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Abstract

This paper is concerned with occupational choice under risk,
where agents care about their social status. It is motivated by recent
developments in the ‘New Economy’, which indicate that status prefer-
ences possibly provide an explanation for the observed shift towards
entrepreneurial risk-taking. We find a positive tradeoff between sta-
tus, risk and the attitude towards risk in a risk-averse society, where a
higher proportion of agents chooses the entrepreneur class, compared
to a status—neutral economy. We derive conditions for an optimal de-
gree of individual status valuation. Although the population shares of
laborers and entrepreneurs, and expected incomes converge towards
the efficient values of the risk-neutral economy, when preferences for
status increase, this is not true for expected utility, which asymptoti-
cally falls back to the equilibrium value of the status—neutral society.
A second-best welfare maximum corresponds to an inefficient distri-
bution of agents over the two types of occupations.

ISSN 0949 — 9962
JEL Classification: D5 - D8 — D9
Keywords: risk-taking, occupational choice, social status

*Universitat Hannover — Institut fiir Volkswirtschaftslehre, Abteilung Wachstum und
Verteilung, Konigsworther Platz 1, 30 167 Hannover, e-mail: clemens@uwl.uni-hannover.de



1 Introduction

What motivates people to invest in a risky project and operate a firm? This
question has bothered economists for some time, and Kihlstrom and Laffont
(1979) list a number of factors, such as entrepreneurial ability, labor skills,
access to capital markets and the individual attitude towards risk, which
might explain, why an agent chooses to be an entrepreneur. We think that
this list has to be extended by another motive: the preference for social
status.

Consider for example the expansion of the ‘New Economy’ throughout
the last years and the recent developments in this sector. Especially in Eu-
rope and in the United States, there has been an immense increase in the
number of start—up firms, which perhaps was only made possible by a com-
bination of two factors: the adequate supply of capital on the one hand,
for instance, by easy access to venture capital, and, on the other hand, by
the presence of agents, who were willing to bear the risk of being an en-
trepreneur.

What made people invest in a risky start-up project? If we look for in-
stance at Germany with its extensive social security system and its (maybe)
comparably risk-averse population, it seems hard to believe that the in-
creasing number of start-up firms and the rise in stock market activities
can be explained with an overall shift of preferences towards a lower de-
gree of risk aversion or even risk-loving attitudes. Especially the recent cri-
sis of the ‘New Economy’ indicates that perhaps the degree of risk aversion
had not had changed over the time, since many of the former entrepreneurs
and their employees gladly returned to the fold of trade unions, wage agree-
ments and fixed weekly hours of the ‘Old Economy’.

We think it more plausible to explain these developments with a prefer-
ence for social status, which possibly stands in a tradeoff relationship with
the individual degree of risk aversion and the risk itself. We argue that
agents were attracted by the utility gain associated with the entrepreneurial
status and associated high expected incomes during the rise of the ‘New
Economy’ and switched back to labor as the riskiness of projects increased
during the crisis.

Although this line of argument describes an essentially dynamic pro-
cess, we will illustrate our idea within a static general equilibrium frame-
work. The idea that risk and attitudes towards risk may turn out to be
key factors for occupational choice is not new and can be traced back
to Kihlstrom and Laffont (1979) and a series of contributions of Kanbur
(1979a,b, 1980, 1982). There, an agent’s utility is determined entirely by his
own economic activities within a competitive market structure. Our model
differs to those approaches to the important respect, that also the relative



income position in the economy will be relevant for the determination of
individual welfare. By assuming this, we follow the argument of Cole ef al.
(1992), who postulated, that people care not only about their own wealth,
but also about their relative standing in the wealth distribution.

The idea that status concerns help in the explanation of certain aspects
of human behavior has gained an increased attraction in the economic disci-
pline throughout the last years; see the surveys by Postlewaite (1998); Weiss
and Fershtman (1998); Young (1998), the applications of Robson (1992) and
Cole et al. (1992, 1998) or the series of contributions of Corneo and Jeanne
(1997, 1998, 2001).

We are especially interested in the interaction of attitudes towards risk
and status concerns and postulate a tradeoff relation between those vari-
ables, which is supported by our findings. Especially in the more likely case
of risk aversion, the presence of status needs causes the agents to switch
away from safe wage income towards risky profits. Regarding efficiency,
our results coincide to a certain degree with the ones derived by Kihlstrom
and Laffont (1979), and Kanbur (1979b). Efficient outcomes are obtained
in a risk-neutral society, which is also status—neutral in our model. With
an increase in status valuation, the economic variables converge towards
their efficient values, except for expected utility, which — after reaching
a maximum — falls back to the inefficient level of a non-risk—-neutral but
status—neutral society.

In short, status preferences can correct the allocative distortion in the
equilibrium distribution between the two occupational classes stemming
from non-zero risk aversion, but this does not yield maximum utility. In-
stead, a second-best welfare optimum is characterized by an inefficient dis-
tribution of agents between the entrepreneur and the labor class.

The paper is organized as follows: In the following section 2, we de-
velop the model and derive the equilibrium conditions. Section 3 is de-
voted to a comparative static analysis. We examine the impact of change in
the degree of risk aversion as well as in the individual status valuation on
the equilibrium economic relationships and on expected utility. The impli-
cations for an optimal degree of status valuation are discussed. Section 4
concludes.

2 Risk, Occupational Choice, and Preferences for Social Status

The Model Our model is closely related to the setup formulated by Kanbur
(1979b). We consider a single—period general equilibrium framework with a
continuum [0, 1] of agents. The identical firms hire labor inputs L to produce
a homogeneous good according to the short-run production function

F(L,B)=6L%,  ae(0,1),0~A(8,0?). 1)
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The productivity parameter 6 represents an idiosyncratic (firm specific)
technology shock, which is assumed to be non—diversifiable, uncorrelated
and lognormally distributed, with mean E[In8] = 6, variance Varln 6] = 02,
and density f(8).

The identical agents choose between two alternative occupations. Each
individual can either become an employee, in which case he offers one unit
of labor and receives a riskless wage income Yy,y. Or the agent decides to
be an entrepreneur, who receives a random profit income Yyg) = L% —wL
and bears all the production risk.! The corresponding population shares
of the two groups are denoted with 1 —A and A and will be determined
endogenously in equilibrium. Under these conditions, the mean income of
the economy is given by

EY = AEYre) + (1= 2) Y, 2)

where E denotes the expectation operator.

Due to the static nature of the model, income equals consumption. The
agents maximize expected utility and, without loss of generality, we can
assume that the agents derive utility from their individual incomes. Ad-
ditionally, they display a preference for ‘social status’, which is measured
by expected relative income, i. e. the ratio of expected individual to mean
aggregate income. The larger this ratio, the more the individual income ex-
ceeds the average income and the more utility will be derived from status.
In general, expected utility is assumed to be of the isoelastic (CRRA) form

18\
EUl] = E (yi [E—ﬂ) 5>0ic{wne), ()

and EU[yi] = Iny; + &(InE[yi] — InE[Y]) for p = 1. The parameter p denotes
the Arrow /Pratt measure of relative risk aversion and is assumed to be
constant and identical for all agents of the economy. The sign of p reflects
different attitudes towards risk. While positive values are related to risk
aversion, negative values imply risk loving behavior, and a zero value char-
acterizes risk—neutrality. The parameter  measures the intensity of status
preferences. The case of & = 0 corresponds to Kanbur’s (1979b) model of a
status—neutral economy.

General Equilibrium The idiosyncratic productivity shock 0 is the single
source of uncertainty in the economy. We assume that the agents have

ISimilar to Kanbur (1979b), we will assume that entrepreneurs hire labor after the draw
of nature has occurred, and that the costs of changing occupations are high enough to pre-
vent switching between both groups.



‘common knowledge” with respect to preferences, the functional form of tech-
nology, market structures and individual strategies. The labor market is
characterized by perfect competition. The equilibrium wage rate can then
be derived by the usual marginal productivity condition of the firm prob-
lem max_ Yrg) = BL* —wL. The labor demand of the individual firm can be

determined as L(8) = (Ba/w) ', and hence expected aggregate demand is
given by
AEL(6) = A / L(6)f(6) de. @)
0
The economywide labor supply equals the population share 1— A of agents

who choose to be an employee, each of them offering a single unit of labor.
The market clearing condition can be obtained by integrating (4)

1_)‘:)‘(%)%@@{1—10( (§+2(10—20())}' ®)

From the assumptions on labor supply follows that the equilibrium wage
rate equals individual riskless labor income yy,. Rearranging (5) leads to

A\ — o?

Expected profits can be determined residually by employing the firm prob-
lem, taking expectations and substituting (6) for the wage rate

ET(8)" = Eyme) = (1—0) (ﬁ) - exp{§+ 2(107_20()} . (7)

Finally, mean aggregate income and the equilibrium value of expected rel-
ative income from the respective occupation can be derived as follows

2
_x1-a/q _\a a o
EY =A"91-)) exp{6+2(1_a)}, (8)
En6) 1-a w
e - xSy ©)

Due to the assumption of common knowledge, each of the agents knows
that expected relative income will be constant in equilibrium. By substitu-
tion of (6) and (8) into (3), utility from riskless wage income is determined
quite easily

1 altd A\ — 02 P
U(W):l—p<(1—A)5<1—A) exp{e+2(1—a)}) -
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Expected utility from risky profits is given by (3), (7), (8), and (9)

EU[T(6) / " p (1— a)/)\]) " t0)de
- = (<1 . (i_x)“”exp{_% ()
x omei‘a £(6)do
- 1ip <(1_}\0é)1+6 (1;}\>aexp{§+ 022(2-1_—'30(;20() }) -
(11)

Although we assumed identical agents and a uniform degree of risk aver-
sion at the outset, we want to give a short remark on the implications of
heterogeneous attitudes towards risk for occupational choice. In general,
even a risk-averse agent will choose to be an entrepreneur as long as the
expected utility from profits exceeds the utility derived from riskless wage
incomes. Kanbur (1979b) demonstrated that this decision is linked to the
measure of risk aversion. By following his analysis and for given market
incomes, we find

EUMO) ZUM) <« p° M

VII/\

(1+8)In (10—“ 1A—A)

An equilibrium distribution of homogeneous agents between the two occu-
pations is characterized by a situation, where the pivotal agent’s marginal
utility gain from switching from one occupation to the other is zero, or in
short, if U(w) = EU[1(0)] = EU*. By equating (10) and (11), we can solve
for the equilibrium population share of entrepreneurs
A = tra (12)
1-a-+0 o { el ey )

and 1 — A* residually. The population shares are constant in equilibrium
and depend on the structural parameters of the model. We find 0 < A* <
1, Va,d,p. Note that A* is independent of the mean 6 of the productivity
shock. This result can be ascribed to the assumption of CRRA preferences,
where the degree of risk aversion is independent of the income level.
Equation (12) shows the tradeoff between status concerns and risk aver-
sion on the one hand, and between status and risk on the other. It can be




stated more formally, with dA* = 0if
dp_ P

do? ©?

A rise in the variance of the technology shock, or in the degree of risk aver-
sion respectively, c. p. reduces the population share of entrepreneurs, as
agent switch from risky profits to safe labor incomes. This decline in mem-
bers of the entrepreneur class can be compensated by an equivalent rise in
preferences for social status.

The riskless wage income can be regarded as the certainty equivalent
to risky profit income. It is possible to express the relationship between
the wage rate and expected profits in terms of the expected risk premium
Z(8) = ET(B) — w with the corresponding equilibrium value

P0)=a"(1—a) exp{9_+ 2(10_20() (1— 1i6>}><

g [ex"{2<1+§>cg—a)2} ‘1] |

Expected profits exceed wage incomes in case of risk aversion, i. e. p > 0.
Here, the entrepreneurs demand a positive risk premium as a compensation
for bearing the production risk. The expected risk premium is negative for
risk lovers, and £?(8) = 0 in case of risk—neutrality.

(15)

3 Comparative Statics

We now turn to the question of how preference and technological param-
eters influence the equilibrium relationships derived in the previous sec-
tion. Besides the aspect of risk aversion, our interest is especially directed
towards the effects stemming from status preferences as measured by the
parameter 8. We will compare the equilibrium relationships of the economy
with status concerns (& > 0) to the corresponding values of a status—neutral
economy (&= 0).

For reasons, which will become obvious later, it is convenient to begin
with the following results for an economy of risk—neutral agents.

Proposition 1 (Risk—neutrality and status preferences) Status needs do not
affect the equilibrium allocation of a risk—neutral economy, if status utility is de-
rived from expected relative income.

Proof: Equation (12) implies A*|p—o = Ap—o = 1 —a. From (6), (7), and (8)
follows that w* = ETi(8)* = EY*, and by (9) that w*/EY* = Em(6)*/EY* = 1.
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Substituting this result into (3) yields EU*|p—o = EY* which is independent
of d. O

Due to the assumption of common knowledge, the agents know that the
risk premium will be zero in equilibrium, and hence that incomes from both
occupations will equal mean national income. Consequently, no additional
utility can be derived from positional status.

Risk Aversion We will now ask whether the introduction of status pref-
erences significantly alters the comparative static results derived by Kan-
bur (1979b) and Kihlstrom and Laffont (1979) for variations in the attitude
towards risk. In what follows the assumption of homogeneous agents is
maintained. The equilibrium relationships (6) (7), (8), and (12) respond to
changes in the index of risk aversion in the following manner

ON* ow* JETM(6)*
o <% 5o <% —5p 70
dEY* 2EY* 16)
> * <4
op < 0 for A S l1-a, and N <0,

and coincide with the corresponding results of Kanbur (1979b). Since the
introduction of status concerns does not alter the competitive structure of
markets, this outcome could have been expected. Figure 1 displays the re-
sults. The black graphs represent the variables of the economy with status
preferences, while the dark grey graphs depict the corresponding relation-
ships for & = 0. The light grey graphs show the equilibrium values of a
risk-neutral society as a benchmark.?

In general, an increase in the degree of risk aversion induces a decline
in the population share of entrepreneurs; see Figure 1(a). The agents switch
away from uncertain profit to safe wage income. The increase in labor sup-
ply is accompanied by a reduction in the marginal productivity of labor and
leads to a decline in the equilibrium wage rate, while expected profits rise.
The solid lines in figure 1(d) show the change in wage incomes, while the
dashed lines depict expected profits. The equilibrium risk premium rises,
because otherwise the increasingly risk-averse agents would not be will-
ing to bear the production risk. The economywide expected income attains
its largest value in an economy with risk-neutral agents, where, according
to Proposition 1, status considerations are not relevant for the equilibrium
allocation; see Figure 1(d).

Let us now turn towards the size effects from status needs. Next, we
will compare the equilibrium values of the economic variables for the two
cases ® > 0 and 0 = 0. The results can be summarized as follows:

’The parameter values were set as follows: a =0.7,0=1,0 = 0.8, =1
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Proposition 2 (Attitude towards risk and status preferences) Preferences
for social status affect the equilibrium levels of the economic variables according to

(i) forp20: Ap—o 2 A" 2 As_0, ET(0)p—0 s ET(0)* S ET(0)5_0,
Wp=0 2 W* 2 W50
(i) for p#£0: EYp—o>EY*>EYs_o, EU* >EUsq
(iii) forp=0: see Proposition 1.

Preferences for social status mitigate the effects from a change in the attitude to-
wards risk.

Consider, for instance, a given positive degree of risk aversion. Proposition
2 then implies that the equilibrium population share of entrepreneurs in the
economy with status preferences will be larger than in the status—neutral
economy. According to the tradeoff relationship (13), the presence of status
needs mitigates the effect from risk aversion and attracts more agents into
the entrepreneurial class. This leads to a decline in labor supply and conse-
quently induces a rise in wage incomes. This explains why the equilibrium
wage rate in the economy with status concerns is above the one of the econ-
omy without, and why expected profits fall below for all positive degrees
of risk aversion. The opposite argument applies for the risk loving society,
that is the case of p < 0.

A* lies closer to the equilibrium population share of the risk-neutral
economy Ap—g = 1—0q, independent of the degree of risk aversion. The
same argument applies for expected profits and riskless wage incomes. For
this reason, the expected national income of the economy with status needs
always exceeds its counterpart of the economy without status concerns, and
consequently, expected utility will be higher.

Figure 1 illustrates the results from Proposition 2, where the black
graphs denote the economic variables of the economy with status prefer-
ences while the dark grey ones depict the case of & = 0. Especially a com-
parison between Figures 1(a) and 1(c) visualizes the correlation between
changes in the equilibrium distribution of classes and changes in the corre-
sponding market returns. Moreover, by comparing the slopes of the func-
tions, the figures can give a intuitive understanding of the mitigating effect
from status preferences.

Status Preferences We will now discuss the response of the equilibrium val-
ues of the economic variables to an increase in the preferences for status. If
we recur to one on the main results of the preceding section, namely, that
status concerns partially compensate risk preferences and move the equilib-
rium closer towards the risk-neutral allocation, we would expect an equiv-
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Figure 1: Equilibrium response to changes in the attitude towards risk, p

alent result for a change in the status parameter, while the degree of risk
aversion is held fixed.

The derivatives of the economic variables with respect to a change in &
are given as follows

oA ow* dET(0)* 0 [%]

- >0. > > mv)” < s
(i) for pZO. 3% Z0, 3 <0, 3% >0, 3 >O
) dEY*

(i) for p#0: 3 > 0.

(17)

Independent of the sign of the measure of risk aversion, we can state the
following results:

Proposition 3 (Asymptotic Results) The population shares N*,1— N*, mean
national income EY*, expected profits ET(8)* and wage incomes W* converge to-
wards the corresponding equilibrium values of the risk—neutral society, as the pref-
erence for status increases

. . . EVY

lim A* = Ap—o, lim EY* = EYJ_,, lim W =1

d—00 300 30 EY* (18)
e[)i_r}r:ov\f" = Wp—o, alm Em(6)* = En(8)_o-



Proof: The asymptotic result for A* follows immediately from (12). Since
ET(6)*,w* and EY* are only implicitly determined by §, all asymptotic re-
sults are directly related to the change in A*. O

Figures 2(a), 2(c), and 2(d) illustrate the results from Proposition 3 for
the case of a risk—averse society (p > 0), which — regarding empirical ev-
idence on attitudes towards risk — is the more realistic case; see Epstein
and Zin (1991). With an increase in status needs in the economy, & more
and more compensates the negative shift effect away from risky profits to-
wards riskless wage incomes, which originally stems from a positive degree
of risk aversion. The increase in the population share of entrepreneurs is
accompanied by a decrease in labor supply. As the marginal productivity
of labor increases, the wage rate rises and expected profits decline. The
argument holds with opposite sign, if we consider an risk-loving society.

Because we do not discuss the case of disutility from status, i. e. 4 <0,
which might perhaps be relevant in an society of hermits, the figures start
in 8 = 0. The corresponding dark grey horizontal line represents the case of
a status—neutral economy. Expected national income, expected profits and
wage incomes converge monotonically towards the equilibrium values of
the risk-neutral society (light grey) at a declining rate.

This result raises the question, as to whether convergence of the income
variables also implies that expected utility EU* will converge towards its
risk-neutral level, as the preferences for social status increase. By substi-
tuting for the equilibrium value A* from (12) in (10) or (11) respectively, we
obtain the following expression for expected utility

o= i (100 (25) (-aveeo{srrdiin)) -

_ g2[(1— o(l—o— e
Xexp{ 0?[(1-a)(1+3) —p(1-a 5)]})

O+ 214 8)(1—0)?
(19)

Proposition 4 (Optimal degree of status and asymptotic properties of EU*)

(i) Expected utility is maximized for a degree of status &, if the following
conditions hold:
po? OA* 0°EU*

2 - = rEY 0.
21+02(1—a) (Mo~ ggNA=A) =0 and  —gom| <
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(ii) Status preferences have a positive size effect on expected utility

EU*>EU; , Vo< . (21)

(iii) The equilibrium value of expected utility of the society with preferences for
social status asymptotically converges towards expected utility of the status—
neutral society

élimoEu*:Eu&o:rlp ((1—0() (ﬁ—a)qexp{@r%} 1(2;

Proof:

ad (i) In general, the derivative of expected utility EU* with respect to
the status parameter d is given by

0EUT (oM n \VO (o o o
B (1—)\*)5(1—)\*> e"p{ +2(1—a)} X

pa? N .
[2(1+6)2(1—0() +Ina — ﬁln(l—)\ )] .

(23)

The first term on the RHS of (23) is positive. Expected utility
reaches an optimum if the second term on the RHS of (23) equals
zero. By (17), % % O forp % 0. Hence, the first and the last term of
the optimality condition (20) always are of opposite sign.

ad (ii) By direct comparison of (19) and (22).

ad (iii) We find

i (areen{ o)

: o?[(1-a)(148) —p(1—a—2J)] (1-p)o?
I = Al
B eXp{ 2(1+ ) (1—a)? P\ 21 —a)
by application of L'Hopital’s rule. O
By taking account of the fact that A* as well as the derivative % are

functions of 9, it becomes obvious from (20) that the optimality condition
is a nonlinear polynomial in & and cannot be solved analytically. In order
to give an intuitive understanding of the results of Proposition 4, figure
2(b) displays the change of expected utility EU* for an increase in the indi-
vidual valuation of status, as measured by 8. The dark grey line of figure
2(b) represents expected utility of the risk-averse—status—neutral economy.
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Figure 2: Equilibrium response to changes status preferences, 8, p > 0

The corresponding equilibrium expected utility value of the efficient risk—
neutral economy is not displayed in figure 2(b). Because of EUl_o=EY", it
can be taken from figure 2(d) and exceeds the expected utilities of the two
risk—averse economies by lengths.

Expected utility of the status preferring economy is maximized in &%,
where all income types remain below their efficient values. As & increases
further, utility falls back to the equilibrium value of the status—neutral soci-
ety. This result can be explained by the corresponding change in expected
relative income, which declines and converges towards unity as d increases;
see (17) and (18). The utility enhancing effect from status vanishes with an
increase in its esteem.

4 Conclusion

This paper analyzed the influence of status preference on occupational
choice under risk. Status utility is derived from expected relative income.
The agents of the model have the choice between either joining the labor
class by working for a safe wage, or becoming an entrepreneur thereby
bearing all the production risk. We found, that in a risk—-averse status pre-
ferring society, a higher proportion of agents chooses the entrepreneur class
than in a status neutral economy. Status preferences do not affect the equi-
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librium class distribution of a risk-neutral society, and the well-known re-
sult is maintained that efficient outcomes are only obtained in risk-neutral
economies.

In general, there is a positive tradeoff between status and risk, as well as
between status and the attitude towards risk. The equilibrium distribution
between the two classes remains constant with a change in the degree of
risk aversion, if there is a compensating change in status preferences.

Mean income in an economy of status lovers is always higher than in
a status—neutral but non risk—neutral society. This positive effect extends
to expected utility, which is also higher in a society with preferences for
social status. We determined a condition for the optimal degree of status
preferences, which can be regarded as a second-best optimum, since it still
falls below the equilibrium level of expected utility in the efficient economy.

The comparative static analysis also demonstrated that the equilibrium
values of income types asymptotically converge towards their correspond-
ing efficient levels of the risk-neutral economy as the valuation for status
increases. Yet, this result cannot be generalized with respect to expected
utility. Because the expected relative income converges towards unity, no
extra utility gain can be derived from status. Since the society remains non—
indifferent towards risk, expected utility of the status—preferring economy
asymptotically converges towards the equilibrium of the status—neutral so-
ciety.

While status preferences are able to correct for the inefficiencies regard-
ing the equilibrium distribution of agents between the two occupations
which stem from non—zero risk aversion, they cannot close the welfare gap.
Instead, a second-best welfare maximum is derived for a inefficient distri-
bution between laborers and entrepreneurs.
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