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Each year, 2% of workers in the U.S. who had been employed in firms leave those jobs to work for
themselves. Many of these transitions end up being temporary; nearly half of workers who enter
self-employment return to paid work within five years.! Job changes are inevitably costly, but
movements between jobs can also have benefits. Different jobs require different skills and workers
may only discover their comparative advantage by experimenting with several kinds of work. My
ongoing research agenda with Chris Stanton seeks to better understand these movements in and
out of entrepreneurship through the lens of a dynamic model of worker learning. We have one
working paper on this topic and two more projects in development.

In our existing paper (Dillon and Stanton, 2016), we show that the patterns of transitions in and out
of self-employment are consistent with a model where workers must enter self-employment in
order to learn about their potential earnings as entrepreneurs. What is not clear from our earlier
work is whether experimentation helps workers to learn about their fixed managerial abilities, the
quality of their business idea, or a mix of the two. The relative importance of managerial ability
versus the quality of an idea is important for policymakers interested in promoting small business
development and for investors searching for profitable opportunities. If success depends mainly on
fixed individual skills, then effective policies to promote entrepreneurship should lower the cost of
experimenting with self-employment to encourage more people to test their entrepreneurial
abilities. If success depends mainly on good ideas, then policy makers, and investors, should instead
try to maximize the number of ideas that get explored. In our next project we will work to
distinguish these two learning channels.

In Dillon and Stanton (2016), we develop a lifecycle model of labor supply where workers can
choose to work as a paid employee or as a self-employed entrepreneur. Workers choose what kind
of work to do based on their expected earnings and on their tastes for self-employment, which we
allow to vary across individuals. Their earnings in each sector are determined by their accumulated
experience in each sector, their fixed abilities, and time-varying earnings shocks. Workers have
different, potentially correlated, earnings abilities in paid work and self-employment. We assume
that workers know their ability in paid work by the time they enter the model at age 25, but are
uncertain about their entrepreneurial ability. Workers know the population correlation between
the two abilities, which they can use to form an initial belief of their likely earnings in
entrepreneurship. Self-employed workers observe their realized earnings in that sector, which
allows them to refine their beliefs about their abilities.

We estimate the parameters of this model using a maximum likelihood approach and data from the
Panel Study of Income Dynamics (PSID). These estimates allow us to characterize the distributions
of abilities and preferences for self-employment in the population of workers and to forecast what
each worker would have earned had he chosen to work in each sector, based on their history of past
earnings. We find that, on average, workers in their first year of self-employment earn slightly less
than what we predict they would have earned had they remained in paid work. Entrepreneurs who
earn substantially less than their counterfactual paid earnings are more likely to return to paid

1 Both figures are from analysis of the Panel Study of Income Dynamics 1975-2013 waves.
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work, while workers who persist is self-employment earn substantially more than their
counterfactual paid wages on average.

We are now expanding this model so that earnings in self-employment depend both on
entrepreneurial ability, which is fixed for each worker, and the value of their business idea, which
can change each time a worker starts a new business. Workers who have not yet become self-
employed are uncertain about both their entrepreneurial ability and the value of their business
idea. Former entrepreneurs have more knowledge of their abilities, but remain uncertain about the
value of any new business ideas they develop.

To separately identify learning about abilities and ideas, we need a large panel dataset that follows
workers in and out of self-employment and for many years after their first spell of self-employment.
These two learning channels have different predictions for the frequency of serial entrepreneurship
and for the correlation of earnings across entrepreneurial spells for the same worker. The PSID is
too small to capture a sufficient sample of repeat entrepreneurs. Instead, we plan to estimate this
model using a far larger Danish matched employer-employee administrative dataset, to which we
have already gained access.

Vereshchagina and Hopenhayn (2009) and Manso (2014) lay out theoretical models in which
workers must experiment in self-employment to learn about the quality of their business idea. Kerr,
Nanda, and Rhodes-Kropf also frame entrepreneurship as an experiment. Our first paper builds on
this this work by estimating a structural model of labor sector choices, which allows us to isolate
the value of experimentation in entrepreneurship, and by estimating the correlation between
earnings ability in entrepreneurship and paid work. Our next project will allow us to distinguish
between fixed abilities, which are likely correlated across paid work and self-employment, and
innovative ideas, which are not.

Our third proposed project will focus on differences in movements in and out of entrepreneurship
between the U.S. and Denmark. Our first paper finds that transitions away from entrepreneurship
are driven heavily by individuals’ comparative earnings in self-employment and paid work. In turn,
these relative earnings depend on public policies, such as tax structures and public benefits. Public
institutions will also affect the cost experimenting with self-employment, by making job transitions
and business start-ups more or less difficult. We will use our theoretical framework to explore how
these two countries’ very different institutional structures affect the frequency of experimentation
in entrepreneurship.
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