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The turmoil in world financial markets and the weakness of Asian economies were no doubt critical factors
prompting the Federal Reserve to cut interest rates. Worries about international developments and their
potential for slowing the U.S. economy overcame concerns that our economy could be overheating. Yet many
mainstream economists still fear that today's 4.5 percent unemployment rate — a 30-year low — will lead to
labor shortages, thus driving up wages, prices and ultimately, interest rates.

Economists long have warned of the inflationary dangers associated with very low unemployment rates. From
their perspective, the Fed's latest move is an attempt to help international markets but at the cost of
increasing the potential for inflation. In fact, a close look at the job market provides support for the Fed's cut
in interest rates and should calm anxieties about impending wage inflation.

Certainly, past booms have stimulated wage increases. When the economy grows and unemployment falls,
high-skilled workers become scarce. Employers bid up wages to attract talent and also turn to less-qualified
workers to fill new jobs. Necessity forces companies to take a chance on less-experienced, less-educated
workers, to expand training programs and to lower hiring standards. This chain of actions spells opportunity
for low-skilled workers, but employers experience it as productivity losses and increased costs. And rapid
wage growth sets off inflation, because wages constitute more than 70 percent of production costs.

Recent history follows this scenario — but only up to a point. Between 1992 and 1998, the unemployment
rate for adult high-school dropouts fell from 12 percent to 7 percent; for teenagers, unemployment
plummeted from 20 percent to about 14 percent. Meanwhile, among never-married mothers, the proportion
holding jobs jumped from 45 percent to 61 percent.

During this same period, employment rates at the high-skill end of the labor market barely changed.
Unemployment already was low for these workers and for college graduates it fell a bit more (from 3.2
percent to 1.7 percent), but the proportion of college graduates holding jobs stayed the same — 78 percent.
Given these trends, theory would dictate wage growth, especially for the most skilled workers. But that didn't
happen. Between 1995 and 1998, college graduates saw wage gains of about 2 percent to 3 percent above
inflation — about average for all workers.

So why didn't wages rise faster, as Alan Greenspan feared? Many analysts point to corporate competition at
home and abroad, weakened unions and recent productivity increases. But also at work here is an abundance
of well-educated workers.

Even though some high-tech industries want Congress to raise the quota on temporary visas for skilled
foreign workers, employers have managed to find well-educated workers for most new jobs. Of the net
increase of nearly 12 million newly employed adults between 1992 and 1998, 90 percent had completed at
least some college education and more than half obtained at least a bachelor's degree. (In 1992, only 53
percent of the work force had some college, and only 27 percent were college graduates).

Differences between the groups entering and leaving the labor force explain the surprisingly high
qualifications of newly employed adults. Older workers without a high school degree are retiring, replaced by
younger, better-educated workers. In the past six years, the population of college graduates aged 25 and
over increased by about 7.5 million, or 20 percent — well above the 7 percent growth in the total adult
population. Meanwhile, the population of high school dropouts declined by nearly 3 million.
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Mr. Greenspan and his Fed colleagues would do well to keep these figures in mind when they consider
additional actions that affect our economy's health. Undue concerns about inflationary pressures from the
labor market are largely unwarranted. Wages are being held in check because the number of qualified
workers is rising fast enough to meet demand. A slowdown in the economy would weaken the job market's
ability to absorb former welfare recipients and other low-skilled workers.

Because employers have not been facing the skill bottlenecks that normally set off inflationary wage-price
spirals, the cut in interest rates was appropriate for the U.S. economy as well as for the international climate.
With inflation held in check, the expansionary policy should breathe new life into a faltering expansion,
thereby bolstering government revenues, raising personal incomes and creating jobs for skilled and
low-skilled workers alike.
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