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Department of the Treasury ¢ Washington, D.C. ¢ 11!“9’“10"1"5.ﬂ5-2(h‘1

September 16, 1988

Edith E. Holiday Joins Treasury

Secretary of the Treasury Nicholas F. Brady today announced that
Edith E. Holiday has joined the Department of the Treasury.
Ms. Holiday will oversee matters pertaining to public affairs and
public liaison and will act as counselor to the Secretary.

Prior to joining the Department, Ms. Holiday was Chief Counsel
and National Financial and Operations Director for the
Bush-Quayle '88 Presidential Campaign. Previously she served as
Director of Operations for George Bush for President and Special
Counsel for the Fund for America's Future.

In 1984 and 1985, Ms. Holiday was Executive Director for the
Commission on Executive, Legislative and Judicial Salaries. She
practiced law with the firm of Dow Lohnes & Albertson in 1983 and
1984 and with the firm of Reed Smith Shaw & McClay from 1977 to

1983. Ms. Holiday also served as Legislative Director for then
U.S. Senator Nicholas F. Brady.

Ms. Holiday received her B.S. and her J.D. degrees from the

University of Florida, Gainesville. A native of Georgia, Ms.
Holiday is married to Terrence B. Adamson.
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Department of the Treasury ¢ Washington, D.C. ¢ 11!“Bﬂﬂlﬂﬂiﬁis1ﬂ5'2¢hl1
September 19, 1988

Appointment of Bruce R. Bartlett
As Deputy Assistant Secretary for Policy Analysis

Bruce R. Bartlett has been appointed Deputy Assistant
Secretary of the U.S. Treasury for Policy Analysis, in the office
of Economic Policy, effective September 18, 1988.

Until his appointment, Mr. Bartlett was Senior Policy Analyst
in the Office of Policy Development at the White House, where he
specialized in economic analysis.

Before joining the Reagan Administration, Mr. Bartlett was a
senior fellow at the Heritage Foundation from 1985 to 1987. He
previously had been Vice President of Polyconomics, an economic
consulting firm, and Executive Director of the Joint Economic
Committee of the U. S. Congress. He also served on the staffs
of Senator Roger Jepsen, Congressman Jack Kemp, and Congressman
Ron Paul.

Mr. Bartlett is the author of The Supply-Side Solution (1983)
and Reaganomics: Supply-Side Economics 1n Action (1981). He has
been a contributor to the Wall Street Journal, the New York
Times, the Washington Post, and many other business and news
publications.

Born in Ann Arbor, Michigan, in 1951 and educated at Rutgers
University (B.A., 1973) and Georgetown University (M.A., 1976),
Mr. Bartlett currently resides in Alexandria, Virginia.
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)partment of the Treasury ¢ Washington, D.C. ¢ Telephone 566-2041

CONTACT: Office of Financing
202/376-4350

FOR IMMEDIATE RELEASE
September 19, 19gg
RESULTS OF TREASURY'S WEEKLY BILL AUCTIONS

Tenders for $7,047 million of 13-week bills and for $7,007 million
of 26-week bills, both to be issued on September 22, 1988, were accepted today.

RANGE OF ACCEPTED 13-week bills : 26-week bills
COMPETITIVE BIDS: maturing December 22, 1988 : maturing March 23, 1989
Discount Investment : Discount Investment
Rate Rate 1/ Price : Rate Rate 1/ Price
Low 7.16% a/ 7.39% 98.190 7.31% 7.70% 96.304
High 7.18% 7.41% 98.185 : 7.34% 7.73% 96.289
Average 7.17% 7.40% 98.188 @ 7.34% 7.73% 96.289

a/ Excepting 1 tender of $10,000.

Tenders at the high discount rate for the 13-week bills were allotted 25%.
Tenders at the high discount rate for the 26-week bills were allotted 95%.

TENDERS RECEIVED AND ACCEPTED
(In Thousands)

Location Received Accepted : Received Accepted
Boston S 32,610 $ 32,610 N 30,310 $ 30,310
New York 26,311,575 6,314,025 : 21,467,390 6,322,640
Philadelphia 16,575 16,575 : 14,200 12,200
Cleveland 29,710 29,710 : 19,130 19,130
Richmond 47,785 27,785 : 26,035 26,035
Atlanta 16,265 16,265 : 19,105 19,065
Chicago 1,331,170 155,420 : 1,010,520 149,270
St. Louis 24,665 20,655 : 24,195 21,145
Minneapolis 4,650 4,650 : 6,460 6,460
Kansas City 24,150 24,150 . 25,165 25,165
Dallas 32,885 24,135 : 22,165 12,165
San Francisco 1,275,010 225,510 : 1,320,930 256,680
Treasury 155,030 155,030 : 107,080 107,080
TOTALS $29,302,080 $7,046,520 : $24,092,685 $7,007,345
Type
Competitive $26,675,845 $4,420,285 : §19,559,365 $2,474,025
Noncompetitive 679,855 679,855 : 529,020 529,020
Subtotal, Public $27,355,700 $5,100,140 : §20,088,385 $3,003,045
Federal Reserve 1,678,180 1,678,180 : 1,650,000 1,650,000
Foreign Official
Institutions 268,200 268,200 : 2,354,300 2,354,300
TOTALS $29,302,080 $7,046,520 1 $24,092,685 $7,007,345

1/ Equivalent coupon—-issue yield.
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epartment of the Treasury ¢ Washington, D.C. ¢ Telephone 556'2041

TEXT AS PREPARED
Expected at 1:15 P.M., EDT

REVISED

Remarks by M. Peter McPherson
Deputy Secretary
of

The U.S. Treasury Department
before
New York Financial Writers' Association
New York, New York
September 19, 1988

Third World Development in the Information Age

Good afternoon. Thanks for inviting me to speak to you.

You all rely on high technology to assemble information from
all over the world -- to analyze, synthesize, and dispatch it to
a wide audience. For this reason, I think my chosen topic for
today -- Third World Development in the Information Age -- will
be of particular interest to you.

My message today is straight forward. The new information
age makes it imperative that LDCs open themselves up to advancing
technology for their own self interest. This means liberalizing
investment regimes, protectlng intellectual property rights, and
not restricting trade in services. LDCs have essentially two
options as they face the current round of GATT negotiations:
they can either join in the efforts to liberalize the world
economy and to ensure equal access to markets, or they can shut
themselves off from the benefits of this new age. If LDCs fail
to make needed policy changes, the information age will pass them
by and leave them even further behind economically. There is a
separate speech on why such LDC policy changes are important for
the U.S., but today I will focus on how important the changes
are to the LDCs.

LDCs need help to take advantage of the new information age,
and more assistance should come from the World Bank. Better
public policies alone will not solve the problem. LDCs need help
to train their people, build institutions and infrastructure, and
prepare themselves for continuing technological advancement
This is especially true for LDCs that are not NICs. The World
Bank has made some efforts in this area but should be more active
in encouraging and assisting LDCs along this path.

NB-4
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The latest technological revolution -- commonly called ?he
information age -- must be distinguished from the earlier
agricultural and industrial technologies.

First, agricultural implements and industrial machines both

substitute mechanical power for muscle power. Informgti?n
technology leverages brain power. Leveraging bra;p povwer 1sn.t
new. The abacus has been with us for 26 centuries. What 1is

different is the quantum, almost infinite leap in leveraging
afforded by information technology.

Second, the speed at which this technology is spreading and
developing can be thought of in terms of months and days compa;ed
to the thousands of years that the agricultural and industrial
revolutions required, respectively, to take seed and grow.
Indeed, within a matter of decades government and commerce 1n
the industrialized world have become
dependent on the rapidly changing computer and the new forms of
telecommunications -- satellite transmissions and optic-fiber
cables -- that link computers.

The uses of information technology are ubiquitous and well
known to you, so at this point in my presentation I will simply
list some of them: the control of inventories, costs, finance,
or marketing; transportation planning; computer controlled
electric service grids; industrial robots; computer controlled
machine tools; and research. 1In fact, it is hard to imagine end
uses that cannot benefit from information technology -- many of
which depend primarily on developing a computer capacity.

In brief, information technology is revolutionizing and is
critical for LDCs.

To further set the stage for my argument, I want to reflect
for a moment on the Kkey, reasons for economic growth and
development -- not Jjust in the third world today, but
historically.

Development is a process particular to each country, and
each must establish its own needs, methods, and pace. ‘However,
a country's strategy and policies must also be sensitive to the
external environment. Indeed, I think most would agree that
development has been and continues to be driven by the combined
force of good economic policies and the advance of technology.

This relationship is reflected both in history and in recent
trends. Policies can constrain or promote economic development.
For instance, there is growing recognition of the economic
development value of policies that allow the productive property
of society to be owned by private parties and used for private
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gain. Look at the impact of the changes in China in recent
years. Also, the Soviet Union is now in the throes of altering
past policies to produce greater productivity -- for example, by
leasing land to individual farmers for up to 50 years.

To further make the point, changes in trade policy in Turkey
since the late 1970's have had a tremendous impact on economic
growth. From highly protectionist and inward-oriented policies
in the late 1970's, Turkey has reversed course and begun a major
trade liberalization. As a result, export growth, which averaged
5.5 percent between 1965 and 1980, has registered almost 20
percent per year since 1980.

Recent changes in the U.S. tax code have also revealed an
important link between policy and economic development. The
dramatic reduction in marginal tax rates begun in 1981 has
boosted the incentive to productive activity and deserves an
important share of the credit for the vast increase in new jobs
created by the U.S. economy -- 17.8 million since November
1982.

Certainly government policies have helped and burdened
economic progress, and, as I will discuss later, many LDCs must
come to terms with the fact that their current policies hinder
development in today's information age.

History also shows the importance of technology in driving
economic development. The invention of the plow ushered in
productive agriculture and altered the human lifestyle in a way
that fostered further invention. James Watt in the 1770's made
a number of innovations to improve the efficiency of steam
powered engines and produced a practical power plant that
contributed immeasurably to the Industrial Revolution. The
perfection of the internal combustion gas engine about a century
later made possible cars, trucks, and the airplane, all of
which have radically transformed human lifestyles. And a
critical stimulus to economic growth since WWII has been the
computer -- which has joined with related technical breakthroughs
to generate the new technological age now driving economic
progress at a fast pace.

It is instructive at this point to look at the record of
developing countries in incorporating technology in their pursuit
of economic development.

First, it must be noted that the circumstances of
international competition and economic advancement have changed
for LDCs as technology has advanced.
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Advanced technology has brought on a gradual decline in some
of LDCs' traditional comparative advantages. Peter Drucker has
pointed out that LDC comparative advantages in low labor costs
and raw material exports have begun to erode. For example,
because of increased flexibility and an extended life-cycle of
manufacturing processes in more developed countries, low labor
costs no longer ensure that LDCs will produce textiles more
cheaply and effectively than highly automated mills in the
Carolinas. Similarly, technological advancements have often
displaced traditional raw materials. For instancg,. the
prevalence and quality of fiberoptic products have diminished
the importance of copper as an input for production.

Advanced information technology has also altered the very
nature of international market economic activity. Competition
to provide inputs, services, and final products has been
heightened by the minimization of distance and the ease of
establishing and changing relations between providers and
utilizers. Manufacturers will quickly switch their source of
parts and services to the cheapest provider of an input to
production. Countries must as a result maintain their
comparative advantage and competitive prices or they lose. 1In
some ways all countries, certainly all LDCs, are competing
against all other countries. Open economies will tend to get
the technology and win; closed economies will usually stagnate.
And while competition has intensified, developing countries are
also increasingly expected by developed countries -- as reflected
in the new U.S. trade bill -- to carry their own weight by
operating on an even plane in the world economy.

Even though circumstances have been changing to make
information technology central to operation in the international
market, many LDCs do not have a good record of incorporating this
modern technology into their economies.

Indeed, the process of adopting appropriate policies and
allowing technology to lead the way to development has been
inhibited by bad policies in many of the developing countries.

I would like to review the background to this situation.

When low rates of technology transfer in the modern sectors
of many less developed countries became apparent, commentators
quickly concluded that technology designed for conditions in
developed countries -- relatively cheap capital and expensive,
skilled labor -- often was not appropriate for the LDCs. Their
solution to the alleged incompatibility of advanced technology
with LDC conditions was to transfer or develop "appropriate
technology" =-- e.g., improved plows or ovens that would be
directly applicable to the a developing country.
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The concept itself is sensible. However, we now know that
appropriate technology for developing countries need not exclude
advanced technology, even 1if designed principally with the
developed world in mind. Many new technologies are flexible
enough to be adjusted to the needs and capabilities of a
developing country, if accompanied by proper training.

Information technology is "appropriate" for mechanization
of the financial sector of most any country; it can also be
invaluable in agricultural research, health services, and other
traditional development activities. Furthermore, employment of
these technologies can help control the high costs of
development: microelectronics can, for instance, help countries
make more efficient and limited use of electric power, thus
limiting capital costs. And by allowing separation of the
provider from the utilizer of inputs, information technology
opens up new potential for developing countries to expand non-
traditional exports, e.g. data processing in the Caribbean for
a U.S. client.

Information technology is also crucial to countries that
would like to prepare themselves to be more receptive to higher
levels of technology. Computers are useful tools of education
and training. Through what is called computer-assisted
instruction, or interactive instruction, a student sitting at a
computer terminal can work through a series of "frames" that
teach and test understanding. Limited application of computer
technology can also improve the electric power and telephone
systems in LDCs, making them better able to support more
extensive use of information technology in business and industry.
And there are other applications through which computers and
other information technology can help speed up the development

process. As advancements continue to be made -- e.g. making
desktop computers more affordable and other information
technology more accessible -- information age technology should

become more appropriate in the development process. The returns
on investments 1in technology transfers will grow as such
technology is incorporated more broadly and effectively.

How can LDCs better take advantage of these benefits of the
information age and keep from being left behind in the world
economy?

Because of the unique nature of information technology and
the significance of its incorporation in economic development,
LDCs must plan carefully their strategies and policies for
becoming part of the information age.

The establishment of appropriate and stable macroeconomic
policies that encourage private enterprise and a healthy economy
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is a preliminary and critical step. There are also a series of
important policy changes which many developing countries must
make.

Investment must be encouraged. In a speech on
interdependence, top Canadian government official and GATT
negotiator Sylvia Ostry pointed out that

the trend to increasing international integration that is
inherent in the information revolution is likely, at }east
for a time, to enhance the role of the multinational
enterprise as a carrier of leading-edge technology. Access
to this new generic technology and the flows of capital by
which it will in considerable part be transferred will
become a prime determinant of growth and development around
the world.l

Thus LDCs must come to realize the importance for the@r
advancement of allowing foreign investment to enter their
markets.

Many LDCs have policies that impede such foreign-owned
establishments. They often require foreign firms to enter into
uneconomical partnership with LDC governments or private
enterprises and impose other costly conditions on the entry of
a multilateral corporation into their market. Because the
operation of multinational firms in developing countries is a
primary mechanism for the transfer of information technology,
such restrictive policies are counterproductive for LDCs.
Although LDCs can certainly purchase, for example, off-the-
shelf personal computers as their trade regime allows, direct
investment often facilitates transfer of capital, management
expertise, and an ongoing stream of technological know-how that
is otherwise very difficult to secure.

Foreign investors must also keep their end of the bargain
by being good "citizens" in developing countries. Such investors
should provide lasting and useful training to nationals; they
should take advantage of local contributions and strengths and
not isolate their.operations. By carrying their business and
technology to developing countries, foreign investors are also
creating new demand for their goods and services. They should
accordingly maintain a balanced long-term perspective on their
involvement in these countries.

Another pivotal policy area is protection of intellectual
property rights. Such policies are an important determinant of
a multinational firm's willingness to enter an LDC and to carry
advanced technology there. The widespread, unauthorized copying
of software and the cloning of hardware undercut the markets and
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profits of those that bear development costs and marketing
expenses. Software publishers -- whether in developed or
developing countries -- may be particularly wary of circulating
their product in an area where it might be copied and distributed
without means of legal recourse. I am told often of corporate
decisions to go to one country as opposed to another because of
concerns with intellectual property protection. Also, for
example, Brazil has already burdened its whole industrial base
by sharply cutting back critical informative technology from
outside the country.

Policies for the protection of intellectual property
rights should not afford multinationals undue advantages, such
as a mechanism for establishing a monopoly they might have lost
in the developed world because of the expiration of a patent.
At the same time, stronger agreements might encourage not only
the distribution of equipment and software by multinational
firms in LDCs, but also the development of systems and programs
targeted more precisely to their needs.

In addition, policies governing trade in services help
determine the ability and inclination of firms to engage in
technology transfer. Many LDCs have significant non-tariff
barriers that impede the sale of international border services.
They impose restrictions on the import of, for example, computer
data and information and other value-added services. Such
restrictions inhibit the incorporation of established technology
into a developing country's economy, despite market demand for
such technology. They can also work against LDCs that establish
export potential in services.

In designing a strategy for the information age, developing
countries must also address the relative weakness of their
physical and human resource bases. Well-trained workers and
efficient institutional infrastructures are vital to securing and
utilizing the mechanisms of advanced technology. Those countries
that want to join the current acceleration of technology must
concentrate on improving their capacity for education and

training. The indigenous private sector -- which benefits from
private development of highly profitable sectors such as
telecommunications -- can be expected to provide some training,

and for this reason domestic private enterprise should be
encouraged. The potential of multinationals to contribute to
training and education is also extremely high.

Yet these countries need more than 3just more skilled
labor. The proper institutional structure to train and carry
out other functions is key. The importance and difficulty of
building such institutions must not be minimized.
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In sum, appropriate policies and enthusiastic initiatlyes
to attract technology and encourage its development are crucial
to LDCs who want to continue to advance in the world economy.
Information technology can help these countries become more
competitive producers of goods and services. It.can also help
them to update their traditional modes of production and perhaps
conserve some of the comparative advantages afforded them by
their own national characteristics.

It is my thesis that those countries that prepare themselves
for the advance of information technology will prosper, while
those that choose not to do so will stagnate. As the leading
development institution, the World Bank has a crucial role to
play in helping these countries adapt to the information age.

What has the Bank been doing in this area? The recent
advent of microcomputers and improvements in memory technology
and portability have contributed to increased Bank involvement
in transfer of information technology. Bank spending on
information technology has grown at roughly 30 percent annually
in the past six years, compared to 15 percent in the previous
five years.

o The Bank gives support to projects involving a variety
of 1levels of technology, ranging from a few
microcomputers for a health and nutrition project to
large mainframe computers for a petroleum exploration
project.

o The Bank has also made use of information technology
to assist member countries in automating statistical
and economic data bases and developing reliable
management systems.

o The IFC has recently established, on an interim and
experimental basis, a Technology Service Program which
will serve as a technology broker, matching demand in
the private sectors of developing countries with
appropriate suppliers.

Yet with one exception, the Bank has only supported
information technology as a small component of other projects.
And the cost of information technology as a percentage of total
project cost is usually very small, five percent or less. There
is some indication, then, that the World Bank's lending program
is still oriented to an industrial age mindset and requires
adjustment to an information age focus.



9

The Bank has a critical role to play in helping developing
countries to gain access to and become more receptive to
information technology. It must make a significant additional
effort to support transfer of information technology in all
aspects of its work.

Sector loans, which are traditionally conditioned to the
adoption of proper policies, are an important tool here. Just
as the Bank has sought to promote improved trade policies and
more open trade regimes in developing nations, it could more
broadly utilize sector loans to encourage policies which better
protect intellectual property rights, 1liberalize trade in
services, and open up investment regimes. Also, additional
project loans could be supported to improve telecommunications
and other support systems for information technology. Massive
amounts of training are, of course, critical. Technical
assistance could be enhanced with the target of making transfer
of information technology a component of most World Bank activity
in developing countries.

The Bank should consider how it might best focus its efforts
on encouraging integration of information technology in the
development process.

The information age is still accelerating. Many developing
countries are at a crossroads where they must decide whether to
participate by opening up their economies and attaining a higher
standard of 1living for their people, or, alternatively, to
stagnate and fall further behind. Self interest should compel
the LDCs to work in GATT to open up their economies by
liberalizing investment regimes, providing better protection for
intellectual property rights, and reducing restrictions on trade
in services.

Because of the enormous importance of the information age
for the economies of LDCs, we have an obligation through the
World Bank to train people and help build institutions and
infrastructure. And of course the Bank, through its sectoral
loan program, should help bring about the changes critical to
LDCs' joining in the industrial age.

Ladies and Gentlemen, I thank you for your attention, and
I will be delighted to take questions.

1. Ostry, Sylvia, "Interdependence: Vulnerability and
Opportunity," 1987 Per Jacobsson Lecture.
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Charles H. Dallara
Senior Advisor for Policy to the Secretary of the Treasury

Secretary of the Treasury Nicholas F. Brady today
announced that Charles H. Dallara will serve as Senior Advisor
for Policy to the Secretary of the Treasury. Mr. Dallara
continues to serve as the U.S. Executive Director to the
International Monetary Fund (IMF).

As Senior Advisor for Policy to the Secretary,
Mr, Dallara will support the Secretary and Deputy Secretary in
the monitoring and development of policies covering the full
range of the Department's activities. He will also be
responsible for the oversight of the Executive Secretary and
the related functions.

Mr. Dallara has served in his current positions at the
IMF and the Treasury since 1984. Prior to that, he held a
variety of other positions at the Treasury, and served as the
U.S. Alternate Executive Director at the IMF.

Mr. Dallara received his Ph.D., M.A., and M.A.L.D. from
the Fletcher School of Law & Diplomacy, Tufts University, and
a B.A. in economics from the University of South Carolina. He
also served as an officer in the U.S. Navy from 1970-1974.
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TEXT AS PREPARED
EMBARGOED FOR RELEASE UPON DELIVERY
EXPECTED AT 10:30 A.M. EDT

Remarks by
Secretary of the Treasury
Nicholas F. Brady
at the Acceptance Ceremony for the

Lockheed P-3 Aircraft by the Customs Service
Hangar #6, Federal Aviation Administration

Washington National Airport

Tuesday, September 20, 1988

Thank you, Commissioner von Raab, and good morning, ladies
and gentlemen. I took office just last Friday and this is my
first formal event as Secretary of the Treasury. Nothing could
suit me more, as it underlines the importance with which we in
the Treasury view the War on Drugs. Ensuring a drug-free America
is a high priority for all of us.

I am joining the efforts of a group of men and women I
greatly respect. We are all grateful for the leadership of the
President, our First Lady, Nancy Reagan, and Vice President
George Bush,

Attorney General Dick Thornburgh and I have worked together
in the past. I am looking forward to working with him again.
Since he became Attorney-General, Dick has again shown us his
gift for leadership by galvanizing our coordinated efforts.

The members of Congress here today (Senator Pete Domenici,
Senator Dennis DeConcini, Senator Phil Gramm and Congressman
Glenn English) show by their presence that same strength of
purpose.

And when it comes to people like Willy von Raab and
Commandant Paul Yost and the men and women of the
Customs Service and the Coast Guard, we all express our
appreciation and admiration for their level of commitment and
dedication. But we do know that the American people understand
both the importance and the frustrations in the fight against

drugs.
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The Administration’s continuity of drug enforcement efforts
1S paying off. However, the pace of our progress will never be
fast enough until illegal drugs are no longer available on
American streets and all agree much work needs to be done.

The Treasury Department has done its part in the grackdown on
drugs on at least three separate fronts. We are working hard to
reduce the flow of drugs across our borders and having the P-3 as
part of the Customs Service fleet marks a red-letter day.ln_that
effort. It gives Customs a new dimension for its interdiction
efforts. Furthermore, this plane is a tangible result of what
can happen when the Administration and Congress work together
toward a worthwhile goal.

Second, we'’re working to close the doors on the places that
the money-laundering drug kingpins hide their profits derived
from poisoning our young people.

Third, Treasury agents have fanned out across the
United States to seek out and prosecute the criminals who make
a career of running the illegal drug network.

Drug abuse is a problem that doesn’t respect national
boundaries. But it can become a minor chapter in our history if
we continue to stand together.

We must close down the sources, cut off the shipments,
vigorously enforce the laws, wipe out the demand, and firmly but
compassionately treat the addicted. This Blue Eagle Aircraft
symbolizes our commitment to use every resource at our command
to make sure that this happens.

Thank you.
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CONTACT: Office of Finarcing

FOR RELEASE AT 4:00 P.M. 202/376-4350

September 20, 1988
TREASURY'S WEEKLY BILL OFFERING

The Department of the Treasury, by this public notice, invites
tenders for two series of Treasury bills totaling approximately
$14,000 million, to be issued September 29, 1988. This offering
will provide about $900 million of new cash for the Treasury, as
the maturing bills are outstanding in the amount of $13,097 million.
Tenders will be received at Federal Reserve Banks and Branches and at
the Bureau of the Public Debt, Washington, D. C. 20239, prior to 1:00
p.m., Eastern Daylight Saving time, Monday, September 26, 1988.

The two series offered are as follows:

91-day bills (to maturity date) for approximately $7,000
million, representing an additional amount of bills dated
June 30, 1988, and to mature December 29, 1988 (CUSIP No.
912794 QY 3), currently outstanding in the amount of $6,766 million,
the additional and original bills to be freely interchangeable.

182-day bills for approximately $ 7,000 million, to be dated
September 29, 1988, and to mature March 30, 1989 (CUSIP No.
912794 RQ 9).

The bills will be issued on a discount basis under competitive
and noncompetitive bidding, and at maturity their par amount will
be payable without interest. Both series of bills will be issued
entirely in book-entry form in a minimum amount of $10,000 and in
any higher $5,000 multiple, on the records either of the Federal
Reserve Banks and Branches, or of the Department of the Treasury.

The bills will be issued for cash and in exchange for Treasury
bills maturing September 29, 1988. In addition to the maturing
13-week and 26-week bills, there are $9,281 million of maturing
52-week bills. The disposition of this latter amount was announced
last week. Tenders from Federal Reserve Banks for their own account
and as agents for foreign and international monetary authorities will
be accepted at the weighted average bank discount rates of accepted
competitive tenders. Additional amounts of the bills may be issued
to Federal Reserve Banks, as agents for foreign and international
monetary authorities, to the extent that the aggregate amount of
tenders for such accounts exceeds the aggregate amount of maturing
bills held by them. For purposes of determining such additional
amounts, foreign and international monetary authorities are consid-
ered to hold $1,964 million of the original 13-week and 26-week
issues. Federal Reserve Banks currently hold $2,064 million as
agents for foreign and international monetary authorities, and $5,660
million for their own account. These amounts represent the combined
holdings of such accounts for the three issues of maturing bills.
Tenders for bills to be maintained on the book-entry records of the
Department of the Treasury should be submitted on Form PD 5176-1
(for 13-week series) or Form PD 5176-2 (for 26-week series).
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2

Each tender must state the par amount of bills bid for,
which must be a minimum of $10,000. Tenders over $10,000 must
be in multiples of $5,000. Competitive tenders must also shqw
the yield desired, expressed on a bank discount rate basis with
two decimals, e.g., 7.15%. Fractions may not be used. A single
bidder, as defined in Treasury's single bidder guidelines, shall
not submit noncompetitive tenders totaling more than $1,000, 000.

Banking institutions and dealers who make primary markets
in Government securities and report daily to the Federal Reserve
Bank of New York their positions in and borrowings on such secu-
rities may submit tenders for account of customers, if the names
of the customers and the amount for each customer are furnished.
Others are only permitted to submit tenders for their own account.
Each tender must state the amount of any net long position in the
bills being offered if such position is in excess of $200 million.
This information should reflect positions held as of one-half hour
prior to the closing time for receipt of tenders on the day of the
auction. Such positions would include bills acquired through "when
issued" trading, and futures and forward transactions as well as
holdings of outstanding bills with the same maturity date as the
new offering, e.g., bills with three months to maturity previously
offered as six-month bills. Dealers, who make primary markets in
Government securities and report daily to the Federal Reserve Bank
of New York their positions in and borrowings on such securities.
when submitting tenders for customers, must submit a separate tender
for each customer whose net long position in the bill being offered
exceeds $200 million.

A noncompetitive bidder may not have entered into an agreement,
nor make an agreement to purchase or sell or otherwise dispose of
any noncompetitive awards of this issue being auctioned prior to
the designated closing time for receipt of tenders.

Payment for the full par amount of the bills applied for
must accompany all tenders submitted for bills to be maintained on
the book-entry records of the Department of the Treasury. A cash
adjustment will be made on all accepted tenders for the difference
between the par payment submitted and the actual issue price as
determined in the auction.

No deposit need accompany tenders from incorporated banks
and trust companies and from responsible and recognized dealers
in investment securities for bills to be maintained on the book-
entry records of Federal Reserve Banks and Branches. A deposit of
2 percent of the par amount of the bills applied for must accompany
tenders for such bills from others, unless an express guaranty of
payment by an incorporated bank or trust company accompanies the
tenders.
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Public announcement will be made by the Department of the
Treasury of the amount and yield range of accepted bids. Com-
petitive bidders will be advised of the acceptance or rejection of
their tenders. The Secretary of the Treasury expressly reserves
the right to accept or reject any or all tenders, in whole or in
part, and the Secretary's action shall be final. Subject to these
reservations, noncompetitive tenders for each issue for $1,000,000
or less without stated yield from any one bidder will be accepted
in full at the weighted average bank discount rate (in two decimals)
of accepted competitive bids for the respective issues. The cal-
culation of purchase prices for accepted bids will be carried to
three decimal places on the basis of price per hundred, e.g.,
99.923, and the determinations of the Secretary of the Treasury
shall be final.

Settlement for accepted tenders for bills to be maintained
on the book-entry records of Federal Reserve Banks and Branches
must be made or completed at the Federal Reserve Bank or Branch
on the issue date, in cash or other immediately-available funds
or in Treasury bills maturing on that date. Cash adjustments
will be made for differences between the par value of the maturing
bills accepted in exchange and the issue price of the new bills.
In addition, Treasury Tax and Loan Note Option Depositaries may
make payment for allotments of bills for their own accounts and
for account of customers by credit to their Treasury Tax and Loan
Note Accounts on the settlement date.

If a bill is purchased at issue, and is held to maturity,
the amount of discount is reportable as ordinary income on the
Federal income tax return of the owner for the year in which
the bill matures. Accrual-basis taxpayers, banks, and other
persons designated in section 1281 of the Internal Revenue Code
must include in income the portion of the discount for the period
during the taxable year such holder held the bill. If the bill
is sold or otherwise disposed of before maturity, any gain in
excess of the basis is treated as ordinary income.

Department of the Treasury Circulars, Public Debt Series -
Nos. 26-76, 27-76, and 2-86, as applicable, Treasury's single
bidder guidelines, and this notice prescribe the terms of these
Treasury bills and govern the conditions of their issue. Copies
of the circulars, guidelines, and tender forms may be obtained
from any Federal Reserve Bank or Branch, or from the Bureau of
the Public Debt.
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S8ecreta of the Treasu Brady Re sts Treasu SLIC S8tud

Secretary of the Treasury S8ecretary Nicholas F. Brady today
directed the Treasury Department to review the position of the
Federal Savings and Loan Insurance Corporation (FSLIC) in light
of the variety of methodologies being used to arrive at
potentially higher case resolution cost estimates.

The Treasury study will be headed by Under Secretary for
Finance George D. Gould, who oversees Treasury’s monitoring of
the thrift industry. Mr. Gould will report his findings and
recommendations directly to Secretary Brady.

Background

Under Secretary Gould recently testified before both the
Senate and House Banking Committees on additional steps Congress
should take before considering any taxpayer bailout of FSLIC.
Those steps include:

o authorizing the remaining $5 billion in nontaxpayer
recapitalization resources the Administration requested
in 1986;

o utilizing the flexibility of the current FSLIC
recapitalization plan to provide additional resources,
if necessary, for both principal and interest payments
on FSLIC’s Financing Corporation bonds;

° enhancing the charter for a savings and loan
association to attract more private capital to the
industry:;

NB-8



o protecting insured depositors by using separately
capitalized affiliates of a holding company to engage
in state-chartered activities not permitted for federal
8&Ls, if FSLIC determines such action is necessary;

o strengthening enforcement and supervisory authority;
and
o extending expiring tax provisions on a temporary basis.

One of Mr. Gould’s first assignments at Treasury was to
devise the Administration’s plan to recapitalize FSLIC with $15
billion of nontaxpayer funds in March 1986. This plan, together
with FSLIC’s normal resources, would have produced $25-30 billion
to begin resolving insolvent savings and loan associations two
and a half years ago. Congress approved a restricted $10 billion
recapitalization in August 1987.
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NICHOLAS F. BRADY
SECRETARY OF THE TREASURY

Nicholas F. Brady became the 68th Secretary of the Treasury
on September 15, 1988.

Secretary Brady served in the United States Senate from
April 20, 1982 through December 27, 1982. During that time he
was a member of the Armed Services Committee and the Banking,
Housing and Urban Affairs Committee.

In 1984 President Reagan appointed Secretary Brady Chairman
of the President’s Commission on Executive, Legislative and
Judicial Salaries. He has also served on the President’s
Commission on Strategic Forces (1983), the National Bipartisan
Commission on Central America (1983), the Commission on Security
and Economic Assistance (1983), and the Blue Ribbon Commission on
Defense Management (1985). Most recently, Secretary Brady
chaired the Presidential Task Force on Market Mechanisms (1987).

Secretary Brady’s career in the banking industry spans
34 years. He joined Dillon, Read & Co. Inc. in New York
in 1954, rising to Chairman of the Board. He has been a
Director of the NCR Corporation, the MITRE Corporation, and
the H. J. Heinz Company, among others.

He has also served as a trustee of Rockefeller University and
a member of the Board of The Economic Club of New York. He is a
member of the Council on Foreign Relations, Inc. He is a former
trustee of the Boys’ Club of Newark.

Mr. Brady was born April 11, 1930 in New York City. He was
educated at Yale University (B.A., 1952) and Harvard University
(M.B.A., 1954). He and his wife, Katherine, have four children.
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FOR RELEASE AT 4:00 P.M. CONTACT: Office of Financing
September 21, 1988 202/376-4350

TREASURY TO AUCTION 2-YEAR AND 4-YEAR NOTES
TOTALING $15,750 MILLION

The Treasury will auction $8,750 million of 2-year notes
and $7,000 million of 4-year notes to refund $17,473 million
of securities maturing September 30, 1988, and to paydown about
$1,725 million. The $17,473 million of maturing securities are
those held by the public, including $2,210 million currently held
by Federal Reserve Banks as agents for foreign and international
monetary authorities.

The $15,750 million is being offered to the public, and
any amounts tendered by Federal Reserve Banks as agents for
foreign and international monetary authorities will be added
to that amount. Tenders for such accounts will be accepted at
the average prices of accepted competitive tenders.

In addition to the public holdings, Government accounts
and Federal Reserve Banks, for their own accounts, hold $1, 646
million of the maturing securities that may be refunded by
issuing additional amounts of the new securities at the average
prices of accepted competitive tenders.

Details about each of the new securities are given in the
attached highlights of the offerings and in the official offering
circulars.

o0o

Attachment
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HIGHLIGHTS OF TREASURY OFFERINGS TO

THE PUBLIC

OF 2-YEAR AND 4-YEAR NOTES TO BE ISSUED SEPTEMBER 30, 1988

Amount Offered to the Public ..

Description of Security:
Term and type of security

Series and CUSIP designation ...

Maturity date
Interest Rate

Investment yield
Premium or discount
Interest payment dates
Minimum denomination available

Terms of Sale:
Mcthod of sale
Competitive tenders

Noncompetitive tenders
Accrued interest payable
by investor

Payment Terms:
Payment by non-institutional
investors

Payment through Treasury Tax

and Loan (TT&L) Note Accounts ..

Deposit guarantee by
designated institutions

Key Dates:
Receipt of tenders

Settlement (final payment
due from institutions):
a) funds immediately

available to the
roadily=collectible

Troecasury
H)

.................

------------

--------------------

......................

--------

ooooooooooooo

» e o

check ...

$8,750 million

2-year notes

Series AF-1990

(CUSIP No. 912827 WR 9)
September 30, 1990

To be determined based on

the average of accepted bids
To be determined at auction

To be determined after auction
March 31 and September 30
$5,000

Yield auction

Must be expressed as

an annual yield, with two
decimals, e.g., 7.10%
Accepted in full at the aver-
age price up to $1,000,000

None

Full payment to be
submitted with tender

Acceptable for TT&L Note
Option Depositaries

Acceptable

Tuesday, September 27, 1988,
prior to 1:00 p.m., EDST

1988
28, 1988

Friday, September 30,
Waednesday, Septemboer

September 21, 1988
$7,000 million

4-year notes

Series P-1992

(CUSIP No. 912827 WS 7)
September 30, 1992

To be determined based on

the average of accepted bids
To be determined at auction

To be determined after auction
March 31 and September 30
$1,000

Yield auction

Must be expressed as

an annual yield, with two
decimals, e.g., 7.10%
Accepted in full at the aver-
age price up to $1,000,000

None

Full payment to be
submitted with tender

Acceptable for TT&L Note
Option Depositaries

Acceptable
Wednesday, September 28, 1988,
prior to 1:00 p.m., EDST

Friday, September 30,
Wednesday,

1988
September 28, 1988
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Monthly Release of U.S. Reserve Assets

The Treasury Department today released U.S. reserve assets data
for the month of August 1988.

As indicated in this table, U.S. reserve assets amounted to
$47,778 million at the end of August, up from $43,876 million in July.

U.S. Reserve Assets
(in millions of dollars)

End Total Special Reserve

of Reserve Gold Drawing Foreign Position
Month  Assets Stock 1/ Rights 2/3/ Currencies 4/ in IMF 2/
1988 ’
July 43,876 11,063 8,984 14,056 9,773

Aug. 47,778 11,061 9,058 18,017 9,642

1/ valued at $42.2222 per fine troy ounce.

2/ Beginning July 1974, the IMF adopted a technique for valuing the SDR
based on a weighted average of exchange rates for the currencies of
selected member countries. The U.S. SDR holdings and reserve
position in the IMF also are valued on this basis beginning July
1974.

3/ Includes allocations of SDRs by the IMF plus transactions in SDRs.

4/ valued at current market exchange rates.
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epartment of the Treasury ¢ Washington, D.c. ¢ Telephone 566-2041

TEXT AS PREPARED
FOR RELEASE UPON DELIVERY
EXPECTED AT 10:45 A.M. EDT

Testimony of the Honorable
M. Peter McPFherson
Deputy Secretary of the Treasury
before the
Legislation and National Security Subcommittee
of the )
House Committee on Government Operations
September 22, 1988

Good morning, Mr. Chairman, and Members of the Committee.
I appreciate the opportunity to comment on the proposed Financial
Management Improvement Act.

While this Administration has made significant progress in
improving Federal financial management in the areas of cash
management, credit management/debt collection, accounting,
financial reporting and internal controls, there is still much
to do. Thus, we support the Comptroller General's legislation in
order to continue the progress and improvement made over the last
several years.

In my testimony today, I would like to share Treasury’s
specific positions with respect to the four key elements of the
legislation. While I recognize the Chief Financial Officer issue
is raised first in the draft legislation, I would like to address
that issue last.

I. Financial Statements

Treasury supports the second key element of the proposed
legislation--development of integrated financial statements.
Financial statements measure the results of agency and
governmentwide asset and liability management and also provide
"early warnings" of emerging concerns before they become major
problems.

We share your belief, Mr. Chairman, that the financial
statements must accurately portray the Government’s financial
position and be understandable to users. Further, the statements
must present financial results objectively, on a consistent
basis, and take into account the unique character of the Federal

Government.
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While there are still some accounting issues that need to
be resolved, none are insurmountable or need cause delay.

II. Audit Requirements

Second, the legislation would require annual audits of the
financial statements. While Treasury recognizes the need for
audits and supports the concept, Treasury OpposSes annual auditing
because it is not practical at this time. 1In the Department
alone, there are over 21 accounting systems and approximately
100 other miscellaneous fund accounts. Performing annual audits
on all these systems and accounts would drain most audit
resources away from contract and program audits, which are
high-priority activities helping to ensure the integrity of
Treasury’s operations. Treasury recommends a cyclical audit
schedule established by the CFO in coordination with the
Inspectors General in order to best allocate scarce audit
resources.

III. Agency Controllers

Third, Treasury supports the proposed provision that would
legislatively establish agency controllers. While agencies
currently have designated financial officers, the legislation
will place a more appropriate level of importance on the
function.

IV. Chief Financial Officer

And now I return to the CFO issue. The Administration
strongly supports the concept of a Chief Financial Officer (or
CFO) for the Federal Government. In July 1987, Jim Miller
established a CFO administratively to provide the leadership and
organization to rectify the widely recognized deficiencies in
Federal financial management. A statutory CFO would further
strengthen the efforts underway by mandating a governmentwide
financial structure that could provide the needed organization,
direction, and guidance.

The organizational location of the CFO, however, is an issue
still open to debate. There are pros and cons to locating the
CFO in OMB, and pros and cons to locating the CFO in Treasury, as
proposed by this legislation.

The arguments for keeping the CFO at OMB are:

o) OMB is in the Executive Office of the President, and
has a leadership role;

o OMB oversees the budget process and approves funding
for financial management systems; and

o} During t@is Aqministration, OMB has provided strong
leadership which, in partnership with Treasury, has

lgd to significant progress in improving Federal
financial management.
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(As an aside, I would like to note that the strong
leadership from OMB in this area can largely be
attributed to Joe Wright and his eight year
personal commitment to improving management in the
Federal Government. It is rare for a senior
government official to dedicate himself to a
long-term view of "good government," and even rarer

for someone to make as great a difference as Joe
has.)

The arguments against are:

(o)

Of the 33 functions of a CFO, OMB currently
provides policy direction and shares
responsibility--with Treasury--for ten other
functions. 1In contrast, Treasury is involved in
31 of the 33 functions.

OMB institutionally focuses most of its efforts on
the budget process, and, more specifically, on
program funding decisions; by necessity, other
matters traditionally receive less attention and
priority at OMB.

OMB currently does not have the staff or the
in-depth technical expertise to implement the full
range of CFO functions.

The arguments for placing the CFO in Treasury are:

o

Treasury is already performing most CFO-type
responsibilities. Of 33 typical CFO functions,
Treasury performs 18 independently, and is a key
player in 13 others.

The CFO function is a logical extension of
Treasury'’s responsibilities. Treasury is already
the Federal Government’s cash manager, debt manager,
central operating accountant, the central source for
governmentwide financial reports, manager of central
financial systems, and the financial operational
link for all government agencies.

Treasury also collects most of the Government’s
revenue and disburses most of its payments.

Moreover, Treasury already has an organization and
staff in place that could quickly be adapted to
support a statutory CFO.
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For example, the Financial Management Service within
the Treasury has:

- 212 professional accountants,
- 209 computer professionals,

- 76 financial specialists, and
- 2,000 operations personnel.

o Finally, a Treasury-located CFO could draw upon the
wealth of financial and economic expertise that
already exists within the Treasury.

The primary argument against a Treasury-located CFO is that:

0 . The Treasury Department is not in the Executive
Office of the President and does not control the
agency budgets. The budget process has been an
important tool in bringing about changes in the
process.

Overall, I want to stress that I strongly support a
statutory CFO, regardless of its ultimate location.

I would like to add two technical points here relating to
the CFO provision. If the legislation ultimately placed the CFO
in Treasury, we would urge that the CFO functions be assigned to
the Secretary of the Treasury, thus preserving the Secretary’'s
management prerogatives, although we would not object to
establishing an additional Under Secretary position. 1In
addition, Treasury believes that a standard Presidential
appointment of an Under Secretary would be more appropriate than
the proposed eight-year term, because it limits necessary
Secretarial and Presidential management prerogatives.

* * *

In conclusion, Mr. Chairman, Treasury supports the proposed
legislation and recommends the specific modifications I
addressed. The time is right for moving forward because it is
the logical next step in our joint and continued efforts to
improve Federal financial management.

Mr. Chairman, I thank you for the opportunity to appear
before the Subcommittee and I am available to answer any
guestions.
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ADMINISTRATION OPPOSES ENERGY AND COMMERCE COMMITTEE AMENDMENTS

Under Secretary of the Treasury for Finance George D. Gould
today expressed the Administration’s strong opposition to the
controversial amendments reported by the House Energy and
Commerce Committee. The amendments were to the Depository
Institution Act of 1988 already reported by the House Banking
Committee on a 31-20 vote on July 28, 1988.

"For years, we have encouraged Congress to step forward and
make the hard decisions to modernize outdated statutes in ways
that promote greater competition, benefit consumers, and equalize
regulatory burdens of financial services providers. The Energy
and Commerce action today, on top of earlier action by the House
Banking Committee, demonstrates that the House of Representatives
is not prepared to move forward into the modern financial world.
Their collective action is two steps backwards, retreating into a
protectionist, anti-competitive regime left over from the 1930s,"
Gould said.

"If Congress wants to do something in the public interest
before it adjourns and accommodate innovation in the future, it
should simply pass those provisions in the Senate bill repealing
the Glass-Steagall Act and building new firewalls to ensure the
safety and soundness of our financial system," Mr. Gould
declared.

"In light of today’s rapidly evolv1ng financial world, it is
critical for the United States to act in a positive fashion,
particularly because of the 1ncre331ng global competition that we
face from our major trading partners in the delivery of financial
services."

The Administration supports much of the Financial
Modernization Act, which passed the Senate by a 94-2 vote on
March 30, 1988. It repeals parts of the Glass-Steagall Act and
re-writes the Bank Holding Company Act in ways that would bring
new capital and new competition to investment banking. Bank
holding companies could establish separately capitalized
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CONTACT: Office of Financing

FOR IMMEDIATE RELEASE 202/376-4350
September 22, 1988

RESULTS OF TREASURY'S 52-WEEK BILL AUCTION

Tenders for $9,029 million of 52-week bills to be issued
September 29, 1988, and to mature September 28, 1989, were accepted
today. The details are as follows:

RANGE OF ACCEPTED COMPETITIVE BIDS:

Discount Investment Rate
Rate (Equivalent Coupon-Issue Yield) Price
Low - 7.47% 8.03% 92.447
High - 7.48% 8.04% 92.437
Average - 7.48% 8.04% 92.437

Tenders at the high discount rate were allotted 82%.

TENDERS RECEIVED AND ACCEPTED
(In Thousands)

Location Received Accepted
Boston S 13,415 S 13,415
New York 25,058,465 8,202,130
Philadelphia 9,710 9,710
Cleveland 12,505 12,505
Richmond 76,730 24,930
Atlanta 12,875 12,875
Chicago 1,196,905 115,105
St. Louis 14,965 10,965
Minneapolis 12,975 7,975
Kansas City 23,565 23,565
Dallas 20,235 10,235
San Francisco 1,507,045 432,545
Treasury 152,850 152,850
TOTALS $28,112,240 $9,028,805
TXEe
Competitive $25,388,750 $6,305,315
Noncompetitive 423,490 423,490
Subtotal, Public $25,812,240 $6,728,805
Federal Reserve 2,200,000 2,200,000
Foreign Official
Institutions 100,000 100,000
TOTALS $28,112,240 $9,028,805

An additional $372,300 thousand of the bills will be issued
to foreign official institutions for new cash.
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CONTACT: Office of Financing
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FOR IMMEDIATE RELEASE
September 26, 198g

RESULTS OF TREASURY'S WEEKLY BILL AUCTIONS

Tenders for $ 7,019 million of 13-week bills and for $ 7,004 million
of 26-week bills, both to be issued on September 29, 1988, were accepted today.

RANGE OF ACCEPTED 13-week bills : 26-week bills
COMPETITIVE BIDS: maturing December 29, 1988 : maturing March 30, 1989
Discount Investment : Discount Investment
Rate Rate 1/ Price : Rate Rate 1/ Price
Low 7.19%2/ 7.42% 98.183 7.41% 7.80% 96.254
High 7.25% 7.49% 98.167 ¢ 7.49% 7.89% 96.213
Average 7.23% 7.47% 98.172 7.48% 7.88% 96.218

a/ Excepting 2 tenders totaling $2,650,000.
Tenders at the high discount rate for the l3-week bills were allotted l4%.
Tenders at the high discount rate for the 26-week bills were allotted 447%.

TENDERS RECEIVED AND ACCEPTED
(In Thousands)

Location Received Accepted : Received Accepted
Boston S 27,940 S 27,940 8 26,375 S 26,375
New York © 19,743,650 5,738,650 : 20,249,925 5,864,925
Philadelphia 18,275 18,275 : 20,840 20,840
Cleveland 53,610 53,610 : 30,200 30,200
Richmond 36,430 36.430 : 40,885 40,885
Atlanta 30,495 30.495 : 26,725 26,725
Chicago 903,795 135,295 : 731,805 71,205
St. Louis 22,520 22,520 : 37,665 33,665
Minneapolis 5,435 5,435 : 10,290 10,290
Kansas City 24,370 24,370 : 51,620 51,620
Dallas 31,055 31,055 : 32,240 24,440
San Francisco 1,137.895 562,035 : 1,082,470 290.470
Treasury 333,075 333,075 : 512,460 512,460
TOTALS $22,368,545 $7,019,185 . $22,853,500 $7,004,100
Type
Competitive $19,451,380 $4,102,020 ¢ 318,583,690 $2,734,290
Noncompetitive 890,955 890,955 H 1,050,310 1,050,310
Subtotal, Public §20,342,335 $4,992,975 : §19,634,000 $3,784,600
Federal Reserve 1,828,510 1,828,510 : 1,650,000 1.650,000
Foreign Official
Institutions 197,700 197,700 : 1,569,500 1,569,500
TOTALS $22,368,545 $7,019,185 : $22.853,500 $7.004,100

1/ Equivalent coupon-issue yield.
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STATEMENT OF
THOMAS S. NEUBIG
DIRECTOR AND CHIEF ECONOMIST
OFFICE OF TAX ANALYSIS
DEPARTMENT OF THE TREASURY
BEFORE THE
SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES

Mr. Chairman and Members of the Subcommittee:

I am pleased to have this opportunity to discuss the results
of the Treasury Department’s Interim Report to the Congress on
Life Insurance Company Taxation. The Deficit Reduction Act of
1984 (the "1984 Act") substantially altered the tax treatment of
life insurance companies and their products. During the
consideration of the life insurance company provisions, the
Congress expressed concern about two issues: (1) the amount of
taxes paid by companies in the life insurance industry; and (2)
the relative tax burden of mutual (policyholder-owned) and stock
(shareholder-owned) life insurance companies. The interim report
responds to the congressional directive contained in the 1984 Act
that the Treasury Department conduct a study of those issues.

My testimony today will first discuss the rules governing the
taxation of life insurance companies before and after the 1984
Act. Second, I will discuss the results of the Treasury
Department’s interim report on the amount of taxes paid by life
insurance companies since the 1984 Act and the relative tax
burdens of the mutual and stock segments of the life insurance
industry. The analysis of the revenue effect of the 1984 Act is
based upon data reported to the Treasury Department in a special
survey of life insurance companies. These data are an important
improvement over information previously available from financial
statements and IRS statistics.
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Although the interim report contains information that may
assist the Congress in its review of these issues, I would like
to emphasize at the outset that the Treasury Department is.not
here today either to evaluate the success of the 1984 Act in
properly taxing life insurance companies or to suggest the
appropriate tax burden of the life insurance industry or the
mutual or stock segments. We intend to continue our analysis of
life insurance company tax rules and possible changes, and to
present the final report on life insurance company taxation to
the Congress early next year.

I. Summary of Prior and Current Law Taxation of Life Insurance

Companies

Since 1921, life insurance companies have been subject to tax
under three different sets of rules. Between 1921 and 1958, life
insurance companies were taxed only on "free" investment income.
Free investment income was the amount of investment income that
was not needed to fund obligations to policyholders. This amount
was calculated under formulas that changed over the years.

Income and losses from underwriting operations (e.g., premium
income and benefits paid to policyholders) were ignored as were
gains and losses from the sale of investment assets.

Between 1958 and 1984, life insurance companies were taxed
under a complex "three-phase" system enacted by the Life
Insurance Company Tax Act of 1959 (the "1959 Act"). The three
phases referred to the three different tax bases that could be
applicable to a life insurance company. The first tax base was
the company’s free ("taxable") investment income. The second tax
base was the company’s gain from operations. The gain from
operations tax base included premium income and investment income
not needed to fund obligations to policyholders. 1In calculating
gain from operations, deductions were allowed for additions to
reserves for future obligations. The amount of the reserve
deductions was generally equal to the amount of the additions to
the reserves required by state regulators. 1In addition, limited
deductions were allowed for policyholder dividends and certain
"special deductions."

Under the 1959 Act, a life insurance company was taxed on the
lesser of its taxable investment income or its gain from
operations. In calculating its gain from operations, however,
the amount of deductions for policyholder dividends and special
deductions was limited to $250,000, plus the amount by which the
gain from operations (before these deductions) exceeded taxable
investment income. Thus, these deductions could not reduce a
company'’s taxable income to more than $250,000 below its taxable
investment income. If a company’s gain from operations exceeded
its taxable investment income, the company was taxed on
50 percent of such excess. The untaxed gain from operations
(along with the special deductions) was added to a deferred tax
account and, subject to certain limitations, was taxed only when
distributed to shareholders. When triggered, this deferred tax
account was the third tax base under the 1959 Act.
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The existence of multiple tax bases under the 1959 Act
produced differing tax treatment of different types of income.
For example, a company that had reached the limit on the
deduction of policyholder dividends and special deductions would
be taxed on the receipt of additional investment income, but not
on the receipt of additional underwriting income. Life insurance
companies were able to manipulate the character of their income
by entering into so-called "modified coinsurance" transactions.

In a modified coinsurance transaction, the ceding company
retained ownership of the assets and the reserve liabilities
connected with the risks reinsured. Former section 820 of the
Code, however, permitted the parties to treat the transaction as
if the assets and reserves had been transferred to the reinsurer.
As part of a modified coinsurance transaction, the reinsurer
would pay "experience refunds" to the ceding company. The
experience refunds reflected investment income earned by the
ceding company (which under section 820 was deemed to be earned
by the reinsurer) but were characterized as underwriting income
to the ceding company. Thus, a modified coinsurance transaction
had the effect of converting taxable investment income of the
ceding company into more favorably taxed (or untaxed)
underwriting income.

The special treatment of modified coinsurance transactions
under former section 820 of the Code was repealed by the 1982
Act. At the same time, however, the limitation on the
deductibility of policyholder dividends was revised for a
temporary two-year period. 1In general, under the revised
limitation, a partial deduction (85 percent for stock companies
and 77.5 percent for mutual companies) was allowed for all
policyholder dividends. Several other favorable tax provisions
were enacted for a temporary two-year period.

The rules for taxing life insurance companies were
substantially revised in 1984 in response to concerns that the
1959 Act rules were unduly complex, did not work well in a high
interest rate environment, and taxed life insurance companies
differently from other corporations. Under the 1984 Act, life
insurance companies are taxed on a single income tax base corres-
ponding generally to the tax base applicable to other
corporations. Many of the special deductions and accounting
rules that had applied under the 1959 Act were repealed. Even
with these changes, however, the tax base of life insurance
companies differs from that of other corporations in three
significant respects.

First, 1984 Act allowed life insurance companies a "special
life insurance company deduction" and a "small life insurance
company deduction." The "special" deduction, which was repealed
by the Tax Reform Act of 1986, was equal to 20 percent of the
company’s taxable income from insurance businesses, and had the
effect of reducing the maximum marginal rate of tax on this
income from 46 percent to 36.8 percent. The "small company"
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deduction, which applies to companies with assets of less than
$500 million, is equal to 60 percent of the first $3 million_of
the company’s taxable income from insurance businesses, and is
phased out at income levels of between $3 million and $15
million.

Second, as under the 1959 Act, life insurance companies are
allowed to deduct additions to life insurance reserves and
similar items. 1In calculating the maximum amount of the
reserves, the 1984 Act required that the reserves be calculated
using Federally prescribed rules. In general, the Federally pre-
scribed reserve rules specify a tax reserve method and require
use of the highest interest rate and most recent mortality or
morbidity table permitted to be used by insurance regulators in a
majority of states. For taxable years beginning after 1987, the
interest rate that must be used in calculating reserves is the
greater of the prevailing state rate or a five-year average of
the Federal mid-term rate.

Third, to address the perceived tax advantage of the mutual
form of organization, the 1984 Act imposed a limitation on the
deduction by mutual life insurance companies of policyholder
dividends. Under section 809 of the Code, the deduction of
policyholder dividends by a mutual company is reduced by the

company’s "differential earnings amount." The differential
earnings amount is equal to the product of the mutual company’s
average equity base and the "differential earnings rate." The

differential earnings rate, in turn, is equal to the excess of
the "imputed earnings rate" (90.55 percent of a three-year
average of the earnings rates of the 50 largest stock life
insurance company groups) over the average earnings rate of all
mutual life insurance companies for the second calendar year
preceding the taxable year. The differential earnings amount for
a taxable year is "recomputed" in the subsequent taxable year.
The recomputed amount reflects the average mutual earnings rate
for the calendar year in which the taxable year begins (rather
than the second preceding calendar year). The difference between
the differential earnings amount and the recomputed differential
earnings amount (the so-called "true-up") is included in income,
or deducted, in the subsequent year.

For example, the differential earnings amount of mutual
companies for 1985 was calculated using the 1983 average mutual
earnings rate of 10.166 percent. The recomputed differential
amount for 1985 was calculated using the 1985 average mutual
earnings rate of 13.135 percent. The difference between the
differential earnings amount for 1985 and the recomputed
differential earnings amount for 1985 (i.e., 2.969 percent of
each company’s 1985 average equity base) was allowed as a
deduction in calculating the taxable income of each mutual life
insurance company in 1986.

~ Prior to 1981, life insurance companies were not permitted to
join in the filing of consolidated income tax returns with



-5-

affiliated corporations that were not life insurance companies.
Thus, income and losses of life insurance companies and
affiliated non-life companies could not be used to offset one
another. The filing of consolidated returns by life and non-life
companies has been permitted since 1981, subject to two
restrictions. First, consolidated returns may be filed by a life
company and a non-life company only if they have been affiliated
for the preceding five years. Second, the amount of non-life
losses that can be offset against the income of life companies is
limited to the lesser of 35 percent of the non-life losses or 35
percent of the life company income. The latter restriction does
not limit the use of life insurance losses to offset income of
non-life affiliates.

II. Analysis of the Revenue Effects of Recent Legislation
Changing the Taxation of Life Insurance Companies

Revenue estimates generally depend on four factors: (1) the
level of economic activity, including both the macro-economic
national forecast as well as the market share of the particular
economic activity affected; (2) the taxpayers’ economic
situation, including types of products sold, portfolio choice,
and form of organizations; (3) how the specific changes in the
tax law affect particular taxpayers’ economic situations
independent of behavior changes; and (4) how taxpayers react to
the tax law changes. If these factors are misspecified or
forecasted incorrectly, estimated receipts will differ from
actual collections. "Offsetting" errors will often reduce the
discrepancy (e.g., an overestimated tax rate may be accompanied
by an underestimated tax base), but the chances of this occurring
for estimates that affect a specific industry or particular
companies are much less likely. As a result of the many
different factors involved, it is difficult to estimate
accurately the revenue effects of proposed tax legislation.

Estimates of the four revenue estimating factors described
above for the life insurance industry were generally based on
historical data from tax returns and regulatory data. With
respect to the 1982 and 1984 life insurance company tax changes,
the data were particularly difficult to interpret for three
reasons: (1) the occurrence of significant changes in the
insurance industry and its products; (2) the different
definitions of the life insurance industry in the available data
sources; and (3) the effect of consolidation on life insurance
industry tax statistics. The Appendix appearing at the end of
this testimony contains a discussion of the data that were
available at the time the estimates of the 1984 Act were made.

For the life insurance industry during the 1980's, it has
been particularly difficult to estimate revenue changes, because
of the changing nature of the industry’s products and practices,
the limitations of the available information, and the significant
tax law changes. The use of modified coinsurance from 1979 to
1981 unexpectedly decreased insurance industry taxes. The
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explosion of new life insurance products in the early 1980’s, the
availability of consolidation with non-life insurance companies
starting in 1981, and the temporary tax law changes combined with
the general economic downturn in 1982-83 made predicting the
amount of industry revenues before the 1984 Act changes
difficult. Finally, the complete overhaul of the life insurance
industry’s tax rules in 1984 made estimating the effects on the
industry and the consequent tax collections extremely uncertain.

Estimated Revenue Effects at the Time of the 1984 Act

The complete overhaul of the life insurance industry’s tax
rules in 1984 made it extremely difficult to estimate the revenue
effects of specific tax provision changes. Thus, the principal
focus of the legislative debate was on the expected receipts from
the industry after the tax law changes, rather than the revenue
change from the legislation. Nevertheless, estimates by the
Treasury and the Joint Committee on Taxation (JCT) of the level
of receipts from the industry after the 1984 Act were quite
similar. The level of receipts from the life insurance industry
after the 1984 Act changes was expected to grow from $3.0 billion
in calendar 1984 to between $3.8 and $3.9 billion in 1988, as
shown in Table 1. These estimates took into account the effects
of consolidation for the life insurance subgroups.

Estimates of the revenues from the mutual and stock segments
of the life insurance industry were made for 1984, as shown in
Table 2. For calendar year 1984, the total life insurance
industry was expected to pay $3.0 billion, with approximately
55 percent paid by the mutual segment ($1.6 billion with
rounding) and 45 percent paid by the stock segment ($1.4
billion).

Total Life Insurance Industry Taxes Paid in 1984 and 1985

To obtain information on taxes paid by life insurance
companies in 1984 and 1985, the Treasury Department conducted a
special survey of life insurance companies. The Treasury
Department’s survey was sent to the largest (measured by assets)
50 mutual life insurance companies, the largest 198 stock life
insurance companies, and a random sample of smaller mutual and
stock companies.

Table 3 presents the estimates of taxes paid by the life
insurance industry from the Treasury survey in terms comparable
to those used in the original estimates of receipts from the 1984
Act shown in Table 2. The life insurance industry paid $2.4
billion in taxes in calendar year 1984, compared to $3.0 billion

1 .
_ ~Taxes paid are as reported on Federal tax returns but may
differ frgm actual collections of the Federal government in cases
of consolidated returns with non-life losses.
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Table 1

Treasury and Joint Committee Estimates of Life Insurance
Industry Receipts Before and After the 1984 Act Changes
($ billions)

Fiscal Year
1984 | 1985 | 1986 | 1987 | 1988

Treasury Estimates

Baseline Before 1984 Act 3.0 4.0 4.3 4.6 5.0
1984 Act Changes -0.5 -0.9 -1.0 -1.1 -1.2
Baseline After 1984 Act 2.5% 3.1 3.3 3.5 3.8
Joint Committee on Taxation Estimates

Baseline Before 1984 Act 3.1 3.5 3.7 4.1 4.4
1984 Act Changes -0.1 -0.3 -0.4 -0.5 -0.5
Baseline After 1984 Act 3.0 3.1 3.4 3.6 3.9
Department of the Treasury September 1988

Office of Tax Analysis

SOURCE: Treasury, Office of Tax Analysis and the Joint
Committee on Taxation, calculations as of June 1984 at
the end of the Conference Committee.

Details may not add due to rounding.

* Difference in FY 1984 estimate from JCT due to Treasury’s lowver
estimate of 1983 CY receipts with the full effect of end of the
CY 1982 and 1983 safety net rules shown in the change between
FY 1984 and 1985. The Treasury’s 1984 calendar year receipts
estimate was $3.0 billion.
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Table 2

Estimate of Calendar Year 1984 Life Insurance Industry Tax

Liabilities After the 1984 Act Changes

by Mutual and Stock Segments Made at The Time of the Legislation

($ billions)

Mutual Life Stock Life

Companies Companies Total

Gain From Operations 1/ 10.7 6.0 16.7
Less: Allowable Policyholder Dividends 2/ 5.6 1.7 7.3
Gain From Operations After Policyholder Dividends 5.1 4.3 9.4
Less: Net Operating Loss Deductions * 0.4 0.4
Less: Small Business Deduction * 0.2 0.2
Less: Special Life Insurance Deduction 1.0 0.7 1.7
Net Income Less Deficits 4.1 3.0 7.1
Taxable Income 4.2 3.1 7.3
Tax Before Credits 1.9 1.4 3.3
Less: Tax Credits 0.3 0.1 0.4
Tax After Credits 1.6 1.4 3.0

Department of the Treasury
Office of Tax Analysis

SOURCE: Office of Tax Analysis August 1984 calculations.

1/ After adjustment for change in reserve deductions.

September 1988

2/ Estimate of mutual segment’s allowable policyholder dividends assumed a $37.4 billion

equity base and a 16.5 percent applicable imputed earnings rate.

*Less than $50 million.

Detail may not add due to rounding.



Table 3

Life Insurance Industry 1/ Tax Liabilities for
Mutual and Stock Segments for 1984 and 1985
(S billions)

1984 1985

| Mutual Life Stock Life Mutual Life Stock Life |

| Companies 2/ Companies Total Companies 2/ Companies | Total
Gain From Operations 3/ 11.3 10.2 21.5 13.9 11.3 25.2
Less: Allowable Policyholder Dividends 8.0 4,2 12.2 8.7 4.9 13.6
Gain From Operations After Policyholder

Dividends 3.2 6.0 9.3 5.2 6.4 11.6

Less: Net Operating Loss Deductions 0.4 1.7 2.0 0.8 1.0 1.8
Less: Small Business Deduction 0.1 0.2 0.2 0.1 0.2 0.3
Less: Special Life Insurance Deduction 0.6 0.9 1.5 0.8 1.2 2.0
Taxable Income 4/ 2.3 3.4 5.7 3.4 4.0 7.4
Tax Before Credits 4/ 1.0 1.4 2.4 1.4 1.6 3.0
Less: Tax Credits * * 0.1 0.1 * 0.1
Tax After Credits 4/ 1.0 1.4 2.4 1.3 1.6 2.9
Department of the Treasury September 1988

Office of Tax Analysis

SOURCE: Preliminary results from 1987 Treasury Department Survey of Mutual and Stock Life Insurance Companies.

NOTE: All figures weighted to estimate industry totals. Figures exclude specially surveyed Canadian-owned
companies.

* Not available

1/ Includes companies that file separate, life/life consolidated, or life/nonlife consolidated returns.

2/ Includes stock life insurance company subsidiaries of mutual life companies.

3/ For comparability with Table 3.3, before policyholder dividend deductions and net operating loss deductions

and after income offset by nonlife losses.

4/ Taxable income includes mutual segment "true-up" in 1985 of approximately $0.95 billion for an additional $0.35

T billion tax liability in 1985 reflecting the mutual segment’s 1984 actual experience. Taxable income of the mutual
segment in 1986, not shown on this table, includes a negative "true-up" of approximately $0.95 billion for a
reduction of $0.35 billion tax liability in 1986 reflecting the mutual segment’s 1985 actual experience.
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estimated at the time of the 1984 legislation.2 The life
insurance industry paid $2.9 billion in calgndar year 1985,
compared to $3.2 billion estimated at the time of 1984
legislation.

The taxes paid by the life insurance industry shown in Table
3 are determined on a life subgroup basis, allowing for losses
from consolidated non-life companies to offset partially the life
subgroup’s taxable income and for some reallocation of tax
credits between the subgroups. The use of the life subgroup
after consolidation basis permits comparison with the revenue
estimates made at the time of the 1984 Act. 1In evaluating the
tax rules of life insurance companies, however, it may be
appropriate to examine the tax law effects of the life subgroup
before consolidation with non-life companies. Estimates of tax
liabilities of the life subgroup before consolidation are
contained in the Appendix to this testimony.

The shortfall in expected revenues from the life insurance
industry in 1984 is largely attributable to an underestimate of
$1.6 billion of allowable net operating loss deductions. The
shortfall in expected revenues in 1985 is also largely
attributable to an underestimate of allowable net operating loss
deductions.

The large net operating loss deductions claimed in 1984 and
1985 were an unexpected result of the 1982 Act’s temporary relief
provisions, the availability of consolidation, and the economic
downturn in 1983. The temporary relief provisions removed the
limitation on deductions of policyholder dividends contained in
the 1959 Act, permitting the accumulation of large net operating
losses in 1982 and 1983. According to IRS data, life insurance
companies generated $5.5 billion in net operating losses in 1982
and 1983. Before 1980, the largest annual deficit for the
industry had been less than $250 million.’ Almost $4 billion of
these net operating losses were carried forward as deductions in
1984 and 1985. Because of normal lags in reporting of tax
statistics, this effect of the 1982 Act was not apparent at the
time the revenue estimates were made for the 1984 Act.

Gain from operations before policyholder dividends was about
$4.8 billion higher in 1984 than projected, but policyholder
dividends were $4.9 billion higher. Although these differences
offset each other for the industry, they did not for the stock

2Tax liability generated from life insurance activity may
affect tax payments in future years. For instance, the "true-up"
for section 809, and the carryover of unused net operating losses
and tax credits from 1984 activity affect 1985 tax payments.

_ 3Department of the Treasury, Interim Report to the Congress on
Life Insurance Company Taxation, p. 41.
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and mutual segments separately, as discussed below. These
offsetting differences are largely due to the 1984 Act’s change
in the definition of policyholder dividends to include any
distribution to a policyholder that is the economic equivalent of
a dividend. Under the 1984 Act, policyholder dividends
specifically include excess interest (i.e., amounts in the nature
of interest that are paid or credited to policyholders and are
determined at a rate in excess of the rate used under the
contract for purposes of computing the company’s reserve
deduction), premium adjustments, and experience-rated refunds.
Because of these changes, gain from operations after policyholder
dividends is the most comparable measure of what was projected at
the time of the 1984 Act.

Segment Balance Receipts in 1984

The revenue estimates of the 1984 Act projected that the
mutual segment of the life insurance industry would pay
approximately $1.6 billion in tax and the stock segment would pay
approximately $1.4 billion in tax in 1984. Actual collections
from the industry in 1984 were $1.0 billion for the mutual seg-
ment (or $1.35 billion including the "true-up" for 1984 paid in
1985) and $1.4 billion for the stock segment.

The stock segment paid approximately the same amount of tax
after credits in 1984 as estimated at the time of the
legislation. The stock segment’s taxable gain from operations
after policyholder dividends was $1.7 billion higher than
estimated. The stock segment’s higher taxable income (net of the
special life insurance deduction) was offset almost exactly by
the underestimate of its net operating loss deductions.

The mutual segment paid less tax in 1984 than originally
estimated at the time of the legislation due to an overestimate
of the mutual segment’s gain from operations after policyholder
dividends. Unlike the stock segment, whose gain from operations
before policyholder dividends increased by more than the increase
in its policyholder dividends, the mutual segment’s gain from
operations before policyholder dividends was higher by only $0.6
billion while its allowable policyholder dividend deductions were
higher than estimated by $2.4 billion.

Approximately one-quarter of the $1.5 billion overestimate of
the gain from operations (after policyholder dividends and the
special life insurance deduction) was due to an overestimate of
the mutual segment’s average equity for purposes of the section
809 policyholder dividend deduction limitation. The 1984
estimates assumed that the mutual segment’s average equity base
would be $37.4 billion. The actual mutual equity base as
reported by the IRS for 1984 was $32.1 billion. The overestimate
of the mutual equity base resulted in allowance of approximately
$0.4 billion additional policyholder dividend deductions, or
approximately $150 million less tax liability, assuming a 36.8
percent marginal tax rate in 1984.
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The overestimate of the mutual segment’s equity was the
result of two factors. First, the estimated equity was based on
regulatory data, which differ in scope and measurement from the
tax definitions used in section 809. Second, possible .
tax-minimizing behavior on the part of the mutual segment 1n
reducing their equity as measured for section 809 purposes may
have been underestimated.

The mutual segment had an additional tax liability in 1985
due to their lower than expected earnings rate in 1984. The
mutual segment had an average earnings rate (i.e., gain from
operations after policyholder dividends) of 5.746 percent in
1984. Thus, the recomputed differential earnings rate for 1984
was 10.754, as compared with the statutory 7.8 percent
"transition" differential earnings rate for 1984. Consequently,
the mutual segment paid a "true-up" rate of 2.954 percent of
their 1984 average equity on their 1985 tax returns. The
additional taxable income in 1985 from the 1984 "true-up" was
approximately $950 million, or an additional $350 million in tax
liability, assuming a 36.8 percent marginal tax rate.

Segment Balance Receipts in 1985

The original estimates of the 1984 Act implied approximately
$3.2 billion in receipts, $1.7 billion paid by the mutual segment
and approximately $1.4 billion paid by the stock segment of the
life insurance industry in calendar year 1985. Actual receipts
from the two industry segments estimated from the Treasury survey
shown on Table 3 indicate the mutual segment paid $1.3 billion
($0.6 billion excluding the estimated $350 million 1984 "true-up"
reflected in 1985 returns and the negative $350 million 1985
"true-up" reflected in 1986 returns), and the stock segment paid
$1.6 billion.

The stock segment’s tax payments in 1985 were higher than in
1984 due to an increase of approximately 10 percent in gain from
operations and a $0.7 billion decline in net operating loss
deductions. Both the stock and mutual segments realized large
amounts of capital gains in 1985 which increased their gains from
operations, and their earnings rates for section 809 purposes.

The mutual segment’s tax payments in 1985 were lower than
estimated due to a smaller gain from operations after policy-
holder dividends and a larger net operating loss deduction. The
mutual segment’s gain from operations after policyholder
dividends in 1985 was about the same as that projected for it in
1984, and thus none of the expected growth in gain from
operations occurred. In addition, the mutual segment’s net
opergting loss deduction increased to $0.8 billion in 1985, when
no significant amount of net operating loss deductions by mutual
companies was anticipated in 1985. These two differences account
for most of the shortfall in expected revenues in 1985.
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The mutual segment’s gain from operations after policyholder
dividends in 1985 of $5.2 billion included approximately $950
million attributable to the "true-up" from 1984 resulting from
the higher recomputed differential earnings rate. Thus,
approximately $350 million of additional tax liability that was
attributable to 1984 activity was paid by mutual companies in
1985. 1In addition, the mutual companies’ 1985 differential earn-
ings rate was calculated as 6.157 percent, but the 1985
recomputed differential earnings rate was only 3.188 percent.
Thus, a negative "true-up" rate of -2.969 percent arising from
1985 activity resulted in approximately $950 million less taxable
income in 1986. The negative 1985 "true-up" reduced mutual
companies’ tax liability in 1986 by approximately $350 million.
If both the 1984 "true-up" and the 1985 negative "true-up" are
excluded from the 1985 figures, the mutual segment’s tax
liability for 1985 would be $0.6 billion.

After excluding the 1984 "true-up"”, the mutual segment’s gain
from operations after policyholder dividends was $4.3 billion in
1985. Like 1984, the mutual segment’s gain from operations after
policyholder dividends and the special life insurance deduction
was overestimated by approximately $850 million. A combination
of explanations are possible:

o The activity of the mutual segment was overestimated,
possibly resulting from an overestimate of total life
insurance activity, the mutual segment’s market share of
the industry, or the mutual segment’s rate of profitability
on its life insurance business.

o The equity base of mutual companies in 1985 was
overestimated as it was in 1984. The overestimation of the
mutual equity base accounts for approximately one-quarter
of the difference.

0 Taxable gains from operations may have been overestimated
by underestimating the companies’ tax-minimizing behavior.

o The original estimates underestimated the earnings rates of
the stock segment during the 1981-83 period which enter
into the calculation of the imputed earnings rate under
section 809. The statutory rate of 16.5 percent was
thought to be higher than the average earnings rate of the
50 largest stock company groups during the 1981-83 base
period. In fact, the average stock earnings rate during
the base period was 18.221 percent, which resulted in the
1985 imputed earnings rate (16.323 percent) being lower
than the 1985 current stock earnings rate (18.026 percent).

III. Conclusion

The recent changes to life insurance company taxation have
resulted in less additional revenue than had been predicted. 1In
particular, the tax payments of the life insurance industry and
the relative shares paid by the different industry segments in
1984 and 1985 did not meet Congressional expectations.



-14-

Differences between estimated receipts and taxes paid largely
reflect the difficulty in predicting accurately life insurance
company taxes. Actual income tax collections depend on a nu@ber
of factors which are difficult to predict accurately, including
general macroeconomic conditions and relative market shares of
and within the life insurance industry. Moreover, the _
significant changes in the practices of life insurance companies,
their products, and tax rules during the last decade gnd the
inadequacies of available data upon which to base estimates have
magnified prediction problems. Thus, the "shortfall" in actual
collections does not necessarily imply that the 1984 Act changes
have not been effective in taxing life insurance companies more
like other corporations.

The Treasury Department believes that it is more appropriate
for tax legislation to attempt to measure accurately the economic
income of companies than to attempt to collect a particular
amount of revenue from an industry or from the different segments
of an industry. We intend to continue to evaluate the tax rules
affecting life insurance companies and to report to the Congress
early next year.

This concludes my prepared remarks. I would be happy to
answer any questions.
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APPENDIX

Comparison of Tax Liabilities From Different Data Sources

Several measures of tax liabilities of the life insurance
industry were available at the time the 1984 estimates were
made. The most readily available industry data are from
financial statements. However, these data are based upon a
definition of the group of companies that comprise the life
insurance industry that is different from the tax definition of
the life insurance industry. Financial statement information and
tax statistics also use different concepts to measure income and
taxes. On the other hand, the tax statistics published by the
IRS include only partial information regarding the effects of
consolidation. As a result of these defects in the available
data, the Treasury Department conducted a special survey of life
insurance companies to evaluate the taxation of life insurance
companies. The Treasury survey was designed to assess accurately
the taxes paid by the life insurance industry both before and
after consolidation with non-life companies using the tax code’s
definition of the industry, taxable income, and tax liability.

Table 4 compares preliminary estimates of tax liabilities of
the life insurance industry reported on the Treasury’s survey
with statistics from other sources.’ The table shows seven
different measures of tax liabilities of the life insurance
industry in 1984 and 1985. The first three measures in Table 4
are liabilities on life insurance company tax returns as reported
in the Treasury survey. These measures use tax return statistics
and the tax definition of life insurance companies. The first
two survey measures are tax after credits. The only difference
between the first two survey measures is the degree of
consolidation with non-life companies. The third survey measure
is tax before credits. The third survey measure differs from the
first two, because it does not include the effects of
consolidation or take into account tax credits. In general,
"all consolidated companies" includes the effects of income and
allowable losses of all companies filing consolidated returns
with a life insurance company, and "life insurance subgroup
(after non-life losses)" includes the effects of allowable losses
of non-life companies filing consolidated returns with a life
company. The "life insurance subgroup (before non-life losses)”
does not include the effects of allowable losses of non-life
affiliated companies.

! The Treasury survey requested the latest available tax return
information including amended returns as of August 1987. Later
amended returns and audit adjustments will result in further
changes in tax liability.

Tax after credits was not calculated for the life subgroup
(before non-life losses) because the survey collected tax credits
used on a consolidated basis.
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The fourth measure in Table 4 is the tax after credits of the
life insurance industry as reported by the IRS Statistics of
Income (SOI) program. This measure is from tax returns, but
includes taxes from a different sample of companies. The SOI
classifies consolidated returns by industry based on the industry
group from which the largest percentage of total receipts 1s
derived. As a result, a significant amount of taxes of life
insurance companies included in the Treasury survey measure 1S
not included in the SOI reported total. The SOI data also report
bottom-line taxes from consolidated returns. For both 1984 and
1985, the SOI measure of taxes is less than the two tax return
measures of taxes from the Treasury survey.

The fifth, sixth, and seventh measures in Table 4 report
annual financial statement taxes. The fifth measure in Table 4
presents the financial statement measure of taxes paid by the _
life insurance industry in the Treasury survey. This measure is
based upon a sample of life insurance companies consistent with
the tax law, but taxes reported on financial statement are higher
than taxes reported on tax returns by the same companies due to
differences in financial and tax accounting. The final two
measures are reports of financial statements taxes from A.M.
Best’s Aggregates and Averages and from the American Council of
Life Insurance’s Life Insurance Fact Book. These latter two
measures are based on samples of life insurance companies’
regulatory statements.

Taxes reported on financial statements are generally higher
than tax return measures for several reasons. Tax liabilities
are measured differently for tax and financial reporting
purposes. Financial statement amounts are estimates of tax
liabilities that are made several months before a company files a
tax return. The taxes reported on financial statements may
include amounts never reported on tax returns, such as assessed
tax deficiencies relating to audits of prior year tax returns.
Where financial and tax accounting differ on the timing of income
recognition, the financial statement taxes may include amounts
that are not actually paid to the Treasury until later years due
to tax deferral. 1In addition, the regulatory statements do not
allow consolidation with non-life companies, although life
insurance companies have been allowed to file consolidated tax
returns with non-life companies since 1981.



Comparison of Measures of Tax Liabilities of Life Insurance Companies
From the Treasury Department’s Survey, SOI Tax Statistics, and
Financial Statements for 1984 and 1985

($ millions)

| 1984 1985
| Mutual Life | Stock Life Mutual Life | Stock Life
| Companies Companies Total Companies | Companies Total
Tax Return Measures
Treasury Survey
All Consolidated Companies 891 1,467 2,357 1,211 1,542 2,754
Life Subgroup (after non-life
losses) 974 1,426 2,400 1,282 1,601 2,883
Life Subgroup (before non-life
losses) 1/ 1,083 1,759 2,842 1,482 2,119 3,601
SOI Tax Statistics 704 558 1,262 914 1,341 2,256
Financial Statement Measures
Financial Statements from
Treasury Survey 1,212 1,643 2,855 2,080 2,270 4,359
Financial Statements from
A.M. Best 1,231 1,525 2,756 2,084 2,049 4,133
Financial Statements from
ACLI N/A N/A 2,785 N/A N/A 4,134

Department of the Treasury
Office of Tax Analysis

September 1988

SOURCE: Preliminary results from 1987 Treasury Department Survey of Mutual and Stock Life Insurance

Companies, Internal Revenue Service Corporation Source Book of Statistics of Income, A.M. Best
Aggregates and Averages Life-Health 1986, and American Council of Life Insurance Life Insurance

Fact Book.

NOTE: All figures weighted to estimate industry totals.

Canadian-owned companies.

N/A = Not Available.

1/ Amounts shown are tax before credits.

Figures exclude specially surveyed
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TREASURY NEWS €

epartment of the Treasury ¢ Washington, D.C. ¢ Telephone 566-2041

CONTACT: Office of Financing
202/376-4350

FOR RELEASE AT 4:00 P.M.
September 27, 1988

TREASURY'S WEEKLY BILL OFFERING

The Department of the Treasury, by this public notice, invites
tenders for two series of Treasury bills totaling approximately
$14,000 million, to be issued October 6, 1988. This offering
will provide about § 150 million of new cash for the Treasury, as
the maturing bills are outstanding in the amount of $13,841 million.
Tenders will be received at Federal Reserve Banks and Branches and at
the Bureau of the Public Debt, Washington, D. C. 20239, prior to 1:00
p.m., Eastern Daylight Saving time, Monday, October 3, 1988.

The two series offered are as follows:

9l1-day bills (to maturity date) for approximately $ 7,000
million, representing an additional amount of bills dated
July 7, 1988, and to mature January 5, 1989 (CUSIP No.
912794 QZ0 ), currently outstanding in the amount of $7,432 million,
the additional and original bills to be freely interchangeable.

182-day bills for approximately $ 7,000 million, to be dated
October 6, 1988, and to mature April 6, 1989 (CUSIP No.
912794 RR7 ),

The bills will be issued on a discount basis under competitive
and noncompetitive bidding, and at maturity their par amount will
be payable without interest. Both series of bills will be issued
entirely in book-entry form in a minimum amount of $10,000 and in
any higher $5,000 multiple, on the records either of the Federal
Reserve Banks and Branches, or of the Department of the Treasury.

The bills will be issued for cash and in exchange for Treasury
bills maturing October 6, 1988. Tenders from Federal Reserve
Banks for their own account and as agents for foreign and inter-
national monetary authorities will be accepted at the weighted
average bank discount rates of accepted competitive tenders. Addi-
tional amounts of the bills may be issued to Federal Reserve Banks,
as agents for foreign and international monetary authorities, to
the extent that the aggregate amount of tenders for such accounts
exceeds the aggregate amount of maturing bills held by them. Federal
Reserve Banks currently hold §$ 1,715 million as agents for foreign
and international monetary authorities, and $4,610 million for their
own account. Tenders for bills to be maintained on the book-entry
records of the Department of the Treasury should be submitted on Form
PD 5176-1 (for 13-week series) or Form PD 5176-2 (for 26-week series).
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 2

Each tender must state the par amount of bills bid for,
which must be a minimum of $10,000. Tenders over $10,000 must
be in multiples of $5,000. Competitive tenders must also show
the yield desired, expressed on a bank discount rate basis with
two decimals, e.g., 7.15%. Fractions may not be used. A single
bidder, as defined in Treasury's single bidder guidelines, shall
not submit noncompetitive tenders totaling more than $1,000,000.

Banking institutions and dealers who make primary markets
in Government securities and report daily to the Federal Reserve
Bank of New York their positions in and borrowings on such secu-
rities may submit tenders for account of customers, if the names
of the customers and the amount for each customer are furnished.
Others are only permitted to submit tenders for their own account.
Each tender must state the amount of any net long position in the
bills being offered if such position is in excess of $200 million.
This information should reflect positions held as of one-half hour
prior to the closing time for receipt of tenders on the day of the
auction. Such positions would include bills acquired through "when
issued" trading, and futures and forward transactions as well as
holdings of outstanding bills with the same maturity date as the
new offering, e.g., bills with three months to maturity previously
offered as six-month bills. Dealers, who make primary markets in
Government securities and report daily to the Federal Reserve Bank
of New York their positions in and borrowings on such securities,
when submitting tenders for customers, must submit a separate tender
for each customer whose net long position in the bill being offered
exceeds $200 million.

A noncompetitive bidder may not have entered into an agreement,
nor make an agreement to purchase or sell or otherwise dispose of
any noncompetitive awards of this issue being auctioned prior to
the designated closing time for receipt of tenders.

Payment for the full par amount of the bills applied for
must accompany all tenders submitted for bills to be maintained on
the book-entry records of the Department of the Treasury. A cash
adjustment will be made on all accepted tenders for the difference
between the par payment submitted and the actual issue price as
determined in the auction.

No deposit need accompany tenders from incorporated banks
and trust companies and from responsible and recognized dealers
in investment securities for bills to be maintained on the book-
entry records of Federal Reserve Banks and Branches. A deposit of
2 percent of the par amount of the bills applied for must accompany
tenders for such bills from others, unless an express guaranty of

gaygent by an incorporated bank or trust company accompanies the
enders.
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TREASURY'S 13-, 26-, AND 52-WEEK BILL OFFERINGS, Page 3

Public announcement will be made by the Department of the
Treasury of the amount and yield range of accepted bids. Com-
petitive bidders will be advised of the acceptance or rejection of
their tenders. The Secretary of the Treasury expressly reserves
the right to accept or reject any or all tende