The Entry and Exit Dynamics
of Self-Employment in Canada*

Zhengxi Lin
Garnett Picot
Janice Compton

ABSTRACT. This paper documents the extent and cyclicality
of self-employment entry and exit flows; explores transitions
to and from self-employment; and investigates the influence
of individual characteristics and labor market experience as
well as macroeconomic conditions on the probability of
moving into or out of self-employment.

The self-employed sector now employs over two and a half
million Canadian workers, has expanded on average by over
4% in the 1990s and accounted for over three out of every four
new jobs the economy has created. There are substantial flows
both into and out of self-employment over the last 15 years.
Gross flows into and out of self-employment averaged nearly
half a million per year between 1982 and 1994, amounting to
42% of the total self-employed population.

Regression results reveal no statistical evidence supporting
the dominance of the push hypothesis over the pull hypoth-
esis — the notion that people are increasingly pushed into self-
employment by deteriorating economic conditions. This
analysis is done both through time-series analysis and the
analysis of the determinants of flows into (and out of) self-
employment. Asin paid employment, younger Canadians are
subject to higher turnover in self-employment — they are not
only more likely to enter but also substantially more likely to
leave self-employment. Prior paid-employment experience and
prior self-employment experience are both found to be asso-
ciated with a higher likelihood of entering self-employment.
The longer oneis self-employed, the less likely he/she is going
to leave the business. Having a spouse in business (being self-
employed) substantially increases the likelihood of the other
spouse becoming self-employed — a self-employed spouse
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often attracts the other to either join the family business or
start their own. We also find evidence that steady family
income through paid-employment from one spouse increases
the self-employed’'s (the other spouse’s) affordability to
continue with the business venture and hence reduces the like-
lihood of leaving self-employment.

1. Introduction

The objectives of this paper are to i) document the
extent and cyclical variations of self-employment
entry and exit; ii) explore transitions to and from
self-employment; and iii) investigate the influence
of individual characteristics and labor market
experience as well as macroeconomic conditions
on the probability of moving into or out of self-
employment.

The motivation for this research arises from the
increasing importance of self-employment, not
only in Canada but also in many other countries.
Nearly two and a half million Canadians reported
working at their own businesses in 1997, more
than double the number of self-employment
twenty years ago. This unprecedented growth in
Canadians’ entrepreneurial endeavor in the 1990s,
especialy during a period of very slow growth in
paid employment (a mere average 0.2% per
annum), has been receiving increasing attention
from the media, policy analysts, and academic
researchers.

Given the numbers, thisis not surprising. Self-
employment accounted for 16.2% of the labor
forcein 1997, up from 12.8% in 1989, and 12.2%
in 1979. Presented in terms of job creation, the
statistics command one’s attention. In the first
eight years of the 1990s, the labor market
expanded by atotal of 775 thousand jobs (5.9%).
Of this total net job growth, over three-quarters
(nearly 600 thousand or 77.2%) were created in
the self-employed sector. This contribution to job
creation from self-employment is unprecedented.

i‘ Small Business Economics 15: 105-125, 2000.

[0 2001 Kluwer Academic Publishers. Printed in the Netherlands.
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During the previous decade, the economy created
a total of over 2 million new jobs (a gain of
18.1%) but expansion in self-employment con-
tributed to less than one out of six new jobs
created. The overwhelming majority (82.7%) of
net job creation was accounted for by growth in
the paid-employment sector.

There are other striking differences in the
growth trends of self-employment in the 1980s and
1990s. Notably, during the 1980s, nearly two-
thirds of the self-employment growth was
accounted for by business owners who also hired
paid help. Suppose, very conservatively, a self-
employed worker hired just one paid employee.
The growth of self-employed employers in the
1980s would also have created the minimum of
228 thousand paid jobs. This has undoubtedly
contributed to the strong growth of paid-employ-
ment during the expansion years of the 1980s.

This strong growth of self-employed employers
was not evident in the 1990s. Only about 10% of
the total increase in self-employment between
1996 and 1989 were employers with paid help.
Nine-tenths of this gain were entrepreneurs
working on their own. This decreased tendency
of the self-employed to engage paid labor no doubt
contributed to the slowdown in paid-employment
growth in the 1990s.

While companion papers (Lin et al., 1999; Picot
et al., 1998) highlight more fully recent develop-
ments in self-employment in Canada and the
United States and exploreits cyclical fluctuations,
this paper attempts to address the following
questions. Are self-employed jobs stable in the
sense that once self-employed, people tend to
remain so for a relatively long period of time,
implying low levels of turnover, especially exits?
Or is self-employment simply a stopgap that
people use until they find a paid job, implying
significant entry and exit movements? Where, in
terms of labor market status, do people come from
when they enter self-employment or where are
they going when they leave self-employment?
Wheat influence do individual characteristics and
labor market experience as well as macroeconomic
conditions have on the probability of moving into
or out of self-employment? Answers to questions
such as these are important if we are to understand
the functioning of this increasingly important
sector of the economy.

The strong growth in self-employment, coupled
with weak macro-economic conditions in the
1990s has renewed interest in the link between
self-employment and unemployment in Canada.
Determining the effect that high unemployment
may have on the self-employment rate provides
some indication as to whether the increasing
popularity of self-employment in Canada is
cyclical or permanent. The theoretical predictions
and existing empirical evidence on the relation-
ship between self-employment and labour market
hardships are inconclusive.! Economic theories
on the determinants of self-employment can be
generally categorized into two contrasting schools,
according to their respective central assumption
on the dominant role of unemployment (e.g.,
Aronson, 1991; Casson, 1991, 1982; Holmes and
Schmitz, 1990; Rosen, 1983; Kihlstrom and
Laffont, 1979).

The so-called “recession push” school of
theories assumes that self-employment is largely
opportunistic. Entry into self-employment is
viewed as a response to the environmental cir-
cumstances facing an individual. It would easily
follow from this view that self-employment is
positively associated with unemployment as it is
argued that people who would otherwise prefer
to work in paid-employment are “pushed” into
establishing their own business ventures because
they cannot find suitable paid-employment oppor-
tunities. Empirical evidence supporting this
hypothesis is abundantly available (e.g., Scheutze,
1998; Acs et a., 1994).

Opposite to the “push” hypothesisisthe “entre-
preneurial pull” school of theories, which assumes
that entrepreneurs have particular abilities and
argues that self-knowledge of these particular
abilities motivates them to engage in risk-taking
entrepreneurial pursuit. Since self-employment is
the simplest form of entrepreneurship, it would
naturally follow from this hypothesis that there is
no relationship between self-employment and
unemployment. Even a negative relationship is
possible as it is often argued that high unemploy-
ment reduces the incentives to enter self-
employment for two considerations. First, when
macroeconomic conditions are unfavorable and
unemployment is high, people are less likely to
enter self-employment knowing that the business
has a higher probability of failure. Second, during



The Entry and Exit Dynamics of Self-Employment in Canada 107

periods of high unemployment, offers of paid-
employment opportunities are less frequent and
individuals are less likely to enter self-employ-
ment knowing that the probability of finding
other employment is low if the venture fails.
Empirical evidence supporting this view is also
plentifully reported (e.g. Blanchflower and
Oswald, 1998).

Acs et al. (1994) note that high unemployment
can affect self-employment both positively (as
high unemployment reduces the average alterna-
tive opportunity cost of entering self-employment)
and negatively (as high unemployment indicates
a depressed economy in which the revenues that
entrants into self-employment might expect are
depressed). The positive or negative relationship
that emerges in previous work depends on which
effect dominates.

The analysis of entries and exits conducted in
this paper offers two advantages over that of
levels. First, a given level at any particular point
in time is determined by the stock of the previous
period plus entries minus exits in the period. The
entry and exit processes can be different, each with
a different set of determinants. An examination
of levels rather than entries and exits separately
can mask the inherent differences between them.
Second, even if aset of common factors influence
both entries and exits, the extent of impacts can
be different. Total effects observed from levels are
the sum of that on each process, which can cancel
each other out if working in different direction.
Take the effect of unemployment on self-employ-
ment for example. Suppose no positive association
is empirically found between the unemployment
rate and the self-employment rate. Can this be
interpreted as evidence rejecting the push theory?
The answer is not altogether clear. It depends upon
how unemployment affects both entries and exits.
Unemployment can push a large number of people
into self-employment and at the same time drive
a large number of self-employed workers out of
business. Thiswould be clear evidence supporting
the push hypothesis but the net effect on the total
self-employment rate can be either statistically
insignificant or empirically negligible. On the
other hand, no association between the unem-
ployment rate and the self-employment rate can be
the results of unemployment having no impact on
both entries and exits. Thiswould be evidence that

the push scenario does not dominate the pull
hypothesis.

The rest of the paper proceeds as follows.
Section 2 documents the extent of self-employ-
ment entry and exit flows and explores their
cyclical variations using recently available longi-
tudinal administrative data (T1 files of Revenue
Canada). Using longitudinal microdata extracted
from the Survey of Labor and Income Dynamics
(SLID) of Statistics Canada, Section 3 examines
transitions to and from self-employment; and
Section 4 investigates the influence of individual
characteristics and labor market experience as well
as macroeconomic conditions on the probability
of moving into or out of self-employment. Finally,
Section 5 closes the paper with a summary of
major findings and some concluding remarks.

2. Self-employment entry and exit flows

Entries into and exits out of self-employment are
calculated from longitudinal administrative data
developed from the annual T1 files of Revenue
Canada for 1981 to 1995, based on 10% random
samples. People are self-employed if they report
earnings from self-employment in their personal
income tax returns. Self-employment entries
consist of income-tax filers who report earnings
from self-employment in a year but not the
previous; and self-employment exits occur when
the income-tax filer reports earnings from self-
employment in one year but not the next. The self-
employment rate is the number of the
self-employed as a percentage of the total |abor
force (taken from the Labor Force Survey); the
entry rate is the number of entries as a fraction of
the total labor force; and the exit rate is the
number of entries as a proportion of the self-
employed population (taken from the T1 files).

The self-employed are categorized into three
groups: 1) those for whom self-employment
earnings are the main source of earnings during
the year; 2) those with self-employment earnings
only — the most restrictive; and 3) those with any
self-employment earnings — the least restrictive.
Results presented here focus on the first measure,
that is, for individuals for whom self-employment
earnings are the dominant source of their
earnings.’

There have been substantial flows both into and
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out of self-employment over the last 15 years
(Table 1). On average, over a quarter of a million
income-tax filers started their own business
ventures every year between 1982 and 1995,
amounting to over 22% of the self-employed
population. On the other hand, over two hundred
thousand self-employed workers (19.7%) ended
their entrepreneurial pursuit every year between
1981 and 1994. Gross flows into and out of self-
employment averaged nearly half a million per
year between 1982 and 1994, amounting to 42%
of the total self-employed population. During the
same period, entries outnumbered exits every year
and the self-employment sector gained an average
of nearly thirty thousand new workers per year
(2.5%).

Cyclical fluctuations of self-employment entry
and exit flows can be assessed either from the raw
data or through regression analysis. Figure 1 charts
the self-employment rate, the entry rate and the
exit rate against two labor market cycle indicators:
the unemployment rate (Urate) and the full-time
paid-employment (FTPE) rate. A visual examina-
tion of the raw data reveals very little cyclical
fluctuations of self-employment entries between
1982 and 1995. Exits showed a little more counter-
cyclical variations between 1981 and 1994.

To further summarize the relationship between
self-employment flows and labor market cycles,
we turn to regression analysis by estimating the
following pooled cross-section time-series fixed
effects model:

SE;, = a, + a,CYCLE; + a,PARTRATE;
+ 03PROVINCE; + o, TIME + v, (1)

where the dependent variable SE;, is the annual
provincial self-employment rate or entry rate or
exit rate; the explanatory variables are the labor
market cycle indicator (CYCLE,), either the
annual provincial unemployment rate or the annual
provincial full-time paid-employment rate,® the
annual provincial labor force participation rate
(PARTRATE,)," PROVINCE; denoting the 10
provinces, TIME indicating timetrend (i.e., TIME
= 1for 1981, 2 for 1982, . . ., 15 for 1995);> and
M is the error term, assumed to be either cross-
sectionally heteroskedastic but independent and
time-wise autoregressive (usually referred to as
partial pooling) or cross-sectionally correlated and

time-wise autoregressive (usually referred to as
full pooling).®

The model is estimated for men and women
combined as well as separately. Table |l reports
sample statistics and the Generalized Least
Squares (GLS) regression results on Equation (1)
for the unemployment/full-time paid-employment
rate. The men and women combined results on the
self-employment rate as well as the entry rate
show that there is a statistically significant but
empirically small negative (positive) relationship
between self-employment and unemployment
(full-time paid-employment). A 1% rise in the
unemployment rate is found to be associated with
0.044% decline in the overall rate of self-employ-
ment with standard error of 0.009 and 0.178%
decline in the entry rate into self-employment with
standard error of 0.03. And a 1% rise in the full-
time paid-employment rate is found to be associ-
ated with 0.34% increase in the overall rate of
self-employment with standard error of 0.07 and
1.14% increase in the entry rate into self-employ-
ment with standard error of 0.2.

The separate results for men and women largely
confirm the above findings, the only differences
being the magnitudes of estimates. Women's self-
employment entry rate is substantially more
negatively (positively) responsive to the unem-
ployment (full-time paid-employment) rate than
men’s. The entry rate elasticity with respect to the
unemployment rate is —0.289 with standard error
of 0.038 for women compared to —0.06 with
standard error of 0.024 for men; and the entry rate
elasticity with respect to the full-time paid-
employment rate is 1.808 with standard error of
0.112 for women compared to 0.455 with standard
error of 0.189 for men.

The data also reveal a statistically significant
but empirically small negative (positive) relation-
ship between self-employment exits and unem-
ployment (full-time paid-employment). A 1% rise
in the unemployment rate is found to be associ-
ated with 0.14% decrease in the overall exit rate
with standard error of 0.011. Thereislittle gender
differential. And a 1% rise in the full-time paid-
employment rate is found to be associated with
0.985% increase in the overall exit rate with
standard error of 0.09. Men’'s self-employment
exits are significantly more positively responsive
to full-time paid-employment than women’s — the



TABLE |

Self-employment entry and exit flows, Canada, 1981-1995

Level Entry Exit Gross flow Net flow
Number % of level Number % of level Number % of level Number % of level
(1) 2 =1 @ (5) = @#/(1) ®=@@+@ OMO=0G/1 @=@-@ ©=©)/1
1981 915,140 na na 178,620 19.5 n.a na na n.a
1982 931,240 194,750 20.9 175,470 18.8 370,220 39.8 19,280 21
1983 953,350 197,700 20.7 172,810 18.1 370,510 38.9 24,890 2.6
1984 988,590 208,030 21.0 194,820 19.7 402,850 40.7 13,210 1.3
1985 990,980 197,280 19.9 193,490 195 390,770 39.4 3,790 0.4
1986 1,019,390 221,760 21.8 198,280 195 420,040 41.2 23,480 2.3
1987 1,069,690 248,630 23.2 218,600 20.4 467,230 43.7 30,030 2.8
1988 1,099,470 248,370 22.6 227,110 20.7 475,480 43.2 21,260 1.9
1989 1,125,410 253,710 225 236,300 21.0 490,010 435 17,410 15
1990 1,159,370 269,500 23.2 240,580 20.8 510,080 44.0 28,920 25
1991 1,191,930 273,190 22.9 231,870 195 505,060 42.4 41,320 35
1992 1,253,290 293,330 23.4 231,750 185 525,080 419 61,580 4.9
1993 1,334,050 312,620 23.4 264,170 19.8 576,790 43.2 48,450 3.6
1994 1,400,760 330,810 23.6 284,730 20.3 615,540 439 46,080 33
1995 1,471,800 355,940 24.2 na n.a n.a na n.a n.a
Average 1,126,964 257,544 22.4 217,757 19.7 470,743 42.0 29,208 2.5

Note: For income-tax filers whose self-employment earnings are the dominant source of earnings in the year.

Source: 10% random samples of T1 files.
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TABLE Il
Key variable sample statistics and regression results on self-employment flows

Sample statistics

Men and women Men Women
Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.
1981-1995:
Ln(SE Rate) 2.231 0.328 2.480 0.346 1.737 0.336
Ln(URate) 2.373 0.331 2.379 0.349 2.365 0.317
Ln(FTPE Rate) 4.294 0.036 4.386 0.042 4.156 0.039
1982-1995:
Ln(Entry Rate) 0.661 0.251 0.765 0.237 0.492 0.313
Ln(URate) 2.395 0.313 2.406 0.325 2.380 0.307
Ln(FTPE Rate) 4.290 0.033 4.382 0.039 3.541 0.116
1981-1994:
Ln(Exit Rate) 2.936 0.171 2.836 0.196 3.178 0.129
Ln(URate) 2.376 0.333 2.379 0.351 2.371 0.319
Ln(FTPE Rate) 4.294 0.037 4.079 0.106 4.156 0.040

Fixed effects model full pooling GLS regression results

Dep. Var. = Ln(SE Rate)

Dep. Var. = Ln(Entry Rate) Dep. Var. = Ln(Exit Rate)

Coefficient Std. Error Coefficient Std. Error Coefficient Std. Error

Indep. Var. = Ln(URate):

Men and women —0.044 0.009 -0.178 0.030 -0.140 0.011

Men -0.036 0.009 —0.060 0.024 -0.133 0.013

Women -0.039 0.011 -0.289 0.038 -0.135 0.022
Indep. Var. = Ln(FTPE Rate):

Men ad women 0.340 0.070 1.140 0.201 0.985 0.090

Men 0.300 0.078 0.455 0.189 1.152 0.113

Women 0.259 0.060 1.808 0.112 0.690 0.132

Note: For personal income tax filers whose self-employment earnings are their main source of earnings in the year. The sample
period is 19811995 for the self-employment rate regression; 1982—1995 for the entry rate regression; and 1981-1994 for the exit
rate regression. Additional explanatory variables included in the regressions are the constant term, log of the annual provincial
labor force participation rate, 9 provincial dummy variables (Ontario being the omitted case), and a continuous variable
indicating time trend. Due to table length, results on these controls are not reported here but available upon request. We aso run
regressions using time dummies in stead of a time trend and key findings do not change significantly. Regressions for
individuals with self-employment earnings only and those with any self-employment earnings are also run and very similar
qualitative results are obtained. They are not reported here either but also available upon request.

exit rate elasticity with respect to the full-time
paid-employment rate is 1.152 with standard error
of 0.113 for men compared to 0.69 with standard
error of 0.132 for women.

To summarize, annual flows into and out of
self-employment are very large, involving over
40% of the self-employed in any given year. These
large gross flows overwhelm the relatively small
net flow (increase) of 2% to 3% since 1981. It

must then be remembered that these flows are
associated with jobs that provide the majority of
the annual earnings to the worker. These are not
secondary jobs taken to enhance substantial
earnings from paid-employment. Furthermore,
these large flows do not demonstrate a strong
cyclical pattern, particularly entries. They have
been rising steadily since 1981, during recessions
and expansions. Exits demonstrate a weak counter-



The Entry and Exit Dynamics of Self-Employment in Canada

111

25 _ - 80
SE Exit Rate (left-scale)
20 | \l/
o = |75
15 - Urate (left-scale)
] \l/ FTPE Rate (right-scale) =
3 +70 8
[ 2]
A o
" /
T 165
5 SE Entry Rate (left-scale)
] SE Rate (left-scale) \l/
0 T T T T T T T T T T T T T 60
81 82 83 84 8 8 87 8 8 9 91 92 93 94 95

Note: For income-tax filers whose self-employment earnings are the main source of earnings in the year.

Source: Labor Force Survey and 10% random samples of T1 files.

Figure 1. Cyclical fluctuations of self-employment entries and exits, Canada, 1981-1995.

cyclical behaviour as the self-employed appear
somewhat more reluctant to exit in bad economic
times.

3. Patterns of labor market status transitions

This section explores transitions to and from self-
employment, while the next section investigates
the determinants of moving into and out of self-
employment. Since both these sections use the
same data source, it is appropriate to begin with
a brief discussion of the data and definitions.

3.1. Data and definition

The data used in this section and the next are
extracted from the longitudinal file of the Survey
of Labor and Income Dynamics (SLID) of
Statistics Canada for the years 1993 and 1994.
SLID contains a wealth of information on indi-
viduals' labor market activities and experience,

their incomes, and their personal aswell as family
characteristics. SLID offers numerous advantages
for socio-economic research over other data
sources. For the present study, its main advantages
lie in its longitudinal nature, and its wealth of
information.’

Based jointly on the labor force status and class
of worker, an individual's weekly labor force
status is determined by four mutually exclusive
categories: not in the labor force, unemployed,
paid worker or self-employed. An individual is
considered to be newly self-employed in ayear if
he/she began a self-employed job in that year.
Similarly, an employee who starts work with a
new employer is said to start a new paid-job
during the year.

Thanks to the availability of information on the
number of hours worked in each job, we are able
to determine, on a monthly basis, whether a
worker started the job as his’her primary
(including only) or secondary labor market
activity. Arguments can be made for the use of
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either al starts or only main-activity starts in the
analysis. We report results for both types of job
starts where warranted.

3.2. The self-employed vs employees by selected
characteristics

After excluding unpaid family workers and those
whose weekly labor force status cannot be deter-
mined (missing value), our original empirical
sample for the analysis of entry into self-employ-
ment in 1994 consists of 27,519 individual
observations. Two further sample exclusions are
applied. First, to focus the discussion on individ-
uals of typical working age, we exclude 4,752
individuals 65 years of age and older in 1994.
Second, more than a quarter of all jobs started in
1994 are found to be summer jobs held by students
who returned to full-time education in the fall.
Therefore, another 3,146 individuals who are
defined as full-time students in both the beginning
and ending months of 1994 are further excluded.
Thus, our final empirical sample consists of
19,654 individual observations, representing
nearly sixteen million working-age (15-64)
Canadians in 1994.

The following are a few descriptive highlights
of the key features of self-employment and paid-
employment. This sample includes all self-
employed and paid workers, whether these were
their major job or not. Many of these facts are by
now well known (see Gauthier and Roy, 1997;
Statistics Canada, 1997; Lin et al., 1999).

* Self-employment is more likely to be a male
labor market activity. Men made up only 52%
of employees but over two thirds of self-
employed workers in 1994 (Table I1l). Men's
dominance of self-employment is even stronger
when more restrictive definitions are applied.
Among those who were self-employed only,
seven out of ten were men.

* The age structure of the self-employed tends
to be older than that of employees. Less than a
quarter of the self-employed were under the age
of 35, compared to over 40% of employees. In
contrast, those aged 45+ accounted for nearly
42% of the self-employed but under 30% of
employees.

* Education attainment among the self-employed

is widely distributed and somewhat polarized.
Those with less than high school education
made up 21% of the self-employed, compared
to under 18% among paid employees. On the
other hand, 18.2% of the self-employed had at
least a university degree, compared to 16.6%
among employees.

Self-employment is concentrated among some
industrial sectors while nearly non-existent in
others. Primary, construction, trade, business
services and other services employed nearly
70% of the self-employed but only alittle over
one third of employees. In contrast, government
and education services accounted for 17.1% of
employees but merely 2.4% of the self-
employed.

On average, the self-employed reported earning
about 92 cents for every dollar wage and salary
workers made in 1994 (Table V). But their
earnings are more polarized — a higher propor-
tion of the self-employed at both the low and
high end of the earnings distribution and a
lower proportion in the middle. The median
self-employment earnings were only two-thirds
of that of employees. At the low end of the
distribution ladder, over 56% of the self-
employed earned under $20,000; compared to
36% among employees. In the middle, 38% of
the self-employed earned between $20,000 and
$80,000; compared to 62% among wage and
salary workers. At the high end, 5.4% of the
self-employed earned over $80,000; compared
to only 2.0% among employees.® Very similar
patterns of average earnings and polarization
are observed when men and women are con-
sidered separately.

The self-employment sector exhibits a similar
male/femal e earnings gap as paid-employment
does. The average self-employed woman earned
66 cents for every dollar made by her male
counterpart. In comparison, women employees
on average made 63 cents for every dollar their
male counterparts earned.

Although the self-employed as a whole earned
very close to what employees made, they put
substantially more hours into work. The
average self-employed logged nearly 2,290
hours into their businesses in 1994, nearly 30%
more than the average of 1,770 hours
employees worked. In particular, over 43% of
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Self-employment

Paid-employment

Any Mainly Only Any Mainly Only
Percent
As proportion of population 11.6 10.5 9.6 61.8 60.9 59.8
Gender:
Male 68.2 68.8 69.6 52.4 52.3 52.1
Female 32.8 31.2 30.4 47.6 47.7 47.9
Age:
15-19 11 0.7 0.8 1.7 17 1.6
20-24 2.0 1.8 17 8.0 8.1 8.1
25-34 21.3 20.2 19.2 30.5 30.5 30.5
35-44 34.2 34.3 34.2 30.1 30.0 30.0
45-54 27.4 28.5 29.0 20.9 20.9 20.9
55-64 14.1 14.6 15.2 8.9 8.9 8.9
Education:
Elementary 7.2 7.8 8.2 5.0 5.0 5.0
Some secondary 13.8 14.2 14.4 12.6 12.6 12.7
High school 15.8 15.8 15.7 16.7 16.6 16.7
Some post-secondary 11.0 10.5 104 12.8 12.8 12.8
Post-secondary certificate 34.0 33.7 331 36.3 36.3 36.3
University+ 18.2 18.1 18.3 16.6 16.7 16.6
Province:
Newfoundland 14 1.3 1.3 1.9 1.9 1.9
Prince Edward Island 0.5 0.5 0.5 0.5 0.5 0.5
Nova Scotia 2.2 1.9 18 3.2 3.2 3.2
New Brunswick 1.9 1.9 1.7 2.6 2.6 2.6
Quebec 20.2 21.0 21.5 24.7 24.8 25.1
Ontario 35.6 36.5 37.0 37.3 374 37.6
Manitoba 4.7 4.1 3.8 4.0 3.9 3.8
Sasketchewan 4.8 4.3 4.1 33 33 31
Alberta 12.8 12.6 11.6 9.6 9.5 9.3
British Columbia 16.0 16.0 16.6 12.9 12.9 12.9
Industry:
Primary 11.9 12.3 11.7 3.8 3.6 35
Manufacturing 7.3 6.2 6.2 18.3 185 185
Construction 139 14.5 15.2 5.2 5.2 51
Transportation, communication and utilities 5.3 5.0 5.1 8.1 8.2 8.2
Sales 18.0 18.7 18.6 15.2 15.2 15.2
Finance, insurance and real estate 5.9 5.8 5.9 5.9 5.9 5.9
Business services 10.1 104 10.6 4.9 49 4.8
Government services 0.5 0.0 0.0 8.1 8.2 8.3
Education services 1.9 11 0.8 9.0 9.1 9.0
Health and social services 6.1 5.9 6.0 10.5 10.6 10.6
Personal services 35 35 35 5.2 5.2 5.2
Other services 154 16.4 16.4 5.4 5.3 5.2
Missing 0.2 0.1 0.1 0.4 0.4 0.3
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TABLE IV
Self- vs paid-employment earnings and hours, Canada, 1994

All Men Women
Self-employed  Employee Self-employed  Employee Self-employed  Employee
Average earnings 27,671 29,992 30,691 36,385 20,116 22,990
(Std. Dev.) (40,930) (21,979) (44,084) (24,848) (30,410) (15,559)
Median earnings 17,803 27,027 20,000 34,075 10,237 20,997
Earnings distribution: Percent
Under 20,000 56.4 36.4 50.2 259 71.9 47.9
20,001-40,000 27.8 37.1 321 35.4 16.9 39.1
40,001-60,000 7.8 19.3 8.7 27.2 5.6 10.6
60,001-80,000 2.7 5.1 3.3 7.9 12 2.0
80,001+ 5.4 2.0 5.7 35 4.6 04
Average hours 2,287 1,767 2,480 1,942 1,805 1,576
(Std. Dev.) (941) (668) (849) (633) (985) (653)
Median hours 2,088 1,956 2,508 2,088 1,824 1,824
Hours distribution: Percent
Under 1,500 16.9 26.5 8.1 17.4 38.8 36.5
1,501-2,000 11.8 27.3 11.0 20.1 139 35.3
2,001-2,500 27.9 39.2 30.3 51.6 21.9 25.6
2,501+ 43.4 7.0 50.6 10.9 254 2.7

Note: For those with only self-employment or paid-employment who reported positive earnings.

self-employed workers put in over 2,500 hours
compared with 7% among employees.

* The pattern is very similar when working hours
of self-employed men are compared to that of
their employee counterparts — self-employed
men averaged 28% more hours; 51% of them
put in over 2,500 hours compared with 11%
among their employee counterparts. Self-
employed women also worked more hours.
They on average put in 15% more hours into
work than their average employee counterpart;
one in four of them logged more than 2,500
hours compared with one in thirty-seven among
women employees.

3.3. Entry into self- vs paid-employment

In 1994, over a quarter of a million Canadians
became newly self-employed, amounting to 14%
of all self-employment in that year.® Two-thirds of
the newly self-employed started the business
pursuit as their main labor market activity.’* While
some of them left their paid jobs to become their
own bosses, others started the endeavour from

unemployment or not actively engaged in the labor
force. Since our focus here is on the origin or
destination of the self-employed, the labor market
status of new entrants (both self-employed and
employees) for one week, one month, three
months, six months as well as one year prior to
the entry is analyzed.

We consider the week immediately proceeding
the entry first. As shown in Table V, almost equal
proportions of those entering any self-employment
came from the three labor market status: paid-
employment, unemployment and labor force
inactive (38%, 30% and 32%, respectively).™ The
self-employed are much less likely to enter the job
from unemployment than are new paid workers,
and more likely to come from out of the labor
force. Fifty-seven percent of those starting paid
employment came from unemployment; a signif-
icantly lower proportion (8%) from not in the
labor force; another one-third either left their
previous paid- or self-employed job. Very similar
patterns of labor market transitions are observed
when entry into self-employment as the main
labor market activity is compared to entry into



The Entry and Exit Dynamics of Self-Employment in Canada

paid-employment as the main labor market
activity.

Moving further and further back from the week
when the entry occurred, the proportion of self-
employment entrants as well as paid-job starters
originated from employment gradually increases
whereas the proportion originated from unem-
ployment and labor market inactive steadily
declines. One full year before starting the new job,
nearly half of those entering self-employment
were employees; 16% were self-employed; 12%
were unemployed, and 20% were not in the labor
force. The self-employed were less likely to be
unemployed prior to entry than were paid
employees, no matter what the time period used.

To summarize, these data suggest that the
motivation to enter self-employment is somewhat
different from that of entering paid jobs. In
particular, new entrepreneurs are much less likely
to be escaping unemployment than are new paid
workers, but they are much more likely to have
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been outside the labor force prior to entry. There
are slight differences between men and women.
While new female entrepreneurs are marginally
less likely to be escaping unemployment than their
male counterparts, they are more likely to origi-
nate from outside the labor force.

3.4. Exit out of self- vs paid-employment

Our final empirical sample for the analysis of exit
out of self-employment in 1993 consists of 13,403
individual observations, representing nearly 10
million Canadian workers between the ages of 15
to 64 who were not full-time students.

In 1993, nearly 300,000 business owners ceased
to be self-employed, representing 16.7% of all
persons self-employed in 1993.* For over three-
quarters of them, working on the business was
their main labor market activity.®* While some left
to work for others, others became unemployed or
dropped out of the labor force.

TABLE V
Entry into self- vs paid-employment, Canada, 1994

Labor market status transition

One-week One-month Three-month Six-month One-year
Entry into any self-employment (%)
From paid-employment 37.8 36.7 39.9 434 48.3
From self-employment n.a 6.5 10.2 115 155
From unemployment 30.1 29.0 24.8 20.7 11.5
From not in the labor force 32.2 27.8 23.7 214 20.1
Missing 0.0 0.0 14 31 4.6
Entry into any paid-employment (%)
From paid-employment 311 36.6 40.8 49.6 49.3
From self-employment 3.6 3.2 35 4.1 45
From unemployment 57.3 47.1 35.9 23.6 16.1
From not in the labor force 8.1 124 16.3 14.6 14.9
Missing 0.0 0.7 35 8.1 15.2
Entry into main self-employment (%)
From paid-employment 27.6 25.2 32.3 37.1 42.2
From self-employment n.a 7.9 8.9 9.9 17.1
From unemployment 33.2 334 29.7 254 10.5
From not in the labor force 39.2 335 27.2 239 25.2
Missing 0.0 0.0 19 37 4.9
Entry into main paid-employment (%)
From paid-employment 31.2 37.2 41.1 50.4 49.3
From self-employment 2.6 19 2.3 2.9 3.7
From unemployment 58.6 47.9 36.6 23.7 16.5
From not in the labor force 7.6 12.2 16.5 14.8 15.3
Missing 0.0 0.8 34 8.2 15.2
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The labor market status for exiters (both self-
employed and employees) is reported in Table VI,
for one week, one month, three months, six
months as well as one year after they left their
old jobs. In the week immediately after leaving the
old job, 36% of self-employment exiters were
working for others; 24% were unemployed; and
41% dropped out of the labor force.** In compar-
ison, a lower proportion of paid-employment
exiters (30%) were working for another employer;
3% were working on their own; a higher fraction
(37%) were unemployed; and a lower proportion
(30%) were not in the labor force. Very similar
patterns of labor market transitions are observed
when exit out of self-employment as the main
labor market activity is compared to exit out of
paid-employment as the main labor market
activity.

Moving further and further ahead after the exit
occurred, the proportion of self-employment as
well as paid-job exiters working for others or on

their own steadily increases; whereas the propor-
tion being unemployed or labor market inactive
steadily declines. One full year after leaving the
old job, 40% of self-employment exiters were
working for others; 18% were working on their
own again; 12% were unemployed; and 27% were
not in the labor force. In comparison, a much
higher proportion (57%) of those ending paid-
employment were working for a different
employer; a substantially smaller fraction (6.1%)
were working for their own significantly lower
fraction (18%) were not in the labor force.

Do the self-employed leave their job primarily
to enter paid-employment when the opportunity
rises. Some do, but not the majority. From one-
quarter to 40% are in a paid job within the first
few months. About one-quarter find themselves
unemployed, but many leave the labor force. This
tendency to exit the labor force is what primarily
distinguishes the self-employed from the paid
worker exits. And apparently there is a strong

TABLE VI
Exits out of self- vs paid-employment, Canada, 1993

Labor market status transition

One-week One-month Three-month Six-month One-year
Exits out of any self-employment (%)
To paid-employment 35.8 314 35.9 39.4 40.3
To self-employment n.a 9.0 12.0 12.8 17.7
To unemployment 23.7 219 16.3 14.3 12.2
To not in the labor force 40.5 37.8 35.7 33.2 26.8
Missing 0.0 0.0 0.1 0.3 31
Exits out of any paid-employment (%)
To paid-employment 29.8 324 39.6 48.7 56.5
To self-employment 3.0 4.9 5.2 5.7 6.1
To unemployment 37.3 36.0 32.0 237 15.3
To not in the labor force 29.9 26.5 21.8 19.4 18.4
Missing 0.0 0.2 14 25 3.7
Exits out of main self-employment (%)
To paid-employment 254 19.3 239 28.7 317
To self-employment na 105 14.8 15.9 214
To unemployment 24.3 23.3 17.1 15.2 11.6
To not in the labor force 50.3 46.9 44.2 39.9 331
Missing 0.0 0.0 0.2 0.4 2.3
Exits out of main paid-employment (%)
To paid-employment 28.8 33.8 41.2 50.3 58.1
To self-employment 2.3 18 2.0 2.6 35
To unemployment 38.4 37.1 33.0 245 15.7
To not in the labor force 30.5 27.2 22.3 20.0 19.0
Missing 0.0 0.2 15 2.6 38
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tendency to become self-employed again either for
positive or negative reasons.

4. The probability of entering/
leaving self-employment

Are people pushed into or forced out of self-
employment by unfavourable macroeconomic con-
ditions? What influence does individuals' labor
market experience have on the decision to enter or
leave self-employment? What are the individual
and family characteristics associated with a rela
tively higher probability of moving into or out of
self-employment? This section addresses these
guestions by estimating the probability of entering
and leaving self-employment.

4.1. Variable specification

For the entry equation, the dependent variable is
defined to take the value of one if the individual
started self-employment in the year; and zero
otherwise. And for the exit equation, the depen-
dent variable is defined to take the value of one
if the worker ceased to be self-employed in the
year; and zero otherwise.

Economic theories on the determinants of self-
employment can be generally categorized into two
contrasting schools, according to their respective
central assumption on the role of unemployment.
The so-called “recession push” school of theories
assumes that self-employment is largely oppor-
tunistic and argues that self-employed workers are
not endowed with special abilities that differen-
tiate them from paid-workers but instead are
merely responding to the environmental circum-
stances in which they find themselves in a partic-
ular place or at a particular time. It would easily
follow from this view that self-employment is
positively associated with unemployment as it is
argued that people who would otherwise prefer to
work in paid-employment are “ pushed” into estab-
lishing their own business ventures because they
cannot find suitable paid-employment opportuni-
ties.

Opposite to the “push” hypothesis is the
commonly known “entrepreneurial pull” school of
theories, which assumes entrepreneurs as individ-
uals with particular abilities and argues that self-
knowledge of these particular abilities motivates

them to engage in risk-taking entrepreneurial
pursuit. Since self-employment is the simplest
form of entrepreneurship, it would naturally
follow from this hypothesis that there is no
positive relationship between self-employment and
unemployment. A negative relationship is possible
as it is often argued that high unemployment
reduces the incentives to enter self-employment
for two reasons. First, when macroeconomic
conditions are unfavourable and unemployment is
high, people are less likely to enter self-employ-
ment knowing that the business has a higher
probability of failure. Second, during periods of
high unemployment, offers of paid employment
opportunities are less frequent and individuals are
less likely to enter self-employment knowing that
the probability of finding other employment islow
if the venture fails.

Empirical evidence supporting both hypotheses
isavailable, at the individual as well as aggregate
level. Due to space limitation, we do not provide
a lengthy literature review here, as is done in a
companion paper (Lin et al., 1999). Instead we
focus on the specification of the explanatory vari-
ables that are expected from basic economic prin-
ciples to influence the decision to enter/leave
self-employment.

Within the framework of our data, the vector of
X can be classified into four categories: macro-
economic conditions; human capital variables;
family-related characteristics, and other demo-
graphic controls. As mentioned earlier, some argue
that lack of paid-employment opportunities under
high unemployment may push people into self-
employment. Others see high unemployment as an
obstacle for entering self-employment as the
venture faces a higher probability of failure under
unfavourable economic conditions. From the exit
side, we can also argue that high unemployment
may push business owners to leave because the
business has failed or force self-employed workers
to stay due to alower probability of finding other
employment. The provincial unemployment rate
enters our model to empirically investigate the
influence of macroeconomic conditions on self-
employment entry/exit.

Self-employed workers differ from paid-
employees in that they require financial resources
to start and skills to run the business. While a
direct measure of financial assets is absent from
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our data, human capital can be approximated by
age, education attainment and prior self-employ-
ment experience. In addition, it is believed that
some self-employed workers derive a significant
proportion of their work from firms with which
they were previously engaged as paid employees.
It is hence reasonable to expect that prior paid-
employment experience positively influences the
decision to enter self-employment as it builds up
social contacts with previous employers as well as
colleagues and others. For the exit equation, it is
reasonable to expect that the longer one has been
self-employed, the less likely he/she is to leave.

Self-employed workers also differ from
employees in that they bear more financial uncer-
tainty and operational risks. If their spouses are
already self-employed, entry and operating costs
would be greatly reduced. On the other hand, if
their spouses are paid-employees, especially full-
time and full-year, financial uncertainty associated
with being in business diminishes as steady pay
cheques flow into the household. One is less
reliant on business income to support the family.
Furthermore, most full-time full-year paid jobsin
Canada provide a host of benefits for all family
member such as medical insurance and dental care
plans. Therefore, the presence of a self-employed
spouse as well as full-time full-year paid-
employed spouse is expected to positively influ-
ence entry into self-employment and negatively
influence exit out of self-employment.

Other demographic controls include gender,
marital status, visible minority status, disability
status, immigrant status, first language and
presence of dependent children, variables which
have been shown in other work to influence not
only the choice between self-employment and
paid-employment but also the decision whether
or not to work at all.

4.2. Empirical results

As discussed in the previous section, our final
empirical sample for the analysis of entry into
self-employment in 1994 consists of 17,919
unweighted individual observations between the
ages of 15 to 64 who were not full-time students.
There are two empirical samples for the analysis
of exit out of self-employment in 1993: 2,096
unweighted individual observations for exit out of

any self-employment activity; and 1,842
unweighted individual observations for self-
employment as the main labor market activity.
Again, full-time students and those aged 65+ are
excluded. Sample statistics are reported in the
Appendix.*®

Table VI reports logistic regression results and
estimated probabilities of entering self-employ-
ment in 1994 or leaving self-employment in
1993.° The results are reported for any self-
employment activity as well as for self-employ-
ment as the main labor market activity. These are
for men and women combined. The main points
based on the results for “any” self-employment are
summarized as follows.

* The unemployment rate coefficient is positive
in both the entry and exit regressions but
statistically insignificant by conventional stan-
dards. Regarding entry, there is thus no statis-
tical evidence that the “push” theory (associated
with poor economic conditions) dominates the
“pull” theory. Both may be at work, but this
analysis does not support one over the other.
This is consistent with the time-series regres-
sion results reported earlier. Regarding the exit,
the results also do not support the notion that
the self-employed leave the business primarily
because they are pushed out in poor economic
times."’

* Almost all age dummy variables are negative
and significant, implying younger Canadians
(15-34) are more likely to enter self-employ-
ment. At first glance, this seems at odds with
previous findings that older people are more
likely to be self-employed. However, an inspec-
tion of the exit results reveals that younger
people are also substantially more likely to
leave self-employment. Thus, the entry and exit
results together suggest that younger people are
subject to higher turnover in the labor market,
no matter whether self-employed or in an apaid
job.®

* All the education dummy variables are not
statistically significant, suggesting little differ-
ence in the probability of entering self-employ-
ment among different education groups (except
elementary, where the probability is lower).
However, the probability of exiting is lower
(and marginally significant) among the more
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highly educated, suggesting longer tenure of
self-employment among the more highly
educated.

* Experience plays an important role in influ-
encing the decision to enter or leave self-
employment. Persons with paid-employment
experience are 35% more likely to start a
business than those without such experience.
Furthermore, those previously self-employed
are nearly twice as likely to become self-
employed as those who were not.

* As expected, the longer one is self-employed,
the less likely he/she is going to leave the
business. Other things being equal, those in
business for 11 years (an increase of a year
from the mean) have their probability of leaving
the business reduced by 10% from that of those
being self-employed for 10 years (the mean);
and those being in business for 19 years (an
increase of one standard deviation from the
mean) are only one-third as likely as the
average to end the business pursuit.

* Those whose spouses are self-employed are
four times as likely to enter self-employment as
others. This supports the notion that when one
spouse is established in self-employment, the
other is often also attracted into the family
business. And self-employed workers with full-
time full-year paid-employed spouses are only
half aslikely to leave self-employment as other,
supporting the hypothesis that full-time full-
year paid-employment in the family increases
self-employed workers  affordability to
continue on the business venture by reducing
the household’s financial reliance on the
business income.

* Women are not only less likely than men to
start a business, they are also more likely to
leave self-employment. The presence of depen-
dent children aged 0-4 is associated with a
higher probability of both entering and leaving
self-employment.

5. Summary and concluding remarks

Growth of self-employment is nothing new in
Canada. It has been on the steady rise since the
early 1970s. What is remarkable, however, is its
fast pace of expansion in the 1990s. This sector
now employs over two and a half million workers,

has expanded on average by over 4% a year so
far in this decade and accounted for over three out
of every four new jobs the economy has created.
Many have attempted to explain the causes of this
striking upward trend by documenting the
evidence, empirical modelling as well as interna-
tional comparison.

M acroeconomic conditions are a potential cause
frequently considered, discussed and debated.
Many argue that high unemployment and the lack
of paid employment opportunities in the 1990s
pushed people into self-employment at an
increasing rate. Others dispute this argument by
noting that although the unemployment rate in the
1990s remains persistently high, it is nevertheless
no higher than what Canada experienced in the
1980s when self-employment trends were very
different.

A series of other non-cyclical factors may be
behind the unprecedented rising level and rate of
self-employment in the 1990s. In broad terms,
these include demographic shifts (e.g., ageing and
increasing education attainment of the population,
declining labor force participation of youth and
women in recent years, increasing level of immi-
gration) resulting in arelatively larger pool of the
labor force who have a higher propensity to be
self-employed; government and corporate restruc-
turing and down-sizing leading to an increased
supply of experienced and skilled workers rela-
tively better equipped with managerial skills and
social networks to start and operate a business;
technological advances leading to lower operating
costs and more opportunities for small businesses,
especially home-based ones; structural change that
results in shifts towards industries and occupations
in which self-employment is traditionally more
prominent; more contracting-out by employers
largely in response to trade globalization and
increasing international competition as well as
higher indirect labor costs such as payroll taxes;
public policies such as rapid growth of personal
income taxes (which encourage self-employment
where earnings can be sheltered) and payroll taxes
(which discourage paid-job creation), provision of
assistance to the unemployed for starting business
ventures, lower interest rates and easier access to
financing for small businesses; popular perception
of increasing uncertainty and instability in the
wage and salary sector mainly arising from
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TABLE VII
Logistic regression results and estimated probability of entering/leaving self-employment

Entering any self-employment in 1994

Leaving any self-employment in 1993

Coefficient T-ratio Probability (%)  Coefficient T-ratio Probability (%)
Constant —4.1329 -11.46 —0.5042 —0.99
Gender:
Male Control 131 Control 6.62
Female —0.4045 =341 0.88 0.8808 6.22 14.61
Age:
1524 Control 1.87 Control 17.59
2534 -0.2178 -1.12 1.87 -1.0654 -3.07 6.85
3544 -0.6101 -3.07 1.03 -0.9209 -2.72 7.83
4554 -0.9415 —4.16 0.74 -0.9172 -2.54 7.86
5564 -1.2439 —4.46 0.55 -0.1074 -0.28 17.59
Education:
Elementary -0.5804 -1.77 0.63 0.1861 0.59 9.75
Some secondary —-0.1985 -0.98 112 0.1038 0.42 9.75
High school Control 112 Control 9.75
Some post-secondary —0.0961 -0.48 112 0.2485 1.05 9.75
Post-secondary certificate -0.1348 -0.83 112 -0.3628 -1.74 6.99
University+ -0.1915 -0.97 1.12 —0.3305 -1.35 9.75
Presence of kids aged 0-4:
Yes 0.3032 2.17 1.37 0.5033 2.84 12.56
No Control 1.01 Control 7.99
Spouse self-employed:
Yes 1.4351 11.78 351 —0.1855 -1.15 8.79
No Control 0.86 Control 8.79
Spouse FTFY employee:
Yes -0.2239 -1.88 0.95 —0.8589 -5.78 7.40
No Control 1.18 Control 15.87
Unemployment rate 0.0343 1.38 0.0497 1.48
Pai d-employment experience:
Yes 0.3027 2.25 1.44
No Control 1.07
Self—employment experience:
Yes 0.6268 3.88 1.84
No Control 0.99
Months self-employed: —0.0095 -8.21
Mean 8.79
Mean + 12 7.92
Mean + 1 standard deviation 3.19
Summary statistics:
N 17919 2096
Raw transition rate (%) 1.78 13.75
Log-likelihood function -1485.5 —693.3
X2 230.6 291.9
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TABLE VII (Continued)

Entering main self-employment in 1994 Leaving main self-employment in 1993

Coefficient T-ratio Probability (%)  Coefficient T-ratio Probability (%)
Constant —4.2299 -9.94 -0.5107 -0.90
Gender:
Male Control 0.88 Control 4.69
Female -0.3017 -2.12 0.65 0.9591 6.06 11.38
Age:
1524 Control 1.34 Control 17.01
2534 —0.2900 -1.26 134 —1.5406 -3.86 4.21
3544 —0.5959 -2.54 0.74 -1.2148 -3.17 5.73
4554 -0.8514 -3.24 0.58 -1.3113 -3.21 5.23
5564 -1.4787 -4.13 0.31 -0.2382 -0.56 17.01
Education:
Elementary -1.0137 -2.29 0.30 0.1788 0.53 7.29
Some secondary -0.2879 -1.20 0.82 0.0906 0.34 7.29
High school Control 0.82 Control 7.29
Some post-secondary -0.0807 -0.35 0.82 0.3566 1.37 7.29
Post-secondary certificate -0.2200 -1.15 0.82 —0.4538 -1.94 4,76
University+ —-0.4001 -1.64 0.82 -0.3219 -1.18 7.29
Presence of kids aged 0-4:
Yes 0.1446 0.84 0.75 0.6961 347 10.60
No Control 0.75 Control 5.58
Spouse self-employed:
Yes 0.4965 3.00 1.14 -0.1601 -0.90 6.39
No Control 0.70 Control 6.39
Spouse FTFY employee:
Yes 0.0613 0.43 0.75 -0.8934 -5.26 5.45
No Control 0.75 Control 12.34
Unemployment rate 0.0369 1.24 0.0682 131
Paid-employment experience:
Yes 0.1309 0.82 0.75
No Control 0.75
Self—employment experience:
Yes 0.8276 4.30 1.55
No Control 0.68
Months self-employed: —0.0094 —7.43
Mean 6.39
Mean + 12 5.74
Mean + 1 standard deviation 2.28
Summary statistics:
N 17919 1842
Raw transition rate (%) 121 11.72
Log-ikelihood function -1126.4 -567.8
X2 85.4 268.1

Note: Probabilities are calculated by setting coefficients insignificantly different from zero at 10% to zero and evaluated at the
mean. For dummy variables, this is done by using the sum of the unweighted coefficient of the variable and the weighted
coefficients of other groups of dummy variables, where the weight being the corresponding variable's share in the sample.
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restructuring and down-sizing by governments and
particularly big corporations; increasing entrepre-
neurial spirit as well as preference for being one's
own boss.*

The debate about these numerous possibilities
continues. This paper has attempted to advance
our knowledge and understanding of self-employ-
ment by examining the entry and exit processes.
The data on hand demonstrates substantial flows
both into and out of the self-employment sector
over the last 15 years, although the magnitude of
the flows differs between the two data sources
used (for the years in which information is avail-
able in both). According to the taxation data, gross
flows into and out of self-employment averaged
nearly half a million per year between 1982 and
1994, amounting to 42% of the total self-employed
population. Entries outnumbered exits every year
and the self-employment sector gained an average
of nearly thirty thousand new workers per year
(2.5%) during the same period.

Time-series regression analysis shows a statis-
tically significant and empirically small negative
relationship between self-employment entries and
unemployment. We also find a statistically signif-
icant and empirically small negative association
between self-employment exits and unemploy-
ment. In related work (Picot et al., 1998), we also
find astatistically significant and empirically small
negative correlation between the self-employ-
ment rate and unemployment rate. Hence, there
does not appear to be any evidence that the “ push”
process dominates the “pull”, at least over the
business cycle. Both may be at work, but when
unemployment rises and full-time paid jobs
decline, we find no evidence of either an increase
in the flows into self-employment or arise in the
self-employment rate. As noted earlier, unemploy-
ment in the 1990s has been at about the same level
as during the 1980s, but the rapid growth of self-
employment was not observed during that decade.

The short-run (one week) labor market status
transitions among job starters reveal that relative
to paid-job starters, a higher fraction of self-
employment entrants originated from wage and
salary employment; a much lower fraction from
unemployment; and a significantly higher
proportion from out of the labor force. Hence, the
new entrepreneurs are not predominantly people
escaping unemployment.

The short-run labor market status transitions
among job leavers demonstrate that relative to
those leaving a paid-job, a higher fraction of those
leaving self-employment left to work for others;
a much lower fraction became unemployed; and
a significantly higher proportion dropped out of
the labor force. For whatever reasons, there
appears to be strong flows from and to “out of the
labor force”. Thisistrue for both men and women.

As noted earlier, regression results on the
determinants of the decision to enter/leave self-
employment reveal no statistical evidence
supporting the argument that deteriorating macro-
economic conditions result in an increase in the
number of people being pushed into self-employ-
ment or driven out of business. As in the case of
wage and salary employment, younger Canadians
(15-34) are subject to higher turnover in the self-
employment sector. They are not only more likely
to enter self-employment but also substantially
more likely to exit. While education level does not
seem to significantly affect the decision to enter
or leave self-employment, prior paid-employment
as well as self-employment experience is associ-
ated with a higher likelihood of entering self-
employment. The longer one is self-employed, the
less likely he/she is going to leave the business.
The presence of a self-employed spouse is asso-
ciated with a higher probability of entering self-
employment, supporting the notion that once a
spouse is established as a self-employed entre-
preneur, this has a significantly positive effect on
the partner joining the business or starting their
own. The presence of a full-time full-year paid-
employed spouse is found to reduce self-employed
workers' likelihood of leave the business, sup-
porting the hypothesis that steady family income
through paid-employment increases self-employed
workers' ability to continue on the business
venture by reducing the household's financial
reliance on the business income.

With the above summary of our main findings,
we conclude by noting a set of constraints that this
work has faced but can be addressed in future
research. First, we attempted to explore the rela
tionship between individua duration of unem-
ployment and self-employment entry through
competing-risk hazard analysis. Unfortunately, the
number of the newly unemployed who subse-
guently became self-employed in our data is too
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small to render any conclusive evidence. As more
years of SLID data become available, we shall be
able to more conclusively assess the effects of
unemployment duration on entry into self-employ-
ment.

Secondly, it is commonly theoretically argued
and empirically documented that financial
resources play an important role in determining
whether individuals are self-employed or decide
to start up a business as they often face finance
and liquidity constraints (e.g., Blanchflower and
Oswald, 1998 and references therein; Fairlie,
1999). Although our measure of presence of afull-
time full-year paid-employed spouse reflects to a
certain degree the family financial situation, our
analysis lacks any direct measure of family
asset/wealth. Another capital-related issue is
monetary policy. In addition to one's own
resources, people can also borrow to finance a
business. Although the extent of leverage

financing often depends upon asset availability
(for collateral or mortgage purposes), interest rates
are another key determinant in people’s borrowing
decisions and thus expected to influence self-
employment entry/exit. We hope to address thisin
future work.

Thirdly, as discussed above, taxation policies
have frequently been argued to impact self-
employment but we are not able to cover them in
this analysis. Finally, limited by data availability,
our analysis is confined to a single year at a
particular phase of the business cycle. Even
though variations in the unemployment rate across
provinces is found to have little impact on entries
into and exits out of self-employment, patterns of
labor force status transitions, as well as self-
employment entry and exit processes can be dif-
ferent at a different phase of the business cycle.
We await further data to address this in future
analysis.

Appendix
TABLE Al
Sample means and standard deviations
Entering SE in 1994 Leaving any SE in 1993 Leaving main SE in 1993
Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.
Female 0.505 0.500 0.348 0.476 0.341 0.474
Age2534 0.269 0.444 0.223 0.416 0.218 0.413
Age3544 0.280 0.449 0.339 0.474 0.334 0.472
Age4554 0.213 0.410 0.267 0.443 0.273 0.446
Age5564 0.159 0.366 0.147 0.354 0.153 0.360
Elementary 0.091 0.287 0.080 0.271 0.084 0.277
Some secondary 0.145 0.353 0.142 0.350 0.148 0.355
Some post-secondary 0.123 0.329 0.119 0.324 0.117 0.322
Post-secondary certificate 0.331 0.471 0.317 0.466 0.313 0.464
University+ 0.146 0.353 0.177 0.381 0.171 0.377
Presence of kids aged 0-4 0.176 0.381 0.207 0.405 0.207 0.405
Spouse self-employed 0.154 0.361 0.283 0.451 0.279 0.448
Spouse FTFY employee 0.471 0.499 0.783 0.413 0.810 0.392
Unemployment rate 10.522 2.158 10.969 1.997 10.987 1.971
Pai d-employment experience 0.613 0.487
Self-employment experience 0.120 0.325
Months self-employed 122.883 112.929 125.997 113.834
N 17919 2096 1842
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Notes

* Views expressed in this paper are those of the authors and
do not necessarily represent those of Statistics Canada or
Finance Canada. An earlier version was presented at an inter-
national conference on self-employment co-sponsored by the
Organization for Economic Co-operation and Development
(OECD), the Canadian Employment Research Forum (CERF),
and the Canadian International Labour Network (CILN),
September 1998, Burlington, Ontario, Canada. We thank our
discussant, Stephen Jones, and the OECD-CERF-CILN con-
ference participants for helpful comments and suggestions. We
are solely responsible for any errors remaining in the paper.

A more comprehensive review of the literature is provided
in Lin et al. (1999).

2 All three measures produce very similar qualitative results,
which are available upon request.

3 The unemployment rate is commonly used in the literature
as the labour market cycle indicator. But, does the observed
relationship hold when alternative indicators are used? To test
the robustness of estimates across various indicators, we also
use the full-time paid-employment rate and similar results are
obtained.

4 Although the unemployment rate (full-time paid-employ-
ment rate) and the labour force participation rate both fluc-
tuate cyclically and are negatively (positively) correlated, they
are different cyclical indicators and each has different impacts
on self-employment. To more precisely examine the impacts
of the unemployment rate, we want to control for the impacts
of labour force participation. However, dropping it from the
regression does not empirically make much difference — the
magnitude of the coefficient on the unemployment rate (full-
time paid-employment rate) only changes very slightly.

5 The results were replicated without the time trend in the
equation, and the association between the cycle indicator and
self-employment was not affected.

5 See Kmenta (1971, pp. 508-514) for more details on the
error term structure; and White (1993, pp. 245-254) for more
details on the estimation techniques.

7 Starting a new business in any given year is not a particu-
larly high probability event among the population. Without a
sufficiently large sample, there may not be enough cases for
analysis. Although we would prefer an even bigger sample,
we are satisfied that SLID’s sample is reasonably big for this
study.

8 Nearly 12% of the self-employed reported various degrees
of financial losses as business revenues did not fully cover
operational costs. They are not included in the calculations
here.

® Theentry rate observed from our SLID sample is somewhat
lower than that based on the T1 taxation data sample reported
earlier. Thisis likely due to definitional differences between
the two data sources — hours of work are used to defined the
“main” or “primary” activity in SLID but earnings are used
inthe T1. It can also arise from sample exclusions — full-time
students are excluded in SLID but included in the T1; those
aged 65+ are excluded in SLID but included in the T1. And
the length of reference time period is different — activity is
defined in a month in SLID but the entire year in the T1.

1 For entrants, self-employment is defined as the main

labour market activity if hours of work in self-employment
exceed that of paid work in either the month of entry or after
entry. For the rest of the population (other than entrants), self-
employment is defined as the main labour market activity if
hours of work in self-employment exceed that of paid work
in any month of the year.

" We are working at the person level — only one entry is
alowed for any given individual. For those who made more
than one entry, only the first is counted. Furthermore, for those
self-employed who provided services under contract, SLID
defines new contract starts as new job starts but does not
distinguish a contract renewal from the same client from a new
contract offer by a new client. Therefore, individuals who
reported ending a self-employed job in one week and starting
another right in the following week are not classified as new
starters. On the other hand, those who experienced at least one
week break between finishing one self-employed job and com-
mencing another are defined as new starters.

2 The exit rate observed in SLID is aso lower than that from
the T1 files, see Footnote 9 for likely causes.

¥ For exiters, self-employment is defined as the main labour
market activity if hours of work in self-employment exceed
that of paid work in either the month of exit or before exit.
For the rest of the population (other than exiters), self-employ-
ment is defined as the main labour market activity if hours of
work in self-employment exceed that of paid work in any
month of the year.

14 As with entries, only one exit is allowed for any given
worker. For those who made more than one exit, only the first
is counted. Furthermore, individuals who reported ending a
self-employed job in one week and starting another right in
the following week are not classified as exiters. On the other
hand, those who experienced at least one week break between
finishing one self-employed job and commencing another are
defined as exiters.

5 All results reported here are adjusted by using sampling
weights.

16 Entry aswell as exit is arelatively low-probability event.
Hence, both probit and logit models are estimated and they
show very similar qualitative results. The logit regression
results are reported here and used to compute probabilities.
The logit regression model is Ln[P/(1 — P)] = BX, it follows
that P = exp(BX)/[1 + exp(BX)]. Regressions are also run for
men and women separately. The results are generally similar
and hence are not reported here. Furthermore, the unweighted
sample of female self-employed workers used in the exit
analysisisrelatively small. Earlier specifications also include
as regressors the provincial unemployment rate lagged for one
year, dummy variables on marital status, visible minority
status, disability status, immigrant status, first language, the
presence of dependent children aged 5-12; and industry for
the exit equations. They are al statistically insignificant and
therefore dropped in the final regressions.

7 We also attempted to explore the relationship between
individual duration of unemployment and the probability of
self-employment entry through competing-risk hazard analysis
by focusing on the newly unemployed. Unfortunately the
number of those who subsequently became self-employed is
too small to render any conclusive evidence.

8 Evidence on more frequent job separations, hirings and
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hence higher overall turnoversin the paid-employment sector
among young people is documented in Picot and Lin (1997).
¥ For a more detailed review and discussion of the effects
of unemployment and other non-cyclical factors on the rising
trend of self-employment, see Lin et al. (1999) and the
references therein.
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