INTERACTIONS BETWEEN ECONOMIC GROWTH AND RISING LIVING STANDARD 

Gogoski Risto, Ph.D.

Karadjova Vera, Ph.D.

Abstract
This paper examines relation between positive economic growth and rising living standard. We use the macroeconomic theory analyzing state of growth and living standards in less developed economies (LDE), especially on the example of the R of Macedonia. Attention is directed towards utilizing the potential GDP in order to maintain and improve living standards.

Why have living standards increased in some countries, but not in others? This is the question about theory of economic growth - the long run increase in an economy’s output of gods and services.

What can do the governments to speed the rise in living standards? What strategies can use less developed nations to increase their economic growth? What kind of political and social obstacles impede growth and in turn delay, and even stop progress in development? Is the foreign investment and aid the solution for these countries? Also, all these questions is concerning for authority in the Macedonian economy. Especially, because in R of Macedonia there are monetary stability and stabile exchange rate over two decades, paper analyse the impact of financial sector on rising growth and rising living standards.
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INTRODUCTION

In the industrialized nations, living standards have increased rapidly in last century. Over the second half of 20-th century, several nations have joined industrialized nations, transforming themselves from relatively poor countries to among the richest in the world. At the same time, living standards in many of the less developed countries (LDC) have remained close to survival level. So do the countries in Western Balkan region and Republic of Macedonia - as transitional economies.

Why have living standards increased in some countries, but not in others? And what the governments can do to speed the rise in living standards? This is the question about theory of economic growth - the long run increase in an economy’s output of gods and services. 

In general, economic growth refers to a rise of living standards. But, why do we mind by living standards? Haw we can measure living standards? In a viewpoint of recent economic crisis, is growth realistic prospect for the poorest countries, for the countries of the Western Balkan region? What determines economic grow? Who are the determinants of real GDP and GDP per capita? What about other indicators of societal welfare? What about non economic indicators of welfare? 

What strategies can a Western Balkans nations use to increase its economic growth? Which political and social obstacles to growth they meet? Is the foreign investment and aid the solution for these countries? 

1. ECONOMIC GROWTH, DETERMINANTS OF GROWTH, PRODUCTIVITY

Economic growth cumulates over time. An annual growth rate of 2 percent means that real GDP per person is about 2.6 times higher than half a century ago. To put it another way, each generation is roughly twice as rich as the previous generation. Although there are periods of high and low (sometimes even negative) growth in GDP per person, these fluctuations are overwhelmed by the overall positive growth in every economy. With this growth come many benefits: higher consumption, more varieties of goods, higher quality goods, better medical care, and more enjoyable leisure time, and so on. This is why the study of interactions between economic growth and living standards matters.  

Why are some countries rich and other countries poor? Along the way, we ask two other closely related questions. We want to know if the differences in income that we see in the today world are likely to persist over time. The experiences of the developed country, emerging economy, less developed economy, suggest that this question may not have a simple answer: China has been tending to catch up with the United States, but some African countries have been falling further behind. How will poorer countries catch up to richer countries? Why do countries grow? [Russell Cooper & Andrew John, 2011]
Our happiness is surely influenced by our material well-being, our ability to live in comfort; enjoy good food; have access to books, music, computers, and so forth. In addition, it depends on our having the leisure time to enjoy these comforts; socialize with our friends; and go to movies, plays, and restaurants. However, our happiness depends on many other factors that are beyond the purview of economics and the influence of economic policymakers. Our happiness depends on our friends, families, health, and much more. Economics cannot help us very much with such matters. Butt, still a base is the real GDP and householder’s income.
Real GDP is certainly a useful indicator of how well an economy is performing. GDP measures material well-being rather than overall welfare. The economic activity that goes into the production of GDP also often has negative consequences for economic welfare that go unmeasured. One exact example is pollution. 
There are some additional indicators of social welfare. 

The unemployment rate is one of the most frequently cited statistics about the macro economy. It signals the difficulty households face in finding employment. GDP data are reported on a quarterly basis only, but unemployment statistics are reported monthly and so contain more up-to-date information than GDP
Average real GDP figures tell us nothing about how GDP is shared in an economy. They tell us how big the pie is but not who has the largest and smallest slices. Economists therefore also look at other measures that tell us about the economic environment as it is experienced by workers and households. Wages in an economy provide a sense of how workers are doing. We instead look at the real wage in the economy. As with real GDP, real here refers to the fact that we are correcting for inflation. 

Savings and investment in a country are linked, but they are not the same thing. The savings rate tells us how much an economy is setting aside for the future. But when studying the accumulation of capital in an economy, we look at the investment rate rather than the savings rate. Total investment as a fraction of GDP is called the investment rate:
investment rate=investment GDP

investment = national savings + borrowing from other countries or investment = national savings − lending to other countries

Why are we so interested in the accumulation of capital? One reason is the poverty. We are not going to solve the problem of mass poverty overnight, so we would like to know whether this gap between the rich and the poor is a permanent feature of the world. It might be that economies will diverge, meaning that the disparities in living standards will get worse and worse, or it might be that they will converge, with poorer countries catching up to richer countries.

When we are comparing living standards across countries, it is better to adjust for differences in the size of the workforce to obtain output per worker. This is a measure of the overall productivity of an economy—that is, the effectiveness of an economy for producing output. The growth rate of output per worker equals the growth rate of output minus the growth rate of the workforce:
balanced-growth output-per-worker growth rate=human capital growth rate +a × 

technology growth rate.

This equation tells us that, in the end, the secret to economic growth is the development of knowledge and skills. Invention, innovation, education, training, and improvements in social infrastructure are the drivers of economic growth in the very long run.
Countries differ widely with respect to the level of labor income inequality among individuals of working age. Labor income inequality is shaped by differences in wage rates, hours worked and inactivity rates. Individual labor income inequality is the main driver of household market income inequality, with family formation as well as self-employment and capital income dispersion playing a smaller role [Peter Hoeller, et al. 2012].

What is the relationship between Inequality, growth and well-being? 

Inequality and growth

The well-known Kuznets hypothesis posits an inverted-U relationship between inequality and per-capita income. Inequality widens during the early phase of economic development, then stabilizes and eventually declines at a high stage of economic development. The main explanation proposed by Kuznets concerns the secular shift from the agricultural to the industrial sector, the latter being characterized by higher average income and higher inequality than the former.

From a theoretical standpoint the effect of inequality on growth is ambiguous as different negative and positive causation: 

· Inequality can affect growth positively through [Aghion et al., 1999] 1) a higher saving rate of  rich people: as the investment rate is positively related to the saving rate, more unequal countries  will experience faster growth; 2) sunk costs and investment indivisibilities: wealth concentration favors the creation of new activities;  3) work incentives: they are stronger in more unequal  societies. 

· The mechanisms giving rise to a negative relationship between inequality and growth are [Perotti, 1996]: 1) endogenous fiscal policy: more unequal countries redistribute more, which creates  distortions and lowers growth; 2) socio-political instability: large inequalities foster political and social instability as more people engage in activities, such as crime and violent protests, which deter investment; 3) credit market imperfections: because of such imperfections, inequality results in an under-investment in human capital.

Inequality and welfare
The relationship between inequality and welfare or well-being has been the subject of intense scrutiny since at least the contribution of [Pigou and Dalton, 1920]. Pigou underlined two channels through which inequality might affect welfare: distributive efficiency and relative versus absolute income. The distributive efficiency argument arises because of the law of diminishing marginal utility: the effect of an additional unit of income or wealth on utility is higher at the bottom than at the top of the income distribution. This argument has been extensively explored over the years in the welfare-based inequality evaluation literature with the specification of different social welfare functions, which under certain conditions, are positively related to per-capita income and negatively related to inequality. Beyond a certain level of income necessary to satisfy basic needs, individuals‘relative income besides its absolute level may affect well-being.

The drivers of inequality
According to the 2009 Stiglitz-Sen-Fitoussi Report, household disposable income adjusted for publicly-provided in-kind services should be the focal point when assessing inequality as it is the most comprehensive income concept. Inequality in adjusted household disposable income is shaped by various factors – originating from the labor market, tax and transfer systems, etc. – which differ across countries and need to be disentangled. Thus, before moving to adjusted household disposable income, the analysis assesses cross-country differences in the distribution of five main income concepts following the approach of OECD (2011a):

· Individual labor earnings (ILEs). The dispersion of individual labor earnings (wages and income from self-employment) for the working-age population reflects both the  wage dispersion for working full-time employees  and the labor income dispersion of  other groups forming the working-age population (part-time workers  and the  self-employed)  while the  unemployed and people not looking actively for a job have no earnings.

· Household labor earnings (HLEs).  Working-age families may differ in size and composition, affecting the sharing of labor income in households. 

· Household market income (HMI). Capital income complements household labor earnings, though in varying proportions across countries and also across households within the same country.  As the focus of the first three income concepts is on market income, the population covered is the working-age population. 

· Household disposable income (HDI). Household disposable income covers all households and income sources, after taxes and cash transfers.

· Adjusted household disposable income (HADI). This concept is the most comprehensive as it also takes into account in-kind transfers, such as education and health care spending.

2. THE ROLE OF MACROECONOMIC FACTORS AND STRUCTURAL POLICIES IN SHAPING THE DISTRIBUTION OF LABOR INCOME
Technological change and globalization play at least some role in driving inequality patterns, but structural policy can also have an important influence on inequality outcomes, in particular through education and labor market policies. Drawing on empirical analysis of the links between structural policies and the distribution of labor income, in the paper we look at potential policy trade-offs and complementarities with respect to the two policy objectives of lowering income inequality and raising economic growth. It concludes that many policies yield a double dividend in the sense that they contribute to achieving both goals simultaneously. Many countries have seen inequality rising over the past decade.  Much of this rise has reflected a widening dispersion of labor income. It seems that the benefits of economic growth have not been shared equally across all parts of the population. These developments have led to a renewed interest among researchers and policy makers in understanding the causes of labor income inequality. As the rise in inequality happened alongside rapid technological progress as well as rapidly rising trade and financial integration, much of the debate has focused on the role of technological change and globalization in shaping the distribution of income.

Both labor earnings inequality (inequality among those who earn an income from employment) and labor income inequality (inequality among all people in the working-age population, whether they work or not) differ widely across the world countries, reflecting cross-country differences in wage rates, hours worked and inactivity rates. Structural policies can also mitigate particular aspects of income inequality, such as inequality between men and women. Policies to reduce these differences (e.g. improvements in the access to childcare) could thus lead to more equal labor market outcomes among men and women. A large part of the gender earnings gap remains unexplained after accounting for other factors, indicating that policies that reduce gender discrimination may also help.

3. EFFECTS OF STRUCTURAL REFORMS IN LABOR MARKETS

The main findings from the literature are the following:

1) In the long run, product market and – to a lesser extent – labor market reforms have positive effects on GDP and consumption, and also reduce unemployment.

2)However, it takes time for reforms to pay off in terms of aggregate consumption and employment, typically at least a couple of years, consistent with findings of previous studies in this area. The gains from product market reforms are reaped more slowly than those from labor market reforms, although they are also typically larger for plausible changes in policy settings.

3) Some reforms can entail transitional costs. All reforms are found to stimulate GDP already in the short run, but some of them temporarily – typically for one to two years in the simulations – increase unemployment. In particular, job protection reform initially increases lay-offs more than it creates jobs, and product market reform can also temporarily lead to net job destruction as incumbents downsize and the reallocation of laid-off workers takes time. One way to minimize or even alleviate the transitional costs or the negative real wage effects of certain reforms is to implement a broad package of labor and product market reforms. 

4) Structural reform are not found to have noticeable deflationary effects, suggesting that the inability of monetary policy to deliver large interest rate cuts in their aftermath – either because of the zero bound on policy rates or because the country belongs to a large monetary union – may not be an obstacle to reform implementation. Alternative simple, empirically relevant monetary policy rules do not appear to make much of a difference in mitigating the transitional costs from labor market reforms. This is because dynamic adjustment to reform is primarily driven by firms and consumers’ expectations of the long-run effects of reforms, which do not depend on the conduct of monetary policy. Even so, a central bank that responds aggressively to inflation is found to slightly reduce the transitional welfare losses incurred in the aftermath of labor and, especially product market reforms. Welfare losses are also marginally smaller if the reforming country has a floating exchange rate than if it belongs to a monetary union. 

Table 1. Simulated steady-state effects of various structural reforms

(Under the benchmark monetary policy rule) (p.11)

	
	Consumption

(in %)
	Unemployment (in

percentage points)
	Output

(in %)
	Real wage

(in %)



	Decline in barriers to entry
	6,9
	-0,8
	7,1
	6,2

	Relaxation of job protection
	0,3
	-0,5
	1
	-0,3

	Reduction in unemployment benefit 

replacement rate
	2,5
	-4,0
	2,9
	-1,1

	Strengthening of activation policy
	1,9
	-3,7
	3,4
	-0,5

	Reform package combining a 

decline in entry barriers, a 

reduction in the unemployment 

benefit replacement rate and a 

relaxation job protection
	9,5
	-5,2
	10,7
	4,6

	Decline in barriers to entry (in 

“flexible” labor markets)
	6,4
	-0,2
	6,6
	6,4

	Relaxation of job protection (in 

“flexible” product markets)
	0,2
	-0,5
	1
	-0,3

	Reduction in unemployment benefit 

replacement rate (in “flexible” 

product markets)
	2,1
	-3,4
	2,4
	-1


Source: Cacciatore, M., R. Duval and G. Fiori (2012), “Short-Term Gain or Pain? A DSGE Model-Based Analysis of the Short-Term Effects of Structural Reforms in Labor and Product Markets”, OECD Economics Department Working Papers, No. 948, OECD Publishing., page 11. 

Monetary policy, conducted by means of simple, empirically relevant monetary policy rules, does not appear to play a major role for the dynamic adjustment to labor market reforms. This is essentially because transitional dynamics is largely driven by firms and consumers’ expectations of the long-run effects of reforms, which do not depend on the conduct of monetary policy. Differences across monetary policy rules are especially small for labor market reforms. Compared with the benchmark rule, a rule that assigns greater weight to inflation achieves slightly quicker stabilization of price mark-ups (for job protection, unemployment benefit and activation reforms) at the cost of marginally more persistent unemployment (in the case of job protection reform). Differences across rules are somewhat larger in the case of product market reforms, because these are found to have larger effects on marginal costs, price mark-ups and domestic producer prices. 

Finally, the short-run gains for labor market reforms are found to be only marginally smaller if the reforming country belongs to a large monetary union than if it has a flexible exchange rate regime. Labor market reforms slightly reduce marginal costs and domestic producer prices. As a result, the real interest rate tends to be somewhat higher than in a flexible monetary policy regime if, as in a large monetary union, the central bank cannot respond. Aggregate demand and the short-run gains in employment and GDP are then slightly smaller, and it also takes a bit more time for the full benefits of labor market reforms to materialize. For product marker, by contrast, because a decline in barriers to firm entry raises domestic producer costs and prices in the model, a fixed exchange rate regime implies a lower real interest rate in the short run. This results in large immediate gains in GDP and employment. 

4. MEASURMENT OF ECONOMIC PERFORMANCE AND SOCIAL PROGRESS - LIVING STANDARS AND QUALITY OF LIFE

The Report by the Commission on the Measurement of Economic Performance and Social Progress distinguishes between an assessment of current well-being and an assessment of sustainability, whether this can last over time. Current well-being has to do with both economic resources, such as income, and with non-economic aspects of peoples’ life (what they do and what they can do, how they feel, and the natural environment they live in). Whether these levels of well-being can be sustained over time depends on whether stocks of capital that matter for our lives (natural, physical, human, social) are passed on to future generations [Stiglitz, J., A. Sen and J.P. Fitoussi].

From production to well-being. Another key message, and unifying theme of the report, is that the time is ripe for our measurement system to shift emphasis from measuring economic production to measuring people’s well-being. And measures of well-being should be put in a context of sustainability. Despite deficiencies in our measures of production, we know much more about them than about well-being. 

Emphasizing well-being is important because there appears to be an increasing gap between the information contained in aggregate GDP data and what counts for common people’s well-being. This means working towards the development of a statistical system that complements measures of market activity by measures centered on people’s well-being and by measures that capture sustainability. Such a system must, of necessity, be plural because no single measure can summarize something as complex as the well-being of the members of society, our system of measurement must encompass a range of different measures.

Recommendation 1: When evaluating material well-being, look at income and consumption rather than production. GDP mainly measures market production – expressed in money units – and as such it is useful. However, it has often been treated as if it were a measure of economic well-being. Material living standards are more closely associated with measures of net national income, real household income and consumption – production can expand while income decreases or vice versa when account is taken of depreciation, income flows into and out of a country, and differences between the prices of output and the prices of consumer products. 

Recommendation 2: Emphasize the household perspective. While it is informative to track the performance of economies as a whole, trends in citizens’ material living standards are better followed through measures of household income and consumption. 

Recommendation 3: Consider income and consumption jointly with wealth. Income and consumption are crucial for assessing living standards, but in the end they can only be gauged in conjunction with information on wealth. A household that spends its wealth on consumption goods increases its current well-being but at the expense of its future well-being. The consequences of such behavior would be captured in a household’s balance sheet, and the same holds for other sectors of the economy, and for the economy as a whole. 

Recommendation 4: Give more prominence to the distribution of income, consumption and wealth. Average income, consumption and wealth are meaningful statistics, but they do not tell the whole story about living standards. For example, a rise in average income could be unequally shared across groups, leaving some households relatively worse-off than others. Thus, average measures of income, consumption and wealth should be accompanied by indicators that reflect their distribution. 

Recommendation 5: Broaden income measures to non-market activities. There have been major changes in how households and society function. For example, many of the services people received from other family members in the past are now purchased on the market. This shift translates into a rise in income as measured in the national accounts and may give a false impression of a change in living standards, while it merely reflects a shift from non-market to market provision of services. Many services that households produce for themselves are not recognized in official income and production measures, yet they constitute an important aspect of economic activity. Once one starts focusing on non-market activities, the question of leisure arises. Consuming the same bundle of goods and services but working for 1300 hours a year instead of 1800 hours a year implies an increase in one’s standard of living. Although valuation of leisure is fraught with difficulties, comparisons of living standards over time or across countries needs to take into account the amount of leisure that people enjoy. 

5. LABOR MARKET AND WAGES IN REPUBLIC OF MACEDONIA 

Changes in the pace of economic growth had transmission effects on the movements in the labor market. On average for the whole year, the main parameters showed improving conditions in the labor market. The reduction of the rate of unemployment in 2011 corresponds to the structure of GDP growth. Namely, according to the International Labor Organization, the faster growth of investments in the economy relative to the overall economic growth is usually an indicator of growth that leads to a reduction in unemployment in the economy. Given that in most of 2010 and 2011, the revival of the overall investment activity was more intense than the total annual economic growth, it may be concluded that this structure has contributed to reducing unemployment [National Bank of Republic of Macedonia (NBRM), Annual Report 2001, Skopje, April 2012].

The analysis of the labor market through demand and supply of labor shows annual growth in both categories. Thus, the number of employees as an indicator of demand had similar growth rates as in the previous year and increased by 1.1% annually. Employment growth in 2011 was accompanied by an increase in the aggregate supply of labor. The active population registered an annual growth of 0.2%. However the total working age population recorded stronger growth, suggesting that unemployed persons were less interested in seeking work. In terms of age groups, the results from the Labor Force Survey showed continuing downward trend in unemployment in the age group of 25-49 years of age, while among those aged 15-24 and 50-64 the rate of unemployment is higher relative to the previous year. Regional comparison generally showed further worsening of the problem of unemployment in most countries. The exception is Macedonia, where in 2011, there was a reduction in unemployment and Montenegro and Romania, where unemployment stagnated. During 2011, in Macedonia a reduced share of temporary employees in the total number of employees was registered.  

Growth in the average net wage continued throughout 2011, however at a slower pace. Moderate growth in nominal net wages was observed in almost all countries of the region [NBRM, Annual Report, Skopje, April 2012, table no. 6, p. 51].
In conditions of faster growth in gross domestic product, than the growth in employment, in 2011 labor productivity had increased by 2%. Productivity growth in 2011, which comes as a continuation of the minimal growth in 2010, was not sufficient to offset the loss in the overall level of productivity in the economy that occurred during the recession year 2009. Consequently, in the fourth quarter of 2011, productivity was lower by 2% compared to the pre-crisis level (i.e. the average level in 2008).  As for the unit labor costs, after the moderate growth in the previous year, in 2011 their minimal downward adjustment was registered. A unit labor costs declined by 0.8%, conditioned by the faster growth of productivity relative to the growth of gross wages. 

CONCLUSION
In the time of recession or crisis we know that real GDP decreased, and due to of the circular flow in the economy, we know that income decreased as well. That mind that decrease the welfare - that is happiness of the individuals who live and work in the economy. 

There are economic but also non economic indicators of welfare. "Non economic Indicators of Welfare" like: GDP per person, infant mortality rate, adult literacy rate, secondary school enrolment ratio, shows some examples of indicators. 

The macro economy is very complicated. Overall economic performance depends on billions of decisions made daily by millions of people. Economists have developed techniques to keep us from being overwhelmed by the sheer scale of the economy and the masses of data that are available to us. The aggregate production function combines an economy’s physical capital stock, labor hours, human capital, and technology to produce output (real GDP). Increases in capital, human capital, and technology all lead to increases in output. In general, economies grow because of increases in capital, technology, human capital, and the workforce. 

A wide body of economic theory points to long-term gains from structural reforms in labor and product markets. However, the typical analysis provides some insights into the long-term impact of a change in policy settings from a static comparative perspective. Much less explored has been the dynamics of the economy towards its new (post-reform) steady state, leaving largely unanswered the question of whether labor and product reforms may imply trading long-term gains for short-term pain. Yet this issue bears major implications for the political feasibility of reforms, as the transitional losses they may entail have often been put forward as an obstacle to their implementation, over and above political economy factors related e.g. to the uneven distribution of their effects across households and firms. The short-term impact of reforms also matters for their desirability in a context where macroeconomic policies could not be used to “crowd in” their effects, in which case reforms may create economic slack. 

A central bank that responds more aggressively to inflation dampens somewhat the decline in price mark-ups at the cost of higher and more persistent unemployment, with a small estimated consumer utility gain overall vis-à-vis the benchmark rule. Indeed fluctuations in price mark-ups and unemployment (relative to their natural levels) both entail consumer utility losses in the model - the former via inefficient resource allocation across firms, but welfare calculations suggest that  putting greater weight on inflation rather than on the output gap enables the central bank to achieve a slightly smaller loss overall. 

Quality of life is a broader concept than economic production and living standards. It includes the full range of factors that influences what we value in living, reaching beyond its material side. 
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Summary

In the industrialized nations, living standards have increased rapidly in last century. At the same time, living standards in many of the less developed countries (LDC) have remained close to survival level. So do the countries in Western Balkan region and Republic of Macedonia - as transitional economies.

Economic growth cumulates over time. Each generation is roughly twice as rich as the previous generation. With this growth come many benefits: higher consumption, more varieties of goods, higher quality goods, better medical care, and more enjoyable leisure time, and so on. This is why the study of economic growth matters. 

We look at real GDP per person, which measures how much GDP would be available if we shared it equally across the entire population. If two countries have substantially different levels of real GDP per person, we can fairly reliably infer that the richer country, by this measure, is also the country with higher living standards. However, when we compare countries with similar levels of real GDP per person, it is rash to assume that a richer country necessarily enjoys a higher standard of living. This is because there are several ways in which real GDP per person is flawed as an indicator of economic welfare. 

Our happiness is surely influenced by our material well-being, our ability to live in comfort; enjoy good food; have access to books, music, computers, and so forth. In addition, it depends on our having the leisure time to enjoy these comforts; socialize with our friends; and go to movies, plays, and restaurants.
Our task in this paper was to explain the vast differences in living standards that we observe in the world. We now know that this variation is due to differences in physical capital, human capital, and technology.

Technological change and globalization play at least some role in driving inequality patterns, but structural policy can also have an important influence on inequality outcomes, in particular through education and labor market policies.
A wide body of economic theory points to long-term gains from structural reforms in labor and product markets. The typical analysis provides some insights into the long-term impact of a change in policy settings from a static comparative perspective. In the long run, product market and, to a lesser extent – labor market reforms have positive effects on GDP and consumption, and also reduce unemployment.

Quality of life is a broader concept than economic production and living standards. It includes the full range of factors that influences what we value in living, reaching beyond its material side. 

In the case of R of Macedonia, the reduction of the rate of unemployment in 2011 corresponds to the structure of GDP growth. Namely, according to the International Labor Organization, the faster growth of investments in the economy relative to the overall economic growth is usually an indicator of growth that leads to a reduction in unemployment in the economy.
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