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Abstract

A puzzle in the household finance literature is why so many households in the U.S. do not
participate in the stock market given the high returns and advantages of a well-diversified
portfolio (Mankiw and Zeldes, 1991; Brown, Ivković, Smith, and Weisbenner, 2008; Hung,
Clancy, Dominitz, Talley, Berribi, and Suvankulov, 2008). One explanation put forth is that
participation has both monetary and non-monetary fixed costs (Haliassos and Bertaut, 1995).
Indeed, wealth and income levels are positively correlated with participation, suggesting that
participation costs may be too high for low income households to justify investment. Yet, even
among high income households, there exists significant variation in participation rates that
cannot be fully explained by fixed costs (Vissing-Jorgensen, 2003). Further, there is significant
racial variation in participation rates. A study by the Social Security Administration found
that even within the same income quartile, White households were twice as likely to invest
in financial markets than Black and Latino households. From a policy perspective, such a
divide in participation rates can exacerbate wealth inequality and perpetuate the persistent
racial wealth gap.

In this project, we seek to understand the role that racial composition and concordance
of local financial advisors plays in stock market participation. To this end, we will conduct
an archival study of zip code level participation rates in the stock market and test how these
rates vary when the racial makeup of the local advisors more closely matches the racial
makeup of the households. If racial concordance between the advisor and household base
increases participation, we also plan to study if the effect of racial concordance is similar for
low, mid, and high income households. Finally, we plan to study how racial concordance
relates to an advisor’s career success.
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General procedure

We will conduct an empirical examination of race concordance in the market for financial

advice. We will use archival data and regression analysis.

Data

To conduct our study, we need racial makeup of the local financial advisors, racial makeup

and demographic data of the local households, and stock market participation data for the

local households. Our data comes from the following sources:

Financial Advisors

The data on financial advisors comes from registration data filed on the FINRA Form U4

via a series of Freedom of Information Act requests to state regulators and disclosures available

through BrokerCheck. The U4 provides detailed information on advisors’ characteristics,

employment histories, and history of misconduct. In the U.S., all registered representatives

(the legal term for what we call “financial advisors”) must be registered with FINRA by their

employer using the Form U4. This form must be updated following any material change

in the advisor’s information (including change in employment or disclosure of misconduct).

FINRA and state regulators jointly operate the Central Registration Depository (CRD),

which serves as a repository for Form U4 and related regulatory filings. Importantly, the

CRD assigns each advisor and firm a unique identification number that remains constant

over time, allowing us to carefully track employment movements. FINRA shares much of

this information with the public via its BrokerCheck website.

Most importantly these combined data contained detailed information about each indi-

vidual advisor including the advisor’s employer and the precise location of the branch of the

employer at which the advisor works (street level address). To determine advisor race, we

use the Bayesian Improved First Name Surname Geocoding (BIFSG) algorithm to determine
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the most likely race of an advisor.1 BIFSG can be viewed as a refinement of the more widely

used BISG. While BIFSG has been shown to have modest improvement in classification over

Bayesian Improved Surname Geocoding (BISG) in mortgage lending and voting datasets,

the largest improvements occur for blacks, the group for which the BISG performance is

weakest. Additionally, we can use the FINRA data to control for the number of advisors in a

given zip code and dependiong on model setup have the ability to partially control for firm

characteristics using the employer data.

Local Demographic Data

We use the American Community Survey (ACS) from the Census Bureau to provide local

demographic and socioeconomic data that is likely to affect stock market participation rates.

Prior literature shows that local characteristics such as income and education affects capital

market participation (van Rooij, Lusardi, and Alessie, 2011; Brown, Cookson, and Heimer,

2019). We control for median household income, education, and unemployment rate. We

restrict our focus to White, Hispanic, Black, Asian or Pacific Islander (API), and American

Indian or Alaska Native (AIAN) residents as they make up 98% of the population. The

remaining 2% are categorized as either ”other race” or ”mixed race” by the ACS. The unit

of observation is a zip-year. To measure the racial composition, we calculate the percentage

of total population for each race in a zip code-year.

Stock Market Participation

We use data from the IRS’s Statistics of Income (SOI) and follow Brown, Ivković, Smith,

and Weisbenner (2008) to develop our proxy for stock market participation. SOI provides

annual data on tax returns in a zip code, including the number of filers, average reported

salaries and wages, average adjusted gross income (AGI), number of returns filed, and number

1See https://www.tandfonline.com/doi/full/10.1080/2330443X.2018.1427012.
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of returns reporting dividends. Following Brown, Ivković, Smith, and Weisbenner (2008),

we proxy for stock market participation based on whether an individual reported dividend

income on their federal tax return in a given year. That is, for zip i in year t :

Participationi,t =
Number households reporting dividend incomei,t

Tax returns filedi,t
(1)

Brown, Ivković, Smith, and Weisbenner (2008) note two weaknesses of this measure:

(1) dividend income reported on tax returns includes distributions from any mutual fund,

including those solely invested in fixed income and (2) it may not capture those who invest

exclusively in non-dividend paying firms, such as growth-oriented stocks. To the extent that

we wish to measure individuals’ participation in financial markets overall, (1) does not present

a serious issue, and (2) is not an issue so long as an investor holds any one dividend paying

stock or mutual fund that makes a distribution. Brown, Ivković, Smith, and Weisbenner

(2008) additionally show that the correlation between actual equity market participation

as reported by the FED’s Survey of Consumer Finances across four pooled cross-sections

and their measure was 0.62. Lin (2020) finds that the correlation between this measure of

participation and the measure of participation from the University of Michigan’s Health and

Retirement Study used in Hong, Kubik, and Stein (2004) is 0.69. The IRS also provides data

by different income brackets. The official income bracket cutoffs are 25K, 50K, 75K, 100K,

and 200K.

The annual panel of zip code demographics for the ACS data begins in 2011. As of March

2022, the last available update for the ACS and IRS data ends in 2019. As such, our time

period of study is 2011 - 2019. Over this period, we have 251,212 unique zip-year observations

with non-missing information on IRS and ACS data.
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Motivation

Financial advisors play a key role in facilitating household access to financial markets

(Hung et al., 2008). Participation is likely driven by the degree to which households can trust

their local advisors (Gennaioli, Shleifer, and Vishny, 2015). Gurun, Stoffman, and Yonker

(2018), for example, shows empirically that when households are exposed to financial fraud,

they withdraw assets from financial advisers and increase bank deposits. Absent repeated

interactions with an individual, investors may form their initial expectations of trust based

on observable signals of social group or background. A 2018 survey by the Certified Financial

Planning (CFP) board of hiring managers found that the majority believed that advisors

have an advantage with the clientele of their own racial and ethnic background.

Stolper and Walter (2019) show that advisor-client homophily along the lines of gender

and family status affects current clients’ willingness to follow their advisors’ financial advice.

Male clients were more likely to follow the advice if their advisor was of the same gender and

age, while female clients were more likely to follow the advice if their advisor had a similar

marital and parental status. Alsan, Garrick, and Graziani (2019) find that minority patients

are more likely to follow medical advice if their is racial concordance between the doctor

and patient. Our study extends this literature in that we focus on racial concordance with

respect to the financial advisors and potential clients.

The answer to this question has important policy implications. Minorities are underrep-

resented (compared to the composition of the general population) in the financial advisory

industry.2 In the presences of racial concordance, this can be explained by the history

of wealth distribution in the U.S. and the desire of financial advisors to target wealthy

households.3 Is the under representation of minority financial advisors contributing to the

2Egan, Matvos, and Seru (2019) report less than 3% of financial advisors are black. The 2018 survey by
the Certified Financial Planning (CFP) board found only 3.5% of CFPs are Black or Latino.

3While 14% of US households are Latino and 13% are black, only 8% and 6% of these households,
respectively have incomes over $150k. Source: 2019 Current Population Survey, US Census Office
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persistent racial wealth gap?

Empirical Strategy

Description of Racial Distribution of Households and Advisors

We will first document the racial distribution of households and advisors and their

concordance in our sample. Due to a number of factors, the racial household composition

varies significantly across ZIP codes. Less studied is the geographic racial dispersion of

financial advisors. Prior work has indicated that the industry is disproportionately white (see

e.g. Egan, Matvos, and Seru, 2019; Dimmock, Gerken, and Graham, 2018). One important

task will be documenting areas of racial concordance between advisors and households. We

will then document stylized facts about the demographic and economic activity of these

areas by concordance. We will document how the financial services (e.g. types of firms,

demographics and experience of local advisors) varies by concordance. Finally, we can expand

the analysis to focus on how, if it all, these distributions change over our sample period.

Market Participation

Trust in the financial market is an important factor when individuals decide whether to

participate in the stock market (Guiso, Sapienza, and Zingales, 2008; Burke and Hung, 2021).

Trust can also reduce investors’ perceived riskiness when delegating the portfolio choice to

the designated advisor (Gennaioli, Shleifer, and Vishny, 2015). This may be even more

important for minorities, who are more likely to be mistreated (Begley and Purnanandam,

2021; Stefan, Holzmeister, Müllauer, and Kirchler, 2018). Based on these prior findings, racial

concordance between the financial advisor and local demographics could foster greater trust

in the financial markets. If that is the case, we expect higher stock market participation rate

in these neighborhoods. Formally stated:
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Hypothesis 1 Similarity in race between households and local financial advisors increases

stock market participation by minority households.

However, the decision of an advisor and client to work together is a two-sided matching

game. While racial concordance may allow clients to form relationships with their advisor,

advisors have strong incentives to target wealthy clients, regardless of race, as their own

compensation is directly tied to the size of their book of business. Thus, racial concordance

may not contribute to stock market participation and we expect to observe a null result for

Hypothesis 1.

Our main specification will be the following:

Participationi,t = HouseholdRace%r,i,t +AdvisorRacer,i,t

HouseholdRace%r,i,t ×AdvisorRacer,i,t +Controlsi,t + FEs+ ϵi,t

(2)

where

• i is zip code, t is year, and r is race

• HouseholdRace%r,i,t is a vector of percentages of a given race for a zip code-year

• AdvisorRacer,i,t is a vector of dummy variables equal to one if a zip code-year has an

advisor of racer, and zero otherwise.4

• Controls is a vector of demographic controls at the zip code-year level (income, popula-

tion, employment, and # of advisors and their characteristics such as experience and

licensing)

• Specifications can employ fixed effects such as year and zip-code

4To test racial concordance, we need to create a measure of racial similarity between the advisors in the
area and the households. As an alternative to the dummy variable approach, we can create a similarity score
for each zip year using techniques such a Euclidean distance between racial makeup of households and advisors.
The downside to this approach is that it does not distinguish between over- and under-representation of
particular groups.
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• Cluster standard errors at the zip code level

Identification Strategy

A concern is that local advisor racial composition may be co-determined with local

neighborhood characteristics. In an ideal setting, advisors would be randomly allocated to

various zip codes and we would observe how racial concordance between the advisor and the

households affects participation rates.

Based on equation (2), we can include zip code fixed effects such that our identification

on the coefficients for AdvisorRace are only identified when a zip changes from having no

minority presence of a given race to having a presence (or vice versa). Yet, even using the

supply-side changes in advisor composition is unlikely to fully assuage concerns regarding the

direction of causality in the relationship. Even the first minority firm or advisor is unlikely

to randomly locate in a given zip code.

As an alternative, we will attempt to exploit shocks to the latent demand for participation.

We can identify areas with positive shocks to income that lead to a presumed increase in the

demand for financial advice. Under the identifying assumption that advisors are not able

to instantly relocate when demand shifts, we expect shocked neighborhoods with racially

matched financial advisors to respond stronger in stock market participation rate.

Formally stated:

Hypothesis 1a Neighborhoods with racially matched advisors show more increase in stock

market participation in response to a positive shock to latent demand.

Participationi,t = Ti,t + Ti,t ×HouseholdRace%r,i,t + Ti,t ×AdvisorRacer,i,t+

Ti,t ×HouseholdRace%r,i,t ×AdvisorRacer,i,t +HouseholdRace%r,i,t +AdvisorRacer,i,t+

HouseholdRace%r,i,t ×AdvisorRacer,i,t +Controlsi,t + FEs+ ϵi,t

(3)

where T is income shock for a zip code-year. By including the interaction between the income

shock and household race, the identifying assumption is that except for the concordance
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effect, advisors that match the community make-up in minority communities are not different

than those that match the community make-up in non-minority communities in a way that

allows them to absorb the demand shock more efficiently. Note, the controls will include

local firm level characteristics such as indicators for the largest firms, competition, and size

to account for the possibility that firms with advisors matching community make up are

different than firms in which advisors do not match community make ups.

Income Brackets

The granular nature of the IRS income data allows us to observe participation at the

ZIP-income bracket-year level. This allows us to examine how relations vary across households

of different income levels. We can repeat our main tests segregated at different income levels

thus allowing us to carefully control for differences in income and see if and how racial

concordance varies among households of different income brackets.

For relatively low-income households, the fixed costs of investing may be so high that

they could not invest even if they wanted to. On the other hand, relatively high-income

households are more likely to be financially sophisticated and would invest regardless of

advisor race. Alternatively, racial segmentation of social networks of minorities may be

lower among higher income households. Within-zip-year changes assuage concerns about

selection that occurs at the ZIP-year level. For these reasons, we hypothesize that there exist

heterogeneous treatment effects across different household income levels. Formally stated:

Hypothesis 1b The trust effect is stronger for the middle income households than for low

or high income households.

Robustness

We do not observe the geographic area from which advisors find clients. While the

practitioner literature suggests that most advising is quite local, our choice of restricting the

treated population to being the same ZIP code may be too restrictive. Therefore, we will run
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robustness tests in which we aggregate our measures of advisor availability from neighboring

ZIPs (i.e. those within 10 miles).

Labor Market Outcomes

We will complement our empirical analysis of participation by studying the labor market

outcomes of minority advisors based on concordance with local household racial composition.

If racial concordance in the market for financial advice exists, we expect it to benefit a

financial advisor’s career outcome. More specifically, such racial concordance allows the

advisor to more easily attract new clients and retain existing clients, all else equal. These

connections should increase the success of the advisor’s career. Further, given that client

bases are relatively sticky over time, we expect these effects may be stronger earlier in an

advisor’s career.

However, it may be the case that we find that ZIP codes that are concordant for minority

advisors are systematically different in respect to income or other factors that influence career

outcomes. This may put minority advisors who start in these ZIP codes as a systematic

disadvantage. The richness of our data allows us to control for many of these potentially

confounding factors like firm-level support or local branch characteristics.

Thus we posit:

Hypothesis 2 Racially matched advisors survive longer in the local advisory labor market.

To test this hypothesis empirically, we will estimate hazard models where the hazard is

leaving the industry in a given year:

LeaveIndustryi,t = Concordancei,t + Initial Concordancei + ΓXi,t + αf |b + αt + αz + ϵi,t (4)

where i is an advisor and t is a year, concordance is the percentage of households of the

same race as Advisori, X is a vector of individual and ZIP code level controls such as income,
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population, and number of competing advisors. Specifications employ fixed effects such as

year, firm or branch, and zipz. Additionally, we will run models with an interaction between

concordance and experience.
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