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There are many reasons to be interested in the assets and liabilities held by American
households. Net worth, the difference between assets and liabilities, can be used to maintain living
standards when families are hit with adverse employment, income, or health shocks. For poor
families, these resources may provide the critical buffer that allows a family to fix a broken car and
remain employed, find help in caring for a sick child, or move out of a dangerous neighborhood.
Net worth may allow families to take advantage of investment opportunities, such as pursuing
further education. Many families need to accumulate net worth outside of social security and
employer-provided pensions to maintain living standards in retirement. Finally, wealth may
expand opportunities in various dimensions of American life — large amounts almost surely
provide political access for those who seek it. It may also buy access to social networks that could
improve employment or the well-being of children.

One’s motives for studying facts about assets and liabilities of American households may
differ depending on the economic circumstances of the groups being considered. Social security
replaces a larger percentage of average lifetime earnings for low and moderate income households
than it does for upper income households. Similarly, college financial aid, particularly through
Pell Grants, is targeted at children from lower income households. Consequently, the motives for
wealth accumulation that are often the focus of attention for upper income households, namely,
saving for retirement or to send children to college, may have less relevance for low- and
moderate-income households. These households are generally much more susceptible to adverse
economic shocks, such as unemployment or illness, than those with greater resources. For low-
and moderate-income families, wealth may provide a crucial buffer that allows them to keep a job

or treat a problem before it has a major effect on the life course.



Over the past two decades there have been striking changes affecting low-income families.
AFDC was abolished. The broader safety net has become more work-oriented. Rates of female
labor force participation have steadily increased, as have incarceration rates, particularly of men
with low levels of education. The fraction of children living in households with two married
parents was 85 percent in 1970. By 2006, the corresponding figure was only 67 percent (Child
Trends Data Bank, 2007). Lastly, there have been widely noted changes (or perception of
changes) in economic insecurity (see, for example, the L.A. Times series “The New Deal,” by

Peter Gosselin, http://www.latimes.com/business/la-newdeal-cover,0,6544446.special).

Financial markets have changed as well. Equity market returns have been strong, particularly
in the 1990s. Mortgage access in low-income communities has expanded, with innovations in
financial products, including so-called “sub prime” mortgages. A number of public policy
initiatives have also been taken to increase wealth and increase banking of low-income families.
The Assets for Independence Act in 1998, for example, authorized Individual Development
Account demonstration programs. Efforts have been taken to extend banking services more
broadly (see, for example, the 2002 Senate Banking Committee hearings, “Bringing More
Unbanked Americans Into the Financial Mainstream”

http://banking.senate.gov/ files/107946.pdf). The chapters in this volume discuss many other

developments.

This paper establishes a set of stylized facts about patterns of net worth held by low-income
American families and individuals and how these have changed over time, as the economy and
financial markets have changed (see Carney and Gale, 2001, for a nice related contribution). In

pursuing this task, we develop several themes. Like many others, we note the remarkable



skewness of the wealth distribution. Using data from the Surveys of Consumer Finances (SCF),
which are widely viewed as the “gold standard” of wealth data for the United States, we present
data on patterns of wealth inequality from 1962 to 2004.

The core of the paper, given our interest in low-income families, is based on a series of
appendix tables that show how major components of assets and liabilities have evolved between
1962 and 2004. Because the SCF samples are small, particularly for low-income families, we
supplement our analysis using data from a series of wealth topical modules from the Survey of
Income and Program Participation (SIPP) drawn from 1997 to 2003. SIPP sample sizes are large,
so it may provide a more accurate characterization than the SCF of the net worth held by
subpopulations of low-income families. We pay particular attention to patterns of home
ownership, as housing remains by far the most important asset held in household portfolios, and
financial assets, as their liquidity allows households to draw on them when confronted by adverse
economic shocks. We also provide information on credit card debt, bankruptcy, and access to
credit, as these are measures of the access low-income families have to credit markets and the
vulnerabilities they may have (or already have had). Our intention in this portion of the paper is to
establish a set of facts that provide a foundation for many of the other chapters in this volume.

We close the paper with a discussion of three issues that receive somewhat less attention in
papers that focus on the net worth and portfolios of low-income families. First, we look at wealth
changes for specific cohorts in the economy. Many papers try to make inferences about changes
of wealth accumulation in the economy by looking at patterns over time in repeated
cross-sectional data. On occasion, the analysis is used to make inferences about changes in the

fortunes of households in the U.S. Wolff (2000) for example, examines repeated cross-sectional



wealth data from the SCFs and concludes “There has been almost no trickle down of economic
growth to the average family: almost all the growth in household income and wealth has accrued to
the richest 20 percent. The finances of the average American family are more fragile in the late
1990s than in the late 1980s.” Focusing on cohorts gives a different, and arguably more accurate,
description of how the wealth of typical families evolves.

Second, there is an extraordinary difference in wealth accumulation patterns between black
and white families. The difference is not simply that blacks have less wealth than whites, but the
underlying factors associated with wealth accumulation differ sharply between blacks and whites.
These differences may provide clues about factors influencing wealth accumulation of
low-income families.

Third, we close the paper by offering some ideas about how to interpret the patterns of net
worth shown here. A central question lurking below the surface in the literature is whether
low-income families are behaving pathologically — that it, is their saving behavior suboptimal,
given the resources they have? The answer to this question has important implications for
assessing the likely effects of policies targeted to the poor. We argue that low-income households,
given the resources they command and institutions they face, are behaving in a manner consistent
with their best interest. We close by briefly discussing the policy implications of this
interpretation.

I. Data on Net Worth and Its Quality

The analyses in this paper rely primarily on the Surveys of Consumer Finances (SCFs) as well

as their predecessor survey, the 1962 Survey of Financial Characteristics of Consumers. The 1962
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Projector (1964). The SCFs are triennial surveys of the balance sheet, pension, income, and other
demographic characteristics of U.S. families that began in 1983. We exclude the 1986 survey
because it was conducted by telephone, rather than face-to-face, and the data are suspected of
being less accurate than the other surveys. The SCFs are considered the gold standard of wealth
data, in part, because a substantial oversample of very high income households. The high income
supplement is critical in developing data on the aggregate amount of wealth held in the economy,
as well as its distribution. But given small sample sizes of the SCFs (typically around 4,000
households), confidence intervals for typical sample statistics are large, particularly when data are
broken down by race/ethnicity, education, or other factors of interest. Additional details on the
SCFs are given in Bucks, Kennickell, and Moore (2006) and the papers they refer to.

Some of our analyses, particularly those that disaggregate the low-income population by
specific characteristics, make use of the SIPP. The SIPP has been conducted by the Census
Bureau since 1984. The survey design is a continuous series of national panels that gather
information on income, demographics, and monthly program participation, with sample size
ranging from approximately 14,000 to 41,000 interviewed households. The duration of each panel
ranges from 2.5 years to four years. In this paper we use wealth topical modules from Waves 3, 6,
9, and 12 of the 1996 SIPP (December to March of 1996/97, 1997/98, 1998/99 and 1999/2000);
and waves 3, 6, and 9 of the 2001 SIPP (October to January of 2001/02, 2002/03, and 2003/04).

Much of this paper focuses on trends in holdings of assets and liabilities for various groups in
the population. To sensibly discuss trends, dollar amounts need to be adjusted for inflation. We
do this using the CPI-U, the consumer price index for urban consumers (who represent about 87

percent of the total U.S. population). The index is based on the expenditures of almost all residents



of urban or metropolitan areas, including professionals, the self-employed, the poor, the
unemployed and retired persons as well as urban wage earners and clerical workers. The CPI-U

series is collected by and available from the Bureau of Labor Statistics (http://www.bls.gov/cpi/).

a. A brief discussion of wealth data quality

It is not clear how one should best assess the quality of wealth data. A natural benchmark
would be to compare wealth data to asset and liability categories in the household sector Flow of
Funds. It is difficult to do this, however. For example, the household sector Flow of Funds
includes nonprofit institutions, whose asset and liability holdings must be netted out when
comparing data to households. More importantly, Antoniewicz (2000) emphasizes that the
household sector Flow of Funds is not a natural benchmark, since it is computed as a residual from
the other Flow of Funds sectors so errors elsewhere, unless they fully cancel out, will cause errors
in the household sector account. Antoniewicz nevertheless provides a careful comparison of the
1989-1998 SCFs to the relevant household sector Flow of Funds and finds the two sources are
“quite close” in 1989 and 1992, but they move apart thereafter. It is not clear how the SCF should
be adjusted, if some sort of adjustment was thought to be useful. Proportional adjustments
implicitly assume there is uniform percentage underreporting of the adjusted items. Nothing
suggests that misreporting takes this pattern (see Kennickell, 2001 for further discussion of these
issues). Consequently, we present unadjusted tabulations from the SCFs throughout the paper.

The SIPP would appear to have some formidable strengths for examining net worth of
low-income families. Czajka, Jacobson, and Cody (2003) point out that SIPP has more than
10,000 low-income families, compared to 1,100 for the SCF and 2,100 for the Panel Study of

Income Dynamics, which are the other nationally representative datasets that could be used to



study wealth. Wealth topical module data are available annually. Because of our interest in
documenting wealth patterns by education, race/ethnicity, age, household composition, and
income, the larger sample sizes of SIPP make it the natural data source to complement our
SCF-based analyses.

Consistent with our “gold standard” characterization of the SCF, Czajka, Jacobson, and Cody
(2003), in their comprehensive assessment of SIPP data quality, benchmark the SIPP to the SCF.
The results are sobering. The $14.4 trillion SIPP estimate of aggregate net worth is just under half
the $29.1 trillion SCF estimate in 1998. There appear to be several reasons for the severe and
troubling discrepancy. First, compared to both the SCF and the Current Population Survey, the
SIPP under-represents high-income families. There are 12 percent fewer families with incomes
between $90,000 and $150,000; there are 33 percent fewer families with incomes between
$150,000 and $300,000; and 66 percent fewer families with incomes over $300,000. Second, the
SIPP has somewhat less comprehensive coverage of balance sheet items than the SCF. The SIPP
does not collect information on the cash value of life insurance, “other” assets (which are mainly
annuities and trusts), and defined contribution pension balances other than 401(k)s and thrift
accounts. The SIPP also does not collect data on business debt and other secured debt. Third,
SIPP item non-response on wealth data is high, ranging from 20 to 60 percent for nonzero amounts,
which puts considerable pressure on efforts to edit and impute balance sheet items. When looking
at longitudinal patterns of the SIPP, it is also worth noting that there was an extensive survey
redesign beginning with the 1996 panel (see Lamas, Palumbo, and Eargle, 1996). The redesign is
the reason we do not use SIPP wealth data from 1991, 1993, and 1995: in preliminary analyses

these data do not look comparable to the later SIPP data we use.



Despite these concerns, Czajka, Jacobson, and Cody (2003) write that “For the low-income
subpopulations and the nonaged Social Security beneficiary and disabled subpopulations, the SIPP
means match the adjusted SCF means.... These results support the use of SIPP data to analyze the
wealth of these subpopulations.” Our analysis is consistent with this conclusion. For households
in the bottom income quintile in 2001, for example, we find 76 percent have positive net worth in
the SCF with conditional mean (median) amounts of $75,861 ($25,066) in 2004 dollars. The
corresponding SIPP figures are 69 percent, with a conditional mean (median) of $80,839
($21,439) in 2004 dollars. The totals are similarly close for net housing equity and automobile
ownership. The discrepancies are larger but still broadly consistent for financial assets, equity,
and credit card debt. Given these similarities, we use SIPP (from 1997 through 2003) for portions
of the analysis described below, but caution should be taken in interpreting the SIPP-based
evidence due to the fact that the sole purpose of the SCF is to gather accurate data on assets and
liabilities, while the SIPP is a survey with a much broader scope.

Il. The Distribution of Net Worth and Its Evolution

Because the SCF is the only nationally representative survey data that effectively
over-samples high-income households, it is the only data that sensibly can be used to look at the
full distribution of wealth and how this distribution has changed over time. While most of this
paper focuses on the assets and liabilities held by low-income families and individuals, there have
been remarkable changes in the overall distribution of U.S. wealth, particularly over the past
twenty years. These overall changes, both in the increase and concentration of wealth among the
affluent, is a backdrop for the discussion in the rest of this chapter.

Table 1 compares the evolution of income inequality, using data from Piketty and Saez (2006),



to the evolution of net worth inequality using data from the SCF. Net worth includes housing
assets less liabilities, business assets less liabilities, checking and saving accounts, stocks, bonds,
mutual funds, retirement accounts, certificates of deposits, the cash value of whole life insurance,
and other assets, less credit card debt and other liabilities. It excludes defined benefit pension
wealth, defined contribution pension wealth held outside 401(k)s, social security wealth,
consumer durables, and future earnings.

Two observations arise from Table 1. First, it shows the well-known fact that wealth is
distributed much more unequally than income. The top 1 percent of the net worth distribution
holds one-third of total net worth. Since 1962 the top 1 percent of the income distribution has not
held more than 15.5 percent of total income.

Second, the time series pattern of wealth and income changes are provocative. Concentrate
on the top decile shares. As noted by Piketty and Saez (2003, particularly, page 31), the very sharp
jump in the estimated income concentration between 1983 and 1989 is likely due in substantial
part to changes in income reporting between the corporate and noncorporate sectors surrounding
the 1986 tax reform. The 1986 reform reduced the top individual income tax rate below the top
corporate income tax rate. That provided an incentive for some companies to alter their tax status
from a C-corporation, whose income would not show up on individual income tax returns (though
the income would be taxed at the corporate level), to a subchapter S corporation (or partnership),
where income will show up on individual income tax returns. Shifts in corporate form (see, for
example, Gordon and Mackie-Mason, 1990) likely drive much of the sharp increase in income
concentration reported between 1983 and 1989. A piece of evidence consistent with this

conjecture is that roughly 4 of the 5 percentage point increase in the top 10 percentile share of



income occurred in 1987 and 1988 — the phasein year and first year the 1986 reform was fully
implemented.

If the preceding argument is correct, as many as 4 percentage points of the increase in income
concentration reported by Piketty and Saez (2003, 2006) for the top decile of earners may be a
spurious reporting phenomenon. In this case, the relative increases in income and wealth
inequality for the top deciles are nearly identical. Both increased roughly 6.0 percentage points
between 1962 and 2001. Both series show steady increases over time.

There is a similar 4 percentage point jump in the share of income accruing to the top 1 percent
in the Piketty-Saez series in 1987 and 1988, which may simply be an income reporting response to
the 1986 tax reform. If one makes the crude 4 percentage point adjustment for the income series,
the share of income of the top 1 percent increases 3 percentage points from 1962 to 2001, while the
share of total net worth held by the top 1 percent increased 1.7 percentage points from 1962 to
2004.

Figure 1 provides another perspective on the evolution of U.S. wealth inequality. Here we
plot the ratio of net worth at a given percentile to net worth of the median (or 50™ percentile)
household. 1n 1962 the 75™ percentile had 2.7 times the net worth of the median household. The
90™ percentile household had 6.1 times, the 95" percentile had 9.8 times, and the 99" percentile
had 35.8 times the net worth of the median household.

Between 1962 and 2004 there was little change at the 750 percentile (the ratio rose to 3.5 from
2.7). But the ratios of net worth at high net worth percentiles to the median increased sharply. The
95" percentile household had 15.4 times the net worth of the median household in 2004 (compared

to 9.8 times in 1962). The 99" percentile household had 67.2 times the net worth of the median
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(compared to 35.8 in 1962). These figures suggest that increases in wealth inequality over this
period were driven by the extreme upper end of the wealth distribution.
I11. Assets and Liabilities of Low-Income Households

A central objective of this paper is to provide a comprehensive perspective on the portfolios
of disadvantaged households and how they have evolved over time. For each of the measures we
discuss, we present appendix tables showing the percentage of the population with positive
amounts of the asset or liability, and mean and median amounts, conditional on having positive
holdings. The information is also classified by income quintile, education, marital status,
race/ethnicity, and age. Data are shown for eight years of the SCFs and seven years for the Survey
of Income and Program Participation. We summarize selected trends through a series of figures.
Our six measures are:

e Net worth, the broadest measure of financial resources. Our definition of net worth is
similar (and in some cases identical) to those used by other studies of wealth and
wealth inequality. We think net worth is the single best measure of the financial
well-being of households in the SCF.

e Financial assets, which, for most years in our data include balances in checking and
saving accounts, stocks, bonds, certificates of deposit, whole life policies, and
selected other (uncommon) financial instruments. If needed, financial assets can be
readily liquidated and hence provide the best measure of resources immediately

available to address short-term emergencies.

e Stock holding and the value of equity. With the spread of 401(k) plans and discount
brokerages, equity ownership has become more common in the economy.

e Net equity in housing, the most important asset in the typical household’s portfolio.
Homeownership remains an important aspiration for most American families.

e Credit card debt, a proxy for financial vulnerability. Credit cards frequently carry
high interest rates and carrying balances on a credit card may indicate financial
distress and a lack of financial sophistication.

e The value of the vehicles held by the household. In most parts of the country, a car in
good working condition is necessary to maintain solid employment.
11



While we present trends for 40 years, we emphasize that there likely are differences in survey
design that may reduce the comparability of the 1962 and 1983 observations and the triennial
SCFs that begin in 1989. The two earlier surveys nevertheless reflected the state of the art surveys
in their day, and we think it is informative to see the very long run trends. More weight, however,
should be placed on data beginning in 1989, where the SCFs share a common structure and have
been collected in a roughly consistent manner.

Net worth

Figure 2 summarizes information in Appendix Tables 1a and 1b. In the Figure we choose to
look at three subgroups — households in lowest income quintile (in the given year), middle income
quintile, and highest income quintile. In the bars on the Figure, read with the left-side axis, we plot
the probability of holding positive amounts of net worth. Depending on the year in question, the
bars show that between 20 and 30 percent of households with income in the bottom decile have
negative or no net worth. Similar results hold for other disadvantaged groups, including those with
less than a high school education, single parents, and black and Hispanic households. Fewer than
2 percent of households in the highest net worth quintile have negative or no net worth.

There are a number of factors that can lead SCF households to have negative net worth,
including being in a situation of near-bankruptcy, maintaining credit card balances with no assets
though with steady income, or having poorly measured or misreported assets and/or liabilities.
The probability of having negative net worth declines monotonically with household income,
shows no strong trend over time in the SCFs, is lower for those with exactly a high school degree
than it is for those with less and more education, is higher for single parents, Blacks, and Hispanics,

and is much higher for households headed by a person under 30.
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The lines in Figure 2, which should be read with the scaling on the right-side axis, show the
median net worth for the lowest, middle, and highest income quintile households among those
with positive net worth. We focus on median rather than mean values because it reflects the
holdings of typical families in the various groups. The lines in Figure 2 reinforce the fact that the
distribution of net worth is sharply skewed. Median net worth in 2004 for households in the
bottom quintile was $17,000. It was $87,000 for households in the middle income quintile and
$513,000 for households in the top. Since 1989, real net worth has been roughly stagnant for
households in the bottom 60 percent of the income distribution. It increased by 45.1 percent for
households in the top quintile, or 2.5 percent a year (the growth rate since 1998 has been much
faster). Median net worth for other disadvantaged groups is similar, both in its level and trend.

As a percentage of annual income, net worth for households in the lowest income decile is
around 70 percent across years. The percentage for households in the middle three quintiles is
between 130 to 240 percent (with a modest upward trend over time). The percentage is 250 to 360
percent for top income quintile households. These wealth-to-income percentages are consistent
with the conclusion one would draw from the Appendix tables — the net worth of disadvantaged
groups in the population is low.

The SIPP net worth data (for selected groups) are shown in Appendix Tables 1c and 1d. Itis
important to note that the SIPP net worth and financial asset totals do not include 401(k) and other
thrift saving plans because the value of these plans was not collected for households in the 1996
SIPP survey. With that caveat, the fraction with positive net worth is lower than the comparable
SCF numbers, while the conditional means and medians are similar. The patterns are consistent

with low net worth households showing up in the SIPP data as having zero (or negative) net worth.
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Nevertheless, the SIPP data are similar to the SCF results — substantial portions of the
disadvantaged population have no or negative net worth. Conditional on having net worth,
amounts for households in the bottom income quintile, single parent households, and black and
Hispanic households are low.

Before turning to other measures of household well-being, we want to say a little about the
classification variables we use in the Appendix Tables (and, to a lesser extent, our discussion in the
text). Subpopulation classifiers are probably most useful when they identify a relatively consistent
portion of the population. Income quintiles are ideal in this respect, because, by definition, they
identify equal fractions of the aggregate population. Educational attainment, at least in the long
time period reflected in the data covered here, is probably the worst. Fifty six percent of the
population had less than a high school degree in the 1962 SCF. By 2004, only 16 percent had less
than a high school degree. This implies that the “less than high school” category in the 2004 data
is a far more disadvantaged group than the less than high school group in 1962. Even between
1983 and 2004, the fraction of the population with less than a high school degree fell to 16 percent
from 29 percent. We have three additional qualifications for our classification variables. The
“single parent” category in 1983 appears to have an unusually (and suspiciously) high number of
people. We have not found any obvious mistakes in our code or in the data, but caution should be
used in interpreting 1983 observations when data are broken out by marital status. Second, the
1962 SCF did not separately identify “Hispanic” households. Third, as described in the appendix
to Bucks, Kennickell, and Moore (2006), the identification of Hispanic households has changed

somewhat across recent years of the SCF.
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Financial assets

Financial assets are the measure of financial well-being that perhaps gets the most attention
and generates the most alarm: it is these assets that low- and moderate-income household can
readily use to smooth consumption or invest in durables or human capital. This measure is
summarized in Figure 3 (and described in detail in Appendix Tables 2a and 2b). Recall financial
assets is a comprehensive set of liquid, easily marketable assets, including those in checking and
saving accounts, certificates of deposit, mutual funds, and stocks and bonds.

Financial assets are widely held, with at least 60 percent, and by 2004, 80 percent of
households in the lowest income quintile holding positive amounts. By 2004 78 percent of those
with less than a high school education, 86 percent of single parents, 85 percent of black households,
and 80 percent of Hispanic households had positive financial assets. Since this is the most easily
acquired, easy accessible measure of involvement with the formal financial system, these figures
raise an immediate question about the status of the remaining 14 to 22 percent of these subgroups
— those with less than a high school education, or single parents, or black households, or Hispanic
households, or those in the lowest income quintile — who do not have positive financial assets.

The median amounts (again shown in lines, using the right-had axis), conditional on having
positive amounts, are even more striking. Even for those with some financial assets, the amounts
held are negligible. Median holdings for the 80 percent of households in the bottom income
quintile with positive amounts were $1,400 in 2004. This amount is lower than the peak amount
(of $2,318 in 1998), presumably reflecting the recession in the early part of the decade and slow
subsequent economic growth. $1,400 provides a scant cushion against negative economic shocks

that may affect adults or children. Even financial asset holdings of $15,900 for families in the
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middle of the income distribution are a small fraction of average family income (median family

income in 2004 was $43,129). Only in the top quintile of the income distribution has there been
sharp growth in financial asset holdings. We discuss the implications of meager financial asset

holdings across many disadvantaged subpopulations below.

The SIPP data on financial asset holdings (given in Appendix Tables 2c and 2d) are very
different than the SCF data. The SIPP measure is narrower than the SCF’s, but it includes
checking and saving accounts, which are the most common asset. So it is surprising that the
percentages holding financial assets in the bottom income decile, or among single parents or black
or Hispanic households is so much lower in the SIPP data. The discrepancies are also large in the
conditional means and medians. We suspect (but have no way of proving) that the SCF data are
more accurate. Given this suspicion, caution should be used by analysts who use the SIPP
financial asset data.

The ownership society

The phrase “ownership society” is sometimes used to describe the diffusion of equity
ownership in American society. A colorful example is given in a magazine contribution by Grover
Norquist, President of Americans for Tax Reform. Norquist writes

“In the old days, Democrat leader Gephardt could say, ‘I am going to tax the rich and the big
corporations and give everyone in the room a dollar.” Then only a few shareholders—in 1980
it was less than 20 percent of households—owned stock directly, and they would cringe and
hope they didn't get hit too hard. Everyone else was tempted to say ‘Hey this is great. | get a
dollar. Let's play this game again.” Now, however, 60 percent of the folks in the room are
likely to say, ‘Hey that is my retirement savings you are looting.” Taxes on businesses are
taxes on my 40I(k)” (see
http://www.tnr.com/doc.mhtml?i=w070910&s=chaitnorquistV11091307, accessed on
9/13/2007).

Appendix Table 3a confirms that in 1983, fewer than 20 percent of Americans owned equity

16



and by 2004, this number exceeds 50 percent (though it is not 60 percent). But the ownership
society is not deep. The median equity (including stocks, stock and half of blended mutual funds,
401(k)s, and managed assets if they include equity) balance, conditional on having equity, was
$32,500 in 2004.

Equity holdings are also uncommon in groups with lower socioeconomic status. Twelve
percent of households in the bottom income quintile, 28 percent of single parents, 26 percent of
black households, and 22 percent of Hispanic households own equity, either directly or through a
mutual fund or employer-provided pension. The SIPP data imply even lower equity ownership
rates, but given the emphasis placed on collecting accurate household balance sheet information in
the SCFs, we suspect the SCF figures are more reliable.

Net housing equity

In contrast to the wide variation in conditional net worth, financial assets, and equity across
income quintiles and other subgroups, the corresponding conditional medians (and means) for net
housing equity (the value of the house less outstanding housing debt) are much less disperse.
These are shown in Appendix Tables 4a and 4b. As shown by the lines in Figure 4 (with scaling on
the right-hand axis) net housing equity, conditional on a positive amount, is $57,000 for
households in the bottom income quintile in 2004. It is $168,000 for households in the highest
income quintile. These amounts have been fairly consistent over time.

There is sharp variation across income quintiles and other subpopulations in the percentage of
the population with net housing equity (shown in the bars in Figure 4, with the scaling on the
left-hand axis). In 1962, 40 percent of households in the bottom income quintile had positive net

housing equity. This is the same percentage of households with net housing equity in 2004. 1t is
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striking that homeownership has not increased in the bottom quintile of the income distribution
over the last 42 years. Homeownership rates increased from 52 percent (in 1962) to 70 percent in
2004 for households in the middle income quintile, and increased to 92 percent from 78 percent for
households in the top income quintile. Single parents and black households saw modest 9 and 7
percentage point increases in homeownership rates, starting from low bases of 43 percent and 38
percent, between 1962 and 2004.

Rates of homeownership and conditional amounts in the SIPP (Appendix Tables 4c and 4d)
are strikingly similar to the figures in the SCFs (Appendix Tables 4a and 4b). The SIPP suggests
41 percent of households in the lowest income quintile in 2001 have positive home equity
(compared to 39 percent) and the median conditional amount of $53,331 exceeds the SCF value of
$57,598. It is almost certainly the case that formal confidence intervals would show the SCF and
SIPP data are consistent.

Bostic and Lee (this volume) provides a much more complete discussion of housing and
low-income communities.

Credit card debt and vehicle wealth

To conserve space we only summarize some of the results on credit card debt and vehicle
equity. See Ronald Mann (this volume) for a thorough discussion of credit cards and low-income
families and individuals. The expansion of credit access to low-income families is apparent in
Appendix Table 5a. The percentage of households in the bottom income quintile with positive
credit card balances increased to 30 percent in 2004 from 16 percent in 1989 (recall the SCFs are
most comparable from 1989 on). The existence of positive credit card balances has no time trend

in the top 60 percent of the income distribution. Credit balances are also more prevalent for black
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and single parent households over time. Given median financial assets of $1,400 among those in
the lowest income quintile, it is particularly striking that the median credit card balance (for those
who have positive credit card balances) is $1,000. The fraction of the SIPP population reporting
unsecured debt balances is nearly identical to the percentage of SCF respondents reporting credit
card debt. The SIPP conditional median and mean balances are larger than the SCF’s, but overall,
the two sources are quite consistent. Clearly households with low levels of financial assets and
large credit card balances are financially vulnerable.

An automobile in good working order is an indispensable life accessory for many households.
Appendix Table 6a makes it clear that an automobile is not a universally held asset: more than 35
percent of households in the bottom quintile of the income distribution do not have cars (or if they
have cars, the value is $0 or less). The corresponding figures for population percentages without
cars are 22 percent for single parents and 30 percent for black households. For all groups, the
trends in car ownership are increasing. The median (and mean) values, conditional on having a car,
are increasing with economic resources, but not sharply so. The SIPP data are broadly consistent,
though, when compared to the SCF, they show lower automobile ownership rates and lower
conditional means and medians for single parent, black, and Hispanic households.

Further measures of financial health: bankruptcy, credit market access and pension coverage

One factor correlated with financial vulnerability may be the declaration of bankruptcy. In
1998, 2001, and 2004 the SCF asks households “Have you (or your husband/wife/partner) ever
filed for bankruptcy?” Responses are given in Table 2. By 2004, 11 percent of the total U.S.
population had declared bankruptcy. Interestingly, bankruptcy seems to be more of a middle

income phenomenon — rates were lowest in the bottom quintile (8.9 percent) and top quintile (6.0
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percent) of the income distribution. While rates are low for households in the bottom income
quintile, they are high (around 16.5 percent) for single parent and for black households (rates are
relatively low, 7.3 percent, for Hispanic households). Bankruptcy rates increased between 1998
and 2004 across most subpopulations.

Since 1983 the SCF have posed the following series of three questions. First, “In the past five
years (in 1983, it was “few’ years), has a particular lender or creditor turned down any request you
made for credit, or not given you as much credit as you applied for?” Second, “Was there any time
in the past five years that you thought of applying for credit at a particular place, but changed your
mind because you thought you might be turned down?” And third, “Were you later able to obtain
the full amount you requested by reapplying to the same institution or by applying elsewhere?”
We code someone as having problems getting access to credit as someone who was turned down
for credit or discouraged from borrowing, and who did not subsequently receive the amount of
credit they were looking for. The question, of course, is not perfect, since we do not know, for
example, how much credit a household hoped to receive and whether this desired amount was
consistent with the household’s ability to repay the loan. Nevertheless, we think the question is
informative about potential problems with credit access in the economy. Table 3 tabulates the
credit access question for subpopulations in the SCF data.

One out of every five American households has credit access problems, as defined above, and
this percentage has stayed fairly steady over time. It is not clear what we should expect for time
series trends for this proxy variable. On one hand, as shown in Table 5a, the fraction of
low-income households gaining access to credit cards has increased over time. Increasing credit

access might imply that we would see fewer households with access problems. On the other hand,
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expansion of credit may encourage more marginally credit-worthy borrowers to seek credit,
leading to more frequent indications of credit access problems. To the extent these tendencies
exist, they appear to largely offset one another. Twenty five percent of households in the bottom
income quintile have credit access problems and more than one-third of single parent households
and black households have credit access problems.

The last measure of financial well-being that we examine is a question posed in the SCFs
beginning in 1989 about whether a household has ever, in the current or past job, been covered by
an employer-provided pension. Table 4 shows that 57 percent of households are covered by
pensions since 1989 and this percentage has remained steady over time. Not surprisingly,
however, the probabilities increase with household resources. Only 20 percent of households in
the lowest income quintile are covered by pensions. Forty-two percent of single parents and half
of black households have pension entitlements. Pension coverage has been fairly steady over time.
Households without pension entitlements and low levels of private net worth will generally rely on
Social Security in retirement. As reported in Scholz, Seshadri, and Khitatrakun (2006), Social
Security replacement rates in 1993, as measured by an average of the last five years of earnings
prior to retirement, for married couples without a high school degree were 41.7 percent and 28.2
percent for married couples with a college degree.

IV. A Different Perspective on Wealth Accumulation

This section of the paper presents a novel analysis of how the wealth of cohorts of households
evolved between 1962 and 2004. Typical analyses of wealth accumulation, including the material
preceding this section, look at statistics about the evolution of mean or median wealth held by the

population, sometimes broken out by subgroups. The discussion of these trends often includes
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statements that the financial well-being of representative families has increased (or decreased)
relative to other populations. But these analyses miss the fact that the “median” household in one
year is quite unlikely to be the median in another, if for no other reason than people age and as they
do, they typically accumulate wealth, at least into retirement.

With repeated cross-sectional data, as we have with the SCFs, we can follow the financial
fortunes of cohorts of households over time, and how their experiences differ from other
household cohorts. Focusing on cohorts provides a different and arguably more informative
analysis of the evolution of resources for typical American families over time.

In Figure 5 we show the evolution of wealth for two age groups: households who are age 25 to
39, and households who are age 40 to 54. Our wealth data span four decades. They allow us to
plot the evolution of median net worth for three cohorts of 25 to 39 year olds: those who were 25
to 39 in 1962, those who were 25 to 39 in 1983, and those who were 25 to 39 in 1992. We also plot
the evolution of median net worth for 3 older cohorts: those who were 40 to 54 in 1962, 1983, and
1992.

The age bands we use are broad due to sample size considerations (particularly in subsequent
Figures, where we disaggregate by education and race/ethnicity). In Figures 5 through 9, we plot
the median net worth for the middle age in the given age band (for example, households age 40 to
54 are plotted as if they were 47 years old). The figures show the evolution of median net worth
for the same sets of households over time, since (aside from mortality, immigration and
emigration) we know households that are 25 to 39 in 1962 (as defined by the head’s age) will be 46
to 60 in 1983, 52 to 66 in 1989, and so on until their final observation as 67 to 81 year olds in 2004.

We follow the other cohorts similarly. Clearly we observe fewer years for cohorts that begin in
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1983 (who are followed to 2004) and 1992 (who are also followed to 2004) than we do for the
cohorts that we first observe in 1962. Because mortality rates grow appreciably higher for
households in their mid-70s, we truncate the ages shown in the Figures at 74.

There are three noteworthy aspects of Figure 5. First, the 40 to 54 cohort in 1962 (the line
marked by “x in the lower right portion of the figure) had significantly lower net worth than the
other cohorts. Individuals in this cohort were children or young adults during the Depression and
were young adults during World War I11. Opportunities for human capital acquisition and wealth
accumulation were more limited for this cohort than they were for subsequent cohorts. Second,
median net worth grows steadily for each cohort. The patterns shown here are difficult to
reconcile with assertions that living standards for typical Americans are declining. Third, each
successive cohort ends up with somewhat more wealth after the last period of observation (in
2004) than the cohort before it. To see this, at each of the six endpoints for the cohort, the highest
marker is for the youngest cohort that is examined (read straight down, which holds age constant).
This suggests that net worth (in levels) is growing across cohorts.

Figures 6 and 7 repeat the same analyses, splitting the samples into households whose heads
have college degrees (Figure 6) and households whose heads do not (Figure 7). The highest
median net worth of the college sample is $633,311 while the highest for the non-college sample is
$137,800. Given the widely differing levels and growth of the two groups, we use different scales
for the Y-axis of the two Figures.

The breakouts by education suggest the disadvantage faced by the cohort age 45 to 54 in 1962
(those who were children and young adults in the Depression and entered that labor market during

World War Il) is largely confined to those without a college degree. While college graduates in
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the Depression cohort started with less net worth than later college graduate cohorts, they reached
retirement with similar amounts of net worth.

There is significant accumulation occurring in both Figures 6 (for households with college
degrees) and 7 (for households without college degrees) as households age, though households
without college degrees start from a very low base. We also find it striking how similar median net
worth is across cohorts at a given age. While the evidence is suggestive, if households are making
severe, systematic mistakes in retirement planning, the mistakes appear to be happening
consistently across cohorts. This interpretation is consistent with the evidence in Scholz, Seshadri,
and Khitatrakun (2006) that suggest American households in the original Health and Retirement
Study cohort, those born between 1931 and 1941, are preparing optimally for retirement, in the
sense of maximizing the discounted value of lifetime utility, given their lifetime resources. We
elaborate on these ideas in the final section of the paper.

It is also striking that the very strong economic and stock market performance between 1998
and 2004 is evident only in Figure 6, which is restricted to those with college degrees. The upticks
in 2001 and 2004 are not solely or even primarily a stock-market phenomenon. Consider, for
example, the cohort that was 25 to 39 in 1962. In 1998 their median housing equity was $108,500
and stock-market wealth (stocks, stock mutual funds, and DC pensions) was $75,950. In 2001,
these had grown to $160,000 and $119,000. Similar patterns hold (and more dramatically) for the
young cohort (25 to 39) defined in 1983 and 1992. The typical American’s balance sheet is still
tied more closely to housing markets than stock markets.

Figures 8 and 9 present the evolution of cohort net worth for whites and all other racial and

ethnic groups (black and Hispanic households are combined, due to small sample sizes). Figure 8
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(for whites) shows the patterns described previously. The Depression cohort has significantly
lower levels of net worth than other cohorts. There is steady increase in net worth over the life
cycle. Median net worth appears to be growing strongly over time.

The patterns for non-whites shown in Figure 9 make vivid the enormous economic
disadvantage faced by black and Hispanic households. Median net worth across cohorts is
extremely low — in many cases less than half the amounts that are shown in Figure 7, for cohorts
with less than a college degree. Moreover, particularly for the 25 to 39 year old cohorts, there is
very little increase in net worth over time. The only (slightly) heartening result is that for the older
cohorts (40 to 54), starting net worth appears to be increasing each cohort. But the levels are still
strikingly low.

V. Black-White Differences in Wealth Accumulation

The cohort differences in white-black median wealth in Figures 8 and 9 are striking. A
natural reaction is that black families have lower income than white families, so we would expect
their net worth to be lower. This is not the sole explanation, however, since even when black and
white families with similar incomes are compared, black families accumulate less wealth. A near
universal finding of studies that seek to explain differences in wealth held by black and white
families is that considerably more of the wealth gap can be “explained” if the regression
coefficients estimated on a sample of white households are used to predict wealth for black
households than if the regression coefficients estimated on a sample of black households are used
to predict wealth for white households. This discrepancy is unsatisfying, since there is no a priori
reason to prefer one approach to the other.

We briefly discuss factors that affect wealth accumulation across groups as a way to highlight
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many of the broader behavioral mechanisms affecting wealth accumulation. Our discussion draws
on Scholz and Levine (2004), who survey academic work on black-white wealth differences.

The first concern starts with the observation that blacks have systematically less income than
whites. If wealth is a convex function of income (if wealth increases with income at an increasing
rate), the predicted wealth function using only the low end of the income distribution will be flatter
— there will appear to be a weaker relationship between income and wealth — than we would
observe when using households throughout the income distribution. Recent papers (see, for
example, Altonji and Doraszelski, 2005) are sensitive to this consideration. It does not appear to
be the explanation for black-white wealth differences.

Second, Charles and Hurst (2002) show that 42 percent of white households in the PSID get
help from their family in making a down payment for a home. Fewer than 10 percent of black
families get this help. This specific example suggests that there may be racial differences in the
likelihood (or ability) of parents helping children make high-return investments. Differences in
intra-family transfers appear to play some role. There is conflicting evidence, however, on the
importance of inheritances. Our best guess is that they play little role in understanding
black-white wealth gaps at the median of most relevant subpopulations.

Third, family background would appear to be another factor useful in explaining black-white
wealth differences. Altonji and Doraszelski (2005) address the role of family background in a
clever way. They compare the degree to which the black-white wealth gap can be explained by
standard models incorporating a rich set of demographic characteristics and income with the
degree to which the black-white wealth gap can be explained by the same models, augmented with

family-specific fixed effects. The effect of family background on wealth should not differ for
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siblings; i.e., it will be “fixed” within a given family. Using a fixed effects model essentially nets
out the common effect for siblings. If family background (through transfers, adverse family
history, etc.) has a significant effect on wealth accumulation, one should be able to account for this
with the family fixed effect. As a result, the fixed effects models estimated for whites and for
blacks should not produce disparate estimates of the portion of the racial wealth gap explained by
income and demographics, if time-invariant family characteristics are responsible for the
differences. Based on their evidence, Altonji and Doraszelski conclude that family background
does not play an important role in understanding black-white wealth gaps, but their conclusion is
not universally held (the results in Charles and Hurst, 2003, for example, suggest saving
preferences are inherited, though perhaps not uniformly across children, so family background
could affect wealth beyond direct financial transfers).

Fourth, consumption patterns may differ for blacks and whites. There is no solid evidence on
racial differences in saving rates. Blau and Graham (1990) argue that blacks’ higher
unemployment rates (and transitory income) result in their holding assets in a more liquid form,
particularly at lower levels of income and wealth. There is also suggestive (but hardly definitive)
evidence from the SCF that households may have systematically different preferences for risk,
even after conditioning on observable characteristics, and that these preferences may be related to
wealth. Perhaps the most striking related evidence comes from Charles and Hurst (2007) who
show blacks consume a greater share of their income in highly visible, “conspicuous
consumption” (clothing, jewelry, and automobiles) than whites. Their evidence is only suggestive,
but they conclude that at least some of greater visible consumption may be financed by less saving.

More work needs to be done, however, to assess the quantitative importance of this explanation.
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Fifth, the strong correlations between health and wealth and between race and health suggest
that differences in health status may have an important influence on wealth inequality. These
relationships clearly need to be better understood, but the task will be difficult. A central
impediment to making further progress is identifying plausible exogenous variation in health that
can inform evidence on the direction of causality in the relationship between health and wealth.

Sixth, there is little evidence that blacks and whites get different rates of return to specific
portfolio investments, though Altonji and Doraszelski point to rate of return differences (as well as
black-white differences in saving rates) as the most likely explanations of the black-white wealth
gap. Blacks indeed have a greater share of their household net worth invested in housing, so
differences in housing and equity market returns may play some role in understanding wealth gaps.
Also, the existing evidence, though somewhat sparse, suggests that the effects of antipoverty
program asset tests are not large and only a small percentage of the population is affected. In the
absence of more evidence, we conclude that public assistance programs do not contribute
significantly to racial wealth inequality.

Seventh, discrimination against black household in financial markets, such as red-lining or
mortgage discrimination, may contribute to racial differences in wealth accumulation. See Ross
and Yinger (2002) and Barr (2005) for literature reviews.

Interesting current work is helping to better understand these differences, but more needs to
be learned about racial differences in wealth accumulation to better design policies that might
effectively address disparities.

V1. An Interpretation of These Results

This chapter documents the fact that the typical household in the bottom quintile of the
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income distribution, the median single parent household, the median black household, and the
median Hispanic household have very low levels of financial assets.

A natural question is then to ask what this implies about public policy targeted to
disadvantaged populations. The answer to this depends importantly, we believe, on one’s views
about the decision-making of low-income households. We think the evidence is most consistent
with the view that low-income households are behaving in a manner broadly consistent with
rational, forward-looking behavior. There are two primary pieces of evidence that are consistent
with this viewpoint.

First, in Scholz, Seshadri, and Khitatrakun (2006) we examine the degree to which
households born between 1931 and 1941 are “optimally” accumulating wealth. We build a
stochastic life cycle model that captures the key features of a household’s consumption decisions.
Our model incorporates many behavioral features shown by prior work to affect consumption,
including precautionary savings and buffer stock behavior in the presence of uncertain earnings. In
addition to earnings uncertainty, households face uncertainty about longevity and end-of-life
medical shocks. Families can draw on income- and asset-tested public transfers, the rules of which
vary realistically over time and by household size. We also incorporate a stylized, time-varying
progressive income tax that reflects the evolution of average effective federal income tax rates
over the period spanned by our data. Households in the model form realistic expectations about
earnings; about social security benefits, which depend on lifetime earnings; and about pension
benefits, which depend on earnings in the final year of work. We incorporate detailed data from the
Health and Retirement Study (HRS) on family structure and age of retirement (treating both as

exogenous and known from the beginning of working life) in calculating optimal life cycle

29



consumption profiles.

Our approach has other distinctive features. Most important, we calculate household-specific
optimal wealth targets using data from the HRS. A crucial input to our behavioral model is 41
years of information on earnings realizations drawn from restricted-access social security earnings
records. The timing of earnings shocks can cause optimal wealth to vary substantially, even for
households with identical preferences, demographic characteristics, and lifetime income. Hence, it
is essential for life cycle models of wealth accumulation to incorporate earnings realizations, at
least to the extent model implications are compared to actual behavior.

We find that over 80 percent of HRS households have accumulated more wealth than their
optimal targets. These targets indicate the amounts of private saving households should have
acquired at the time we observe them in the data, given their life cycle planning problem and
Social Security and defined-benefit pension expectations and realizations. For those not meeting
their targets, the magnitudes of the deficits are typically small. More importantly for readers of
this chapter, the likelihood of undersaving does not vary systematically with lifetime income, so
low lifetime income households are no more likely to have accumulated too little wealth than high
lifetime income households. We emphasize that our study is not only about “saving for
retirement.” Households in the model have uncertain future earnings, so the wealth targets
incorporate precautionary motives that arise from earnings volatility.

The cross-sectional distribution of wealth in 1992 closely matches the predictions of our life
cycle model. We also show that our model matches patterns of observed wealth holdings far better
than models that emphasize simple minded rules of thumb. This evidence suggests that the

life-cycle model, where rational forward-looking households are making consumption decisions to
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equate the discounted marginal utility of consumption over time, is a very good way to understand
household consumption decisions.

The second piece of evidence comes from Figure 5 through 9 in the text. As noted earlier, we
find it striking how closely distributed median net worth is across cohorts at a given age. If
households are making severe, systematic mistakes in retirement planning, the mistakes appear to
be happening consistently across cohorts. We think it is unlikely major life-cycle planning
mistakes would be made across generations, though we note that major social insurance programs
for the elderly have become more generous in recent decades. Parents, who care about their
children, would presumably advise their children about major, well-being-decreasing financial
planning decisions. Even if communication does not occur within the family, we think there
would be widespread attention in popular media outlets calling attention to the financial planning
mistakes made by older generations of households. Strikingly few journalistic pieces make this
argument.

A natural question to ask is “how can the low levels of financial assets held by households in
the bottom quintile of the income distribution, single parents, and black and Hispanic households
be consistent with these households doing the best they can, given the circumstances and
constraints they face?” There are two central considerations. First, fertility rates typically
decrease with household income, if for no other reason that the opportunity cost of the time it takes
to raise children increases with income. Children consume significant resources, so families with
more children may have less wealth than otherwise identical families with fewer children. Second,
the adults in families with more children get used to consuming fewer resources than the adults in

otherwise identical households with fewer children. This implies the adults in families with more
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children need to accumulate fewer resources to support consumption in retirement than otherwise
identical adults in families with fewer children. This observation along with the fact that the social
security system is sharply progressive in lifetime income — replacement rates (when measured
against average lifetime earnings) for low-income families can exceed 50 percent — results in the
optimal saving rate for many low-income families being effectively zero.

We emphasize that our view that people are doing the best they can is not intended to imply
that we think the state of affairs is desirable — we would like poor households to have greater
resources. But how should wealth-related policy best assist poor families? We have argued that
low or zero net worth may be optimal for many low- and moderate-income families at particular
points in time. Indeed, the presence of public safety net programs recognizes that some families
need all their resources (and some public assistance) at points in their lives.

The logic of the budget constraint implies that less consumption is needed if households are to
accumulate greater wealth, holding income constant. We fear that policies that encourage poor
families with children to consume even less than they already do may be counterproductive to the
well-being of those families. One of the most compelling rationales for social insurance programs
is that it is inefficient for individuals to self-insure against, for example, longevity risk (or
unemployment, or workplace injuries). By pooling risks, individual households can collectively
finance the insurance pool, have higher consumption (and hence well-being) than they would if
they have to set aside resources to individually cover an adverse shock. In the event a bad shock is
realized, they can draw on the social insurance mechanism. The same intuition likely applies to
the consumption-smoothing needs of disadvantaged populations. We are skeptical that it is

efficient for disadvantaged households to self-insure for possible adverse economic events by
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depressing already low consumption levels. Instead, well-being is likely to be enhanced by
strengthening social insurance mechanisms. Similarly, given scarce public resources available to
support programs targeting low-income households, cost-effective efforts to enhance consumption
or human capital are more attractive to us than wealth-building initiatives.

As the papers in this volume make clear, there may be important opportunities to improve
household well-being by disseminating cost-effective approaches to improving financial
education, providing greater access to financial services, and promulgating harsh restrictions on

predatory lending practices.
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Figure 1: Net Worth Ratios Relative to the Median, 1962-2004, SCF Data
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Figure 2: Percentage with Positive New Worth (bars) and Median Net
Worth (lines), lowest, middle, and highest income quintiles, SCF Data

Each bar represents the share in that income quintile that holds positive net worth (left scale). Each line represents the level of median net
worth in the indicated quintile among those with positive net worth (right scale).
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Each bar represents the share in that income quinti

Figure 3: Percentage with Positive Financial Assets (bars) and Median
Financial Assets
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