economic Divide.” Institute on Assets

and Social Policy, 2013.

Sood, Gaurav. “Florida Voter Registration Data.” Harvard Dataverse, 2017.

https://doi.org/10.7910/DVN/UBIG3F.

141



Sood, Gaurav, and Suriyan Laohaprapanon. “Predicting Race and Ethnicity From the

Sequence of Characters in a Name,” 2018.

Stiglitz, Joseph E. “Perfect and Imperfect Capital Markets.” paper presented to the

New Orleans meeting of the Econometric Society, 1970.

Stiglitz, Joseph E. “Some Aspects of the Pure Theory of Corporate Finance: Bankrupt-

cies and Take-Overs.” Bell J. Econ, 1972, 458-482.

Stiglitz, Joseph E., and Andrew Weiss. “Credit Rationing in Markets with Imperfect

Information.” The American Economic Review, 71, no.3 (1981): 393-410.

Taub, Amy, Laura Sullivan, Tatjana Meschede, and Thomas Shapiro. “The Asset Value

of Whiteness: Understanding the Racial Wealth Gap.” Demos, 2017.

Thompson, James R. “Counterparty Risk in Financial Contracts: Should the Insured
Worry about the Insurer?” The Quarterly Journal of Economics, 125, no.3 (2010):

1195-1252.

Thompson, Jeffrey P., and Gustavo A. Suarez. “Updating the Racial Wealth Gap,
Finance and Economics Discussion Series” Divisions of Research and Statistics and

Monetary Affairs, Federal Reserve Board, Washington, D.C., 2015.

Tippett, Rebecca, Avis Jones-DeWeever, Maya Rockeymoore, Darrick Hamilton, and
William Darity, Jr. “Beyond Broke: Why Closing the Racial Wealth Gap is a Priority

for National Economic Security” Center for Global Policy Solutions, 2014.

142



Wei, Zaiyan, and Mingfeng Lin. “Market Mechanisms in Online Peer-to-Peer Lending.”

Management Science, 2016

Winsborough, H. H., and Peter Dickinson. “Components of Negro-White Income Dif-

ferentials.” Center for Demography and FEcology, University of Wisconsin, 1971.

Zaw, Khaing, Jhumpa Bhattacharya, Anne Price, Darrick Hamilton, and William Dar-
ity, Jr. “Women, Race & Wealth, Research Brief Series.” Samuel DuBois Cook Center

on Social Equity and Insight Center for Commaunity Economic Development, 1, (2017).

Zewde, Naomi. “Universal Baby Bonds Reduce Black-White Wealth Inequality, Pro-
gressively Raise Net Worth of All Young Adults.” The Review of Black Political Econ-

omy, 47, no.1 (2020): 3-19.
“Zillow Home Value Index.” URL: https://www.zillow.com/research/data/.

“Zillow’s Transaction and Assessment Database.” 2018.

https://www.zillow.com /research/ztrax/.

143



Appendix A

Chapter 1

144



T0°0 > d 445 G00 > 4 TO>d
"SOIUNO09 Ul s19ysno der}sjooq I10J paisnlpe are siolrd prepuels 'RT0Z £q mnejop yjm dn spus uorjoesuery
® J1 T srenbe Jer) AwWWnp e ST UWNjod [oes Ul 9W0IINO oY, T MU o1} dA0(ER I0 MO[aq ()00‘09$ UMM SURO[ oI SUWIN[OD [)XIS PUR ‘I[}INO]

‘puooss o1} Jo ofduwres oy, I MOU 93} dA0qe I0 MOo[eq (00‘00T§ UM SURO[ oIe SUWN[OD YYY Pue ‘pIryy ‘9siy oyj jo o[dures oy J, :S0j0N

02L0° QT L0’ 1990° 0L90° 60L0° GTL0" wRIW-01J
w®> wmw% m@;% w®> w@> m®> A Hﬁ@%
m®> m@xﬂ m@xﬁ m®> m®> m@»ﬁ m,m %QESOO
(8910°) (6€10°) (60207) (9¢10) (6810°) (6€107)
1+ 0E90°- ++xGC90°- exxCLG0"- x+£8G0"- «1x8190°- exn 1260 9804
(¥%00°) (1500°) (8800°) (£900°) (6€00°) (1200°)
0900~ 5+ V8T0"~ 8600~ 520810 2900~ 58810~ TTO MON IOpun
(5L00°) (£2007) (2o10°) (e1107) (900°) (2200°)
S000° LGET0° 6600° 8910° ¥500° £8G10° 350d X TTD MON I0pup)
000 ‘09$F 000 ‘00T$F 000 ‘09$F 000 ‘001$F 000 ‘09$F 000 ‘001$F
1SI1q pareaday pajyeaday] pue jsIiq

([ypmmpueq 108I1e] Suls()) WeISoId oY) YSNOIY) N0 Uy R], SUROT JO 90URULIOJMSJ U0 joedw] o], 1"V O[],

yipimpueq JoS8ter] Sulis() sSUBOT JO 9doUBWIOJOJ oYL, T'V

145



T0°0 > 445 G000 > 4, TO>d

"Se1juNo9 Ul s19jsno dei}siooq

10j pagsnlpe are siolld piepuer)g ‘suoryedrdol 939[duIod AJUO SPN[OUI $9)RWIISS SIOLID pIepue)s pue sojedrjdor delr}sjooq duIos Ul POJRUIISd 9]
j0u pnod siejourered pue ‘[reurs 0oy st (§) [0 10 (1) [0 Ioyye ur azis ojdures oy J, "ojdoad o)Ay A(uo sepnpout (g) [0 pue ‘ojdood yorlg A[uo
sopnpul (§) [0 ‘e[doad otuedsif Auo sepnpoul (g) [0)) ‘s1opur[s] oyloed 10 ojdoad uelsy Ao sepnjoul (g) [0 “eruiojiyey) jo sepod diz o[iprenb
wo}joq oYy woiy ojdoad A[uo sepnyout (1) [0 T 23 JO 000 ‘0¢$F WOIJ SUOIYeAIaso SUISN S)NsoI UOTssaI3al sjuesard UWN[od YorG :S9I0N

690" 90eT’ 100T° 1.50° 1260° RS-0 ]
Sox Sox Sox SOx Sox o Teax
SN SOX SN SN SOx . A3unon

(ze10) (66£07) (r2€07) (9820°) (1228)
s VTG0 eyl BT~ ey EFOT - e IFLO™ vEVO’ 150q
(ve10) (Le€0") (L8107) (6120°) (6890°)
8e10’ 6120° LTEE0" 1720~ LVTO° TTD MaN Iepup
(5600°) (2££07) (9920°) (6620°) (gg62)
6100° 6120~ 2020’ L5280’ 9690~ 3804 X D MON 1epupn
(9) @) (e (@) (1

s1oAng Jo dnoir) JUeISPL(] UIYIIM SUROT JO 9OURULIONDJ U0 joedwi] oy, gV 9[qe],
dnouar) swoouy 10

oorY Je[ndIjIed B WOI) siomodlog Aq jn(Q uode], sueor] jo ojey jmejo @2YI, IV

146



Appendix B

147



Chapter 3

Table B.1: Quantile Regressions: Ln(Wealth+k) — Black Households

& @ @) ) ®) © ™ ®) ©
Log of (Wealth+k) for Black
10% 20% 30% 10% 50% 60% 70% 80% 90%
Female head of HI -0.009 -0.022% -0.025" -0.027" -0.032" -0.039" -0.048" 0068 0118
(0.007) (0.007) (0.006) (0.004) (0.003) (0.002) (0.007) (0.010) (0.015)
Bankruptey -0.080"* 0.116"* -0.148"* 01110 0.110* -0.059* 0.045 0.024 -0.009
(0.008) (0.019) (0.032) (0.023) (0.026) (0.024) (0.033) (0.029) (0.049)
Spending exceeded income -0.066" -0.053% -0.045" -0.050" -0.0427 -0.046™ -0.038" -0.0357 -0.025
(0.005) (0.008) (0.005) (0.005) (0.005) (0.009) (0.002) (0.009) (0.016)
Have stock -0.308" -0.171 -0.183" -0.255 -0.3717 -0.165 -0.308* 0.004 0.725
(0.060) (0.143) (0.047) (0.160) (0.124) (0.188) (0.121) (0.371) (0.896)
Have business -0.962" -0.566" -0.246" -0.184 -0.401 0447 -0.253" 0.104 -0.279
(0.059) (0.042) (0.041) (0.100) (0.292) (0.264) (0.115) (0.202) (0.203)
Have home 01127+ 0.160"* 0216 0199+ 0202+ 0.136 0.169" 0.125% 0.022
(0.022) (0.041) (0.034) (0.052) (0.027) (0.096) (0.066) (0.054) (0.177)
Receive inheritance -0.034° 0047 0.086""* 0.083"* 00747 0130 0.136"" 01127 0.086°"
(0.018) (0.015) (0.013) (0.010) (0.016) (0.022) (0.018) (0.012) (0.031)
Have pension -0.006 00137 0.018"* 0.025"* 0.026"* 0030+ 0054 0099 01357
(0.007) (0.005) (0.005) (0.006) (0.004) (0.007) (0.008) (0.011) (0.021)
# of fin lit questions answered correctly -0.010" -0.006"* 0.001 -0.000 0.000 0.003 0.002" 0.002 0.007
(0.005) (0.002) (0.004) (0.004) (0.001) (0.002) (0.001) (0.003) (0.006)
HS/GED only 0045 0031+ 0.009* 0.004 -0.000 -0.006° -0.013* -0.017° -0.000
(0.014) (0.006) (0.005) (0.003) (0.002) (0.002) (0.007) (0.010) (0.009)
Some College 0.020 00317 0.007 0.002 0.002 0.004 0.008 0.007 00247
(0.019) (0.008) (0.004) (0.009) (0.005) (0.006) (0.007) (0.009) (0.014)
College and Above -0.116"* -0.101% -0.003" -0.017 0.016 0.035* 0.049* 0.073" 0.263""
(0.041) (0.012) (0.016) (0.028) (0.011) (0.017) (0.022) (0.040) (0.029)
Managerial/Professional 0032 0.023" 0023 0025 0.017* 0.017* 0.009 -0.005 -0.016
(0.014) (0.009) (0.007) (0.003) (0.005) (0.002) (0.007) (0.005) (0.015)
Technical/Sales/Services -0.003 0.006 0.019"** 0.026"* 0.024* 0032 0034 0037 0.040
(0.006) (0.010) (0.005) (0.001) (0.002) (0.005) (0.008) (0.009) (0.026)
Other Job 0.018 0.019°* 0.015" 0027 0.033"* 0033 0047 0032 0.017
(0.011) (0.005) (0.006) (0.007) (0.008) (0.006) (0.010) (0.009) (0.034)
Age 0.003°** 0.002°** 0002+ 0001+ 0001+ 0001 0002 0.001** 0.001%
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Kids 0.005 0010 0.008* 0.006* 0.009* 0.012+ 0.013% 0.012°* 0.014°
(0.004) (0.002) (0.002) (0.002) (0.001) (0.003) (0.002) (0.003) (0.003)
Age x have stock 00127+ 0.010°** 0.0117** 0012 0.016"* 00117 00147 0.010 -0.004
(0.001) (0.002) (0.001) (0.004) (0.002) (0.004) (0.002) (0.006) (0.015)
Age x have business 00237 0014+ 0.010"* 0.010"* 0.016° 0022+ 0018 0016 0.0217°"
(0.001) (0.001) (0.001) (0.003) (0.008) (0.005) (0.002) (0.005) (0.005)
Age x have home 0.000 0.001 0.000 0.002 0003+ 0.006"" 0007 0.010"* 0.014°*
(0.000) (0.001) (0.001) (0.001) (0.001) (0.002) (0.002) (0.001) (0.003)
College and above x Managerial /Professional -0.235"* -0.060"* -0.008 0078 -0.040 -0.029 00917 0.126"" 0.093
(0.027) (0.015) (0.021) (0.022) (0.028) (0.036) (0.021) (0.046) (0.073)
College and above x Receive inheritance 0.480°** 0307 0204 0.178""* 0.181" 0.286° 0210 0.173" 0.204°
(0.041) (0.018) (0.018) (0.033) (0.097) (0.127) (0.031) (0.100) (0.034)
Constant 118317 11,923 11,9717 12,005 12,026 12.025% 12.030°** 12,076 12168
(0.023) (0.007) (0.018) (0.014) (0.006) (0.016) (0.011) (0.015) (0.046)
Observations 769 769 769 769 769 769 769 769 769

Standard errors in parentheses,value of k = 17325590

“p <010, p <005, p<0.01
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Table B.2: Quantile Regressions: Ln(Wealth+k) — White Households

1) (2) (3) (4) (5) (6) (7) (8) (9)
Log of (Wealth+k) for White

10% 20% 30% 40% 50% 60% 70% 80% 90%
Female head of HI -0.076" -0.050" 0.116" -0.136™ -0.135" -0.136™ -0.145% -0.176" -0.218°
(0.010) (0.009) (0.006) (0.004) (0.004) (0.006) (0.006) (0.006) (0.008)
Bankruptey -0.226" -0.240% -0.214" -0.248" -0.206" -0.325% -0.385" -0.403" -0.351°
(0.022) (0.015) (0.014) (0.004) (0.019) (0.011) (0.024) (0.010) (0.012)
Spending exceeded income -0.123" -0.116"* -0.120" -0.121" -0.117" -0.080" -0.106" -0.092" -0.057"
(0.012) (0.009) (0.011) (0.007) (0.007) (0.012) (0.007) (0.012) (0.021)

Have stock 0.045 0.170"* -0.231%* -0.248" -0.285* -0.300%* 0276+ 0346 -0.001
(0.050) (0.043) (0.015) (0.035) (0.040) (0.019) (0.098) (0.069) (0.214)

Have business 0234 0110 01687 -0.212° 0.038 0.133" 0168 0.250°" 0132
(0.008) (0.048) (0.044) (0.086) (0.064) (0.038) (0.033) (0.060) (0.136)

Have home 0.105"** -0.033 -0.039" -0.058" -0.058" -0.062" -0.168" 0.137" -0.064
(0.015) (0.029) (0.013) (0.007) (0.022) (0.001) (0.018) (0.014) (0.072)
Receive inheritance 0027 0056 0035 0040 0.080"** 0104+ 0123 0132 0.203"*
(0.008) (0.012) (0.005) (0.012) (0.012) (0.005) (0.008) (0.016) (0.017)
Have pension 0055 0076+ 0072+ 0.071% 0.072 0.108" 0.102 0.132° 0.134°
(0.008) (0.005) (0.001) (0.003) (0.007) (0.010) (0.012) (0.012) (0.016)
# of fin lit questions answered correctly 0.030°** 0.050°** 0051 00617 0.069""* 00747 0077 0.081°" 0123
(0.005) (0.005) (0.004) (0.003) (0.002) (0.003) (0.004) (0.009) (0.007)

HS/GED only 0.049° 0.030"** 0031 0034 0.025° 0033+ 0.038" 0.017* 0.006
(0.029) (0.014) (0.007) (0.010) (0.014) (0.006) (0.009) (0.009) (0.014)
Some College 0.040° 0.061% 0.062+ 0.088"** 0.087** 0.086"** 0138 0129 0119
(0.022) (0.012) (0.008) (0.008) (0.008) (0.008) (0.014) (0.011) (0.015)
College and Above 0056+ 0155 0191+ 0.216* 0271 0.339" 0.445" 0.479" 0.565°
(0.021) (0.011) (0.016) (0.020) (0.016) (0.011) (0.017) (0.026) (0.047)
Managerial /Professional 0.059* 01127+ 0.080"** 0.113"* 0.120"* 0.133"* 0130 01387 0154
(0.034) (0.009) (0.006) (0.010) (0.008) (0.010) (0.011) (0.013) (0.018)
Technical/Sales/Services 0037 0.030"** 0.002 0024+ 00417 00517+ 0.027 0.014* 0.056""
(0.015) (0.011) (0.005) (0.004) (0.005) (0.008) (0.006) (0.006) (0.015)
Other Job 0.044° 0055 0.018" 0.051% 0.040%* 0.045" 0.036" 0.025" 0.090°*
(0.020) (0.004) (0.006) (0.007) (0.007) (0.010) (0.010) (0.013) (0.022)
Age 0.009°** 0.006** 0.005"** 0.006"** 0.006""* 0007 0.007** 0.009"*" 0.013°"
(0.001) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.001) (0.002)
Kids 0.037°%* 00347 0028 0.036"* 0.038"* 0040 0047 0054 0052
(0.003) (0.003) (0.003) (0.001) (0.002) (0.003) (0.004) (0.005) (0.005)
Age x have stock 0.008"** 0.011** 0013 0.015"* 0017+ 0018 0018 0.020"" 0.016"*
(0.001) (0.001) (0.000) (0.001) (0.001) (0.000) (0.002) (0.001) (0.004)
Age x have business -0.000 0005+ 00117+ 0013 0.010* 0.010%* 0.011°* 0.012°* 0.018"
(0.002) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.002) (0.002)
Age x have home 0.003°** 0007+ 0.008"** 0.010""* 00117 00117 0.015"* 0.015"* 0.014°
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.001) (0.002)

College and above x Managerial /Professional 01217+ 00337 00437 0074 0099+ 0.120"* 0113 0123+ 0.081
(0.025) (0.012) (0.015) (0.013) (0.021) (0.016) (0.016) (0.049) (0.055)
College and above x Receive inheritance 0115 0140 0205 0197 0181+ 0130 0117 0164 0164
(0.019) (0.015) (0.011) (0.014) (0.017) (0.029) (0.019) (0.038) (0.036)
Constant 11,291+ 11450 11.611% 11,550 11,562+ 11,556+ 11588 11606 115017
(0.043) (0.019) (0.010) (0.010) (0.023) (0.019) (0.025) (0.064) (0.062)

Observations 3.625 3,625 3,625 3,625 3,625 3,625 3,625 3,625 3,625

Standard errors in parentheses,value of k = 173255.90

T p <010, p<0.05, 7 p<0.01
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