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Abstract

The expansion of the higher education sector and the structural changes in the Hong Kong economy in
the late 1980s raise the issue of the incidence of overeducation in the Hong Kong labor marlket. Using
the 1991 Hong Kong Census, and the 1986 and 1996 Hong Kong By-census data, the present study finds
that the incidence of overeducation in Hong Kong is only a temporary phenomenon. The rate of return
to education increases, while the premium to overeducation decreases, between 1986 and 1996. It also
finds that there is a trade-off relation between education and experience.
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1. Introduction

The labor market in Hong Kong has undergone remarkable changes since the 1980s. Clearly,
the change in sovereignty by July 1, 1997 induced massive emigration of Hong Kong skilled laborers
and professionals. Discussions of the labor market, particularly the issues dealing with brain drain and
shortage of labor, are found in Chau (1993) and Lam and Liu (1991). At the same time, the open door
policy of China provides great opportunities for Hong Kong entrepreneurs to take advantage of cheap
labor in China. The economy of Hong Kong has been experiencing structural changes in which the
manufacturing industry and other labor intensive industries have been phasing out, while the finance and
services sectors have been booming.” In coping with these drastic changes in the Hong Kong labor
market, the British Ruled Hong Kong Government expanded the higher education sector along with
retraining programs in the late 1980s.

The labor shortage and the structural changes in the Hong Kong economy in the 1980s have
raised the issue of skill mismatch in the labor market. In particular, workers were found to take up jobs
in which they were underqualified or unable to meet the required educational level (undereducation).
While the retraining programs provide only temporary relief in filling particular skill levels, especially
the low skill levels, the expansion of the higher education sector is expected to reduce the pressure of
skill mismatch in the labor market at high skill levels. In 1989, only about 9% of the relevant age group
attended tertiary education; by 1994, this percentage had doubled. Since the expansion of the higher
education sector in 1989, the share of recurrent expenditures on higher education in total expenditures in
the education sector has not been less than 20%. While this percentage increased to 28.24% in the 1994-
95 fiscal year, it was only about 3.3% of GDP. In early 1990s, a report that predicted on over-supply in
postgraduates by the mid-1990s was released by the government. According to the report, Manpower
2001 Revisited (1994), the over-supply of postgraduates as a percentage of postgraduate requirements
was 25.7% in 1996, albeit there was a shortage of 6.7% in first degree holders. Based on the projected
manpower balance of 2001, the shortfall of first degree holders would fall to 1.3%, while the excess
supply of postgraduates would increase to 87.6% as compared to the benchmark of requirements.

Accordingly, it is expected that the phenomenon of overeducation and undereducation could co-exist in



the labor market of Hong Kong until 2001. Given the fact that the final outcome of the higher education
expansion would come into effect toward a later stage of the expansion period, the phenomenon of
overeducation and undereducation should be more noticeable in the mid-1990s.

Analyses of the labor market phenomenon of workers with overeducation and undereducation
provide fruitful insights into the behavior of the labor market. In the early work by Rumberger (1987),
Tsang (1987), Tsang and Levin (1985), and Tsang, Rumberger and Levin (1991), the effects on the
productivity and job satisfaction of workers due to overeducation or undereducation are addressed. The
main finding supports the notion that workers with overeducation tend to have less job satisfaction,
resulting in lower productivity and higher turnover.

Although the occupational mobility theory (Rosen 1972, Sicherman and Galor 1990) suggests
that overeducation might be a temporary mismatch because overeducated workers prepare to move to
higher-level jobs or be promoted, the job-competition model proposed by Thurow (1975) and the job-
screening model discussed by Spence (1973) argue that overeducation can be a persistent phenomenon.
If it is a persistent phenomenon, the effects of overeducation are not confined to low productivity of
workers and may also cause a misallocation of resources in the labor market. Studies of overeducation
and undereducation for the Netherlands, Portugal, Spain, UK., and U.S.A. labor markets find
persistently that the rate of return to overeducation is lower than that to adequate education, while
undereducation exerts a negative effect on the rate of return to education.” Lower rates of return to
education for overeducated or undereducated workers suggest that human resources are underutilized.
Another implication of the job-competition model and Sicherman's (1991) work is the existence of a
trade-off between overeducation/undereducation and other forms of human capital investment, such as
experience. If workers are able to substitute experience for schooling, allocation of human resources in
the labor market may yet be optimal.

While extensive studies of overeducation and undereducation in the labor market have been
conducted for the U.S. and several European countries, this has not been the case for Hong Kong. The
1991 Hong Kong Census and the 1986 and 1996 Hong Kong By-census allow us to examine the

dynamic change of the labor market behavior of overeducated and undereducated workers in Hong
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Kong since the late 1980s. The purposes of the present study are three-fold. First, the incidence of

overeducation and undereducation in the Hong Kong labor market for 1986, 1991 and 1996 is
examined. Second, the effects of overeducation and undereducation on earnings and how these effects
change over time are addressed. Finally, a discussion of whether or not overeducation and
undereducation are a temporary phenomena is provided.

2. Methodology

There are two main methods for classifying individuals as overeducated or undereducated. One
is the "objective" method while the other is the "subjective" method. Surveys such as the 1976 and 1985
waves of the Panel Study of Income Dynamics (PSID) and the 1985 Spanish Household Survey provide
workers' self-evaluation of the required education or skill for adequate job performance. An individual's
actual education level is compared with the self-evaluated educational requirement to determine whether
he/she is overeducated or undereducated.

For surveys that do not contain self-reported data on educational requirement for jobs, the
objective method may be used. Such a methodology is found in Verdugo and Verdugo (1989), and
several other studies. The criterion for the classification of overeducation and undereducation is based
on the educational attaintment of individuals within occupations disaggregated at 2-digit or 3-digit
levels. In the Verdugo and Verdugo scheme, if an individual's educational attaintment falls within plus
or minus one standard deviation of the mean value for the occupation, he/she is considered to be
adequately educated. Those whose educational attaintment is higher than one standard deviation above
the mean for the specific occupation are said to be overeducated. Conversely, undereducated individuals
are those whose educational attaintment is lower than one standard deviation of the mean for the
specific occupation. Using the 1991 Hong Kong Census and the 1986 and 1996 By-census data, only the
objective method may be employed to study the incidence of overeducation and undereducation in the
Hong Kong labor market.”

To investigate the effects of overeducation and undereducation on earnings, a standard Mincer-
type wage equation is used. Following Sicherman (1991) and Verdugo and Verdugo (1989), two basic

models are used in the present study.
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InINCyy= X406 +y,EDUCy +y ,OEDUC; +y ;UEDUC: + €1 » (2)
where InINC;, is the natural logarithm of labor income of individual i at time t and X is a row vector of
independent variables which includes experience, experience squared, marital status, and industry
dummy variables. ADED is the number of years of adequate education for a given job defined according
to the objective method discussed above. EDUC is the actual number of years of education of the
individual. OVERED is the number of years of overeducation; that is, OVERED=EDUC-ADED, for
EDUC>ADED. Similarly, UNDERED=ADED-EDUC, for EDUC<ADED, indicating the number of
years of undereducation. According to the literature, the value of the coefficient for ADED (o) and
OVERED (q2) should be positive with the latter having a value lower than the former while o3 is
expected to be negative. These expected results are derived from the argument that wages are not only
determined by educational attainment but also job placement of workers (Spence 1973, Thurow 1975).
The positive value of oo whose value is lower than ¢ indicate that "surplus" human capital
(overeducation) is under-utilized and costly to firms (Duncan and Hoffiman 1981, Hartog and
Oosterbeek 1988, Rumberger 1987, Tsang 1987).

In the second model, dummy variables are used for overeducation and undereducation, and
ADED is replaced by EDUC. OEDUC indicates that an individual is overeducated, and has a value of 1
if OVERED>0, and 0 otherwise. Likewise, being undereducated is represented by having a value of |
for UEDUC, in which case UNDERED>0, and 0 otherwise. With this approach in examining the effect
of overeducation and undereducation, it is found that the return to being overeducated (y,) is negative
while that to being undereducated (y3) is positive.

The reverse signs for the overeducation and undereducation variables for the two models (and
Equations (3) and (4) below) lie in the difference in concepts of education and surplus schooling. ¢2 of

the first model is the return to an additional year of schooling that exceeds the educational requirement,



relative to co-workers who have the required education. For example, there are two managers with one
of them being a university graduate while the other has a Master degree. Adequate education for a
manager is university level. Thus, the manager with a Master degree is overeducated and expected to
earn more. The value of o is positive but lower than ¢. Similarly, the expected negative value of a3
measures the loss of wages due to a year of underschooling relative to co-workers with the same
required schooling. On the other hand, the sign of the coefficient for being overeducated (y2) and being
undereducated (y3) of the second model are expected to be negative and positive, respectively. Unlike
the first model (Equation (1) above and (3) below) which controls for adequate education of a given job,
the second model controls for the actual level of education. For two university graduates, one is a
manager while the other works as clerical worker. It is obvious that the clerical worker is overeducated
because he works in a low-skilled job even he has the same educational level as the manager.
Accordingly, the model postulates that the overeducated clerical worker earns less (a negative sign of
72)-

Following Kiker, Santos and Oliveira (1997), an alternative definition for overeducation and
undereducation (the mode procedure) is employed in the present study. An individual is said to be
adequately educated if his/her educational attainment equals the modal value within each occupation.
Individuals with educational attainments greater than the modal level of education for their specific
occupation are classified as overeducated. Similarly, individuals with education levels lower than the
modal value of the educational attainment of their specific occupation are said to be undereducated. In
the subsequent analyses, I will also employ this "mode" definition.

The substitution/complementary relation betweeﬁ experience and overeducation/undereducation
in affecting earnings can be examined by adding interaction terms for experience (EXP) and education

variables. Thus we have,
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As argued by Groot and Massen van den Brink (1997), estimation of Equations (1) to (4) by
OLS would overestimate the returns to overeducation because of ability bias, while there is downward
bias of the estimate on the return to undereducation and adequate education. The data adopted in the
present study, however, do not contain relevant information to allow for the correction of such bias.
With the presumption that these biases systematically exist in all three years' estimations, the trend of
the return to overeducation, undereducation and adequate education would not be affected. However,
one should interpret the values of the returns with caution.
3. Data

The present study uses Hong Kong 1991 Census and the 1986 and 1996 By-census data sets.
Only employees of age between 15 and 60 are included in the analyses. Individual workers in
agriculture, fishing, mining and quarrying industries, and those without reported monthly earnings from
the main employment, are excluded from the sample. Although there is no information on the number of
years of education an individual attained, years of education is derived from the highest level of
educational attaintment (EDUC), such as Form 5 (equivalent to Grade 11 in the U.S.)),
Diploma/Certificate courses in Technical Institutes/Polytechnics, and etc. As with some other data or
studies, actual experience is not available in these Hong Kong data sets. Potential experience, EXP,
(Age - number of years of education - 6) and its square (EXPSQ) are used in the regression instead.

Likewise, with only small deviation in hours of work by Hong Kong workers over the years,
information on hours worked is not collected in the data sets except in the 1986 By-census.” Thus, the
dependent variable in the Mincer-type wage equation used in the study is the natural logarithm of
monthly earnings from main employment (InINC). Other independent variables include industry dummy
variables (CONSTUR, WHOLES, TRANS, FINANCE, SERVICES, and PUBUTIL) with the reference
group being the manufacturing industry, and the marital status of an individual (MARRIED). The
definition of the variables is presented in Appendix Table A1, while Appendix Table A2 provides the

sample statistics of the variables for males and females, respectively, by year.








































































