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The Choice of Self-employment and the Role of Risk Tolerance

Though the overall proportion of self-employmentmased during last 40 years, it still
occupies about a third of employment in Korea ahe share of the employer with
employees increased during 1990s. Using the KLiRiS,study analyzes determinants of
the choice of self-employment considering risk tatee. Descriptive statistics shows
that the proportion of taking risk is higher foretkelf-employed than for the employed.
The Probit analysis indicates that the risk toleeamdicator plays a significant role in
being self-employed for both men and women.

Jaimie Sung, Korea University of Technology and ddior!
Zooyob Anne, Korea Labor Institite

Backgrounds of the Sudy

One of the main characteristics of the Korean daharket is the high share of self-employment. The
overall proportion of self-employment decreasednfi® % in 1970 to 32% in 2007. More specificaltydeclined
rapidly during 1960s-1980s due to industrializataord urbanization while it went up during 1991-200Puring
the 1990s, the share of self-employment increaapidllly for men but not so rapidly for women and gmeportion
of employers increased from 9% to 21%. Typicadlif-employment is considered as an alternative eymént or
the last resort of work for survival in the labormarket especially when it is tight. However, chogsiself-
employment is recognized as an opportunity for watiwe entrepreneurship during 1990s. In this extthis
study focuses on the role of risk tolerance in theice of self-employment. Self-employment hasy@than
important role in the Korean labor market, but ocalfew studies on it have been done and none \itisidering
risk tolerance.

Sudies on Self-employment in Korea

Studies on self-employment in Korea can be summdrias three categories. Several researchers have
explored about why they choose self-employment?selsemployment an innovative entrepreneurshigherlast
resort? Or is it a bridge employment before reteatror to get a stable wage jobs? Ryu & Choi (12990) found
an increase in self-employment in the 1990s duendividuals’ active choices. Kim (2000) investigdt self-
employment status in detail using options suchhasemployer, own account workers, and regular mgular
workers. Anne (2000) considered self-employmenaraslternative of the job-losers. Sung (2002u$ed on
female self-employment in order to balance work famdily. Moon, Sung & Anne (2002) examined mangeags
of female self-employment to suggest the policyliogtions to raise women’s labor supply. Keum &oGR000)
concluded that the self-employed were mainly irdligils who couldn't get their jobs due to their lekill levels
(inferior employees). Chun (2003) used a pushiogpothesis to show a positive correlation betweled t
unemployment rate and self-employment. Sung & Ar{8804) examined self-employment as a bridge
employment. Second category is about what detesriis growth/performance. Sung & Anne (2002) yaresd
the relationship between entrepreneurship and eamnperformance and satisfaction. Third categsnabout
what causes its closure. Moon, Sung & Anne (2@0®R) Anne & Sung (2003) estimated determinants asicy
business and duration of self —employment. Theis been no study on self-employment considering ris
tolerance mainly due to no data with informationrisk tolerance in Korea that we use in this study.

Data: the Korean Labor and Income Panel Sudy

This study uses the KLIPS (Korea Labor and IncormeeP Study), which is a longitudinal survey of the
representative sample of Korean households andidhdils, conducted by the Korea Labor Institutesit998 (the
10th wave in 2007) to trace out their charactasstver economic and social activities, work higt@tc. The
sample of the KLIPS consists of 5,000 household$ &8,321 individuals (aged 15 and over) in the damp
households. The KLIPS includes information on hieeseholds and individuals, especially detailedrimftion
on labor and income status. This study uses"itsae, which asked five questions to measure digtance, .i.e.,
do you prefer cash or a lottery.

177



M ethodology

The Probit Model of Self-employment

We use a Probit model to analyze determinants obsihg self-employment and the effect of risk
tolerance on the choice. The dependent variabded&hotomous variable representing whether aiviohaal is
self-employed or not, i.e.,

Y= Xi B+ Ry +¢; (2)

where Y = a latent variable of being self-employed 2variables affecting the decision to be self-argpt,, R =
a measure of risk tolerandgandy = parameters to be estimated:N(0, c?) = error terms. In estimation, %0
for those who are employed while=1 for those who are self-employed.

The Measure of Risk Tolerance

To measure individual's risk tolerance level, foygestions are given by asking whether individualoses
cash or a lottery and each of five lotteries haéffarent probability and reward. The probabildfrisk and their
expected value are shown in Table 1. To estinteteoterall risk tolerance level, we construct tis& tolerance
indicator (RT) by giving different weights for theme., RT =>w;(Risk i), | =1,2,3, L, and H, where each risk
tolerance (Risk i) is coded into three levels: Odboosing cash, 1 for indifference between cashaalottery, and 2
for choosing a lottery.

Table 1
Risk Variables

Risk 1 Risk 2 Risk 3 Risk L Risk H
Probability of Win 50% 50% 20% 40% 60%
Amount: Win 15 20 50 20 20
Amount: Lose 5 0 0 0 0
Expected Value 10 10 10 8 12
Variance 25 100 400 96 96
Standard Deviation 5.0 10.0 20.0 9.8 9.8
Weights for Overall RT 0.1 0.2 0.35 0.25 0.1

Descriptive Analysis

Risk Tolerance by Gender and Education
Table 2 shows the risk tolerance level by gendeat e level of education. The overall share of
choosing a lottery is 14.1% for male while it i4%. for female and they are lower for female intladl educational

levels. Among the educational level, it is highfestjunior college graduates in both male and fiema
Table 2
Proportion of Taking Risk (Risk 2) by Gender andi€ation Levels
Male Female

Lottery Indifferent Cash Lottery Indifferent  Cash
Total 141 25 83.4 5.1 1.4 93.5
High School Drop 16.8 2.4 89.9 2.7 1.1 96.2
High School Graduated 7.7 2.4 89.9 7.1 1.3 91.6
Junior College Graduated 19.0 2.9 78.1 8.0 1.6 90.4
College Graduated 16.6 3.1 80.3 5.3 2.2 92.5
Graduate School Graduated 7.5 1.9 90.6 5.8 1.9 92.3

Table 3 shows the proportion of taking risk by #mployment status.
lottery is highest for the employer with workersl&s3%, which implies that those who are runnirglihsiness can
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be the innovative entrepreneurs. On the other hidwedproportion of choosing a lottery is lowerawn account
workers compared with wage earners such as permamgkers. Since own account workers are not instiable
financial status, they are more likely to be riskrge in the choice.

Table 3
Proportion of Taking Risk by Employment Status
Workers The Employed The Self-employed
Total Permanent Temporary Daily Employer Own Accoun Unpaic

N(%) 11,661 3,309(28.4) 449(3.9) 499(4.83) 508(4.4) 1,051(9.0) 468(4.0)
Risk 2

Lottery 10.1 14.0 11.4 11.2 17.3 104 5.3

Indifferent 2.3 2.9 2.4 2.0 4.7 2.7 0.9

Cash 86.9 82.5 85.3 86.4 77.8 76.9 93.2

Probit Results

Probit results show that age and education haséiy® effects and their squares are negative sffen
the choice of self-employment. Those who are middjed are most likely to be a self-employed thasehwvho are
younger or older since they have more work expedsro start their own businesses. Also, the reneried are
less likely to be self-employed than the marriethvepouse. Those who have children aged betwesamd 2 or
elderly who are aged over 70 and needs care are likety to be self-employed and its effect is $iigant for
women but not for men. If individuals are careypders to the family members, they want more fléxitvork
time and arrangement by keeping self-employmerttista Real estate and debt of the household shpositive
effect on the choice of self-employment. The dffdca single risk tolerance (Risk2) on being te-employed is
not so significant while its effect on being themayer against the employed is significant for bothn & women.
The risk tolerance indicator (RT) plays a signifit@ole in being self-employed for both men and wwom The
results imply that empirics without consideringkrigreference would be subject to an error of oroissif the
relevant variables.

Further Research Directions

Based on this study, we can start further reseaittha question. If individuals are more risk-tagj do they have
a better performance in their business? To an#higiquestion, more research should be done info\as. More
information on the risk tolerance should be progide a panel survey to study the dynamic aspecthefrisk
tolerance and its effect. Also, more theoretical ampirical studies focus on measuring the rigifggence and its
effect on the economic decisions can be examinedftain the role of risk tolerance.
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