Ethnicity, Neighborhoods, and Human-Capital Externalities

By GeoRGE J. Borias*

The socioeconomic performance of today’s workers depends not only on parental
skills, but also on the average skills of the ethnic group in the parents’
generation (or ethnic capital). This paper investigates the link between the ethnic
externality and ethnic neighborhoods. The evidence indicates that residential
segregation and the external effect of ethnicity are linked, partly because ethnic
capital summarizes the socioeconomic background of the neighborhood where
the children were raised. Ethnicity has an external effect, even among persons
who grow up in the same neighborhood, when children are exposed frequently to
persons who share the same ethnic background. (JEL J24, J62)

Ethnic neighborhoods have long been a
dominant feature of American cities (and of
cities in many other countries). In fact, seg-
regation by race and ethnicity often defines
the invisible line that creates a neighbor-
hood. These neighborhoods insulate people
of similar backgrounds and foster a set of
cultural attitudes, social contacts, and eco-
nomic opportunities that affect workers
throughout their lives.

In earlier work (Borjas, 1992, 1994), I
have argued that ethnicity has an external
effect on the human-capital accumulation
process.! Persons raised in advantageous
ethnic environments will be exposed to so-
cial and economic factors that increase their
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'The importance of human-capital externalities in
intergenerational mobility was stressed in the early
work of John Conlisk (1977) and Glenn C. Loury
(1977), who uses the concept of “social capital” to
analyze how racial discrimination influences the social
mobility of blacks. Shelly Lundberg and Richard Startz
(1992) investigate how human-capital externalities may
alter the impact of antidiscrimination programs on
social mobility.
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productivity, and the larger or more fre-
quent the amount of this exposure, the
higher the resulting “quality”’ of the worker.

As with the models that dominate the
new growth literature, sufficiently strong
ethnic externalities may delay the conver-
gence of ethnic differentials indefinitely. My
earlier empirical work indicated that the
earnings of children are affected strongly
not only by parental earnings as in the usual
models of intergenerational income mobil-
ity, but also by the mean earnings of the
ethnic group in the parents’ generation
(which I called “ethnic capital”). As a re-
sult, the ethnic spillover effect retards inter-
generational improvement for relatively dis-
advantaged ethnic groups and slows down
the deterioration of skills (i.e., the regres-
sion toward the mean) among the more
advantaged groups.

The process through which the ethnic ex-
ternalities are transmitted, however, is not
well understood. This paper investigates one
possible mechanism, ethnic neighborhoods.
The insight that human-capital externalities
and geography are linked is not new. In his
pathbreaking work, Robert E. Lucas (1988)
cites the crowding of similarly skilled work-
ers into a small number of city blocks as a
key determinant of the economic develop-
ment of cities. Similarly, William Julius
Wilson’s (1987) influential work on the cre-
ation and growth of the underclass argues
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that blacks who live in poor neighborhoods
are not exposed to “mainstream” role mod-
els, thus hampering the economic mobility
of blacks.

This paper presents an empirical study of
the link between geography and ethnic ex-
ternalities. The analysis uses the 1/100
Neighborhood File of the 1970 Public Use
Sample of the U.S. Census and a specially
designed version of the National Longitudi-
nal Surveys of Youth (NLSY). The Census
data group workers into one of over 40,000
neighborhoods, while the NLSY file groups
workers into one of 1,978 zip codes. Hence
it is possible to determine the extent to
which ethnic groups segregate in particular
neighborhoods and the impact of this segre-
gation on the process of human-capital ac-
cumulation and intergenerational mobility.2

The main finding of the analysis is that
residential segregation and the influence of
ethnic capital on the process of intergenera-
tional mobility are intimately linked. In par-
ticular, the impact of ethnic capital on the
skills of the next generation arises partly
because the ethnic-capital variable is an ex-
cellent proxy for the socioeconomic back-
ground of the neighborhood where the chil-
dren were raised, and these neighborhood
characteristics influence intergenerational
mobility. In other words, the ethnic-capital
model provides an alternative way of cap-
turing neighborhood effects. Ethnic capital,
however, plays an additional role in inter-
generational mobility. Even among persons
who grow up in the same neighborhood,
ethnic capital matters when children are
exposed frequently to other persons who
share the same ethnic background.

2The role played by neighborhood effects in deter-
mining socioeconomic outcomes is currently the subject
of intensive research; see, for instance, the survey of
Christopher Jencks and Susan E. Meyer (1990) and the
critical appraisal by Charles F. Manski (1993). Empiri-
cal evidence linking neighborhood effects to teenage
pregnancy, criminal behavior, educational attainment,
and human-capital accumulation is given by Anne C.
Case and Lawrence F. Katz (1991), Jonathan Crane
(1991), Mary Corcoran et al. (1992), and James E.
Rauch (1993).
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I. Ethnicity and Neighborhoods

Because little is known about the residen-
tial clustering of many of the ethnic groups
used in the empirical analysis below, it is
useful first to document the link between
ethnicity and residential segregation.> The
descriptive analysis is based initially on data
drawn from the 1/100 Neighborhood File
of the 1970 U.S. Census (15-percent ques-
tionnaire). These data not only contain the
individual-level demographic variables typi-
cally available in Census files, but also group
individuals into one of 42,950 “neighbor-
hoods.” Neighborhoods are contiguous and
relatively compact (roughly the size of a
Census tract), and they have an average
population of 4,000 persons (U.S. Bureau of
the Census, 1973). Although the specific
geographic location of a neighborhood can-
not be determined (other than its location
in one of the nine Census regions), the data
file reports a number of demographic char-
acteristics describing the neighborhood
(such as the fraction of persons who are
either first- or second-generation Ameri-
cans, and the fraction of persons who are
college graduates).

I restrict the analysis to persons aged
18-64. I begin by documenting the residen-
tial segregation of immigrants and second-
generation Americans, and the extent to
which residential segregation changes across
generations. A person is an immigrant if
he or she was born outside the United
States (or its possessions); a person is a
second-generation American if either par-
ent was born outside the United States. All
other persons are grouped and labeled
“third-generation” Americans, although this
sample obviously includes higher-order gen-
erations. The 1970 Census does not provide
any information on the ethnic ancestry of
persons in the “third” generation.

A large literature documents the extent of residen-
tial segregation among blacks and Hispanics; see Frank
D. Bean and Marta Tienda (1987), Nancy A. Denton
and Douglas S. Massey (1989), Scott McKinney and
Ann B. Schnare (1989), and Mark Alan Hughes and
Janice Fanning Madden (1991).
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As noted above, the neighborhood file
reports the proportion of the population in
each neighborhood that is either first- or
second-generation. This statistic was calcu-
lated by the Bureau of the Census using all
available observations in the neighborhood
(i.e., the 15-percernt sample of respondents
who filled out the relevant questionnaire). I
use these data to estimate the fraction of
persons in the neighborhood who are either
first- or second-generation for the average
person in a number of demographic groups.

Table 1 summarizes the extent of residen-
tial segregation. The first row reports that
the average immigrant resided in a neigh-
borhood where 32.7 percent of the popula-
tion was either first- or second-generation.
This pattern of residential location differs
significantly from what one would expect if
immigrants were randomly allocated across
neighborhoods. The 1970 Census indicates
that only 16.6 percent of the population was
first- or second-generation.

Because the aggregate characteristics re-
ported in the neighborhood file do not in-
clude the proportion of the neighborhood’s
population that is foreign-born, I calculate
this statistic by combining the birthplace
data reported in each individual’s record
with the aggregate neighborhood character-
istics provided by the Census Bureau.* The
typical immigrant lives in a neighborhood
that is 15.3-percent immigrant, even though
only 4.8 percent of the population was
foreign-born.

Residential segregation persists into the
second generation. As the second row of
Table 1 shows, the average second-genera-
tion American resides in a neighborhood
that is 28.2-percent first- or second-genera-
tion.

The 1970 Census does not provide any
information on ancestry past the second

“In particular, I take the Census Bureau estimate of
the proportion of persons in the neighborhood who are
first- or second-generation to be the population pro-
portion. I then multiply this number by the sample
estimate of the proportion of the first- and second-
generation individuals in the neighborhood who are
foreign-born.
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generation. As a result, I cannot determine
how the pattern of residential segregation
changes beyond the second generation for
most groups. Intergenerational changes in
residential segregation, however, can be
documented for the subpopulation of His-
panics, the vast majority of whom are
foreign-born or have parents or grand-
parents who are foreign-born.’ Table 1 indi-
cates that there is very little movement of
Hispanics out of Hispanic neighborhoods
even in the third generation. The average
Hispanic immigrant lives in a neighborhood
that is 35-percent Hispanic; the average
second-generation Hispanic lives in one that
is 33-percent Hispanic, and the typical
third-generation Hispanic lives in one that
is 29-percent Hispanic. The fraction of His-
panics in the population is only 4.4 percent.
The clustering of Hispanics into Hispanic
neighborhoods, therefore, is prevalent and
persistent.®

In addition to the clustering of first- and
second-generation persons into certain
neighborhoods, there is substantial segrega-
tion by ethnic group. To document the dif-
ferences across national-origin groups, I fo-
cus on the 39 largest groups in the data.
These 39 groups include 83.7 percent of all
first-generation Americans, and over 95 per-
cent of all second-generation Americans.
The national origin of immigrants is, of
course, determined by their country of birth.
The national origin of a second-generation
person is determined by the father’s birth-
place (unless only the mother was foreign-
born, in which case it is determined by the
mother’s birthplace). Table 2 lists the 39
national-origin groups used in the analysis.

SCalculations from the General Social Surveys in-
dicate that over 90 percent of persons who classify
themselves as Hispanic are foreign-born, have parents
who are foreign-born, or have grandparents who are
foreign-born.

’Although the residential segregation found among
these ethnic groups is substantial, it is not nearly as
striking as that found among blacks. Table 1 reports
that the average black lives in a neighborhood that is
54.7 percent black.



