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Abstract

Based on one of the feature articles entitled “ The Situation of the Four Key Industries in the Hong Kong Economy in 2010” that
appeared in the February 2012 issue of the Hong Kong Monthly Digest of Statistics, ‘ Trading and Logistics' is one of the Four Key
Industries in the Hong Kong Economy. The value added of this sector is the largest in the Hong Kong Economy and its share in GDP
in 2010 was 25.3%. In view of itsimportance in the labor market by absorbing 22.4% of the total employment in Hong Kong in 2010,
the purpose of this study isto investigate factors that affect behind this sector. To give insights into the relationship between the labor
demand and factors, our objective is to formulate an effective econometric model to estimate and predict the labor demand in the
trading industry in Hong Kong. By utilizing with Cobb-Douglas production function and firm’s minimization principle, we derive the
conditional labor demand function which is dependent on the wage rate, unit cost of capital and value added and formulate the
econometric model. By examining and checking the historical data, we found that factors (such as Labor Wage) and major events
(such as Financial Crisis) affect the labor demand. We will include dummy variablesin the econometric model to model major events
and improve prediction. This presentation will describe the econometric model used in this study. Our findings will advance our
understanding of the labor demand in Hong Kong' s trading industry.

Keywords: Cobb-Douglas production function, Conditional labor demand function, Cost minimization problem and Double-log
regression model

1. Introduction

The government, politicians, economists and firms are always interested in the impact on labor demand when some changes have
been made in the market, such as business and economic cycle fluctuations, minimum wage policy, technology shocks and
unionization. During the past century, different researches have been done to investigate the in-depth relationship between labor
demand and several factors. However, Hong Kong's labor demand was seldom to be investigated by others. In view of this issue,
Hong Kong's labor demand will be investigated in the following study. To provide the in-depth investigation in the specific industry
in Hong Kong, the trading industry has been selected as being the largest and most important industry in the Hong Kong economy,
whose share in GDP and the labor market are the largest in Hong Kong. In the following sections, the econometric model will be
identified from the theoretical model derived by Cobb-Douglas production function and firm’s minimization problem to estimate and
predict the labor demand in Hong Kong' s trading industry.

2. Theoretical Model

In view of Varian (1978), the conditional labor demand function in a firm can be derived from minimizing the total cost of producing
Y units of output as follows:

Assume that two factor inputs, the capital and labor, are used to produce Y units of output in a firm. The relationship between output
level and factor inputs can be described in a production function. From Durand (1937), he suggested the general Cobb-Douglas
production function should be

Y = AL®K# @
where Yisoutput, 4 istechnology level, L islabor input, K is capital input and o and £ are constants.

For each choice of L and K, there will be some choices that minimize the total cost of producing Y units of output. Let w be the wage
rate and » be the unit cost of capital as the factor input prices of L and K. Considering the cost minimization problem subject to the
fixed output level and factor input prices, the total cost function, denoted asc, is

c(w,r) = I{lgl wL + 1K 2

s.t. Y = AL®KF
The conditional demand function for labor inafirmis

B
L(w,7,Y) = A_l/a+ﬁg_:v atp Yl/a+ﬁ 3

From Hamermesh (1986), the conditional labor demand function (3) which is dependent on the wage rate, unit cost of capital and
output level can be used to formulate the econometric model for the sake of gaining insights into the relationship between the labor
demand and several factors.
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3. Econometric Model
Based on the theoretical model (3) derived in Section 2, we use the natural logarithm transformation on (3) to get the following
double-log functional form:
-1 B _ __B £ L
InL = pory nA + oy (Ina — Inp) oy Inw + oy Inr + oy InY. (4

The double-log functional form in (4) will be used to formulate the econometric model for time series data in the whole study as
follows:

11’1 Lt = ﬂo + ﬂllnwt + ﬁzlnrt + ﬂ3lnYt + St! (5)
o B (Ing — B g B 1 |
where 8, = oy nA + oy (Ina — InB), B; = oyt By = oyt Bs = oy and &, isthe error term.

There are two main reasons to transform (3) into the double-log functional form. Firstly, this functional form is particularly useful for
estimation purpose as providing a linear function so that OLS method can be applied for the estimation. Secondly, this functional
form allows the associated coefficients to have elasticity interpretations. For example, the coefficient () associated with the variable
(Inw;) means that one percent change in the wage rate would, on average, result in 8; percent change in the labor demand, holding
other factors constant.

Generdizing the concept to an industry to assume that an industry is a firm, the econometric model (5) can be used to model the labor
demand in Hong Kong' s trading industry and will be used in the whole study.

4. Data used in the econometric model

To gain the preliminary insight into the labor demand, wage rate, unit cost of capital and output level, annual data from 1980 to 2011
are retrieved from the website of Hong Kong Census and Statistics Department and presented, respectively, in Table 1 and Figure 1
asfollows:

Tablel1 Figurel
The selected statisticsin thetrading industry Labor Demand in the trading industry
wt t Tt

Year Lt Cin millions Cin millions Cin millions

of dollars)  of dollars)  of dollars) 600000
1880 153869 0.11145 48241.35 4712647
1581 166593 0.11868 5420584 4343894 500000
1982 175168 o.11907 57960.68 4705617 \
1883 185672 0.12052 6323972 59649.77
1584 209473 0.12810 7559589 §9617.09
1985 223348 0.12913 82107.75 63989.38 dmmg }
1986 243807 0.13707 95530.92 78064 .29
1387 273175 0. 14667 11675606 100556 05
1988 315366 0.15347 148488.98 113121.90
1889 340848 0.15463 17491635 115445 .43
1930 380826 0.15682 213873 12 13152861 L 300000
1991 442613 0.15169 218380.09 146389.74
1392 439200 0.16292 17104049 154883 .91
1593 516619 0.15963 193829 .34 17670839
1994 519920 0.16445 211420.56 188417 .06 200000
1395 530876 0.17231 207984 . 20249551
1596 548 0.16314 207261.94 211837.905
1897 523324 0.18580 218099.90 207675.77
1398 484644 0.19477 19618764 18135739 100000
1599 488795 0.19372 17849010 18279432
2000 503626 0.21262 190024 .66 212035.92
2001 484399 0.22259 190400.84 218507.99
2002 463376 0.23336 132997 .39 229081 .88 0
2003 462097 0.23597 195986.18 252248.65 4 VT T TTOTTTTTTT T T T T T T T T T T T T T T T T T T}
2004 471947 0.23842 201303.92 284048.81 Qe N MM TN UMD AN NN TN ONONO AN OO A
2005 493343 0.25106 235166.37 38031537 CraREeeeRrdnnnaadnan8298838838:¢d
5007 Sia17s o 5asas 32905 54 Ssgs05 30 AAfAAdAAAR2 03302330 ARRRRARARARRR
2008 188852 0.26631 243431.90 363103.70
2009 519076 0.26440 231871.75 330961.28 Yﬂar
2010 522297 0.27061 245111.92 37182770
2011 548878 0.26117 27030226 421077.09

where L is number of employees, w is compensation of employees divided by number of persons engaged, r is operating expenses
and Y is value added. The variables on w, » and Y are in real terms with 2010 as the base year. Note that due to the unavailability of
data in the unit cost of capital, the operating expenses is regarded as a proxy variable for the unit cost of capital to avoid the omit
variable bias during OL S estimation.

From Table 1, it is obvious that each time series exhibits an increasing trend. A reason behind this phenomenon is probably the
economic growth and prosperity. To investigate the pattern of labor demand in detail, from Figure 1, the significant and sudden drops
were found in 1997, 1998, 2001, 2002 and 2008. To figure out the possible reasons behind these drops, we check the historical events.
The outbreak of Asian financial crisis in 1997 had adversely affected the economy in Hong Kong in 1997 and 1998. In 2001, the
September 11 attacks in US had decreased the trading activities as the strict restriction on airspace was imposed and had deteriorated
the US and global economies. Moreover, based on one of the feature articles entitled “The Import/Export, Wholesale and Retail
Trades, and Accommodation and Food Services Sectors in Hong Kong” that appeared in the May 2011 issue of the Hong Kong
Monthly Digest of Statistics, the outbreak of global financial tsunami in 2008 brought a negative impact on the trading industry. All
major events directly affected the labor demand in Hong Kong as the demand and supply in outputs were significantly decreased
during these periods. Therefore, these events had caused the significant and sudden dropsin 1997, 1998, 2001, 2002 and 2008.

To estimate the econometric model (5) defined in Section 3, the data in Table 1 will be indexed to represent each variable in the
econometric model as the annual data are recorded in terms of the dollars. In order to gain a precise real value, indexing the data
based on 1980 is essentia to eliminate the adverse effect of large scale in the data. The representation of each variable in the
econometric model (5) isasfollows:
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L, Index of number of employees per year (Base = 1980)
w; Index of compensation of employees divided by number of persons engaged in real terms per year (Base = 1980)
T, Index of operating expensesin real terms per year (Base = 1980)

Y, Index of value added in real terms per year (Base = 1980)

In order to better capture the major historical drops which had affected the demand for labor (L), the following three dummy variables
are introduced into (5).

Dy ={ LVL=1997,1998 Model the Asian financial crisis in 1997 and 1998
' 0 otherwise

D,, = { 1vi= 20,01‘ 2002 Model the September 11 attacks in 2001 and the aftermath in 2002
’ 0 otherwise

Dy, ={ o 7t=2008 Model the Global financial tsunami in 2008
' 0 otherwise

Note that two data points in 2010 and 2011 will not be used in the model estimation in Section 5 for the validation purpose.

5. OLSEstimation and Empirical Result
As a starting point, the econometric model without any dummy variables (5) is estimated by the OL S method as follows:

InL, = 3.23759 — 0.68693lnw, + 0.41374Inr, + 0.57998InY, + & (6)
(t ratios) (3.84)  (-2.64) (3.45) (3.23)

F ratio=196.97, R’=0.9579, Adj. R*=0.9530, DW=0.528, n=30

The result indicates a strong relationship between labor demand and several factors. It seems very attractive if considering the high F
ratio, t ratios and R’ solely. However, when modeling with time series data, the most important issues are to test for any spurious
regression and serial correlation in the estimated model. From Granger and Newbold (1974), the rule of thumb is suggested that with
time series data, if the R’ is greater that the DI statistic, it is suspicious to have a spurious regression. From the result, R (0.9579) is
greater than the DIV statistic (0.528). The apparent relationship seems spurious as the variables in the regression may be non-
stationary. Non-stationary time series variables should not be include in a regressions model as two major adverse effects will come
out. Firstly, from Granger and Newbold, the spurious regression leads time series to appear related when they are not due to share the
common trend, providing the misleading t ratios, F ratio and R’ eventually. Secondly, from Dickey and Fuller (1979 and 1981), the
distribution of the OLS estimator is not normal distributed under the null hypothesis, even in large samples. This leads conventional
hypothesis tests and confidence intervals are not valid anymore and become misleading. To test for non-stationary time series data,
Dickey and Fuller (1979) have introduced the Dickey Fuller test as follows:

AY; =ay+ vV  +art + ¢ @)
If the null hypothesis (Hy:y = 0) is not rejected, the time seriesY; contains a unit root, hence is non-stationary. To perform the
hypothesis test, t-statistic for Y;_, is computed in the usua way but compared with the Dickey-Fuller tables as the conventional
hypothesis test is not valid under presenting the non-stationary time series data. The unit root test for each time series variable is
shownin Table 2:

Table2
Unit Root Test for Stationarity in original data: Ho=I (1) vs. H1=1(0)

Variables t-statistic

Lt -0.96
wt -2.48

Tt -1.22
Based on the Dickey-Fuller tables from Fuller (1976), the critical value with 5% significant level is -3.60. It is obvious that all time
series data cannot reject the null hypothesis and this provides significant evidence that they are not 1(0) and stationary. To dea with
this problem, the appropriate route is to transform the variables before running a regression in order to make them stationary. The
remedy used here is the differencing transformation:

AY, =Y, =Y, 8
By adopting differencing transformation (8), the null hypothesis in the unit root test for each time series variable is rejected as shown
in Table 3 and thusiit is evident that they have achieved stationary and can be used in the regression model. However, note that the

number of observation used in the estimation is decreased by 1 from 30 to 29 after the first difference.
Table3
Unit Root Test for Stationarity in differenced data: Ho=I(1) vs. H1=I(0)

Variables t-statistic

Diff Lt -4.40
Diff wt -6.52
Diff rt =-4.11
Diff Yt -4.47
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After data transformation, the time series data are eventually on the right track and can be used in the following study. In the
following part, backing to the objective, the OLS methods can be applied again to estimate the econometric model (5). As mentioned
in Section 4, three dummy variables (D4, D54, D3 ) are considered to model the major events which had affected the labor demand
in Hong Kong's trading industry. The econometric model (5) with three dummy variables is therefore estimated by the OLS method
to improve prediction as follows:

AInL, = 0.04936 — 0.48936Alnw, + 0.28347Alnr, + 0.05923AlnY, — 0.05676D; , — 0.06518D,, — 0.10929D;, + &  (9)
(tratios) (4.34)  (-1.90) (3.44) (0.54) (-1.57) (-2.20) (-2.75)

F ratio=9.13, R°=0.7136, Adj. R’=0.6354, DW=1.484, n=29

Before any interpretation of the results in the estimated model (9), it seems that the dummy variable which models the Asian financial
crisisin 1997 and 1998 (D4 ;) is not significant under the 5% significant level with 22 degrees of freedom = -2.07. In regard to this
insignificance, the dummy variable (D4 ) is dropped from the study and the econometric model (5) is now estimated with only two
dummy variables (D, ,, D3 ) asfollows:

AInL, = 0.04476 — 0.68882Alnw, + 0.29021Alnr, + 0.14020AlnY, — 0.05430D,, — 0.10742D; , + & (10)
(t ratios) (3.95)  (-2.98) (3.42) (1.42) (-1.83) (-2.62)

F ratio=9.85, R°=0.6816, Adj. R’=0.6123, DW=1.325, n=29

The result seems more persuasive then the previously estimated model (6) and (9). As mentioned previously, when modeling with
time series data, the tests for any spurious regression and serial correlation in the estimated model are indispensable.

Firstly, to test for any spurious regression, from the result, R’ (0.6816) is less than the DW statistic (1.325). It is evident that the
spurious regression is resolved after data transformation under the rule of thumb by Granger and Newbold. At the same time, t ratios
and F ratio have restored to the normal level rather than the inflated level when compared with the estimated model (6).

Secondly, serially uncorrelated errors play an important role in OLS method. Without this assumption, two major drawbacks occur
when using OLS method. Firstly, OLS estimator is no longer the best linear unbiased estimator (BLUE) as it will not have the
minimum variance among all other linear unbiased estimators. Secondly, the OLS standard errors and test statistics are no longer
valid for the statistical inference, even asymptotically. The presence of serialy uncorrelated errors, therefore, is essentia in the model.
To identify the serial correlation, the Durbin-Watson (DW) statistic based on least squares residuals (€;) is commonly used. From the
result in (10), DW=1.325, however, liesin the inconclusive region which is between d; =1.050 and d;;=1.841. From Breusch (1978),
LM test can be used instead to identify any serial correlation as follows:

& = apg + a1é1 + axAlnw, + azAlnry + ayAlnY, + asDy + agD3 + vy (11)
LM Statistic = (n — 1)R? ~ )(2(1) (12)

By running the auxiliary regression (11) to regress &, on £,_; and al independent variables and saving the R?, LM Statistic can be
computed as (12) and follows the chi-square distribution with 1 degree of freedom under the null hypothesis of no seria correlation.
The LM Statistic in the auxiliary regression (11) is (n — 1)R?=28*0.0625=1.75 which is much less than the critical value with 5%
significant level (3.84). Asthe null hypothesisis not rejected, there is no evidence that the seria correlation is present in the estimated
model (10).

Note that under the Gauss-Markov assumptions, OLS is the best linear unbiased estimator (BLUE) and has the usual sampling
variances. In view of thisissue, before any interpretation of this model, the diagnostic checking for the Gauss-Markov assumptionsis
indispensable. Otherwise, the interpretation is invalid if any assumption is violated in the estimated model. The residual analysis is
widely used in the diagnostic checking to identify whether thereis any violation of the Gauss-Markov assumptions. By employing the
residual analysis, all assumptions fulfill successfully in the estimated model (10). However, as the most important issues in the time
series modeling which are the spurious regression and serial correlation have been discussed preciously, in the interest of preserving
space, the detailed discussion of the residua analysis has been omitted but it can be obtained upon request.

To conclude, it is not a coincidence that al assumptions fulfill successfully as the data used in the estimated model (10) has been
transformed by using the natural logarithm and first difference, which are the common remedies used when any assumption is
violated in the model. After the diagnostic checking, investigating and interpreting the result in the estimated model (10) can be
started in the following part.

Inter pretation of the Results

As a starting point, checking whether the sign is consistent with the theoretical model is crucial. If there is any wrong sign in the
estimated model, the estimated model is useless as the estimated coefficients would not be economically meaningful and the result
will thoroughly ruin the whole theory discussed in Sections 2 and 3. From the econometric model (5), the expected sign of the wage
elagticity of labor demand is negative. This conforms to the firm’s behavior that the higher wage rate will tend to decrease the labor
input and use another factor input, which is capital in this model, to substitute for labor and maintain the same output level. In view of
the same behavior, the expected sign of the unit cost of capital elasticity of labor demand is positive. For the output level, to produce
a higher level in a firm, increasing the factor input is inevitable. Therefore, the expected sign of output level elasticity of labor
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demand is positive. For two dummy variables, as they model the major events which brought the negative impacts on the trading
industry, the expected sign of them is negative. In the individua perspective, all estimated coefficients in the estimated model (10)
have the correct signs as expected.

For the overall significance, the F ratio is large enough to reject the null hypothesis and thus provides significant evidence that the
factorsin the estimated model (10) are useful to explain the labor demand. At the same time, the high adjusted R’ indicates the model
which has the high goodness of fit to the historical data. In regard to the individual significance, based on the t ratio for each
parameter to perform the conventional hypothesis test, except for the output level (Y) and the dummy variable (D,,), other
parameters are highly significant as having the high t ratios. However, the output level (Y) will not be dropped from the econometric
model (5) due to the theory support and to avoid the omit variable bias during OL S estimation and the dummy variable (D5 ;) will not
be dropped as it just barely insignificant.

To get more insight into the relationship, especially the quantitative relationship, between the labor demand and factors, the
coefficient value can be examined. Based on the estimated model (10), it seems that the coefficient of the wage rate (w) whose
absolute value is the highest when compared with the unit cost of capital (r) and output level (Y) has the major effect on labor demand
in Hong Kong' s trading industry. To be quantitative, the coefficient means when the wage rate (w,) isincreased by 1%, the estimated
labor demand (L) is decreased by about 0.69% on average, holding other factors constant. In Hong Kong's trading industry, the
estimated model suggests that, based on the historical data, the wage rate is much controlling the labor demand, followed by the unit
cost of capital. Meanwhile, the labor can be a substitute for capital in some extent as the estimated labor demand is increased by about
0.29% on average when the unit cost of capital isincreased by 1%, holding other factors constant. For the output level (), in view of
its low t ratio and coefficient value, it seems that its effect on labor demand is economically and statistically insignificant. For the
major events, two events are statistically significant to bring the negative impact on labor demand as having the negative value in
coefficients and significant t ratios. Worst still, the outbreak of global financia tsunami in 2008 brought the largest negative impact
on the trading industry. Based on the estimated model’s result, the aftermath decreased the estimated labor demand by about
0.1074* 100%=10.74%, holding other factors constant. The result is incredible but reasonable as the global financial tsunami in 2008
directly affected the individual firm to decrease their output level due to the significant drop in demand and the economic recession.
When the output level is lower, the labor force needed is dramatically decreased at the same time. This quantitative result provides
significant evidence that Hong Kong Monthly Digest of Statistics had mentioned in the May 2011 issue, which discussed in Section 4.

6. Conclusion

Figure2
Predicted Value of Labor Demand in Hong Kong's Trading I ndustry
1981-2011
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In regard to the prediction performance, from Figure 2, the estimated model (10) can capture the similar pattern as the actual growth
in labor demand from 1981 to 2009. More importantly, by proposing the dummy variables to model the major events appeared in
2001, 2002 and 2008, the prediction performance is significant and the estimated model almost captures the same pattern during these
periods. It is evident that the dummy variables are useful to improve prediction. The graphical result in Figure 2 has validated the
high goodness of fit shown in the high adjusted R’, which discussed in Section 5. However, when using the estimated model to
predict the labor demand in 2010, it seems that the prediction performance is not quite significant than before as the predicted value
cannot capture the same growth as the actual value. The reason behind this poor prediction performance is probably because of the
aftermath of the globa financial tsunami in 2008. The trading industry in Hong Kong was still recovering from the economic
recession and thus the actual growth in labor demand in 2010 is close to zero. Going further to 2011, the estimated model seems to
capture the same increasing growth rate as the actual value because the economic situation becomes stable and the industry has
aready recovered from the recession. This implicates the sudden event and its aftermath will adversely affect the prediction accuracy
and increase the modeling difficulty. Unfortunately, this is inevitable in the real world and difficult to control and avoid unless
assuming the sudden event that has the similar effect on the previous events in 2001, 2002 and 2008 and making use of the dummy
variablesin the estimated model (10) to improve prediction.
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To conclude, the estimated model (10) can provide more insight into the relationship, especialy the quantitative relationship, between
labor demand, severd factors and major events in Hong Kong's trading industry. This enhanced understanding will be conducive to
the labor economy and different parties, such as the government, politicians, economists and firmsin Hong Kong.

Last but not least, for any interested researchers, further improvement can be made in (5) discussed in Section 3. In fact, several
assumptions have been made to formulate the econometric model (5). For the simplicity and modeling purpose, (i) the whole industry
is assumed to be an individual firm in Hong Kong; (ii) the factor inputs and output are assumed to homogenous; (iii) two input factors
are assumed to produce the output in the trading industry; (iv) Cobb-Douglas production function is used to describe the production
process in the trading industry; and (v) the conditional demand function is used instead of the unconditional demand function due to
the availability of data. To make further improvement, several points can be considered: (a) Constant Elasticity of Substitution (CES)
production function can be used to formulate the conditional labor demand function in Section 2; (b) multi-input factors can be
considered to produce the output; and (c) from Engle and Granger (1987), the Error Correction Model (ECM) may be applied to
represent the short-term and long-term relationship if al (1) time series data are cointegrated. Moreover, the in-depth anaysis in
labor demand in long run has been done by Hamermesh (1986), in which several modeling methods have been applied and discussed.
It also has provided comprehensive investigation in labor demand in different industries.
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