


• Until recently, Japan did not tax capital gains on securities at all. Japan now taxes gains on 
securities at the lower of 20 percent of the net gain or 1 percent of the total transaction value. 
[Congressional Research Service, Taxation of Individual Capital Gains in Canada, Germany, 
Japan, the United Kingdom, and the United States, March 24, 1989] 

•The United Kingdom has a basic per annum exemption in 1989 of 5,000 Pounds ($8,600) 
and taxes gains at ordinary income rates (25 or 40 percent). The U.K. also indexes the basis 
(cost) of the assets for inflation. [Congressional Research Service, ibid.] 

• Canada provides for a lifetime exemption of C $100,000 ($83,890 U.S. Dollars) and C 
$500,000 ($419,450 U.S. Dollars) for farm property. The taxable portion of the gain is 66 
percent in 1988 and 75 percent in 1990, with gains taxed at ordinary income rates (individual 
rates of 17, 26, and 29 percent). Capital gains are subject to a death tax. [Congressional 
Research Service, ibid.] 

• In the U.S. capital gains are taxed at ordinary income rates of 15, 28, and 33 percent 

Venture Capital and Entrepreneurship 

THE SMALL START-UP COMPANIES: If the competitiveness issue is to rise beyond a 
rhetorical exercise, attention should be given to the capital gains tax as an important element 
influencing the cost of capital. This is particularly the case with respect to small start-up businesses 
which are such a dynamic source of employment growth in our economy. These companies are 
often high risk ventures which have little or no chance of any immediate return on investment. 
There are likely to be no dividends paid, and the major attraction to investors is the potential of long 
term capital gains. The tax on capital gains can have a profound influence on the risk-reward ratio. 

THE REJOINDER OF OPPONENTS: An argument often voiced by opponents of capital gains 
reform is that the bulk of venture capital funding comes from tax exempt pension funds and is 
therefore not directly impacted by capital gains tax rates. While it is not possible to define with any 
degree of precision where venture capital comes from, this is clearly an overstatement It is also 
"out of touch" with the way most small businesses get started in the United States. 

A STUDY OF NEW TECH FIRMS: New start-up companies depend on equity financing from 
family, friends and others. Professors William E. Wetzel and John Freer of the University of New 
Hampshire surveyed 284 new companies and found that private individuals were the major source 
of funding for those firms raising under $500,000 or less at a time. They also determined that private 
individuals tend to invest earlier in the life of new technology based firms than other sources of 
outside equity capital. Private individuals provided the seed capital that launched the majority of 
firms in their study. [Wetzel and Freer, Equity Financing for New Technology Firms, 1988, Center 
for Venture Research, University of New Hampshire, Fall 1988] 
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Capital Invested in New Technology-Based Firms 

Size of Financing Private Venture All Other Totals 
lndlvlduals capita I Sources 

Funds 

102 (84%) 8 (6%) 12 (10%) 122 (100%) 

43 (58%) 14 (19%) 17 (23%) 74 (100%) 

15 (26%) 31 (55%) 11 (19%) 57 (100%) 

Greater than $1 mllllon 17 - (9%) Jl2(63%) §2 (28%) ~ (100%) 

Total 1n 173 95 445 

Source: University of New HaOl)shire, Center for Venture Research 

ENTREPRENEURS-THE NEWTRUSTBUSTERS: Finally, those concerned with the market 
concentration and antitrust concerns should be natural allies with the cause of capital gains reform. 
The ability of new companies to get a start, and to challenge established firms is certainly related 
to their ability to raise the necessary capital to enter the market. It is not the large corporations of 
America that have a stake in capital gains reform. They don't have difficulty finding sources to 
finance their continued growth (although as previously discussed, capital gains taxation does distort 
the preference of debt over equity and increases the cost of capital). Rather it is the small start-up 
companies, that are the potential competitors of tomorrow, that have the most to gain by a reduction 
in the burden of capital gains taxation. 

The Fairness Issue 

A TAX CUT FOR THE RICH? The major opposition to reductions in capital gains rates is 
couched in terms of a "tax cut for the rich." Aside from the fact that this is the first time since 1922 
that capital gains have been taxed at the same rate as ordinary income, this argument rests on faulty 
assumptions. 

CONFUSING RATES WITH REVENUES: First of all, a distinction must be made between the 
legally imposed rate of taxation and the actual burden of taxation. As the evidence previously 
presented demonstrates, lower maximum capital gains rates are associated with higher levels of 
revenues (as is also the case with ordinary income where revenues received from the top 1 percent 
of taxpayers increased from 18.1 percent to 26. l percent between 1981 and 1985). Lower rates 
should not be confused with lower revenues. 

BEATING UP ON THE RICH CAN BE FUN: The point is not that wealthy taxpayers would 
not benefit from a reduction in capital gains rates. In fact, many would. However, the idea that tax 
policy ought to be motivated by a desire to beat up on the rich seems somewhat misguided if the 
alternative would be beneficial to the economy as a whole. As Dr. Wetzel puts it, "To paraphrase 
Pogo: We have met the beneficiaries of capital gains tax reductions and they are all of us." 
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WHO ARE THE RICH? Nevertheless, opponents of capital gains reform greatly exaggerate the 

distributional impact of lower tax rates by counting one time gains (sometimes once in a lifetime) 

as though this is a normal part of the subjects income. The truth of the matter is that many of those 

classified as "rich" have a high income in that particular tax year only because of their capital gains. 

For example, a small businessman with an income of $50,000 per year might retire and sell his 

business for $250,000. Surely, counting the proceeds from the sale of the business as income 

overstates the economic well-being of this businessman. We are told by opponents of reform that 

nearly half of all capital gains are reported by taxpayers earning over $200,000. However, when 

capital gains are excluded from the definition of income, this figure declines to less than one-fourth 

of all gains. In fact, if recurring income is used to define income, nearly half of all capital gains 

accrue to people with incomes under $50,000. [Alan Reynolds, The Time To Cut the Capital Gains 
Tax, Polyconomics, Inc., March 15, 1989] 

Distribution of Capital Gains in 1985 
percent (In thousands of dollars) 

40 .. . ............................. . ....... ········································ . . 

30 ......... ·············· ................. .. . . .. . .......................... ··· ····· · 

10 . 

0 
Under$20 $20-$50 $50-$100 $100-$200 over $200 

- AGI definition ~ Recurring income 

RPCCtlan 

YOUR NEIGHBORS MAY HAVE CAPITAL GAINS: In fact, the treatment of capital gains is 

important to low and middle income taxpayers. Aside from the fact that there are over 40 million 

shareholders in the U.S., the widespread popularity of mutual funds has broadened the impact of 

capital gains taxation. According to IRS data, 68 percent of returns showing capital gain income 

were filed by taxpayers with less than $50,000 in income. [IRS, Sources of Income, Winter 1987-88] 
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NEST EGG FOR GRANDPARENTS: It should also be noted that one group most likely to benefit . 
from capital gains ref onn would be the elderly, who realize capital gains at a rate 2 1/2 times as 
large as those under 65. They should not be considered rich by the conventional definition of the 
term just because they are selling off assets for their retirement. 

Capital Gains Tax Proposals 

THE BUSH ADMINISTRATION PROPOSAL: The Bush Proposal contains a 45 percent 
exclusion of qualified capital gains and a 15 percent maximum tax rate applicable to capital gains 
on all qualified assets (financial assets and land). To be eligible for the lower rate, assets sold 
between 1989 and 1992 will have to be held for 12 months; 24 months for assets sold in 1993 and 
1994; and 36 months for assets sold in 1995 or later. A 100 percent exclusion will apply to the gains 
of taxpayers with adjusted gross incomes below $20,000. [Treasury Dept., General Explanations 
of the President's Budget Proposals Affecting Receipts, February 9, 1989; See also, Building a Better 
America, p. 31, February 9, 1989] 

THE JENKINS PLAN: On September 14, the House Ways and Means Committee voted by a 
margin of 19 to 17 to approve a reconciliation package that includes capital gains reform. The 
proposal (offered by Congressman Ed Jenkins of Ga. ) calls for a 30 percent exclusion from income 
of capital gains on assets sold between September 14, 1989 and December 31, 1991. The effect of 
this is to produce a maximum capital gains rate of 19.6%. In addition, for assets acquired after 
December 31, 1991, taxpayers would be allowed to index the basis of the asset for inflation occurring 
after 1991. 

Other legislative proposals before the Senate include the following: 

S. 664 SenatorArmsrron2.· Taxes net capital gains of individuals and corporations at ordinary 
income tax rates, but would adjust the basis of the asset for inflation if held for more than one year. 

S. 1311 SenatorArmstran2.· Combines the indexing of capital gains with a temporary reduction 
in the capital gains rate from the date of enactment to December 31, 1990. Taxpayers would have 
the option of choosing between an exclusion of 46.4 percent of their long-term capital gains or a 
tax rate of 15 percent imposed on their taxable gains. It would allow taxpayers, who are the first to 
hold the shares of a small corporation, a deduction from gross income of 25 percent of their capital 
gain from the sale of such stock if they hold the shares for at least 4 years. 

S. 411 Senator Boschwicz· Establishes a two-tier tax rate system for qualified assets of 
individuals. If a capital asset is held for a period of 1 to 3 years there is an exclusion of 40 percent 
of the gain when sold. Sixty percent of the gain is excluded for assets held longer than 3 years. 
Corporate capital gains would be subject to a flat 28 percent. 

S. 645 Senator Boschwitz.· Taxes net capital gains of individuals at ordinary income tax rates 
but would adjust the basis of the asset for inflation if held for more than 3 years. 
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S. 348 Senator Bwnpers: Establishes effective tax rates ranging from 11.3 percent for 

taxpayers in the 15 percent bracket, to a maximum 21 percent rate for individuals. 

S. 551 Senator eran.sron: Establishes a sliding scale tax rate system for qualified assets of 

individuals ranging (based on the holding period) from 6 percent for taxpayers in the 15 percent 

bracket to 25.2 percent for taxpayers in the 28 percent bracket (those in the 33 percent bracket would 

have a 29.7 percent rate). Corporations would face capital gains rates of 14, 24, or 31 percent, 

depending on the holding period. 

S. 182 Senator Heinz: Taxes capital gains of individuals and corporations at ordinary income 

tax rates but would adjust the basis of the asset for inflation if held for more than 1 year. 

S. 171 Senator Kasten: Establishes effective capital gains tax rates ranging from 7.5 percent 

to 14 percent (16.5 percent for those in the 33 percent bracket) for individuals. Corporations would 

be subject to a 17 percent capital gains rate. Assets held for more than 1 year would be indexed for 

inflation in excess of 4 percent. 

S. 1286 Senator Kasten: Cut the capital gains rate to 15 percent for all assets. Individuals and 

businesses would both be taxed at this rate. Inflation indexing would begin in calendar year 1995. 

A provision in the bill would eliminate the capital gains rate differential if capital gains revenues 

are lower in 1995 than they were in 1989. 

The Bottom Line 

When all is said and done, the question of how we will tax capital gains should be considered 

more than a budgetary issue. While the experience since the 1978 reduction in tax rates is consistent 

with revenue growth, our focus should be on enhancing savings and investment. 

If the U.S. is to be a cauldron of entrepreneurial activity and dynamic economic growth, the 

obstacles to risk taking must be minimized. If we are to meet the challenges of an increasingly 

global economy, we must seek to reduce the cost of capital vis-a-vis our trading partners. The 

uncertainty of the future coupled with unfavorable tax policy can shorten the time horizons of 

investors and detract from the longer term investment perspective that will be essential if we realize 

our competitive potential on into the next century. 

Staff contact: Kevin Holsclaw, 4-2946 
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XEROX TELECOPIER 295 10-27-89; 5:46 PM; 202 535 3639 ~ 

10127 : 19 18:10 'lr202 535 3639 L 

Table 6 

Maximum. Individual And Corporation 
Inc:;ome Tax Rates In 1988 

For Selected Industrialized Countries 

(Rates Include All Levels Of Government) 

2022243163 * 6 
141006 

~-----------~-----------~----~~~~~-----~~~
~~~----~--~~~ 

; Maximum : P1axi111.um . 1988 : 1988 . 
country Individual Corporation . !nc:;onte Tax Income Tax . . Rate Rate . 

--------~~-------~~-----~~~~~---_...~~----
-~~~~~----~~ 

( ................ percent. __ ............. ) 

Fr:ance l/ 

United Kinqdom 

Germany l/ 

Canada 1/2/ 

United States l/3/ 

.Japan 1/ 

S7 

40 

56 

45 

33 

76 

42 

35 ' 

56 

48 

39 

52 

_____ .......... _...,..,.._ ......... ._. ....... _ .......... ~--..a...- ... ._, 

August 31, 1988 

1/ source: Pecbaan, Joseph A., editor. world Tax 
aefora, A Progress Report. 1988. 

2/ ~roposed rate•. Include estimates of averaqe 
Provincial taxes. Excludes temporary 3\ of Federal 
tax surcharge. 

3/ Include estimated state and local incoae tax tates 
equivalent to S percentaqe points (net) for both 
individuals and corporations. 
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XEROX TELECOPIER 295 
10 / 27 119 18:10 

10-27-89; 5:45 PM; 
'5'202 535 3639 

202 535 3639 .. 
L 

2022243163 * 5 
!4J 005 

-

TALKING POINTS 
TOP ORDINARY TAX RATES IN U.S. ANO OTHER COUNTRIES 

o The attached table shows that the United states has the lowest 
top statutory tax rate {28%} among its six m~jor trading 
partners. 

o The U.S. has the second to lowest corporate statutory tax rate 
behind the United Kingdom. Top statutory tax rates, howeve~, 
do not indicate the effective tax rates on corporate income, 
especially when comparing integrated and non-integrated tax 
systems. 

o The U.S. has the highest effective tax rates on capital gains 
income of its major trading partners. 
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XEROX TELECOPIER 295 
10127 / 19 18 : 09 

10-27-89; 5:45 PM; 
'5'202 535 3639 L 

202 535 3639 ... 

TALKING POINTS 

2022243163 

PRESIDENT REAGAN'S TAX REFORM PROPOSAL FOR CAPITAL GAINS 

* 4 
14:1004 

o The 1985 Tax Reform Proposals of President Reagan i nclude a SO 
percent exclusion for capital gains in combination with a top 
35 percent individual marginal tax rate. The top effe~tive 
rate on capital gains would thus have been 17.5 percent. 

o The proposal also allowed elective inflation indexing for 
capital gains in lieu of the 50 percent ehclusion after 1991. 
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XEROX TELECOPIER 295 

10121 119 18:09 
10-27-89; 5;44 PM; 

'6'202 535 3639 L 
202 535 3639 ~ 

TALKING POINTS 
TAX-EXEMPT VENTURE CAPITAL INVESTORS 

2022243163 * 3 
!41003 

o The 1985 TreasuLy study of capital gains showed that ever the 

1978-1983 period 53% of committed capital to independent 

private venture capital funds came from tax-exempt investors 

(pension funds, foundations, and foreign}, 21% from 
individuals and families, and 26% from corporations (including 

insurance companies). 

o The above statistics come from formal venture capital fi~ms. 

Recent studies suggest that most of the financing of small 

start-up enterprises comes from the owner's private savings, 

relatives and friends who would benefit from lower capital 

gains rates. 

o These statistics are averages. The incentive is provided at 

the margin. How many of these formal venture capital firms 

would not have gotten off the ground without the 21% of total 

financing from individuals and families. 
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XEROX TELECOPIER 295 

10 127 119 18 : 08 
10-27-89; 5;44 PM; 

'Zl'202 535 3639 L 
202 535 3639 + 

TALKING POINTS 
COMPARISON WITH OTHER TAX S¥STEMS 

2022243163 # 2 
141002 

senator Mitchell r a i sed the argument that although other 

countries have lower capital gains rates than the U.S. they also 

have higher corporate tax rates than the U.S. which offsets the 

capital gains relief. 

o Lower capital gains tax rates are important to stimulate 

investment and savings in the U.S. we believe the U.S . cost 

of cap i tal is too high. We want to lower it, not ~aise it. 

o Other count~ies often have high corporate tax rates, but they 

ta~ corporate income at lower rates than the U.S. because they 
partially integrate the corporate and individual tax rates. 

Dividend relief at either the corporate or individual level 

offsets the double taxation of corporate income in othe~ 

countries. 

o Lower capital gains ~ates would apply to both co~porate and 

non-corporate investment. This argument can't be made against 

capital gains for non-co~porate investment. 
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The Eastern Strike 

Investigation of 
airline industry 
& report to Congress 
& Secretary of 
Trans. regarding: 

Mitchell 
Bill 

Commission would 
"investigate and 
make findings of 
fact regarding 
the prompt & 
equitable settle-
ment" of the 
Eastern Strike & 
issues arising 
from dispute . 

.f _b.BEAS 
1) Powers of the 
Trans. Secretary 
to intervene on 
behalf of public 
interest to 
maintain compe-
titiveness in 
light of mergers, 
acquisitions and 
bankruptcies. 

Republican 
Bill 

Commission does 
not investigate 
the Eastern Strike. 

_2 AREA5_ 
1) Essentially 
the same, but 
adds the topic 
of LBOS 

2) Protection of 2) Same. 
employee collective 
bargaining rights 
in airline 
bankruptcy proceed-
ings. 

3) The impact of 
increased concentration 
and foreign ownership 
of domestic airlines. 

4) Effectiveness of 
National Mediation 
Board in resolving 
disputes under the Railway 
Labor Act in a fair, 
equitable, and 
timely manner. 
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Members of 
Commission 

Time Limit 
for Commission 
to Report to Congress 

4 MEMBERS: 
Appointed by Pres. 
Pro Tern & minority 
leader of Senate, 
and Speaker & 
Minority leader 
of House. 

5) Current practices 
in the airline industry 
regarding the hiring 
of airline employees, 
including pilots, who 
have lost their jobs 
in a labor dispute. 

5 ME]1]2ER.Q: 
Appointed by the 
President, Majority 
and Minority leaders 
of Senate, and Speaker, 
& Minority leader of 
House. 
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'0'202 224 2805 SE.\.ROTH-D.C. 

INDIVIDUAL RETIREMENT ACCOUNTS (IRAs): 

The proposal creates a new and innovative nIRA Plus" 
account intended to boost personal savings in the country. 

Workers would be permitted to contribute up to $2,000 

annually . to an IRA Plus account (increases to $3,000 over the 

next five years). Non-working spouses can also contribute up 
to $2,000 annually. Contributions are not deductible. 

Unlike current 1-aw IRAs, the interest earned on an IRA 
Pl-us account is tax-free when withdrawn upon retirement 
(after age 59-1/2). 

Up to 25% of IRA Plus funds lilay be withdrawn tax-free · 
to purchase a first home, to pay college education expenses 
of family me:ro.bers (including grandchildren), and to pay 
catastrophic medical expenses. 

Current law IRJ.l...s re.main -intact. Individuals are given 
the option to choose a current law IRA or an IRA Plus 
account, or a combination of both. 

Current law IRAs may be converted into p.n IRA Plus 
account before January 1, 1992. IRA con~ributions previously 
deducted will be included in income over a four year period. 
Interest earned bef ora the conversion will not be taxed 
unless withdrawn prematurely. 

REVENUE EFFECT: 

According to prelbninary estimates by the Joint 
Committee on Taxation (dated October 18, 1989), thQ proposal 

will increase revenues by $1.3 billion ever five years: 

($ in Bill.ions) 
FY FY FY FY FY FYs 

1990 1991 1992 199J J,994 1990-94 

capital Ga.ins: 

Individuals +.4 +.3 -2.1 -2.5 -3.0 -6.9 
Corporations -.4 -.6 - .7 - • 8 . - .8 -.3.3 

IRA P1us Less than 
Acconnts: .::.:..Q2. +1..5 +3.4 +3.3 +3..,..;l +11.5 

Totals: * +l.. 2 + .6 + .1 - .6 + 1.3 

* For FY 1990, the overall total is a gain of less than $5 
million. The column does not add due to rounding. 

2 of 2 
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Meet the Press 

Poland: Why are you holding up emergency aid to Poland over 
the capital gains issue? 

o IT'S A TOTALLY PHONY ISSUE -- AND SENATOR MITCHELL KNOWS 
IT. 

o U.S. AID IS GOING TO POLAND NOW ($9 MILLION IN FOOD AID). 

o IF WE PASSED THE POLAND BILL TOMORROW, NO ADDITIONAL AID 
WOULD FLOW. 

-- THIS IS AN AUTHORIZATION BILL -- IT JUST SETS UP 
PROGRAMS; IT DOESN'T ALLOW US TO SPEND ANY MONEY ON 
THOSE PROGRAMS. 

-- NO ADDITIONAL AID WILL FLOW UNTIL WE PASS AN 
APPROPRIATIONS BILL -- THE SPENDING BILL. AS SENATOR 
MITCHELL KNOWS VERY WELL, WE WILL NOT BE PASSING A 
FOREIGN AID APPROPRIATIONS BILL FOR SOME TIME. 

o WHEN WE PASS AN APPROPRIATIONS BILL, ALMOST EVERY DIME OF 
SHORT-TERM AID TO POLAND THAT ANYONE HAS SUGGESTED -- THE 
PRESIDENT, SENATOR MITCHELL, SENATOR SIMON, ME -- WILL BE 
INCLUDED, AND CAN START TO FLOW IMMEDIATELY. 

-- THE FACT IS, WE HAVE ALL PROPOSED ALMOST EXACTLY THE 
SAME SHORT-TERM AID: 

-- $200 FOR ECONOMIC STABILIZATION (AS SENATOR 
MITCHELL KNOWS, THE DEAL FOR THIS IS ALREADY JUST 
ABOUT STRUCK IN THE APPROPRIATIONS BILL). 

-- OVER $100 MILLION IN FOOD AID (DOLE - $112 
MILLION, SIMON - $125 MILLION). 

-- ABOUT $4 MILLION IN MEDICAL AID. 

THE REST OF THE AID IN EVERY BILL IS FOR PROGRAMS 
THAT ARE MUCH SLOWER IN THEIR SO- CALLED "SPEND-OUT " 
RATES. NO MATTER WHEN WE PASS ANY BILL , WE WON' T START 
SPENDING FOR THESE PROGRAMS FOR WEEKS OR MONTHS. 

THE POLISH-AMERICAN ENTERPRISE FUND. 

THE SIMON BILL ' S TRADE CREDIT PROGRAM. 

MY BILL'S BOND I SSUE . 
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Where are the FY90 appropriations? 

o Economic stabilization fund ($200 million): 

$140 million from Defense Appropriations. 

$ 30 million from Energy Appropriations (nuclear 
waste disposal). 

$ 30 million from Foreign Ops Appropriations. 

o PERSONALLY, I WISH THERE WAS MORE FROM FOREIGN AID, 
AND LESS FROM THE OTHER ACCOUNTS. I'D RATHER TAKE THE 
MONEY FROM THE ACCOUNTS GOING OVERSEAS -- THAN FROM OUR 
DEFENSE OR PROGRAMS FOR THE AMERICAN PEOPLE. 

o MAYBE IT'S TIME TO START LOOKING AT SOME OF THESE BIG 
FOREIGN AID PROGRAMS -- WHICH HAVE BECOME ALMOST LIKE 
ENTITLEMENT PROGRAMS. 

o Food aid ($112.5 or $125 million, depending on whose bill 
is passed): 

-- All from existing food aid appropriations. 

o Pivate Enterprise Fund ($45 million): 

-- All from existing Foreign Operations appropriations. 

o Simon's $200 million in trade credits. 

-- From EXIM appropriations. 

o Dole proposal for bond issue: 

-- Included in Private Enterprise Fund (i.e., Foreign 
Operations) appropriations; no additional money. 
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ORDER 
No. 

162 

163 

164 

172 

177 

182 

Ntr Mll ER AND 
A UT HOR 01' BILL 

S. 1367 
Mr. Nunn 

S. 1368 
Mr. Nunn 

s. 1369 
Mr. Nunn 

H.J. Res. 280 
HettJ-Z... 

s. 975 
Mr. 

Metzenbaum 
and others 

t-+Gt..J../~ 

s. 110 
Mr. Kennedy 

and others 
~$ 

16 

TITLE 

A bill to authorize appropriations 
for fiscal years 1990 and 1991 
for procurement of missiles for 
the Armed Forces. 

A bill to authorize appropriations 
for fiscal year 1990 for the 
Army and Marine Corps for re-
search, development, test, and 
evaluation to develop improved 
weapons and equipment for 
small infantry units. 

A bill to authorize appropriations 
for the Department of Energy 
for fiscal year 1990 for environ-
mental restoration and the 
management of defense waste 
and transportation, to establish 
and carry out a defense waste 
cleanup technology program, to 
provide for the establishment of 
a blue ribbon task group on en-
vironmental restoration and de-
fense waste management, to 
modify the Department of 
Energy nuclear defense mis-
sion, and for other purposes. 

Joint resolution increasing the 
statutory limit on the public 
debt. 

A bill to amend the Job Training 
Partnership Act to encourage a 
broader range of training and 
job placement for woman, and 
for other purposes. 

A bill to revise and extend the 
programs of assistance under 
title X of the Public Health 
Service Act. 

R~: l'ORTED BY 

July 20, 1989.-Mr. Nunn, Com-
mittee on Armed Services, 
without amendment. (No 
written report.) (An original 
bill.) 

,Tuly 20, 1989.-Mr. Nunn, Com-
mittee on Armed Services, 
without amendment. (No 
written report.) (An original 
bill.) 

July 20, 1989.-Mr. Nunn, Com-
mittee on Armed Services, 
without amendment. (No 
written report.) (An original 
bill.) 

* fjuB) 25, 1989\--Mr. Bentsen, 
mm1ttee on Finance, with 

an amendment in the nature 
of a substitute. (No written 
report.) 

July 27, 1989.-Mr. Kennedy, 
Committee on Labor and 
Human Resources, with an 
amendment in the nature of 
a substitute. (Rept. 90.) 

July 31, 1989.-Mr. Kennedy, 
Committee on Labor and 
Human Resources, with an 
amendment in the nature of 
a substitute. (Rept. 95.) (Addi-
tional views filed.) 

·j 

. j 

~ l 
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THE SECRETARY OF THE TREASURY 
WASHI N G TON 

October 26 , 1989 

The Honorable Robert Dole 
Republican Leader 
United States Senate 
Washington, D.C. 20 510 

Dear Mr. Leader: 

I am writing to reemphasize the immediate need for action by the Congress on de b t limit legislation. 

As I indic a ted in my letter of October 16, without any action prior to the expi r ation of the debt ceiling on October 31, our current projections indicate that the Treasury could run out of cash on November 2, and is certain to default on its obligations on November 3. In light of the uncertainty surrounding Congressional action on debt limit legislation and the necessity of issuing Social Security checks on November 3, I have explored extraordinary administrative actions that could be taken to enable the Federal Government to temporarily meet its financial 
obligations beyond the November 3 default date. 

Our most recent estimate indicates that there will be approximately $17 billion of unused statutory borrowing authority when the temporary debt limit expires at midnight on October 31. In order to extend the period during which we would have sufficient cash to pay Social Security 
benefits and other Government obligations, the Treasury would need to borrow up to the debt limit before the debt ceiling reverts to its permanent level of $2,800 billion on November 1. 

For the reasons stated above, Treasury intends to proceed with plans for such borrowing. Our current cash flow estimate, which assumes no unprecedented cash demands, indicates that this action should provide sufficient cash to cover obligations presented for payment through November 8. However, even with this borrowing up to the debt limit, it is important that Congress act on debt limit legislation no later than November 7, in order to ensure adequate time to arrange market borrowings to avoid default. 

I must emphasize that we are aware of no other realistic measures, other than debt limit legislation, that could further extend the anticipated date of default. 

Sincerely, 

Nicholas F. Brady 
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THE SEC R ETARY OF THE TREASURY 
W AS H ING T ON 

Oc t obe r 16 , 1989 

The Honorable Robert Do le 
Republican Leader 
United States Senate 
Washington, D.C. 20510 

Dear Mr. Leader: 

I am writing to request action by the Congress on 
legislation to increase the public debt limit before October 31, 
1989. 

The temporary debt limit of $2,870 billion will revert 
to the $2,800 billion permanent ceiling at midnight, October 31. 
The Congress selected this date and adopted a temporary increase 
to ensure that new legislation would be necessary to avoid a 
default on the Government's obligations. When the temporary 
limit expires, the statutory ceiling drops back; there is no cash 
maintenance flexibility ; and the effects of not acting are swift 
and damaging. 

Our current estimates show that the debt is certain to 
exceed the permanent ceiling by a substantial amount on 
November 1. Without an increase in the debt limit by that date, 
all issuance of Treasury securities would cease. Trust and 
revolving fund investments and rol l-overs of maturing i ssues 
would halt, resulting i n lost interest to those fund~. 

We would have to notify the 44,000 issuing agents to 
stop selling savings bonds, and sales of nonmarketable state and 
local government series Treasury securities would cease. The 
October 24 announcement of regular weekly bills for settlement on 
November 2 would have to be conditioned on enactment of a debt 
limit extension. The thousands of individuals who invest in 
Treasury bills directly through the Trea sury would have to be 
notified by October 31 that we might not be able to issue those 
bills. 

Although we would be unable to raise any additional 
cash, payment of obligations -- including maturing debt -- would 
continue as long as cash remained available. Unlike bumping up 
against a permanent debt ceiling, allowing the debt limit to 
revert to $2,800 billion would provide no opportunity for 
administrative actions to prolong the availability of cash. As a 
result, on November 2 when nearly $14 billion of regular weekly 
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bills mature, the United States would run out of cash, default on 
its debt and subsequently not be able to make $20 billion of 
social security benefit payments on November 3. 

Running out of cash means that the United States would 
default on its obligations, both domestic and foreign, with all 
the negative financial and legal consequences that implies. The 
United States has never defaulted on its debt obligations. To do 
so would be unthinkable and irresponsible. Such action would 
seriously erode this country's premier credit position. 

For these reasons, we request that the Congress act 
prior to October 31 to increase the permanent debt ceiling to 
$3,240 billion, including a $5 billion margin for contingencies. 
We estimate that this amount will be sufficient to get through 
July 31, 1991, when the Congress will have had a chance to act on 
the FY 1992 budget resolution. This amount will also remove the 
burden of dealing with the time-consuming debt limit issue in the 
midst of election year schedules. 

If the Congress chooses to enact a permanent debt 
ceiling that is sufficient for FY 1990, however, a $3,065 billion 
ceiling would be sufficient for that period, including a $5 
billion contingency margin. This amount updates and is lower 
than the debt ceiling that was deemed to have passed the House in 
the Budget Resolution in May. The difference in large part 
reflects the change to accrual accounting for Treasury 
securities that are issued at a discount, which was authorized by 
an amendment to the public debt statute enacted in August 1989. 

The Office of Management and Budget advises that, from 
the standpoint of the President's program, there is no objection 
to the presentation of these views. 

Sincerely, 

~"~ 
Nicholas F. Brady 
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October 26, 1989 

TO: Senator Dole 

FROM: Kathy 

SUBJECT: Gimmicks in Reconciliation 

Walt said that Senator Domenici has a new list of gimmicks in 
reconciliation. I have spoken with the Budget Committee and all 
they have done recently is a list of gimmicks in appropriations 
bills. 

Here are a few talking points that you might be able to use: 

0 Approximately $6 billion of the savings in reconcilation come 
from gimmicks. That means only about $7.4 billion of real 
deficit reduction is included in reconciliation out of a 
total claimed deficit reduction of $13.4 billion. 

0 Some examples include moving the Postal Service off-budget, 
delaying Medicare payments one day, and counting a tax on 
ozone-depleting chemicals twice (Finance and Environment). 

0 Not only are sequester savings real, but they are 
long-lasting. Because so many savings in reconciliation are 
gimmicks or one time savings, reconciliation saves only $43.1 
billion over five years. Keeping sequester in place would 
save a whooping $128.6 billion over five years. 
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THE DEMOCRATIC LEADERSHIP'S HALLOWEEN STRATEGY? 

Statement: Senator Pete V. Domenici 
October 24, 1989 

o MR. PRESIDENT, I THINK THE TIME HAS COME TO ASK SERIOUSLY WHY THE DEMOCRATIC LEADERSHIP OF THE CONGRESS HAS CHOSEN TO FLAUNT THE MAJORITY WILL OF THE CONGRESS. 
o WE'VE HEARD A GREAT DEAL RECENTLY FROM SOME DEMOCRATS IN THE CONGRESS THAT PRESIDENT BUSH LACKS LEADERSHIP, LACKS DIRECTION, LACKS FOCUS ON POLICY. 

0 LET ME SAY, MR. PRESIDENT, THAT SUCH 
CRITICISM SHOULD NOT GO UNANSWERED. 

PARTISAN 

o THE DEMOCRATIC LEADERSHIP HERE IN THE CONGRESS DESERVES BLAME ALSO FOR NOT GETTING THE LEGISLATIVE WORK DONE ON TIME AND PUTTING TOGETHER A HALLOWEEN EVE STRATEGY DESIGNED TO PREVENT THE MAJORITY WILL OF THE CONGRESS FROM WORKING AND SCARING NEEDLESSLY THE SOCIAL SECURITY RECIPIENTS OF THIS COUNTRY. 

o LET ME EXPLAIN. 

o FIRST THE PRESIDENT WAS ACCUSED OF HOLDING UP THE BUDGET FOR THIS YEAR. 

o IN ALL SERIOUSNESS WOULD SOMEBODY PLEASE EXPLAIN TO ME HOW THE PRESIDENT IS TO BE BLAMED FOR THE CONGRESS MISSING ITS DEADLINES ON THE BUDGET THIS YEAR. 
o REMEMBER THAT IT WAS THE BUSH ADMINISTRATION THAT SUBMITTED A REVISED REAGAN BUDGET IN RECORD TIME. 
o LESS THAN THREE WEEKS INTO HIS PRESIDENCY, PRESIDENT BUSH ADDRESSED A JOINT SESSION OF THE CONGRESS AND OUTLINED HIS AGENDA FOR BUILDING A BETTER AMERICA. 
o UNDER HIS LEADERSHIP A BIPARTISAN, BICAMERAL SUMMIT ON THE BUDGET WAS LAUNCHED IN EARLY MARCH, AND AN AGREEMENT REACHED IN APRIL FOR THE 1990 BUDGET YEAR. 
o THAT AGREEMENT RESULTED IN THE CONGRESS PASSING IN RECORD TIME A BUDGET RESOLUTION IMPLEMENTING THE AGREEMENT ON MAY 15. 

o FROM THAT POINT ON, HOWEVER, IT WAS THE CONGRESS, NOT 
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THE PRESIDENT, THAT CHANGED THE REPORTING DATES ON THE 
RECONCILIATION BILL FIRST FROM JULY 15 TO AUGUST 4 AND 
THEN AFTER THE FISCAL YEAR HAD BEGUN TO OCTOBER 12. 

o BIPARTISAN LEADERSHIP WAS FINALLY SHOWN AND THE SENATE 
PASSED A DEFICIT REDUCTION RECONCILIATION BILL ON 
OCTOBER 13 LIVING UP TO THE REQUIREMENTS NECESSARY TO 
AVOID THE MINDLESS ACROSS THE BOARD CUTS THAT TOOK 
PLACE ON OCTOBER 16 UNDER THE GRAMM RUDMAN HOLLINGS 
LAW. 

o BUT THAT LEADERSHIP WAS SHORT LIVED, FOR WHEN THE POWER 
LAID IN THE HANDS OF THE HOUSE AND SENATE DEMOCRATIC 
LEADERSHIP TO AVOID THOSE CUTS AND PASS A CLEAN 
RECONCILIATION BILL QUICKLY, THEY FAILED. 

o A FULL MONTH OF THE NEW FISCAL YEAR IS ABOUT TO PASS, 
AND NOTHING HAS BEEN DONE TO UNDO THESE MINDLESS CUTS. 

o THE PRESIDENT DIDN'T WANT THE SEQUESTER, THE AMERICAN 
PEOPLE DIDN'T ELECT US TO HAVE MECHANICAL, FORMULA 
DEFICIT REDUCTIONS DO OUR WORK -- WHERE IS THE 
DEMOCRATIC LEADERSHIP ON THIS? 

o A CLEAN RECONCILIATION BILL IS IN THE HANDS OF THE 
DEMOCRATIC LEADERSHIP, THEY CONTROL THE AGENDA HERE. 

o A CLEAN DEBT LIMIT BILL IS IN THE HANDS OF THE 
DEMOCRATIC LEADERSHIP, THEY CONTROL THE AGENDA HERE. 

o THE PRESIDENT AND THE REPUBLICANS WANT TO SEE SOCIAL 
SECURITY BENEFITS GO OUT A WEEK FROM THIS COMING FRIDAY 
-- WHERE IS THE DEMOCRATIC LEADERSHIP ON THIS? 

o THE PRESIDENT AND THE REPUBLICANS DON'T WANT TO SEE THE 
FEDERAL GOVERNMENT DEFAULT ON ITS DEBT OBLIGATIONS ON 
HALLOWEEN EVE -- WHERE IS THE DEMOCRATIC LEADERSHIP ON 
THIS? 

o THE PRESIDENT AND A MAJORITY OF THE CONGRESS WANT A 
CHANGE IN THE CAPITAL GAINS TAX LAW. WE KNOW WHERE THE 
DEMOCRATIC LEADERSHIP IS ON THIS, BUT WOULD THEY SO 
FLAUNT THE SYSTEM THAT THEY WON'T EVEN GIVE THE 
MAJORITY OF THE CONGRESS AN OPPORTUNITY TO VOTE ON THIS 
ISSUE? 

o THE MAJORITY OF THE CONGRESS HAS SPOKEN OVERWHELMINGLY 
ON SECTION 89 -- DOES THE DEMOCRATIC LEADERSHIP WANT IT 
OR NOT? 

o THE MAJORITY IN BOTH HOUSES WANT TO LISTEN TO SMALL 
BUSINESS WHO HAVE BEEN CRYING OUT FOR RELIEF FROM THIS 
UNWORKABLE AND UNINTELLIGIBLE TAX PROVISION DEALING 
WITH FRINGE BENEFIT PLANS. 
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o THE MAJORITY OF THE CONGRESS HAS SPOKEN OVERWHELMINGLY 
ON REFORM OF THE CATASTROPHIC HEALTH CARE LAW -- DOES 
THE DEMOCRATIC LEADERSHIP WANT IT OR NOT? 

o DELAYS IN GETTING OUR WORK DONE HERE IS NOT THE 
PRESIDENT'S FAULT. IT IS THE FAULT OF THE DEMOCRATIC 
LEADERSHIP OF THE CONGRESS. 

o THEY WANTED TO AVOID VOTES ON THESE POPULAR ISSUES SO 
THEY DELAYED. 

o ONLY A FEW DAYS REMAIN, TIME IS RUNNING OUT, BUT A 
CLEAN RECONCILIATION BILL IS IN THEIR HANDS. 

o A CLEAN DEBT LIMIT BILL IS IN THEIR HANDS. 

o SOCIAL SECURITY CHECKS FOR OUR NATION'S 23 MILLION 
ELDERLY ARE IN THEIR HANDS. 

o THE MAJORITY WILL OF THE CONGRESS ON CAPITAL GAINS, 
CATASTROPHIC, SECTION 89, IS BEING THWARTED BY THOSE 
ELECTED BY THE DEMOCRATIC PARTY TO MAKE THE LEGISLATIVE 
BRANCH WORK AS REQUIRED. 

o THIS IS NOT THE PRESIDENT'S FAULT. 

o AND COME HALLOWEEN, I DON'T BELIEVE THE AMERICAN PEOPLE 
ARE GOING TO BE TRICKED INTO BELIEVING IT IS ANYBODY'S 
FAULT BUT CONGRESS AND THE LEADERS IT ELECTED TO MAKE 
IT RUN. 

o IT NEED NOT END THIS WAY, WE CAN GOVERN. JUST LET THE 
MAJORITY BE THE MAJORITY. LET'S VOTE AND LET MAJORITY 
RULE. 
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e Message 
of the Market 
Stock plunges reflect the economic lesson of the '80s: 

p_J!;~em;*Ea1m~~ide effects, but it works 

my, a st roller-
coaster ride-first its 190-point drop 
on Oct. 13, then its spasmodic struggle 
to regain lost ground-is a fitting cli-

max for the 1980s. Glance at the chart be-
low. Since 1980, the Dow Jones industrial 
average has roughly tripled. This is the best 
performance since the 1950s. But the sud-
den plunges, in 1987 and two weeks ago, 
simply highlight the market's turbulence 
and volatility. The 1980s' economy has been 
no less baffling. 

At times it seemed a throwback to a more ' 
..__... tumultuous and greedier era of capitalism. 

There was the postwar period's worst reces-
sion and ferocious foreign competition. 
There were titanic takeover battles, wide-

read plantshutdowns and corporate "res-
t cturings." And yet, the 1980s also tell 
nother story. It's been a time ofimpressive 

improvements in productivity(the basic in-
dicator of our economy's efficiency and liv-
ing standards), in exports and in research 
and development. The economic expansion, 
now in its 83rd month, is the second longest 
since World War II. Unemployment has 
been below 6 percent for two years. 

The decade's great paradox is this: the 
prime catalysts for its advances were pre-
cisely the forces that seemed most disrup-
tive. Competition from imports forced 
manufacturers to OVernatil IaCWr!eS. l'ake- I 

overs (and the threat of bein~ taken ove~ ' prodded cgmp3p1e5 fg Bhm hjreaucraci I 
and split up unwjeldy corni':Jomerates. Wor-
,ried about jobs and corporate survivaf, l 
workers and companies restrained wage II 
and price jncrease§ whjch helped prolong 

Reagan-Volcker 
pollcles lnltlalty 
caused a deep 
recessloll-ilnd a 
bear market. 

1980 1981 1982 1983 1984 1985 1986 

64 NEWSWEEK : OCTOBER 30, 1989 

On the fioor of the NYSE last week 

th x ansion b subduin inflation. 
Grasp t e para ox, an you can un er-

stand why the 1980s seemed so confusing 
and, at times, disturbing. CoMetitjoIL 
works. That's the basic message. e favor 
Ctfmpetition in principle, but not its upset-
ting side effects. After World War II, Ameri-
cans thought they had created a more order-
ly and stable economy. It was dominated by 
huge, well-managed companies that provid-
ed job security and generous fringe benefits. 

0 
1987 1988 1989 

CllR!S1'0Pll BLU!llRICH-NEWSWEEK 

This document is from the collections at the Dole Archives, University of Kansas 
http://dolearchives.ku.edu

Page 127 of 135



r 
1 

JACQUES CH£1'E"T-l\EWSll'EEK 

machinery. For the first half of 1989, the 
U.S. share of world exports is estimated at 
13.4 percent, compared with West Germa-
ny's 12.5 percent and Japan's 9.9 percent. 

The lessons of the 1980s affect our eco-
nomic prospects for the 1990s. There's no 
end of proposals about what we should do to 
improve our "competitiveness." We're 
urged to raise savings and investment, sub-
sidize critical technologies and bar hostile 
takeovers. Some of these proposals might 
help a bit. A few would hurt. But they're all 
misleading, because they imply that 
there's a magic formula for restoring our 
previous global superiority and raising liv-
ing standards further. There isn't. The 
practical reality is that our "competitive-
ness" emerges from a messy and diffuse 
process. T onom ows-and the 

'1 tock mar et a vances-
.,e1es o a o o l e mgs rig t. 

I 

Consider how Ford raised quality by 

erage annual rate of 3.9 percent 
since 1980) is faster than at any 
time since the 1950s. 

1989 The Friday the I3ih plunge · ~; 
~ed out to be a one-hour aberration, ~ 
.aµd the niarket recovered quickly. ·J • After stagnating between 

1969 and 1975, corporate re-
search and development has 

risen sharply. Since 1979, it has increased 
roughly 50 percent (after inflation). 

cuttingthenumberofpartssuppli-
ers. The fewer the suppliers, the 
more easily they could be held to 
high standards. In turn, better 

parts helped win the cooperation of produc-
tion workers who fit or machine the parts. 
"If you have lOsuppliers[of a component]," 
as one Ford executive put it, "you're going 
to get so much variability in quality that the 
guy at the machine isn't going to be able to 
make it work. He says: 'If management 
doesn't care, why should I?'" The same 
story of major gains from small improve-
ments is told atcountlessother U.S. compa-
nies in the 1980s. Xerox, to give another 
example, cut its unit-manufacturing costs 
by 50 percent. 

Efficient and farsighted, Corporate Ameri- ' 
ca would ensure rising living standards and 
our global economic supremacy. We saw 
"management" as a sweeping set ofbusiness 
skills that would make capitalism less cha-
otic and cruel. Well-managed companies 
would mute competition's bad effects by an-
ticipating change and avoiding adversity. 

The 1980s shattered this appealing vi-
sion. A skittish stock market simply reflect-
ed the decade's deeper turbulence. Some of 
the companies that succumbed to take-
overs were Corporate America's aristo-
crats: RCA, Kraft, Gulf, Pillsbury and Be-
atrice. General Motors shut down 26 major 
plants. Since 1984, American Telephone & 
Telegraph has cut its worldwide work force 
by 73,000. 'Qw jpforroal compact between 
=:s and workers (secure careers fn 
__ J:>_n,_fgr cgrD?lrate lox~ was sbaK-
~Japanesecompaniesgra25percent 
of the U.S. car market and half of the world 
market for electronic semiconductors. Be-
cause these developments so confounded 
our expectations, we minimize the decade's 
genuine gains. Consider: 

•Since 1980, growth of productivity-
output per hour worked-has doubled. It 
has increased at an average annual rate 
of 1.6 percent, compared with 0.8 percent 
between 1973 and 1979. The difference 
means that the economy now produces 
roughly $300 billion more each year than it ! 
would have with lower productivity. Manu-
facturing-productivity growth (up at an av-

• he United States has regained its 
itionas mce 

t e ow pomt m 1987, U.S. exports-aided 
by the dollar's drop-are up about 50 per-
cent, led by sales of paper, chemicals and 

1987 The economy weathered the 
scare of the Black Monday crash, and 
the record expansion continued. 

Agony in the trading pit at the Chicago Mere 

The success of Japanese com-
panies teaches a similar lesson. 
Their secret has not been "long-
term thinking" so much as 
persistence and constant atten-
tion to details. When Japanese 
firms first moved into low-t!nd 
products (black-and-white tele-
vision sets, small cars, bas-
ic machine tools), U.S. compa-
nies rationalized retreat. These 
products and businesses repre-
sented small, mature markets 
with low profit margins, it was 
said. Let the Japanese slaugh-
ter one another. Instead, they 
honed themselves through in-
tense competition and went on 
to bigger markets. 
~ market ecgnomy is siffi-

~l an ongoin~ process of tri-
i and error. urror COm£a-
mes, prOductS an techilol es 

NEWSWEEK : OCTOBER 30, 1989 as 

! 
I 

I 
! 
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ANDREW SACKS-BLACK STAR Victims of the downturn filing for unemployment compensation in Michigan 

chaos and rely to an excessive 
degree on structure, process, 
and control as means to assure 
order in the organization," 
writes Abraham Zaleznik of the 
Harvard Business School in 

1982 The recession was the worst 
in recent memory, but it whipped 
inflation. the curse of the 1970s. 

"The Managerial Mystique." The appeal of 
market research, strategic planning and 
many other modern management practices 
was their promise to predict the future. Risk 
would be minimized without sacrificing cor-
porate growth and profitability. Unfortu-
nately, the promise is often false . 

The VCR is a case in point. To adapt 
U.S. video technology-used by 

........__, TV stations-for homes required 
major changes. As early as the 
1960s, Japanese companies of-

fered VCRs. Big and expensive, they didn't 
sell well. But the Japanese reduced their 
size and cost, while learning what custom-
ers wanted. The U.S. companies that ex-
plored VCR-like products waited until they 
could feel sure of a big success. As a result, I 
they had inferior, costly technology. "You 
can't research a market for a product that 
doesn't exist," Masaru Ibuka, Sony's co- I 
founder, once said. Richard Rosenbloom of 
the Harvard Business School puts it this 
way: "The Japanese learn by doing-not by 
studying." The VCR story isn't unique. Af-
ter a survey of U.S. and Japanese firms, 
economist Edwin Mansfield of the Univer-
sity of Pennsylvania concluded that the 
Japanese commercialize innovations fast-
er in part because they spend less time on 
marketing reports and tests. 

Myths enable us to believe what we want 
to believe, even if it isn't true. The myths 
about the prowess of American manage-
ment were not held just by business lead-
ers. They have reflected widely shared pop-
ular attitudes that emerged from World 
w •i.r II. America was the Arsenal ofDemoc-

'· Production was prodigious. The re-
»..trt was a consensus about the unique ad-

66 NEWSWEEK : OC TOBER 30 . 1989 

'=" · • .. .. .., . ,-..----...... ~. ' 

vantages of big, well-managed companies. 
Of course, many probusiness conservatives 
championed that view. But so did many 
antibusiness liberals, such as economist 
John Kenneth Galbraith. Only big compa-
nies, Galbraith argued, could raise the 
huge sums for new investment or technolo-
gy. Through market power and advertis-
ing, these firms could control product de-
mand and pricing. They would be highly 
stable and productive enterprises. 

The argument was over how to divide a 
growing economic pie. Galbraith and other 
liberals saw the productivity of corpora-
tions as an opportunity to enlarge govern-
ment. Rising national wealth meant more 
could be spent on public goods-a cleaner 
environment or more education. Govern-
ment regulation could be tougher; taxes 
could be higher. By contrast, companies 
touted the fruits of productivity, an out-
pouring of consumer goods and new tech- , 
nologies to show they were already meet-
ing public needs. "We Bring Good Things to 
Life," as General Electric's slogan puts it. 

The trouble is that Corporate America 
never operated the way its enthusiasts 
imagined. For starters, big companies 
don't monopolize innovation, as Galbraith 
and others contended. True, companies 
with more than 1,000 employees do more 
than 85 percent of all corporate R&D. But 
genuine innovation transcends R&D. It's 
new ways of doing things, and established 
companies are often tied to old ways, as 
consultant Richard Foster noted in his 
book "Innovation." Many major postwar 
innovations came from upstarts. Federal 
Express-not United Parcel-pioneered 
overnight package delivery. Apple Com-
puter-not IBM-popularized personal 

computers. Giant companies also suffer an-
other weakness: they often invest poorly. 

Why? In big business, there's a crude 
cycle of growth and decay. Success often 
gives companies an entrenched market po-
sition with stable sales and above-average 
profits. Companies then waste the extra 
profits and cash flow. Rather than pay 
higher dividends-which would limit cor-
porate expansion~xecutives invest the 
funds themselves. All their choices involve 
risks of inefficiency. Consider: 

First, a company may overinvest in 
its existing business. Overinvestment is 
wasteful: too many widget plants. 

Second, a company can hoard its mon-
ey-in effect, put it in the bank-as protec-
tion against setbacks or recession. But with 
a safety cushion, it's more likely to tolerate 
higher costs on everything from unneeded 
workers to padded expense accounts. 

Finally, a company can diversify by 
starting a new business or buying an exist-
ing one. But diversification may create ex-
cessive bureaucracy, and the company may 
lack the skills to run its new businesses. 

I n the 1980s, these problems exacted 
their revenge on Corporate America. 
In some industries (steel and autos, for 
example) years of dominance lulled 
top firms into complacency. They be-

came vulnerable to new global competi-
tion, and the dollar's surge on foreign ex-
change markets-up about 60 percent 
between 1980 and 1985-intensified the 
onslaught. Companies that had diversified 
too much or were investing poorly became 
targets of "raiders" or leveraged-buyout 
(LBO) firms. This new breed of entrepre-
neurs saw they could profit by buying such 
companies. Between 1980 and 1988, there 
were 478 LBOs, culminating with the $24.6 
billion buyout ofRJR Nabisco. 

This process seems confusing and contra-
dictory because it is confusing and contra-
dictory. For example, critics of takeovers 
argue that they're unproductive specula-
tions that distract executives from pursu-
ing "long-term goals." Proponents say that 
takeovers replace poor managers and splin-
ter inefficient conglomerates. What to be-
lieve? A little bit of everything. 

On balance, the impact ofLBOs and "hos-
tile takeovers" has been good. (In an LBO, 
investors buy all of a company's stock, usu-
ally relying heavily on bank loans or junk 
bonds.) Debt isn't always bad. It can force 
companies to operate more efficiently and 
deter poor investment, as economist Mi-
chael Jensen of Harvard argues. A study of 
LBOs by economists Frank Lichtenberg 
of Columbia University and Donald Siegel 
of the National Bureau of Economic Re-
search concluded they result in major pro-
ductivity gains. Benefits don't stop there. 
Even the distant threat of an unwanted 
takeover prompts companies to streamline. 
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Having diversified in the 1970s, GC'neral 
Mills sold its fashion, retail and toy opl'ra-
tions in the 1980s. Its profits soared. 

When executives complain they're not 
free to pursue "long-term goals," their pro-
tests are mostly self-serving. Back in the 
1960s and 1970s, they had ample freedom. 
Perversely, America grew weaker, as com-
panies engaged in reckless empire build-
ing. Between 1963 and 1980, there were 
nearly 56,000 mergers and acquisitions 

worth more than $300 billion, reports W.T. 
Grimm & Co., a consulting firm . Almost all 
were friendly mergers between companies. 
!lndeed, most takeovers are still friendly.) 
The cumbersome companies that resulted 
were less, not more, prepared for the fu-

1 ture. "Long-term goals" aren't virtuous if ' 
the goals themselves are ill conceived. I 

But Wall Street's critics are also correct: ! 

deal mania went to excess. Speculation in 
takeover stocks was rampant; Ivan Boesky 

turned it into a crime. More important, 
some takeovers were no more than giant 
speculations. The idea has been to buy a 
company mostly on credit, sell ita few years 
later at a 20 or 30 percent markup and 
pocket most of the gain. It's an old formula 
used repeatedly in real-estate booms. The 
trouble comes when the boom collapses and 
the creditors get skunked. Some takeover 
companies overborrowed; the problems 
that the Canadian Campeau Corp. has had 

The Road to Recovery: A Market Diary 
It was almost as ifthe entire 

financial community got to-
gether last week and decided: 
not this time. From small in-
vestors to big pension-fund 
managers, from Wall Street 
executives to Washington of-
ficials, the consensus was that 
the stock-market plunge of 
Oct. 13 was just a one-hour 
aberration, not an omen of 
disaster. For the week the 
Dow recovered about 120 
points, closing at 2689.14. A 
day-by-day account of the 
market's recovery: 

Saturday: The first public 
move to calm fears was made 
through a leak by a "senior 
Federal Reserve official" to 
The New York Times and The 
Washington Post. In Sunday 
editions the papers reported 
that the Fed stood ready to 
meet any demand for liquidity 
(cash) that the banking system 
might need. Market watchers 
and investors welcomed the 
news, but the leak irked Fed 
chairman Alan Greenspan, 
who wanted to play down any 
crisis atmosphere. Many mu-
tual-fund firms and stockbro-
kerages stayed open. Skittish 
investors asked lots of ques-
tions but held firm. 

Sunday: New York Stock Ex-
change chairman John Phe-
lan was in Bangkok when the 
Dow fell. He flew back, arriv-
ing in New York at 9 a.m., and 
immediately began to reas-
sure NYSE-listed companies 
that the exchange could han-
dle large trading volume. He 
talked to brokers and ex-
change officials in Tokyo and 
London. He and his team 
also called large institutional 
traders, including arbitra-
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Calming signals and high-level consultations: Phelan, Greenspa.n 

geurs and program traders, to 
talk down any sense of panic. 

In Washington, the na-
tion's top economic and mar-
ket officials secretly convened 
at4 p.m. in a third-floor Treas- , 
ury conference room. Pres-
ent were Treasury Secretary 
Nicholas Brady, Greenspan, 
Securities and Exchange 
Commission chairman Rich-
ard Breeden, Wendy L. 
Gramm, chairman of the 
Commodity Futures Trading 
Commission, Michael Boskin, 
chairman of the Council of 
Economic Advisers-about 20 
people in all. The conclusion: 
the plunge was a spasm of vol-
atility, no more. A minute-by-
minute chart showed that the 
panic selling focused mainly 
on takeover-related stocks, 
triggered by the collapsed bid 
for UAL Corp.; a drop in blue 
chips followed. Other signs 
were positive: stocks were ex-
pensive butnotoutofline. The 
economy was stable and infla-
tion waning. No brokerage 
houses or investment banks 
had capital shortages. 

The officials decided the 
best course was to play it cool. 
The consensus, says one par-
ticipant, was, "'Don't just 
do something, stand there!' " 
Most foreign markets opened 
down, but later recovered. 

Monday: Nail-biting time. 
Brokers were permitted to 
enter orders an hour early, 
at 7:30 a.m., to avert a crush. 
President Bush made an en-
couraging remark about 
the economy. At the NYSE, 
prices began falling at the 
opening bell, and in 45 min-
utes the Dow was down more 
than 60 points. Sell orders left 
over from Friday fed the drop. 
Then, at 10:16 a.m., a huge 
roar lifted from the floor as 
the market turned. Comput-
erized trading kicked in to ac-
celerate the upward move 
-60 points in six minutes. In-
vestment banks, money man-
agers and even arbs who had 
lost a bundle on takeover 
stocks jumped in, hunting 
for bargains. Says Roland 
Machold, who invests $24 bil-
lion in New Jersey state pen-

sion money: "I came into the 
trading desk Monday morn-
ing and I said, 'Let's take 
our orders last week and dou-
ble them'." 

At 1:43 p.m. Donald Trump 
announced he had pulled his 
$7.5 billion bid for American 
Airlines. Unlike on Friday, 
the news of a busted takeover I 
play didn't incite a panic. At 
the close the Dow was up · j 
88.12 points. I 

Tuesday: The market re-
mained highly volatile. News 
of a wider trade deficit and j 
fresh concern over the UAL I 
deal caused a sharp drop. The I 
Dow recovered but finished I 
down by 18.65 points. Special ! 
open lines between Washing- j 
ton and the New York ex- : 
changes were shut down. I 

Wednesday: The earthquake I 
sent insurance stocks higher : 
in anticipation of increased ,

1

• 

premiums. But a mostly ho-
hum m~rket ensued as the 
Dow closed up 4.92 points. . 

Thursday: Investors marked 
the second anniversary. of 
Black Monday by bidding up 
the Dow by nearly 40 points. 
The catalyst: consumer prices 
rose a surprisingly moderate 
.2 percent in September, mak: 
ing the annual rate 4.4 per-
cent. Low inflation meant the 
Fed might cut interest rates, 
usually good news for stocks. 

Friday: The expected volatili-
ty of "double witching" day 
-the expiration of certain 
options and futures-<iidn't 
materialize, and the Dow fin· 
ished up 5.94 points. At the 
end of the day, news surfaced 
that a new bid was being read· 
ied to buy UAL-the deal that 
started the Friday-the-13th 
panic in the first place. 

CAROLYN FRIDAYClnd 
RICH THOMAS 
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Members of the United States Congress raised a broad range 
of human rights issues, including freedom of emigration and 
religion. Members also expressed deep interest in the develop-
ments in the U.S.S.R. concerning the nationalities questions and 
measures being taken to address these issues. U.S. legislators 
were especially interested in the Soviet Parliamentarian's views 
concerning the Supreme Soviet's consideration of a new law on 
exit and entry to the U.S.S.R as well as other draft laws per-
taining to human rights and legal reform. 

The Soviet Delegation expressed support for expanded U.S.-
Soviet economic cooperation and trade. They urged the United 
States to remove obstacles that constrain the development of a 
normalized trading relationship. Legislators from each country 
voiced support for efforts to undertake measures which would 
remove obstacles in the two countries' economic systems and 
administrative and regulatory procedures which currently inhibit 
greater economic cooperation. 

The parliamentarians of each country noted increasing aware-
ness of transnational problems such as environmental degradation, 
international terrorism, drug trafficking, natural disaster 
forecasting and world-wide epidemics. It was agreed that the 
Supreme Soviet and the U.S. Congress can make significant con-
tributions to the international efforts to address these global 
problems and pledged to work toward that end. Note was taken of 
the expressions of support for the victims of earthquakes and 
natural disasters in the two countries. 

American legislators and the Soviet Deputies expressed 
support for greater contact and sustained dialogue on a basis of 
more regular exchanges to discuss general questions of Soviet-
American relations and specific issues of mutual interest. It 
was agreed that such close working ties would contribute to the 
progress being made in building a closer and more cooperative 
relationship between the United States and the U.S.S.R. 
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