WINDFALLS, WEALTH, AND THE
TRANSITION TO SELF-EMPLOYMENT

YANNIS GEORGELLIS, JOHN G. SESSIONS. NICHOLAS TSITSIANIS

THIS ARTICLE HAS BEEN PUBLISHED IN:
SMALL BUSINESS ECONOMICS JOURNAL (2005), Vol. 25, pp. 407-428

YANNIS GEORGELLIS, NICHOLAS TSITSIANIS
Department of Economics and Finance

Brunel University

Uxbridge,

Middlesex UB8 3PH

England

JOHN G. SESSIONS

Department of Economics and International Development
University of Bath

Claverton Down

Bath BA2 7AY

England

ABSTRACT. We examine the transition to, and survival in, self-employment among a sample of
British workers. We find evidence of capital constrains, with wealthier individuals being more likely
to transit ceteris paribus. Windfall gains raise the probability of transition at a decreasing rate —
gains or more than £20000-£22000 reduce the probability of transition — and larger gains reduce the
probability of transition amongst relatively wealthier respondents. We also find peculiarities in the
effects of particular types of windfall; redundancy payments and inheritances raise the probability of
transition, whilst lottery wins reduce the probability of (especially male) transitions. In contrast,
inheritances (lottery wins) hinder (augment) self-employment survival.
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1. INTRODUCTION

Governments around the world are turning to self-employment as a panacea for the problems of
unemployment and poverty'. But although the self-employed are a growing proportion of the workforce in
many counties, evidence suggests that many more individuals are frustrated in their desire to pursue
entrepreneurship. According to the International Social Survey Programme (1989) 63% of Americans, 48%
of Britons, and 49% of Germans expressed a desire to become self-employed, although in none of these
countries did the actual share of self-employment exceed 15%”°.

Some researchers have attributed the shortfall to capital constraints that limit the access of budding
entrepreneurs to external sources of finance, thereby jeopardising both the growth and survivability of their
enterprise. Support for this thesis is derived from a number of studies that find the probability of transition to
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self-employment to be significantly lower amongst less wealthy individuals. Indeed, the gap between actual
and desired entrepreneurship appears to be greatest in those areas most afflicted by unemployment and
poverty, the North of England being a particular case in point (Blanchflower and Oswald 1998).

Using wealth as an explanatory variable in this way is, however, somewhat dubious. There is a distinct
possibility that pre-transition wealth is correlated with an individual's ability or ‘drive’, and that it is this
unobserved and omitted factor which is determining the success or otherwise of the transition. With this in
mind, attention has turned to the analysis of windfall gains3. These are far less likely to be so correlated,
being, in the words of Blanchflower and Oswald (1998) and Holtz-Eakin et al. (1994a), about as close to a
natural experiment as economists are likely to get in this area.

In this paper we examine data from the British Household Panel Survey (BHPS) to identify factors at time t)1
that play a pivotal role in the transition to, and survival in, self-employment at time t+1. We uncover evidence
of significant capital constraints. Wealthier individuals are more likely to transit ceteris paribus, whilst
windfalls raise the probability of transition non-linearly — gains or more than £20000—£22000 reduce the
probability of transition. Moreover, larger windfalls reduce the probability of relatively wealthier respondents
making a transition to self-employment. We also find peculiarities in the effects of particular types of windfall.
Redundancy payments and inheritances raise the probability of transition, whilst lottery wins reduce the
probability of (especially male) transitions. In contrast, inheritances (lottery wins) hinder (augment) self-
employment survival.

Significant gender differences are also apparent. Whilst male and female transitions tend to emanate from
amongst the unemployed, females are particularly reluctant to leave paid employment. Further gender
differences are evident in terms of education, labour market state tenure and the effect of household income.

The paper is set out as follows: Section 2 provides a brief discussion of previous empirical work on the self-

employment decision. Section 3 describes our data and methodology whilst our results are presented in
Section 4. Final comments are collected in Section 5.

2. BACKGROUND

The relationship between capital constraints and entrepreneurship is well documented. Potential
entrepreneurs will choose to become self-employed if the utility from self-employment exceeds that from paid
work. Individuals may be denied access into self-employment if they lack the requisite capital to meet the
costs of business start-up, or to provide sufficient collateral to obtain appropriate external funding. An
increase in capital will alleviate these constraints and so should increase transitions into self-employment
Taylor (2001). The effect of an increase in capital on existing entrepreneurs is not obvious. If the
entrepreneur is liquidity constrained, then an increase in capital should enable the enterprise to invest,
expand and prosper. If the enterprise is not so undercapitalised, then the increase should have no effect on
profitability since the entrepreneur would have no incentive to invest the funds in the enterprise. Indeed, an
increase in capital in this situation may provide such a cushion of financial security that the entrepreneur is
tempted to pursue more rewarding activities — the profitability and/or size of the enterprise may diminish, and
the entrepreneur might even choose to exit self-employment completely if he now feels that the resources he
is currently investing in the business may be better employed elsewhere, or if the utility from an alternative
labour market activity exceeds that of self-employment Taylor (2001).

Theoretical work emphasizes insufficient start-up capital and/or access to credit markets as a binding
constraint on individuals’ choice between paid employment and self-employment (Stiglitz and Weiss 1981,
Coate and Tennyson 1992). Such a hypothesis is supported by numerous empirical studies. Meyer (1990),
for example, uses cross sectional US data to examine transitions from paid-employment into self-
employment and finds that the incidence of self-employment increases with an individual’s net worth. Evans
and Leighton (1989) and Evans and Jovanovic (1989), using longitudinal US data, proxy the availability of
capital by net family assets and find a concave relationship between these and the transition to self-
employment. Dunn and Holtz-Eakin (2000) uncover longitudinal evidence suggesting that the financial
assets of young males exert a small but significant influence on the probability of transition. Studies
undertaken for the Australian, British, Canadian, Dutch and Finish labour markets (respectively De Wit and
Van Winden 1990; Kidd 1993; Bernhardt 1994; Black et al. 1996 and Johansson 2000) also report that the
availability of capital is a significant factor affecting the self-employment decision®. Evidence pertaining to the
relationship between capital constraints and self-employment survival is less clear-cut. Survey data suggests
that availability of capital is certainly a major concern to entrepreneurs (Blanchflower and Oswald 1998), and
evidence from the US (Jovanovic, 1982; Bates, (1990), Holtz-Eakin et al. 1994a; Fairlie, 1999) and the UK
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(Taylor 1999) suggests that self-employment survival is positively related to the endowment of capital. Some
discordance, however, has been voiced. Meyer (1990), for example, finds that an individual's net worth
impacts insignificantly on self-employment survival in the US, whilst Cressy (1996) argues that the
correlation between financial capital and survival in the UK is spurious, the former playing little if any role
once one controls for even the most basic individual characteristics such as age and education®. Recent
research in this area has exhibited a growing awareness of the endogeneity problem inherent in using pre-
transition wealth and attention has shifted to unanticipated “windfall” payments as a predictor of self-
employment entry and survival — see Table I. Such payments are unlikely to be correlated with omitted
factors that may themselves be affecting the probability of transition — ambitious and “driven” individuals, for
example, may be both wealthier and more likely to take the plunge into self-employment.

TABLE 1
Windtalls — summary of recent empirical evidence

Study Vanahle Effect Data Method Remarks

Holtz-Eakan et al. {19%93) Inheritance - s Lomt An mherntance reduces (at an
increasing rate) the probabhity
of being in the labour Force.

Inheritance-squared +

Haoltz-Ealan et al. (19%a) Inheritance + s Multinomial Receiving an inheritance m-
Lomt creases the probability that an
entreprencur will stay i busi-
ness.

Inheritance includes business  +

Holtz-Ealan et al. (19%4h)} Inheritance + s Prohit Inheritance increases the prob-
ahility of entry nto self-em-
ployment from paid
employment.

Inheritance*liquid assecis - The greater the mdmidual
wealth, the smaller the incre-
mental effect of inheritance.

Lindh and (¥hlsson (1996) Inheritance + SWE Prohit Inheritances and lottery win-
nings increase (at a decreasing
rate) the probability of selt-
employment.

Inheritance-squared -
Lottery winmngs +
Spousal Inheritance Mone

Blanchflower and Oswald Inheritance + UK Probit The probkabibity of selt-employ-

{ L9AE) ment depends positively upon
whether the individual ever
received an inhertance.

Inheritance-squared -
Log ot Inhentance +

Burke et al. (20} Inheritance + UK Prohit The receipt of an inheritance
increases (at a decreasing rate)
the probability of selt-employ-
ment.

Inheritance-squared -

Taylor {2001} Windtall + UK Probit The receipt of a windtall gain
raises the transition into sclf-
employment

Windtall-squarad -

Burke et al. (2002) Inheritance + UK Prohit Inheritances increase (at a de-
creasmg rate) the probability of
selt-employment.

Inheritance-squared -

In a number of studies Holtz-Eakin et al. (1993, 1994a, b) find that the receipt of a gift or inheritance
increases the probability of becoming, and continuing as, an entrepreneur. Moreover, conditional on
becoming an entrepreneur, the size of the inheritance increases the amount of capital employed in the
business, whilst conditional on survival, the size of the inheritance increased the receipts of the business. In
a study of Swedish microdata, Lindh and Ohlsson (1996) find that the probability of self-employment
increases by 54% on receipt of lottery winnings, and by 27% on receipt of an average-sized inheritance.
Contrary to Holtz-Eakin et al. (1993), Swedish lottery winnings and inheritances do not induce individuals to
exit the labour force. Somewhat more direct evidence of the relationship between windfalls and the transition
to self-employment is available from the multivariate analysis of the National Child Development Survey

Page 3 of 23



(NCDS) undertaken by Blanchflower and Oswald (1998). The authors here conclude that respondents
receiving windfall payments of £5000 or more were twice as likely to be self-employed as those not receiving
an inheritance ceteris paribus. Some caution in interpreting this finding is warranted. Blanchflower and
Oswald’'s analysis was necessarily restricted to respondents under 23 years of age, and the limited labour
market experience and capital accumulation of such individuals may be unduly exaggerating the influence of
windfall payments.

The NCDS (National Child Development Study) data is also utilised by Burke et al. (2000) whose probit
estimates re-affirm Blanchflower and Oswald’s (1998) finding that the receipt of a financial gift or inheritance
increases at a decreasing rate the estimated probability of self-employment. Specifically, Burke et al. (2000)
find that the probability of entering self-employment increases by 6% (0.5%) on receipt of an inheritance
worth £75000 (E2%2 million). The authors also find that the receipt of an inheritance significantly raises self-
employment income and job creation, the latter reaching a maximum at a gift value of £70000. In their
subsequent study of the same data set, the authors explore the effects of inheritance on the propensity to
become and prosper in self-employment across gender (Burke et al. (2002). Their results here suggest that
a financial gift or inheritance increases the estimated probability of male (female) self-employment at a
constant (decreasing) rate. Inheritances also increase at a decreasing rate the rate of male entrepreneurial
job creation and the value of male entrepreneurial enterprises.

A major advance in unravelling the nexus between wealth and self-employment is the study by Taylor
(2001). Taylor utilises data from waves 4-6 of the BHPS to assess the impact of windfalls on self-
employment transitions over the period 1994-1996. He finds that individuals in paid-employment are most
likely to receive a windfall, and that these windfalls tend to be higher than those that are received by
individuals in other labour market states. Multivariate analysis suggests that the amount and type of the
windfall are important predictors of the transition into self-employment. The probability of self-employment
peaks at a windfall value of £15000, with the receipt of a £5000 windfall almost doubling the probability of
becoming self-employed. The type of windfall is crucial — redundancy payments (job-related bonuses)
increase (decrease) the probability of transiting into self-employment. It would thus appear that individuals
are pushed into self-employment — the loss of a job, and the associated compensation, spurs individuals into
self-employment whilst individuals employed in jobs that reward performance are less likely to strike out on
their own.

In what follows we extend Taylor's analysis in a humber of important ways. First, we augment the data to
focus on BHPS transitions over the period 1994-2000. Second, we analyse the transitions of males and
females, both collectively and separately. Third, we examine the transitions of employed, unemployed, and
non-participating individuals, again both collectively and separately — it may be the case that there are
significant heterogeneities in the data generating processes of employed ‘insiders’ and unemployed
‘outsiders’, whilst some individuals may enter the labour market directly through self-employment. And fourth,
we investigate the interaction between the windfall and the capital position of the individual - although
windfalls may encourage entrepreneurial, but liquidity constrained, individuals to transit, they may permit
wealthier individuals to by-pass work and move straight to early retirement.

3. DATA AND METHODOLOGY

Our data are derived from the BHPS. This is a nationally representative survey of some 5500 private
households, comprising some 10,000 individuals, interviewed annually every fall since 1991. Children in the
households are interviewed separately once they reach the age of 16, and if any member of a household
splits to form a new household, then all adult members of both the original and new households are
interviewed annually. By such means, the survey remains broadly representative of the British populace over
time.

Our analysis is based on windfall data recorded in waves five (1995), seven (1997), eight (1998), and nine
(1999). Having recorded a respondent’s labour market status at time t-1, we examine how windfall payments
received at time t affect the respondent’s recorded labour market status at time t + 1. We therefore use data
on labour market status from waves 4 (1994) to 10 (2000) to identify those individuals who transited into,
survived in, or exited from, self-employment in the year following the receipt of a windfall. We restrict our
attention to men and women aged between 18 and 60, thereby ensuring that the sampled members are
always of working age, and are not apt to the receipt of lump sum payments that are associated with
retirement at the usual age. We exclude members of the armed forces but, to account for the possibility that
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some individuals enter the labour market directly through self-employment, we include non-participants. The
guestion concerning windfall payments in survey year t is as follows: “Since September 1stt - 1 have you
received any payments, or payments in kind, from anything listed on this card? If answering Yes,
respondents were subsequently asked: (i) Which ones? And (ii)) About how much did in total did you
receive/was this worth?” The list of possible payments in waves five seven, eight and nine includes a life
insurance policy, a lump sum pension payout, a personal accidental claim, a redundancy payment, an
inheritance or bequest (including inherited property), a win on the football pools, national lottery or other sort
of gambling, or anything else®. In wave five the list also includes an annual/seasonal bonus from
employment, whilst in wave seven it includes a lump sum from a building society conversion. Given the
specificity of these questions we incorporated them into the "“anything else” category. Moreover, since
receipts from life insurance policies and pension payouts are, to some extent, predictable, they may be
endogenous and we follow Taylor (2001) in excluding them from the analysis’.

We define individuals as either employed or self-employed according to the two questions relating to
employment status in the BHPS: First, there is a self-reported employment status question vis. “Are you an
employee or self-employed?”; second, there is a question relating to the respondent’s current labour force
status — vis. “Please look at this card and tell me which best describes your current situation? (List: self-
employed, in paid employment, unemployed, retired, family care, full-time student, long-term sick/disabled,
on maternity leave, on a government training scheme)”. We exclude part-time workers by restricting our
attention to those respondents who report themselves as working more than 30 hours per week. A small
number of individuals who gave inconsistent answers across questions and/or waves (e.g. reporting
themselves as both employed and self-employed) were also excluded from the analysiss. Finally, because
labour market status is recorded over a 24-month interval (i.e. at time t and then again at time t+2),
respondents who experienced a self-employment spell within the two observation points are necessarily
excluded because it is not clear whether their spell preceded or succeeded the receipt of a windfall. Our
potential pool consists of 9597 (12,216) male (female) respondents. Of these, some 38.9% of male, 32.1% of
female, and 35.1% of all respondents received some form of windfall. The distribution of windfall gains by
labour market status and gender and by windfall type and gender, are set out in Tables Il and Il

It is apparent from Table Il that 87.5% of male beneficiaries were in employment, 4.8% were unemployed,
and 7.7% were out of the labour force. The respective figures for female beneficiaries were 74.8%, 2.6% and
22.6% respectively. Males have a greater propensity (38.9%) of receiving a windfall than females (32.1%),
and male beneficiaries tend to receive higher amounts than do female beneficiaries. There is substantial
variation in the size of the windfalls received — 43.5% of receipts are for less than £100 and 36.2% are for
more than £1000. The average amount received across all individuals (beneficiaries) is £1167 (£3300), with
employees enjoying both a relatively higher probability and size of receipt. The most common type of windfall
payment is a lottery winning, received by 52.1 and 51.4% of males and female recipients respectively. The
corresponding figures for inheritances and/or bequests were just 5.3 and 8.1% respectivelyg. We observe a
total of 659 transitions into self-employment in our data, implying a transition rate of 3.02%. The transitions
are decomposed in Table IV where a number of interesting features are evident. First, less than one half of
the total transitions were made by beneficiaries of a windfall. Second, irrespective of whether a windfall was
actually received, the majority of transitions were made by individuals already in employment — indeed, none
of the 1997-1998 female transitions emanated from unemployment. And third, although transitions from
employment are relatively evenly distributed across males (55.7%) and females (44.3%), males dominate
Er;;ngi(ﬂt;ﬂ)s from unemployment (78.5%) whilst females dominate transitions from out of the labour force
. 0 .

It is apparent then that not everyone who receives a windfall will enter self-employment, nor that everyone
who enters self-employment will have received a windfall. It is likely that individuals require at least two
things to become entrepreneurs — entrepreneurial acumen and capital. Individuals lacking in the former are
unlikely to become (or remain) self-employed irrespective of their wealth; indeed, a windfall gain by such an
individual may encourage them to withdraw from the labour market either partially or completely. An
“entrepreneurial” individual may lack the necessary capital for self-employment, in which case a windfall gain
may encourage transition. Even in this case, however, a sufficiently large gain may entice the individual to
by-pass work and move straight to early retirement.

In the empirical analysis that follows we attempt to cast some light on these issues. We attempt to control, as
far as our data permit, for entrepreneurial acumen and drive by employing an extensive battery of
demographic and personal characteristics. We also focus on the size of the windfall, the size of the
respondent’s pre-transition wealth, and the interaction between the two.
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Windfall (WF) receipts by labour market status & gender

Males

Males

< £100
£100-£4%9
£300-£999
£1000-£49%9
£3000-£9999
> £10000

In receipt
Not in receipt
Sub total
Probability of
receiving windfall

Femals

< £100
£100-£49
£300-£999
£1000-£4999
£3000-£9999
> £10000

In receipt
Not in receipt
Sub total
Probability of
receiving windfall
Totals

Employed Unemployed Out of labour force Appregate Figures
1995 1997 Total 1995 197 1998 1999 Total 1995 1997 1998 1999 Total 1995 1997 1998 1999 Total
b | B 4 B9 § 50 o4 M 4“1 M9 1560
100 4 6 2 3 § £ 4 163 |2 VA
63 i 3 1 % 2 2 I 9 M § 7 M
41 w7 n 4 1 9 6 1M 152 116 97
52 B 3 4 3 I 2 014 i & 4
ki i b 3 ) b 1 16 6l L5 B
984 22 66 5l 0 %1 1010 82 0m I
L £ 168 1M 76 112 1672 1801 3868
1838 WO B4 I 1083 24 Pk kT
325 an 31 1y 832 2126 4505 M5 2862 e
212 g 3 8 b B o 93 316 1769
il M 3 l ] 103 192 m 1w
“ 1 | I n i 4 8 M
414 7 1l 4 nooI 1 34 138 43
i 31 ] I ioon § 4 I
4 4 1 ] ) b5 & o 49 M3
§69 W R 2 149 885 1182 e 697 39
1116 5% 0 8 763 2631 1637 B8 2526 805
1985 8280 108 103 DAL VL 387 33 126
437 B339 2136 1634 2516 4131 1756 2163 3200
b4 16109 342 288 1185 4570 3] M1 36 2813
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TABLE I
Distribution of windfall types by vear and gender

Males Females Total

1995 1997 1998 1999 Sub-Total 1995 1997 1998 1999 Sub-Total

Life Insurance

Number (1] [ &3 79 2496 1ot a 74 74 34 i3
Mean (£) 607556 642317 BEMG0D BOOEIS - Mo2.57  MI1295 90019 342065 -

Median (£) 200000 2500 15385 3600 - 1150 2280 1700 1904 -

Pension Pavout

Number 12 2 24 26 98 n 2 A0 27 a4 92
Mean (£) I35 2002343 3705182 2A13e4 - 600913 15026.13 3136584 22646 -

Median (£) 26500 16000 21000 14000 - 5500 1847 15000 6000 -

Agcident Claim

Number 34 R | 32 35 132 16 17 L 29 4] 217
Mean (£) 3153438 0AER 262590 3BR2BE - 3286 464565 IMO004 498190 -

Median (£) 2030 250 1750 2000 - 19K 2700 1500 3000 -

Redundanay

Number 48 44 43 50 190 15 ]| £ 47 144 134
Mean (£) 223334 2005561 1363132 1M5%22 - TIT255  Ted24  RIRSEY  SR2IOR -

Median (£) 5500 9a7R 400 3500 - 3800 3570 2500 2000 -

Emp. Bonus

Mumber 253 - - - 253 01 - - - 201 454
Mean (£) 5256.18 - - - - B56.73 - - - -

Median (£) 605 - - - - M2 - - - -

Inheritance

Number 50 Al f)| 64 23 a2 &4 11 £ 3nd 600
Mean (£) 15800.7 1539213 1514203 1944000 - 1439312 1314726 15718.% 1108353 —

Median (£) 4025 410 4000 4000 - 2200 000 5000 2000 -

Lottery

Number 708 537 fl4 476 2335 R02 500 filh 405 2323 4658
Mean (£) 111585 17568 15068 12759 - 26637 71374 SRO00 (1030 | R

Median (£) 3 a X 30 - .| i A 7 -

Other windfall

Number 56 - 114 a5 265 - - 17 103 269 534
Mean (£) 961337 - G200.81 743783 - 676732 - 732423 65R0.14 -

Median (£) 1650 - 2100 Ted - 1000 - 2000 £ -

Building society

Number - 681 - - 6El - a6 - - %6 1377
Mean (£) . B6T47T - - - - 2891 .96 -

Median (£) . 1600 - - - . 1500 -

Total

Number 1237 1443 k1 B25 4486 1329 1443 g2 762 4516 a0z

Page 7 of 23



IT'ABLE IV
I'ransitions into Self-Employment by Employment Status and Gender

199419946 R B 1997-1998 190820000 Apprepate Figures
Windfall (1995) Windfall (1997) Windfall (1998) Windfall (199%9) Windfall ( 1995 19%49)

Yes No l'otal Yes No lotal Yes No l'otal Yes No lTotal Yes No l'otal

Transition from

Employment 47 B4 111 38 57 115 42 6 118 41 Sy 137 188 203 451
Of which: males 28 i 64 2 27 50 26 38 6 x7 8l 113 155 268
Females 19 23 47 26 i 56 16 38 54 14 42 56 75 138 213

Unemployment 3 24 1 2 11 13 3 11 14 1] 11 11 b 3 65
Of which: males 2 18 20 2 8 10 3 9 12 0 ] G 7 44 51
Females 1 fy 7 L] 3 3 1] 2 . L] 2 2 1 13 14

Out of labour force 13 22 35 11 G 20 o 19 23 2 23 30 35 78 113
OF which: males 3 6 o 3 3 £ 2 5 T 3 3 # 17 25
Females 10 16 26 8 f 14 7 14 21 2 25 27 27 6l 2R
Totals 63 110 173 Tl 77 144 54 106 160 43 135 178 231 428 659

Nore: Transitions are measured over a 24 month period with the respondent being recorded as “not self-employed™ in vear /-1
and as self-employed in year 7+ 1. Windfalls are recorded in year r.

4. EMPIRICAL RESULTS

4.1 Transitions into self-employment

Our empirical methodology is to estimate through probit analysis the probability of an individual entering self-
employment (SE) at time t+1 (i.e. SEw+1 % 1) given that he was not self-employed at time t+1 (i.e. SEw+1= 0).
Windfall receipts are recorded at time t (WF: = 0/1)*". Our probit estimations for male and female
respondents, both collectively and separately, are set out in Tables V-IX. Consider Table V first. We
estimate six specifications of our probit equation with Specification 1 focusing on the effect of receiving a
windfall per se — the windfall binary term denoting a dummy variable which takes the value of one if a
windfall was received by the respondent and zero otherwise — and Specifications 2—4 focusing on the
amount and/or type of windfall received. If liquidity constraints are a genuine obstacle to entrepreneurship,
and if windfalls are the cleanest way of ascertaining the effects of relaxing this constraint, then we would
expect some interaction between the windfall and the respondent’s initial wealth. To be sure, if the liquidity
constraint story is correct, then an interactive “windfall*wealth” variable should have a negative sign —
although larger windfalls or initial wealth should encourage transitions, the effect of the windfall should be
less important for relatively wealthier individuals.

We therefore included a variable in Specifications 1-4 interacting a measure of ‘wealth’ (vis. ‘Annual Income
from Dividends and Interest > £2500') with the windfall-binary dummy variable’>. The estimates from
Specification 1 imply that the receipt of a windfall per se does not exert a significant influence on the
probability of transiting to self-employment. This is not surprising — as Table Il indicates, the majority of
windfalls are relatively small amounts of less than £100 and it is likely that only more substantial payments
will release any latent entrepreneurship within our sample. Indeed, these sentiments are confirmed by
Specification 2, which shows the amount of the windfall exerting a positive but decreasing influence on the
probability to transit'®. Our results would thus appear to reaffirm the findings of the studies listed in Table I,
and support the notion that whilst initial receipts of a windfall may enable otherwise constrained individuals to
transit to self-employment, especially large gains may induce an income effect that serves to reduce
participation. To be sure, receipts or more than £20000-£22000 reduce the probability of transition, whilst
those of more than £90000—£100000 imply a negative transition rate'*. Notice also in Specification 2 that the
greater the individual's wealth, the smaller is the incremental effect of an inheritance. The interaction terms
suggest that “wealthy” and “nonwealthy” respondents react quite differently to the receipt of a windfall.
Recipients with unearned income in excess of £2500 are significantly less likely to transit to self-employment
ceteris paribus. Holtz-Eakin et al. (1994a) report very similar results.
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Specification 3 highlights the importance of the type of windfall payment received on the probability of
transmission. Redundancy payments and, to a lesser extent, inheritances are positively associated with self-
employment transition. Contrary to Lindh and Ohlsson’s (1996) findings for Sweden, however, UK lottery
winnings may actually reduce the probability of becoming self-employed.

The qualitative effects of a lottery win are robust to the inclusion of controls for the size of the windfall
(Specification 4). The size and significance of the coefficient on redundancy pay alludes to the presence of
unemployment-push inspired entrepreneurship. Such sentiments are confirmed by the finding that
unemployed, but not employed, respondents are significantly more likely than the economically inactive to
transit into self-employment ceteris paribus®°.

There are a number of other interesting results evident from Table V. Wealthier respondents are more likely
to transit to self-employment ceteris paribus'®. Married and male respondents, and those whose father was
self-employed when they were aged 14, are also more likely to transit. This latter finding accords with Dunn
and Holtz-Eakin (2000), who also find the father to be the parental figure that unleashes intergenerational
links in self-employment. The significance of the “Father Self-Employed” variable may reflect the possibility
that respondents are inheriting the physical and/or human capital requisite for self-employment and supports
the notion of knowledge spillovers and role models (see Schmitz,1989; Lentz and Laband, 1990).

Echoing similar findings by Holtz-Eakin et al. (1994a), Lindh and Ohlsson (1996) and Johansson (2000), we
find no evidence of any household income effects in our data. There is, however, a clear non-linear age
effect with the probability of transition increasing up to 48 years on average. This is consistent with the
findings of a number of other studies’. Having a health condition that limits the ability of the respondent to
work considerably reduces the probability of entering self-employment.

Formal education plays little role in the probability of entrepreneurshipm. This may reflect the fact that higher
qualified individuals are able to find more acceptable levels of personal autonomy and responsibility within
professional salaried employment whilst those intent on working for themselves have no need to acquire
formal qualifications. Cowling and Mitchell (1997) report similar results whilst Brown and Sessions (1998)
point out in a signalling context that self-employed workers have no need to invest in formal education
because they have no need to signal their productivity. This argument is especially pertinent if the decision to
become self-employed is made prior to the procurement of educational attainment. Moreover, education may
increase wage income more than self-employed income such that an increase in education reduces the
relative reward to self-employment (see Burke et al. 2000). On the other hand, labour market characteristics
such as managerial or self-employment experience may indicate an accumulation of business skill that
provides an important mechanism to cushion the effect of uncertainty and thereby increases the expected
return to self-employment (Pfann, 2001).

Table V also records the effects of regional variations in socio-economic conditions on the probability of
transition through seven regional dummy variables. These show that the probability of transition is
significantly higher in Scotland and the South-East than in the (default) North-West™ Georgellis and Wall
(2000) claim that their analysis of British data suggests regional variations in entrepreneurial acumen,
education, age, and other individual characteristics that may not be observable or measurable. For example,
it has been argued that people in the North-West consume more alcohol and cigarettes than the English
average (Hughes et al., 2001; Lyons and Waller, 2002). If entrepreneurship and health are correlated, as our
results seem to suggest, then this could spill over into regional discrepancies in self-employment transitions.

Specifications 5 and 6 of Table V exploit the relative richness of our data to further test the robustness of our
findings. Failure to account for any unobserved heterogeneity in our data would bias our estimated transition
probabilities. Accordingly, in Specification 5 we endeavour to control for this eventuality through a random
effects specification. Our estimated g value here (i.e. the proportion of the total variance contributed by the
panel-level variance component) is 0.61 and is significant at conventional levels of significance. However,
although this suggests that unobserved heterogeneity is important, it is apparent that our main conclusions
regarding the key variables of interest remain essentially intact.

It could be argued that 24 months is an insufficient time-frame in which to explore the full effects of a
windfall, and so in Specification 6 we extended the time horizon for responding to a windfall from t+1 to t+2.
To be sure, we observe the respondent’s labour market status and other characteristics at time t-1, whether
any windfall payment is received at time t, and finally whether any transition occurs by time t+2. For brevity
we report in Specification 6 only the “full” model vis. the one set out in Specification 4 for the 24 month time
frame. It is apparent from this (and from other non-reported specifications) that our substantive results
remain the same.
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TARLE Y
Transition prohabilities: all respondens
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TARLE V. Comtinued
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TARLE VT
Suhesample transition prohehiities
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TABLE ¥II

Sub-sampie transition prohahilities with gender misactions®
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TABLE VIIT
Subsample ranation probehilifes - prohit estimates with robust slandard erroms®
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TARLE TX
Survival prohahifites: all respondents
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TABLE IX Continued
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4.2. Transitions into self-employment — gender decompositions

Empirical analysis has been somewhat remiss in its analysis of female self-employment. This is unfortunate.
Issues regarding discrimination, labour market segmentation, and child-care imply quite distinct occupational
strategies and desires for non-standard work schedules across gender (see Casper and O’Connell, 1998;
OECD, 1998; Bianchi, 2000). Therefore, to ascertain the influence of gender more fully we estimated
separate male and female versions of our various Specifications — see Tables VI and VII. For brevity we
display only the windfall variables and some selective variables — full regressions results are available on
request.

Although not displayed in Table VI, the receipt of a windfall per se has no influence on the probability of
transition, which is related rather to the size of the windfall (Specifications 2M and 4M and Specifications 2F
and 4F). In contrast to Burke et al. (2002), who find no evidence of a gender differential in the relationship
between inheritance and self-employment transition, our estimates suggest that the impact of a windfall is
more sizeable amongst males. Our results also suggest that although wealthier males and females are more
likely to enter self-employment, larger windfalls serve to reduce the probability of transition for relatively
wealthier male and female respondents.

Several interesting dichotomies emerge from Table VI. Although male and female transitions emanate
primarily from amongst the unemployed, female (but not male) employees are especially reluctant to transit
from wage employment. Household labour income has no effect on female transitions, but is negatively
related to male transitions. Moreover, whilst a degree qualification is positively associated with the probability
of female transition, it has no effect on the probability of male transition. A-levels, however, exert a positive
and significant (at the 10% level) effect on both male and female transitions. Turning to labour market
characteristics, managerial experience is important for male respondents whereas duration (in days) at
current (i.e. t-1) status only affects female respondents. Finally, male and female respondents with previous
self-employment experience and male respondents whose father was self-employed, are more likely to re-
enter or enter self-employment respectively.

We exPIore gender decompositions further in Table VII by following the approach of Wunnava and Ewing
(2000) 0 Specifically, we re-estimated Specifications 1-4 from Table V but this time including a variety of
male/windfall interaction terms. For example, “Windfall Payment/10e+03 - Male” is a vector of interactions
between windfall payments and the male dummy. Denoting the coefficients on the various windfall variables
as pwi and those on the interaction terms as Bmwi, then Bmwi captures the male-windfall differential relative to
females (as captured by Pwi), and the sum of (Bwi+pmwi) represents the total windfall effect for males®.

Again, full regression results are available on request and we restrict our comments to some of the more
salient findings. Windfall payments increase (at a decreasing rate) the probability of transition to self-
employment amongst both males and females, but the effect is significantly larger amongst males.
Redundancy payments and inheritances increase male transitions significantly more than female transitions,
whilst wealthy male recipients are significantly less likely to transit than wealthy female recipients.
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4.3. Transitions into self-employment — labour force decompaosition

Table VIII decomposes our sample by labour force status. Given the limited number of observations on some
types of windfall, and to avoid problems of multicolinearity, we were obliged to drop certain variables from
our analysis. It is apparent, however, that the various windfall and interaction variables continue to exert
broadly the same effects on the probability of transition as found previously. There are some findings
peculiar to a particular status. Wealth has a positive effect on the probability of employees moving into self-
employment, but no effect on unemployed or non-participating respondents. Conversely, household income
retards only the transition of employees into self-employment. Moreover, whilst previous self-employment
experience is a valuable asset for all labour force categories, previous managerial experience enhances the
transition from paid employment only. And finally, the probability of transition significantly declines with the
duration of a current spell spent either unemployed or out of the labour force.

4.4. Self-employment survival

We turn our attention in Table IX to the issue of self-employment survival vis. the probability of a respondent
being self-employed at time t+1 given that the he was self-employed at time t-1. Windfall receipts are again
recorded at t. Some interesting dichotomies are apparent. There is tentative evidence that survival
decreases with the size of a windfall (Specification 2S), especially if the windfall is in the form of an
inheritance. A lottery win, however, raises the probability of survival, particularly amongst males.

These findings accord with Taylor (2001) and “. . . suggest that the self-employed, once their business is
established, do not suffer from liquidity constraints seriously enough for their survival to be threatened.”
(Taylor, 2001, p. 552]. There is, however, the alternative explanation that the receipt of a windfall affects
equally survival in, and withdrawal from, self-employment. As noted earlier, a windfall may accelerate labour
market withdrawal (see, for example, Holtz-Eakin et al. (1993)]. Thus for some individuals, an inheritance
may increase the utility stemming from other labour market states (such as early retirement) and render self-
employment exit the utility-maximising option. This line of argument is supported by the findings that less
whilst less wealthy respondents are more likely to survive in self-employment, wealthier windfall recipients
are more likely to exit self-employment.

A number of other important effects emerge. Males are more likely to remain in self-employment, while those
with children or with a health problem that limits the type and/or amount of work they are able to do, are less
likely to survive. Consistent with Cressy (1996) and Taylor (1999), age is significantly linked to the probability
of survival amongst both males and females. In terms of education, degree qualifications enhance the
probability of female survival, whereas “other qualifications” are important for males. These findings accord
with Cowling and Taylor (2001), who argue that the success of highly educated women in self-employment
reflects their increased self-assurance and, perhaps, ability to with stand any gender discrimination. For
males, on the other hand, non-academic factors, such as life experience and social capital, are the key
determinants of entrepreneurship.

Intergenerational links play a less important role in the survival of a self-employed business than in its
creation. This result is less extreme than Taylor (1999) who finds that a self-employed parent has no effect
on the probability of exit. Taylor's finding is surprising as one would expect individuals with self-employed
parents to have inherited at least some business acumen (Lentz and Laband, 1990).

Self-employed employers are more likely to survive than own-account workers, whilst professional,
managerial, and skilled manual workers are more likely to survive than unskilled manual workers. Consistent
with Jovanovic (1982), there is evidence of duration dependence with the probability of survival across both
genders, but especially amongst males, increasing with the duration of self-employment. Somewhat
surprisingly, males who have experienced self-employment before are less likely to survive. This could
indicate a lack of entrepreneurial ability and business acumen, or perhaps a stubborn and misguided
obstinacy on their part.
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Figure 1. British Self-employment rates™ 1979-2000.
Source: Economic Trends Annual Supplement 2001, Office for National Statisties.

Although they had no affect on transitions into self-employment, high unemployment/vacancy ratios reduce
the probability of survival, implying that self-employment rates will be affected by economic recessions.
Industry effects are also apparent. Relative to the omitted category “other industry” (primarily individuals who
are specialising in non-financial services), proprietors in agriculture and construction are especially likely to
survive in self-employment, and those in manufacturing and finance are especially likely to fail. Finally, time
effects are apparent with the probability of exiting peaking in 1997. This accords with Figure 1, which
illustrates a clear slump in the level of self-employment in the late 1990s.

5. FINAL COMMENTS

In this paper we have examined the birth and death of entrepreneurial activity amongst a representative
sample of British workers. To be precise, we have used data from the BHPS to identify factors at time t-1 that
play a pivotal role in the transition to, and survival in, self-employment at times t+1 and, to a lesser extent,
t+2. In particular, we have focused on the role of windfall payments. These are an excellent proxy for the
presence of liquidity constraints, being uncorrelated with the presence of any pre-transitional entrepreneurial
ability or acumen.

Our results suggest the presence of significant capital constraints. Wealthier individuals are more likely to
transit ceteris paribus, whilst windfalls raise the probability of transition at a decreasing rate — gains or more
than £20000—£22000 reduce the probability of transition whilst those of more than £90000—£100000 imply a
negative transition rate. Moreover, larger windfalls reduce the probability of relatively wealthier respondents

Page 18 of 23



making a transition to self-employment. These findings support earlier work by Evans and Jovanovic (1989),
Evans and Leighton (1989), Holtz-Eakin et al. (1994a), Blanchflower and Oswald (1998), and Burke et al.
(2000, 2002).

We also find peculiarities in the effects of particular types of windfall. Redundancy payments and
inheritances raise the probability of transition, whilst lottery wins reduce the probability of (especially male)
transitions. In contrast, inheritances (lottery wins) hinder (augment) self-employment survival. Our results
also allude to significant differences in the factors that affect the propensity of males and females to become
and survive as entrepreneurs. Whilst male and female transitions tend to emanate from amongst the
unemployed, females appear particularly reluctant to leave paid employment. Further gender differentials are
apparent across education, tenure, and the effect of household income.

To conclude, our results offer significant support for the liquidity constraints hypothesis, but also highlight the
sensitivity of the relationship between capital and entrepreneurship. There is evidence of a strong income
effect, with sufficiently large capital receipts inducing individuals — particularly wealthy ones — to shy away
from self-employment. In terms of policy, our results suggest that entrepreneurial “start-up” funds should be
very precisely targeted, in terms of both their size and intended recipients.
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ENDNOTES
ENDNOTES

ENDNOTES

! The Australian “New Enterprise Incentive Scheme”, for example, provides training and income support to unemployed
individuals who wish to enter self-employment. Similarly, the UK government provides transfer payments to the unemployed
whilst they start their business, whilst in the US a number of schemes have emerged to encourage the growth of minority small
business (see Le, 1999).

2 Similarly, Blanchflower and Oswald (1998) report that more than half of those respondents in the British Social Attitudes
Survey who were seriously considering self-employment had not made the transition due to an inability to raise the requisite
capital.

% We define a windfall gain as an unanticipated increase in the respondent’s capital — for example, a lottery win.

4 Moreover, if potential entrepreneurs accumulate the requisite capital in anticipation of self-employment, then a positive
correlation between wealth and entrepreneurial ability would not be surprising (see Xu, 1998).

> Cressy’s (1999) results are in line with those of Cowling and Mitchell (1997) who find that the employment related human
capital, captured by industrial and business experience, plays an important role in determining the exit rate from self-
employment to employment.

6 Because layoffs in the UK tend to be permanent, the Redundancy Payments Act (1965) requires employers to compensate
workers so affected.

" For a theoretical analysis of the possible endogeneity of wealth see Xu (1998).

8 As Taylor (2001) concedes, although self-assessment removes the formal problem of defining self-employment, there may be
discrepancies across individuals in how self-employment is defined.

° Note that the categories of payment in Table Ill are not mutually exclusive — it is possible for a respondent to record the receipt
of more than one windfall payment type.
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10 Recent empirical evidence suggests that UK transitions into self-employment are male dominated — see Curran and Burrows
(1989), Campbell and Daly (1992), Abell et al. (1994), Le (1999), and Figure 1. However, although a larger proportion
(measured as a percentage of workforce) of men are self-employed, the proportionate increase in self-employment over the last
two decades has actually been greater for women (Taylor, 1997).

Yan alternative to the binary specification is the multinomial logistic approach. Although this would enable us to explore the
relationship between self-employment and other labour market states, it is thwarted in our data by the problem of small cell
sizes.

12The distribution of the “Income from Dividends and Interests” data gave rise to choosing £2500 as the appropriate separation.
Experimentation with other separation values did not substantively alter the results.

13Non—recipients are recorded as having received a zero value windfall. Specifications 2—4 suggest that the probability of
transition is maximised at windfall values between £20000 and £22000. Higher order polynomials of the windfall were found to
be insignificant. Following Taylor (2001), a series of dummy variables measuring the amount received were also tried. The
results implied a very similar non-linear relationship, with a higher probability of entering self-employment if a windfall payment is
in the region between £5000, and £15000, and a lower probability if a payment exceeds £15000. The reported specifications
were chosen on the basis of log-likelihood comparisons.

14 According to Taylor (2001) there is another explanation for this relationship. Given that self-employment is riskier than wage
employment and that individuals are generally risk-averse, then “. . .decreasing absolute risk-aversion will mean that the
probability of entering self-employment will be increasing in assets. To test between these hypotheses requires explicit
measures of risk aversion, which are difficult to obtain in general purpose surveys.” (Taylor, 2001, p. 563, footnote 22).

15 The types of windfall payment received are jointly significant at 1% level.

1% \we also experimented with the respondent’s pre-transition wealth via a six point scale — Annual Income from Dividends and
Interest equal to £0, £1-£999, £1000—-£2500, £2501-£5000, £5001-£10000, and >£10000. The results showed that the
probability of transition increases with wealth, the three latter categories being positive and significant. Interacting these
categories with windfall gains yielded negative and significant interaction terms, thereby affirming the results presented in the
paper. The reported specifications were, again, chosen on the basis of log-likelihood comparisons.

17 . . . .
The age range 18-60 ensures the inclusion of all age categories and excludes (at least to an extent) the retirement effect.
Following the practice of other studies we also include a quadratic term so as to allow for non-linearities.

18 Education refers to the highest qualification held by the respondent. ‘Degree’ denotes a University first degree or equivalent;
‘A Level denotes the Advanced Level university entrance-level qualification, typically taken at age 18; ‘O-level’ denotes the
Ordinary Level qualification typically taken at age 16 at the end of compulsory schooling.

¥ The null hypothesis of ‘no regional effects’ is decisively rejected by a Likelihood Ratio (LR) Test [y (7, 0.01) = 27.21]
20 We thank an anonymous referee for suggesting this approach.

21To avoid the problem of multicolinearity, the ‘pure’ male dummy variable is omitted from the specification.

2 Self-employment rates are defined as the number in self-employment as a percentage of all individuals in employment.
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