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Abstract

The paper reviews the most important labour market trends of the past three years in
Hungary. It relies on aggregate data and research studies. Its goal is to highlight the
most important problems of the Hungarian labour market. It focuses on three major
points. First, looking at trends in employment, unemployment and non-participation,
we discuss what may be the causes of the slowly increasing but still very low level
of employment. We find that the most important problem of the Hungarian labour
market is long-term discouraged unemployment, which has structural causes. We
analyse the regional and sectoral trends in employment. We document the deep
regional divide within Hungary, which further increased in the recent three years.
Second, we look at what might have caused earnings growth outpacing economic
growth in the past few years. We discuss the effects of two significant policy meas-
ures: the increase of the minimum wage in 2001-2002, and the increase of public
sector wages at the end of 2002. Third, focusing on the returns to education, we find
that the Hungarian labour force, on average, is still unskilled rather than overquali-
fied.
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Introduction

This study reviews the most important labour market trends of the past three
years in Hungary. Being a review, it does not contain many new results.
Instead, its goal is to highlight the most important problems of the labour
market. In order to achieve that goal, we rely on publicly available aggregate
data and research studies.

After the introduction, we look at trends in employment, unemployment
and non-participation. We then discuss what may be the causes of the very
low (albeit slowly increasing) level of employment. We find that the most
important problem of the Hungarian labour market is that of long-term hope-
less unemployment (showing up in the data as non-participation), which has
structural causes. In the third Section we analyse the regional and sectoral
trends in employment. We document the deep regional divide within Hun-
gary, which has further increased in the past three years. In the fourth Sec-
tion we look at earnings and discuss the components of earnings growth,
which has outpaced economic growth in the past few years. Sections five
and six discuss the effects of two significant policy measures: the increase in
the minimum wage in 2001-2002, and the increase in public sector wages at
the end of 2002. At the end of the paper we look at the returns to education.
Although, by some measures, the Hungarian workforce is now somewhat
overqualified as a result of expanding higher education, we find no evidence
of falling returns. The available evidence suggests that the Hungarian labour
force, on average, is still unskilled rather than overqualified.



202 Gabor Keézdi, Hedvig Horvath and Péter Hudomiet
Employment, unemployment, and non-participation’'

Hungarian employment lags behind the European Union average: at the end
of 2003, 51 per cent of the Hungarian adult population (aged between 15 and
74) was employed—compared to the 60 per cent EU average (HCSO
2003c). At the same time, the Hungarian employment rate has increased in
the past four years: in 2000 it was below 49 per cent. The increasing em-
ployment rate is primarily due to an increase in employment in absolute
terms: in other words, active job creation. A decreasing population has also
contributed to increasing employment rates, but its contribution is signifi-
cantly smaller.

Figure 1: Quarterly growth of GDP and employment, 2000-2003 (%)
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Source: Employment: HCSO (2003d); GDP growth: HCSO-Stadat (2004).

The modest increase in employment has coincided with a dynamic (although
gradually slowing) economic growth. Between the start of 2000 and the end
of 2003, Gross Domestic Product (GDP) rose by almost 14 per cent (HCSO
data 2004). During the same period the increase in employment was barely
four per cent (see Figure 1).* The fact that employment grew at a signifi-

! Unless otherwise indicated, the source is HCSO (2003d).

2 While GDP growth slowed down—though it remained positive—the path of employment
was truly variable: during 2000 it increased almost three per cent, then it stagnated, fell a
little until 2003, and started rising again in 2003. Seasonal effects are important: employment
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cantly slower pace than GDP implies that economic growth did not benefit a
significant part of society. At the same time, however, it also reveals improv-
ing productivity, an essential element for long-term growth.

By the middle of 2002 the number of unemployed had decreased (at a
slowing pace), from 275 thousand to 230 thousand (the unemployment rate
fell from 6.7 per cent to 5.6 per cent). However, the trend went into reverse
in 2002, and by the beginning of 2003 unemployment had reached the same
level as in 2000. Since then unemployment has returned to its low level of
2001: at the end of 2003, 232 thousand people were unemployed and look-
ing for work in Hungary, which meant a 5.5 per cent rate of unemploy-
ment—compared to the seven per cent EU average (HCSO 2003c).

According to the standard definition, an unemployed person does not cur-
rently have a job but is actively searching for one, and would be able to start
working immediately if the opportunity arose. In Hungary, the number of
registered unemployed is approximately one and a half times the number of
unemployed according to the standard definition. A plausible explanation for
this phenomenon is hopeless unemployment: the possibility that, besides the
unemployed actively searching for work, there are plenty more out of the
labour market who would probably search for jobs if they did not find their
prospects hopeless. These so-called ‘passive’ unemployed may experience
more acute problems than the ‘active’ unemployed. Significant ‘passive’
unemployment implies that unemployment is still strongly structural.

The trend in employment runs counter to the change in non-participation,
i.e. those withdrawn from or driven out of the labour market (pensioners,
students, the hopeless unemployed, etc.) (see Figure 2). Since 2000, both the
absolute number of non-participants and the rate of non-participation have
decreased (though not continuously) by some 150 thousand and one percent-
age point, respectively (from 3.7 million to 3.55 million, and from 47 to 46
per cent). It is still high by comparison with other countries. The most impor-
tant labour market problem Hungary faces today is not the number of unem-
ployed actively searching for a job, but rather the number of people driven
out of the labour market for the long run. People driven out of the labour
market are the hopeless unemployed, early retirees, disability pensioners,
and those who work in the black economy.

is low in the first three months of every year and then increases each quarter. It reaches its top
value in the third or fourth quarter and again falls off at the beginning of the following year.
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Figure 2: Employment and non-participation, 2000-2003 (thousand persons)
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Source: HCSO (2003d).

Employment, unemployment and non-participation naturally differ by skills
level, and these differences have grown in recent years. The data suggest that
‘high-skilled unemployment’, a problem stressed by the Hungarian mass
media, is not a significant problem, and definitely not a problem of growing
importance.’ In contrast, people with a low level of education have experi-
enced an increasing rate of unemployment; the increase being strongest
among the poorest educated (those with an educational achievement lower
than the eight-grade primary school). Besides a slowing economy, a rise in
the minimum wage could have had an effect, although this may be less
important (see our further analysis).

Youth unemployment often arises as a problem in Europe, and Hungary
is no exception. From Figure 3 it is obvious that it is the youngest and the
older cohorts who have experienced the most significant changes since 2000.
While employment among 15-24 year olds has decreased and their unem-
ployment and non-participation has risen, just the opposite is true for 55-74
year olds. Most striking is the increasing employment and falling non-
participation among 55-59 year olds. This is probably a result of the decline
of early retirement and the raising of the official retirement age. No such
phenomenon is observed for the other age groups, which means that increas-

3 The unemployment rate has been around one per cent for (5 year) university graduates and
two per cent for (3—4 year) college graduates. There is no evidence of any upward trend.
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ing employment and decreasing non-participation in Hungary is entirely due
to trends among those aged 55 and over. The adverse tendency among the
young draws attention to the growing difficulty of finding a job at the start
of one’s career, but also, and perhaps more importantly, to labour market
disadvantages among the unskilled—since the recession affects particularly
those aged between 15 and 19 who are not only young but also poorly edu-
cated. Our data show no evidence for worsening labour market prospects
among well-qualified young people.

Figure 3: Changes in employment, unemployment and non-participation by age group,
2000-2003 (percentage points)
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Source: HCSO (2000d, 2001d, 2002d, 2003d), HCSO-Stadat (2004).

Regional and sectoral trends in employment4

In terms of employment rates, the regional divide in Hungary had deepened
by 2003, as is documented by Figure 4. In Central Hungary, Western and
Central Transdanubia, the employment rate exceeds 55 per cent (which is
still somewhat below the EU average). By contrast, Southern Transdanubia
and the regions east of the River Danube are experiencing an employment
rate of 46—47 per cent. Four years ago the two groups of regions were not as
sharply divided. In 2000, there were significant differences within each
group, but with convergence those had all but disappeared by 2003: the

* The sources of data are HCSO (2000a,b,c,d; 2001a,b,c,d; 2002a,b,c,d; 2003a,b,c,d).
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situation in regions with higher employment rates within the group had
worsened, while in regions with lower employment rates within the group it
had improved. Between the two groups of regions, however, no signs of con-
vergence can be detected: at the end of 2003 the average difference was still
nine percentage points, just as at the start of 2000.

Figure 4: Employment rates in the seven regions of Hungary, 2000-2003 (%)
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Source: HCSO (2000d, 2001d, 2002d, 2003d).

Regional trends in non-participation show a mirror image. Unemployment
rates, however, do show small deviations.’

Agricultural employment has decreased continuously: by 2003, only five
per cent of the population made their living from agriculture. In tandem with
this, between 2000 and 2002, first the employment share of manufacturing
increased, to be followed by a similar increase in the service sector in 2003.
The exact data are included in Table 1.

> The national rate of unemployment has fallen in the past four years. The three more devel-
oped regions have been characterized by a slight drop and convergence; by the end of 2003
they had a rate of 4.5 per cent. The situation in the less developed regions is more complex:
unemployment has fallen slightly in Southern Transdanubia and significantly in the Northern
Great Plain, while it has increased steadily from its initial low value in the Southern Great
Plain. By 2003, the unemployment rate had reached 6.5-8 per cent in these three regions.
Northern Hungary tells a unique story: after 2000, the unemployment rate—initially beyond
10 per cent—fell, as in the Northern Great Plain, but at the end of 2002, unlike in the North-
ern Great Plain, it jumped above 10 per cent again and stayed above 9 per cent in 2003.



Labour Market Trends, 2000-2003 207
Table 1: Sectoral distribution of employment, 2000-2003
2000 2001 2002 2003
Agriculture 6.5 6.2 6.2 5.5
Industry 33.7 342 34.1 333
Services 59.7 59.6 59.7 61.2
Total 100.0 100.0 100.0 100.0

Source: HCSO (2000a,b,c,d; 2001a,b,c,d; 2002a,b,c,d; 2003a,b,c,d).

Earnings

Between 2000 and 2003, earnings (both gross and net) grew by an annual
average of 15 per cent in nominal and eight per cent in real terms. Figure 5
shows the annual growth rate of earnings and GDP. While in 2000 GDP
growth exceeded earnings growth, since 2001 the opposite has been true. In
particular, 2002 stands out: a 12 per cent growth in gross real earnings (more
than 13 per cent in net earnings) in contrast to a 3.5 per cent increase in
GDP. By 2003, the growth in earnings had fallen back slightly but still ex-

ceeded GDP growth.

Figure 5: Growth rate of GDP and real wages, 2000-2003 (%)
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Source: Nominal wages: HCSO, 2000-2003; inflation and GDP: HCSO-Stadat (2004).
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Table 2: Average growth in gross wages, 2000-2003 (%)

Private Public Overall Private Public Sum
sector sector sector sector
Nominal Real
Blue-collar 13 19 14 5 11 6
White-collar 13 20 16 5 12 8
Overall 13 20 15 6 12

Note: Public sector is mainly public administration, health, and education. Private sector is
almost everything else.

Source: Nominal wages: HCSO (2000e, 2001e, 2002e, 2003¢); inflation: HCSO-Stadat
(2004).

Table 2 shows the annual rate of growth of gross earnings by sector. In the
public sector the ratio of blue-collar workers is about 30 per cent, as against
more than 60 per cent in the private sector. As a consequence, sectoral earn-
ings cannot be compared directly. The growth rate, however, is comparable
(since neither the level nor the structure of employment has changed signifi-
cantly). On average, earnings in the public sector have increased annually 7
per cent faster than in the private sector—in real terms, that amounts to more
than double the growth rate. The extent and the impact of increased public
sector wages will be discussed in detail in the next section.

Wages in the public and the private sectors®

In 2001 there was a significant increase in public sector wages among both
blue- and white-collar workers. The gross wage increase was 22 per cent on
current prices, which meant a 12 per cent real wage growth (indexed by con-
sumer price inflation). The impact of the public sector wage rise in 2002
extended into 2003 as well, and by the end of the year it had resulted in a 23
per cent increase in gross nominal wages. In 2001-2002, public administra-
tion employees received a higher wage rise, while from 2002 it was the turn
of education and health employees.

During this period earnings in the private sector increased by significantly
less (see Table 2), which narrowed the white-collar wage gap between the
public and the private sectors; at the same time, from 2002 blue-collar work-
ers started to earn more in the public sector than in the private sector. The
timing of white- versus blue-collar wage increases, and more detailed aggre-
gate time series suggest that the public sector wage rises did have an effect
on private sector wages.

¢ Source: Nominal wages: HCSO (2000e, 2001e, 2002e, 2003¢); inflation: HCSO-Stadat
(2004).
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Instead of decreasing, public sector employment increased slightly after
the wage rises. Having stagnated between 2000 and 2001, public sector em-
ployment grew to 820 thousand by 2003, which meant a four per cent in-
crease on the 790 thousand in 2001.” All branches took a share of the in-
creased employment, but foremost did public administration and health. As a
consequence, the wage burden on the public sector increased by more than
was warranted by the wage rises.

Figure 6: Minimum wage in Hungary, 1992-2003 (HUF, %)
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Source: Fazekas (ed. 2003: 248).

The effects of minimum wage rises

The minimum wage was significantly raised twice between 2000 and 2003:
first on 1st January 2001 from 25,500 forints to 40,000 forints (57 per cent),
then on 1st January 2002 to 50,000 forints (another 25 per cent). Figure 6
shows the time series of the minimum wage from 1992. The figure shows
that both rises were high in nominal terms and especially large in real terms
(compared to average gross earnings). The minimum wage had dropped
from 36 per cent to 29 per cent of earnings between 1992 and 2000. As a
consequence of the two rises, it increased to more than 40 per cent, its high-

7 Source: HCSO (2000a,b,c,d; 2001a,b,c,d; 2002a,b,c,d; 2003a,b,c,d).
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est level since 1989, but not especially high relative to the early 1990s. The
newly increased minimum wage brings Hungary into the middle of the
European field in terms of its ratio to average earnings (Fazekas ed. 2003:
327).

The minimum wage reforms raised several expectations and fears. When
all is said and done, though, it seems that apart from the direct impact (i.e.
improvement in the position of those with the lowest earnings) not many of
these have been realized, in the short run at least.® The strongest fear was
that there would be a significant negative effect on labour demand: because
of the rising costs of employment, enterprises could go bankrupt or dismiss
employees. The minimum wage rises coincided with an economic slow-
down. Employment, however, seems not to have dropped any more than
would have been expected at that time of year either in January 2001 or 2002
(see Figure I). Long-term effects are conceivable, but the sectoral labour
turnover figures do not suggest significant dismissals: in some low-skilled
industries employment has decreased or its growth has slowed down (e.g.
retail, catering), while in others it has risen even faster than before (e.g. con-
struction) (Popper 2002a,b). Although minimum wage rises dispro-
portionately affected small and medium-sized enterprises, their number has
not fallen since 2001 (HCSO-Stadat 2004). At the same time, however,
minimum wage rises have had some negative effect on labour demand. As a
consequence, according to the estimates of Kertesi and Ko1lé (2003), the
national level of employment fell by 10—15 thousand in the short term. This
effect cannot be ignored, although it is not extremely large: the number of
people in work increased by about 50 thousand between 2002 and 2003.

Arguments were advanced both to support and to attack the measures as
they affected the black economy and tax evasion. An important rationale for
the reform was to force enterprises to book the entire value of labour as
wages, so as to make tax evasion less prevalent. The counter-argument was
just the opposite: the number of workers nominally working below the
minimum wage could rise as a result of the increase in part-time employ-
ment, tax evasion and/or employment as subcontractors. Data support the
positive effect: since the reform, lower wages have almost uniformly risen to
the level of the new minimum wage. Employment at the minimum wage rose
from four per cent in 2000 to more than 17 per cent in 2002.

As a consequence, the minimum wage rises had strong, direct effects on
the wage structure. Inequalities have significantly diminished at the bottom
of the wage distribution: the ratio of the first decile to the median has in-
creased from 46 to 53 per cent.

The data available do not allow the long-term and indirect effects to be
estimated. The most important reason for this is that, right after the minimum

¥ The following section is based on the results of Kertesi and K&116 (2003).
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wage rises, economic growth slowed down due to exogenous factors, and
also the public sector wage rises introduced an additional factor into the
Hungarian labour market. As a consequence, the separation of effects be-
came impossible. It is plausible, however, that the minimum wage rises did
play an important role in the increasing real wages of even high earners (in
order not to alter differentials), and in the accelerating inflation. In addition,
it is also conceivable that in the long run, the prospects for economic growth
also deteriorated because of the reduced competitiveness of small and me-
dium-sized enterprises.

Earnings and education

The significant expansion of Hungarian higher education made many worry
that the prospects of highly skilled workers would become worse, more and
more professions would become saturated, wages would be forced down,
and as a result, returns to higher education would disappear. The data, how-
ever, do not so far support the theory of decreasing returns. Instead, since the
middle of the 1990s, the number of jobs requiring higher education has
grown rapidly; the growth in the supply of workers with a higher education
can just keep up with increased demand, and as a result, returns to higher
education have stayed high compared to the rest of the world.

According to studies of the Hungarian labour market transition (Galasi
2004a,b; Kertesi and Ko6116 1995, 1997, 1999, 2002; Kézdi 2002; Korosi
1998, 2000, 2002) the trends of the last decade can be summed up as fol-
lows. The transformation shock lasted until 1995-1996, during which time
significant job destruction did not coincide with job creation, but rather with
considerable sectoral reallocation. Many older and less well-educated em-
ployees were driven out of the labour market, and the demand for skills did
not increase significantly. In the second period (up to the end of the 1990s)
the structure of jobs changed considerably within sectors. The number of
jobs requiring up-to-date knowledge and qualified employees grew signifi-
cantly. The earnings of the young and qualified kept on rising and the de-
valuation of the labour market experience of older people continued as well.
The background to this was an effective rise in the demand for a better
skilled and flexible labour force, fuelled by capital-rich foreign companies.

Transition brought about a significant expansion of higher education. The
growth of the wage premium for a young, qualified workforce coincided
with this expansion, and, in spite of the considerably increased supply of
qualified young employees, it is not yet adequate. Since 2000, these trends
have continued with rather less intensity, which means that supply is effec-
tively catching up with demand.
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Table 3 shows the wage premium for different levels of education relative
to primary school or less.” The results support the claims made above, as
they do not indicate a decreasing return to education either for all employees
or the young. If there is a noticeable change in the trends, then it is among
vocational training school graduates: their wage premium has decreased
slightly relative to its high value of 1999.

Table 3: Returns to education relative to (at most) primary school, 1989-2002 (%)

All employees 1989 1992 1995 1999 2002

Vocational training school 12 14 11 13 9

Secondary school (with General 26 36 34 43 38
Maturity Certificate)

Higher education 58 66 69 86 87

Employees aged 22-30

Vocational training school 8 7 7 12 7

Secondary school (with General 14 22 24 36 31
Maturity Certificate )

Higher education 39 45 53 82 85

Note: The table shows estimates from earning regressions. The dependent variable is the
natural logarithm of earnings (log earnings), the independent variables, besides education
level categories, are sex, labour market experience, and the square of the labour market ex-
perience. The number of observations in the whole sample is 130-190 thousand, and 20—40
thousand persons in the sample of the young. The R? are about 30—40 per cent (20 per cent
among the young). Standard error estimates are robust to heteroscedasticity and within-firm
correlations (clustering). We do not report standard errors; they are all below one per cent.
Source: own calculations.

These arguments are supported by more sophisticated analysis. Péter Galasi
(2004a) shows that the number of jobs that favour higher education contin-
ued to rise between 2000 and 2002. At the same time, because of the expan-
sion of higher education, the supply of a highly qualified labour force be-
came more flexible, and so the ratio of qualified people rose in these jobs.
The wage premium growth of highly educated people slowed down or
stopped as well, but the return is still high by international comparison. As a
result, the opportunities for highly qualified people to find a job have not
fallen, and nor has their wage premium decreased significantly toward the
lower international level.

The more general problem of over- and undereducation—which was also
analysed by Péter Galasi in another study (Galasi 2004b)'°—is similar to that

% Calculations are based on simple earning regressions, using data from the wage survey of
the National Labour Centre. See Kertesi and Ko116 (1997) for more details.

% In connection with this see Péter Galasi’s paper in the present volume, titled Overeduca-
tion, Undereducation and Demand.
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of highly qualified personnel. According to his analysis, since the beginning
of the 1990s, the proportion of under-educated employees has decreased
steadily in Hungary, while that of overeducated employees has increased
continuously. At the same time, however, the return to extra education has
not diminished.

From all this we can conclude that in Hungary today, the rising level of
education does not have clear negative effects, either in terms of employ-
ment opportunities, or in terms of the wage premium.

Summary

Our most important statements could be summed up as follows. From the
labour market point of view, the most important social problem Hungary
faces is low employment. Although unemployment (the ratio of active job-
seekers) is low by comparison with other countries, this conceals the more
severe problems of non-participation and hopeless unemployment (those
who do not bother to search for a job for geographical or qualification rea-
sons). The problem of youth unemployment is also, in large part, a problem
of the young uneducated, and this is storing up severe long-term problems.

The divide between Hungary’s more developed and less developed parts
has deepened. By 2003, Budapest, the Western and Central Transdanubia
regions had sharply separated from the other parts of the country. Between
the ‘two Hungaries’ the differences that already existed in labour market
prospects have become entrenched and have deepened.

Between 2000 and 2003, employment increased slightly, primarily due to
the rise in the retirement age, but this increase was well behind GDP growth.
In contrast, in 2001 and particularly in 2002-2003, earnings increased at a
rate well in excess of GDP. The significant (about 50 per cent over three
years) wage increase in the public sector played an important role. This wage
increase was accompanied by a rising employment (about four per cent) in
the public sector, which made the burden on the budget ever more serious.
As a more direct result, the private—public sector wage gap narrowed for
white-collar workers and completely disappeared for blue-collar workers. At
the same time, it seems that the public sector wage rises spilled over into the
private sector. The measures, therefore, may be responsible for declining
competitiveness and accelerating inflation, both directly and indirectly.

The minimum wage was increased twice, to an all-time high relative to
average wages, though the difference between the situation now and at the
beginning of the 1990s is not exceptionally large. The Hungarian minimum
wage, by comparison with Europe generally, is still about average, at least
relative to the average wage. The minimum wage reforms decreased earnings
inequality but entailed a slight fall in employment. This effect has not been
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large in the short term, though we cannot rule out the possibility that it did
contribute to the reduction in employment growth. No adverse impact on the
black economy and tax evasion can be demonstrated. Some indirect and
long-term negative effects are conceivable, however, on the competitiveness
of small and medium-sized enterprises on the one hand, and on accelerating
inflation on the other hand.

The level of education has improved steadily, and as a consequence—
depending on the definition—the phenomenon of over-qualification has also
appeared in certain areas. The data, however, do not imply falling returns to
education, not even among the youngest cohorts. Though at first glance it
may not seem necessary, employers are willing to pay above the going rate
for better skills. There is no evidence of unnecessary overeducation at col-
lege level: for graduates the possibility of unemployment has not increased,
their earnings compared to those of others have continued to rise, as has their
employment level. Instead, the real social problem is the still worsening
labour market chances of those with a poor education and of people living in
the underprivileged regions of the country.
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