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Message from the Secretary
November 14, 2003

I am pleased to present the Department of the Treasury’s Performance
and Accountability Report for Fiscal Year (FY) 2003. This report
provides key information on Treasury’s progress in meeting its diverse
missions and managing its financial responsibilities. We are able to
report solid accomplishments in both areas.

FY 2003 was a significant and historical year of transition for Treasury. The passage of the
Homeland Security Act resulted in the transfer of most Treasury law enforcement bureaus,
functions, and associated resources to the Departments of Homeland Security and Justice.
Treasury efficiently managed the challenges associated with this divestiture and seized this
opportunity to refocus Treasury’s functions on our core economic and financial missions. Our
new Strategic Plan, issued in September 2003, will serve as a guide for preserving our standards
for excellence while modernizing and adapting Treasury’s operations and core systems.

This year, Treasury made solid accomplishments relative to our responsibilities in the areas of
domestic and international economies, banking oversight, tax law compliance, cash and debt
management, and production of currency and coins. Our remaining law enforcement functions
focused on counter-terrorism and financial crimes. Treasury played a critical role in the war on
terrorism by freezing and confiscating terrorist assets, imposing economic sanctions, disrupting
the flow of funds to terrorists, and working with financial institutions to identify and investigate
suspicious financial activities. In addition, Treasury produced positive results toward establishing
critical economic infrastructures in Afghanistan and Iraq.

Regarding the management and reporting of finances, Treasury again received an unqualified
opinion on our financial statements while issuing this report on an accelerated schedule. The
unqualified opinion speaks to the financial statements’ accuracy and reliability. We continued to
successfully close our financial books within three days of the end of each month, an initiative
designed to provide program managers with timely financial information. Overall, Treasury
maintains strong internal controls to minimize the risk of waste and fraud and to minimize
erroneous payments. [ am committed to ensuring that Treasury’s efforts are intensified to reduce
our improper payments. We also made progress in reducing our material management control
deficiencies. Despite these successes, we acknowledge that we still have significant management
control and financial systems deficiencies, and plans are in place to correct them.

This report demonstrates Treasury’s strong commitment to fulfill our broad responsibilities.
Treasury’s mission affects the lives of all Americans, and we are accountable to the American
public we proudly serve. In accordance with the Reports Consolidation Act of 2000, I have
assessed the performance data presented in this report and have determined it to be reliable and
complete, with the limitations noted in Part VI.

Sincerely,

John W. Snow



Message from the

Chief Financial Officer
November 14, 2003

Treasury played a pivotal role in the establishment of the new
Department of Homeland Security in FY 2003. Treasury transferred
over $10 billion in assets, $6.2 billion in budget authority, and over
34,000 employees to the Departments of Homeland Security and
Justice. Key support was provided by working with the new
Department, the Office of Management and Budget, and all the other
legacy agencies to provide for an orderly and timely transition of people, assets, and funding.
During the transition, Treasury continued to provide segments of the new agency with support in
many critical areas.

In addition to meeting these challenges, Treasury is proud to deliver our FY 2003 Performance
and Accountability Report forty-five days after the close of the fiscal year, repeating our FY 2002
accomplishment. Treasury again received an unqualified opinion on our financial statements.
This is a tremendous achievement that was only accomplished through the dedicated efforts of
our Bureaus and Headquarters staff, the Office of Inspector General, and the General Accounting
Office. This report demonstrates Treasury’s continued commitment to improving the quality,
usefulness, and timeliness of both program performance information and financial reporting.

Treasury made significant progress in FY 2003 toward meeting our diverse performance goals.
For example, Treasury successfully worked to remove barriers to U.S. and global economic
growth and played a key role in the passage of tax relief legislation. The Department also
focused on international financial institution reform and improving the international economic
environment. This work continued to help improve economic conditions in developing countries.
Treasury’s efforts also protected the safety and soundness of the nation’s financial institutions,
and successfully managed the federal government’s cash flows. This report includes details on all
Treasury’s performance measures.

Despite receiving an unqualified opinion on our financial statements, Treasury is providing
qualified assurance that we are achieving the internal control and financial management systems
objectives outlined in the Federal Managers’ Financial Integrity Act. In addition, due to our
financial management systems weaknesses, Treasury cannot assert that we are in substantial
compliance with the Federal Financial Management Improvement Act. Responding to these
challenges, we made substantial progress in addressing material weaknesses during FY 2003, and
no new weaknesses were reported for FY 2003. Many of our remaining nine weaknesses will
require significant effort and time to correct, and there are plans in place to address them.

This report also emphasizes significant high priority management challenges across Treasury,
including the challenges identified by the Inspectors General and General Accounting Office.
Underlying all our improvement efforts are the goals of the President’s Management Agenda,
which Treasury aggressively supports. We are committed to maintaining our successes and
continuously improving all of our management operations.

Sincerely,

D o

Teresa Mullett Ressel
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EXECUTIVE SUMMARY

Introduction

The Department of the Treasury, established in 1789, has primary responsibility for the economic and
financial prosperity and security of the United States. Additional Treasury responsibilities include advising
the President on economic and financial issues, enacting the President’s growth agenda, and enhancing
corporate governance in financial institutions. The Department of Treasury is comprised of two major
components: the Departmental Offices (DO) and the operating bureaus. DO, also known as Treasury
headquarters, formulates policy and manages Treasury as a whole, and the nine operating bureaus and several
supporting entities carry out specific operations that support Treasury’s mission. Treasury performs
programmatic responsibilities among its economic and financial mission focuses, and supports these through
its management enabling goals.

Treasury’s Performance and Accountability Report, prepared in accordance with the Reports Consolidation
Act of 2000, presents the results of Treasury’s performance and accountability for Fiscal Year (FY) 2003.
This report has six major sections: Management’s Discussion and Analysis; Annual Performance Report;
Annual Financial Report; Systems, Controls and Legal Compliance; Management and Performance
Challenges; and Appendices. An electronic copy of this report is available on the Treasury World Wide Web

site: www.treas.gov.

Treasury recently revised its Strategic Plan to reflect its core mission responsibilities following the
establishment of the Department of Homeland Security (DHS). Treasury will implement a visionary plan that
puts into action meaningful policy and program change and modernization of Treasury’s systems and
processes. Implementation of this plan will reflect the changing domestic and international environment,
leverage technology and state of the art business practices, and challenge Treasury to reach new levels of
excellence. Modernization will ensure that Treasury has the workforce, technology, and business practices to
meet our Nation’s future needs, while making effective and efficient use of resources.

Impact of New Legislation

Enactment of Public Law (P.L.) 107-296 resulted in the divestiture of the majority of Treasury’s law
enforcement bureaus and functions in FY 2003. Effective March 1, 2003, Treasury transferred the United
States Customs Service (USCS), the Federal Law Enforcement Training Center (FLETC), the United States
Secret Service (USSS), and certain Enforcement related functions in the Departmental Offices to the newly
created DHS. The law provided for the retention of certain Customs revenue functions by Treasury.
However, the Secretary has delegated these functions to DHS. Effective January 24, 2003, P.L. 107-296 also
directed Treasury to establish a new bureau, the Alcohol and Tobacco Tax and Trade Bureau (TTB), to
administer alcohol and tobacco laws and implementing regulations previously administered by Treasury’s
Bureau of Alcohol, Tobacco and Firearms (ATF). TTB also will administer the federal excise tax for firearms
and ammunition. The remaining part of ATF has been transferred to the Department of Justice as the Bureau
of Alcohol, Tobacco, Firearms and Explosives. In addition, Treasury established a new Executive Office of
Terrorist Financing and Financial Crimes to oversee Treasury programs and policies that combat terrorist
financing or target financial crimes.

In accordance with Office of Management and Budget (OMB) guidance, the annual performance information
for the transferred Treasury law enforcement bureaus is reported in the DHS and DOJ Performance Reports
for FY 2003. The financial information in this report for USCS, FLETC, and USSS, however, will cover the

PART | — Management’s Discussion and Analysis
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period from October 1, 2002 through February 28, 2003, and for ATF from October 1, 2002 through January
23,2003. DHS and DOJ will report the financial information for the respective divested Treasury bureaus for
the remaining period of FY 2003. A listing of performance measures contained in the FY 2002 Performance
and Accountability Report for the divested bureaus is found in the Appendices section “Full Report of
Treasury’s FY 2003 Measures by Focus and Strategic Goal.”

In addition, the President’s FY 2004 Budget proposes consolidation of the Treasury Forfeiture Fund (TFF)
with the Justice Assets Forfeiture Fund under the auspices of the Department of Justice. This initiative,
known as the “Unified Fund,” requires enacted legislation before the terms of the Presidential initiative can be
made effective. The most recent version of the proposed legislation provides for transfer of TFF property, as
defined in the legislation, and Treasury’s Executive Office of Asset Forfeiture personnel to the Department of
Justice within a year of enactment of the legislation. The legislation has not yet been introduced in the
Congress for consideration.

During FY 2003, Treasury proposed the establishment of a permanent, indefinite appropriation to reimburse
financial institutions for the services they provide as depositaries and financial agents of the Federal
Government. This approach supports Treasury’s goal of simplifying cash and debt management. This
proposal was included in the President’s FY 2004 Budget and in Treasury’s FY 2004 Appropriations bill
(H.R. 2989).

Performance Highlights

FY 2003 marks the first year that Treasury will not report program results for the divested law enforcement
bureaus and functions. Despite this historic transfer of responsibilities and transfer of resources, we made
significant progress toward attaining our performance goals presented in Treasury’s FY 2003 Annual
Performance Plan. Treasury established 208 performance targets in FY 2003, of which 27 were either
baseline targets or had no data available. Of the remaining 181 measures, Treasury achieved 132 of its
targets, or 63.5 percent, and improved performance over FY 2002 for 39 measures.

Summary of Treasury's
208 Performance Measures

49
23.5%

132§
63.5%

27
13.0%

Met - Number of measures that achieved betw een target
[ Not Met - Number of measures below target

1 Other - Baseline or data not available
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Treasury continues to work toward achieving its strategic goals and improving service to the American
public. The following summarizes Treasury’s efforts in accomplishing its FY 2003 performance objectives
by mission focus, highlighting successes, challenges, and future plans.

Economic Focus

Stimulating Economic Growth. In the area of domestic economic policies, Treasury played a key role in
analyzing the macroeconomic effects of a series of policy proposals that led ultimately to the passage in May
of the Jobs and Growth Tax Relief Reconciliation Act (JGTRRA) of 2003. The Act helps households by
accelerating previously passed tax relief, benefits businesses by increasing expensing, and improves
efficiency in the allocation of capital by reducing the double-taxation of dividends. The effect of JGTRRA
was almost immediate, with both consumption and investment appearing to strengthen markedly in the third
quarter.

Reform of the International Financial Institutions and Agenda for Growth. Through policy dialogue, the
lending it endorses at the International Financial Institutions (IFIs) and bilateral assistance programs such as
technical assistance, Treasury works to create an environment conducive to raising productivity. Continued
engagement on issues related to macroeconomic stability, reduction in trade barriers, development of the
rule of law, strengthened financial sectors, combating terrorist financing and money laundering, and
investments in health and education was critical to achieving results. A

U.S.-led incentive program was initiated at the World Bank. Performance of the program resulted in an
increase in U.S. contributions to the International Development Association of $100 million. The completion
of an Action Plan to improve stability in April 2003 helped establish clearer limits on funds from the
International Monetary Fund and created more rigorous methods of debt analysis. In addition, a milestone
agreement, called the G-7 Agenda for Growth, was completed in September 2003. It calls on the G-7
countries to adopt pro-growth policies and create supply side benchmarking systems to monitor results.
Finally, important steps were taken in the U.S. (reduction in tax rates), Japan (higher money growth) and
Europe (labor market and pension reform) to increase flexibility, raise productivity, and create jobs.

Reconstruction (Iraq and Afghanistan). The goal of helping to raise standards of living through
establishment of a free market economy was perhaps nowhere more evident than in Treasury’s work in Iraq
and Afghanistan. In Iraq, Treasury saw success in several critical initiatives including facilitating
payments to Iraqi workers and pensioners, introducing a stable national currency, restoring and revitalizing
the banking sector, developing a strategy for dealing with international debt, assessing reconstruction costs
and supporting international fundraising efforts, and establishing a Trade Bank in order to facilitate
imports and exports. In Afghanistan, Treasury efforts focused on rebuilding basic infrastructures,
strengthening the central government and its budget processes, and laying the foundations for strong private
sector growth. Among other achievements, the government approved a new investment law, cut export taxes
to zero, and developed a “one-stop shopping” process for foreign investment.

Economic Growth in Industrialized Countries. The U.S. led a global recovery with trade and industrial
production picking up across the world. The Calendar Year (CY) 2003 annual growth rate is expected to
reach 3.2 percent on a global basis, up from 3.0 percent in CY 2002. While economic stability improved
despite the uncertainty related to terrorism, there continue to be significant barriers to growth and stability in
Europe, Asia, Latin America, and Africa as well as in international trade and financial systems. Treasury will
continue its domestic and international efforts to remove rigidities and barriers that limit U.S. and global
economic growth.

Developing and Transitional Economies. Treasury continued its efforts to assist and monitor
macroeconomic and financial conditions in developing and transitional economies. These efforts resulted in
an expected growth rate in developing economies of 5.0 percent in CY 2003 compared to a 4.6 percent rate in
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CY 2002. The growth rate of transitional economies is expected to reach 4.9 percent in CY 2003, up from 4.2
percent the previous year.

Pension Reform. The Administration made strengthening the health of the defined benefit pension system
and improving the retirement security of its participants a priority for FY 2003. Treasury Departmental
Offices provided leadership in efforts to enact a suitable replacement for the interest rate on the 30-year
Treasury bond as the discount rate for computing pension liabilities. Treasury’s proposal of a yield curve
based on high-grade corporate bonds — now adopted as the Administration proposal — will make measured
pension liabilities more reflective of the timing of future benefit payments.

Financial Focus

Tax Collection. The following summarizes Internal Revenue Service’s (IRS) FY 2003 performance for its
pre-filing and filing tax programs:

®  Pre-Filing Programs. The cumulative FY 2003 Assistor Level of Service increased to 80 percent, up
nearly 12 percent over FY 2002. Strategies and initiatives implemented in FY 2003 resulted in more
callers receiving properly trained assistance more quickly, as evidenced by lower transfer rates, faster
average speed of answer, and lower abandon rates. In addition, the IRS and Financial Management
Service (FMS) successfully implemented the advanced payment of the child tax credit, which required the
issuance of Advanced Child Tax Credit payments and associated notices to more than 23.7 million
taxpayers who claimed a child tax credit on their 2002 income tax return. The IRS also coordinated with
the Armed Forces Tax Council and individual armed service branches to disseminate timely information
regarding the impact of the Earned Income Tax Credit (EITC) law change on military personnel and their
families. Approximately 400 thousand additional enlisted military personnel became potentially eligible
for claiming EITC.

e Filing Programs. Taxpayers continue to shift from paper to electronic filing of their individual tax
returns. In FY 2003, E-filed returns, increased nearly 13 percent, to approximately 52 million while paper
returns decreased roughly 7 percent, to approximately 78 million. Nearly 12 million taxpayers filed
returns by home computer, an increase of nearly 27 percent from the prior year, including
2.78 million returns filed through Free File Alliance members. Approximately 44 million individual
refunds were paid via direct deposit, 11.5 percent more than in 2002, resulting in quicker refunds to
taxpayers and reduced postage and processing costs.

Issuing Payments. As an essential part of the U.S. economy, FMS issued over 920 million payments with a
dollar value of approximately $1.2 trillion to more than 100 million individuals and businesses. Making
payments to American citizens accurately and on time is of considerable financial importance. FMS
continues to expand the use of electronic media to deliver Federal payments in order to improve service to
payment recipients and reduce federal program costs.

Government’s Cash Management and Financial Reporting. Managing the Federal Government’s cash flow
with the most up-to-date and accurate information benefits the taxpayer by enabling Treasury to maximize
investment earnings and minimize borrowing costs within established policy objectives. In

FY 2003, the Federal Government’s cash position, budget surplus, and deficit information was reported on
schedule and accurately in key Treasury publications. The Financial Report of the U.S. Government,
including the Federal Government’s consolidated financial statements, was issued on time. In addition,
Treasury worked to identify and institutionalize processes for developing forecasts that are effective in times
of stability or situations involving policy change or economic uncertainty. Improvements to the accuracy,
timeliness, and usefulness of the tax receipts forecasts enable Treasury to more precisely estimate daily tax
receipts and minimize borrowing costs.

PART | — Management’s Discussion and Analysis
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Government’s Debt Management. Treasury’s debt management objective is to minimize the government’s
borrowing costs over time. Treasury’s strategy for obtaining low cost financing is to minimize investor
uncertainty associated with debt issuance by issuing debt in a regular pattern and in predictable quantities and
by auctioning securities quickly and reliably. As the financing situation developed through FY 2003,
Treasury successfully prepared the market for the additional debt issuance that we ultimately concluded
would be needed. This new issuance was composed of quarterly issuance of three-year notes, monthly
issuance of five-year notes, and twice-quarterly issuance of ten-year notes. In addition, Treasury has been
successful in educating investors about the importance of inflation-protection. This success has been reflected
in greater demand for inflation-protected securities and allowed Treasury to increase issuance of inflation-
indexed securities in FY 2003. Also, in FY 2003, Treasury reduced the time between auction closing and
releasing auction results to two minutes; further reducing uncertainty that investors face when participating in
Treasury auctions.

Law Enforcement Focus

Reducing the Threat of Terrorism and Combating Financial Crimes. The Administration has made the war
on terrorist financing one of its key priorities for FY 2003. As a result of September 11™, the President issued
Executive Order 13224, “Blocking Property and Prohibiting Transactions with Persons who Commit,
Threaten to Commit, or Support Terrorism.” This Order directed the Secretary of Treasury, in consultation
with the Departments of State, Justice, and Homeland Security, to implement the President’s authority to
systematically and strategically attack terrorists, terrorist organizations, and terrorist support networks.

Treasury developed a seven-part strategy to attack terrorist networks and prevent both the short and long-term
effects of terrorist financing. The strategy focuses on: (1) targeted intelligence gathering, (2) freezing of
terrorist-related assets, (3) Law enforcement actions, (4) diplomatic efforts and outreach, (5) improved
regulatory scrutiny and International Standard Setting, (6) outreach to the private sectors, and (7) capacity
building for other governments and the financial sector. We made great strides in all seven areas to combat
terrorist financing.

Through our work in the Financial Action Task Force (FATF), Treasury plays a leading role in establishing
strong international standards in the area of terrorist financing and money laundering, and ensuring those
standards are implemented worldwide. In addition, FATF has continued its efforts to identify and take action
against countries that are non-cooperative in the fight against money laundering, and launched a new initiative
to work with donor countries to ensure that appropriate terrorist financing technical assistance flows to
priority countries.

In the area of targeting and law enforcement actions, IRS Special Agents, along with other federal law
enforcement agencies, executed search warrants on individuals charged with sending millions of dollars to
Iraq for criminal purposes. In addition, the IRS and the Federal Bureau of Investigation (FBI) formed a
partnership with the Saudi Arabian government and established a task force in Riyadh to investigate
individuals suspected of funneling money to terrorist organizations. With the cooperation of the Saudis, the
task force analyzed bank accounts and other financial data already seized by the Saudis from prior
investigations of terrorist incidents focusing on the financial aspects, especially those transactions that may
involve charitable organizations. This agreement between the Departments of Treasury and Justice and the
Saudi government is a historic and groundbreaking development in our governments’ global efforts to track
terrorist activity.

Economic Sanctions. Economic sanctions have been an effective weapon in depriving terrorists of access to
the U.S. financial system and to advance other U.S. national security and foreign policy objectives. The
Office of Foreign Assets Control (OFAC) currently administers and enforces 26 economic sanctions
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programs. Active enforcement of these programs is a crucial element in preserving and advancing U.S.
foreign policy and national security. In addition, OFAC worked with the Department of Defense and the
regional Commands to focus on the key nodes, or operational centers, of terrorist groups, in regional areas,
and cripple entire organizations.

Expanding Regulatory Framework. Since passage of the USA PATRIOT Act in 2001, Treasury, the
Financial Crimes Enforcement Network (FinCEN), the Department of Justice and the financial regulators
have worked together to draft and issue extensive regulations that implement the Act’s provisions. Among
these regulations are rules to expand the universe of financial institutions required to report potentially
suspicious activities to FinCEN, expand our basic money laundering regime to include a wide range of
financial services providers outside of depository institutions, and close off our borders to foreign shell banks.
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Performance Scorecard

Treasury established 208 performance measures at the beginning of FY 2003, 24 of which were identified by
Treasury’s senior leadership as key performance indicators of the success of the Department. Treasury
selected these indicators based on whether a clear nexus exists between the measure and the strategic goal it
supports. The chart below provides an overview of Treasury’s performance against these key indicators by
programmatic mission focus — Economic (E), Financial (F), and Law Enforcement (LE). The four LE
strategic goals: Reduce Violent Crime and the Threat of Terrorism; Protect our Nations Leaders and Visiting
Dignitaries; Protect our Nation’s Borders and Major International Terminals from Traffickers and Smugglers
of Illicit Drugs; and Provide High Quality Training for Law Enforcement Personnel, assessed the performance
of ATF, USCS, USSS, and FLETC. Accordingly, the performance information for these four goals will be
reported in the Performance and Accountability Reports for the Departments of Homeland Security and
Justice. The complete set of Treasury’s performance measures are discussed in Part VI of this report.
Indicated in parenthesis after each performance measure is the appropriate bureau or organization.

Actual

Strategic Goal Key Performance Indicators Plan (Final data | Page
bolded)

E1. Promote Domestic Number of businesses financed (CDFI) 7,340 13,282 273

Economic Growth
. . GDP
Rate of Domestic Economic Growth (DO) Growth 33 274
Percentage of national banks that are well-capitalized 95%, 999 274

(0CC)

Percentage of OTS-regulated thrift institutions adequately
capitalized or operating under an approved Capital Plan 100% 100% 276
or Prompt Corrective Action Directive (OTS)

Percentage of thrifts that are well capitalized (OTS) 95% 99.5% 276
E2. Maintain U.S. Economic conditions in the global economy [calendar GDP
Leadership on Global | year] (DO) Growth 3.2 279

Economic Issues

F1. Manage the Federal Percentage collected electronically of total dollar amount
Government’s of Federal Government receipts (FMS) 80% 81% 282
Accounts

F2. Ensure All Federal Percentage of paper check and EFT payments made on
Payments are Accurate| time (FMS)
and Timely

100% [99.9999% | 283

Percentage of paper check and EFT payments made 100% |99.9998% | 283
accurately (FMS)
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Actual
Strategic Goal Key Performance Indicators Plan | (Final data| Page
bolded)
FMS will make Treasury payments and associated o o
information electronically (FMS) 4% 4% 283
F3. Provide Accurate Percentage of government-wide accounting reports 100% 98, 284
and Timely issued accurately (FMS)
Financial Informa-
tion and Support
the Government- Percentage of government-wide accounting reports
wide Implementa- | issued timely (FMS) 100% 100% 284
tion of Accounting
Standards
F4. Collect Revenue FMS will increase the annual collection of delinquent
Due to the Federal | debt, not including Federal tax debt, by $120 million $2.8B $3.0B 285
Government above that collected in FY 2001 for a total of $2.8 billion|
(FMS)
Toll-free Tax Law Quality (IRS) 86% 80% 287
Percentage of individual returns filed electronically 41% 40% 287
(IRS)
Toll-free Accounts Quality (IRS) 77% 67% 292
Taxes and fees collected from alcohol and tobacco
15.1B 14.7B 294
industries (in billions) (TTB) 5 $14.7
Ratio of taxes and fees collected vs resources expended $211:1 $242:1 295
(TTB)
FS. Cost-Effectively Percent of auction results released in 6 minutes (BPD) 80% 96.5% 296
Finance the Federal
Govemment’s Percentage of borrowing policies and requirements
Operations 100% 96.3% 297

announced to financial market participants in a timely
manner (DO)
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Actual
Strategic Goal Key Performance Indicators (Final data| Page
Plan
bolded)
F6. Improve the Manufacturing costs for currency (BEP) $31.00 $29.14 298
Efficiency of

Production Opera-

tions and Maintain | Conversion cost to produce 1,000 coin equivalents
the Integrity of U.S.| (Mint) $9.96 $9.96 300

Coins and Currency

LE1. Reduce Violent ATF, USCS and Office of Enforcement

Crime and the NA NA 302
Threat of
Terrorism'

LE2. Combat Money Average time to process a civil penalty case measured in 15 1.3 303

Laundering and years (FinCEN)
Other Financial

Crimes
Percent of forfeited cash proceeds resulting from high- 75% 80.55% 303
impact cases (TFF) )

LE3. Protect our USCS
Nation’s Borders
and Major
International NA NA 304
Terminals from
Traffickers and
Smugglers of
Mlicit Drugs'

LE4. Protect our USSS
Nations Leaders NA NA 304
and Visiting
Dignitaries'

LES. Provide High FLETC
Quality Training
for Law
Enforcement
Personnel’

NA NA 304

"The performance measures for these goals were supported by the divested law enforcement bureaus.
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FINANCIAL HIGHLIGHTS
Financial Statement Highlights

The financial statements contained in Part III have been prepared from the accounting records of Treasury in
conformity with the accounting principles generally accepted in the United States, and the form and content of
entity financial statements specified by OMB Bulletin 01-09. These principles are the standards prescribed by
the Federal Accounting Standards Advisory Board (FASAB), which was designated the official accounting
standards setting body of the Federal government by the American Institute of Certified Public Accountants.

While the financial statements have been prepared from the books and records of the entity, in accordance with
the formats prescribed by OMB, they are in addition to the financial reports used to monitor and control
budgetary resources, which are prepared from the same books and records.

The financial statements should be read with the realization that they are for a component of a sovereign entity,
that liabilities not covered by budgetary resources cannot be liquidated without the enactment of an appropriation,
and that the payment of all liabilities other than for contracts can be abrogated by the sovereign entity.

During FY 2003 four Treasury bureaus were transferred to the Departments of Justice and Homeland Security as
a result of the Homeland Security Act of 2002. Accordingly, Treasury’s financial statements have been restated
to enhance comparability. Note 1 to the financial statements provides details of the effects of the transfers on
Treasury’s financial statements.

The information below provides highlights of the more significant financial statement categories.

Assets

Treasury’s total assets as of September 30, 2003 Total Assets

included $6.5 trillion due from the General Fund of the (In Trillions)

Federal government to pay the principal and interest $6.95
on the public debt and tax refunds. In FY 2002, $7.00 $6.39

$5.9 trillion was due from the General Fund to pay the $6.50 $5.96

principal and interest on the public debt and tax

refunds. This increase in the amount due from the $6.00
General Fund is the primary reason for the increase in $5.50
total assets, and was due to the increase in the Federal $5.00
debt held by the public described in the “Liabilities” FY2001 FY2002 FY2003

section.
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Liabilities
At the close of FY 2003, intra-governmental liabilities Total Liabilities
totaled $2.9 trillion, including interest payable, in (In Trillions)

borrowing from various Federal agencies. These
borrowings do not include debt issued by other

governmental agencies, such as the Tennessee Valley $6.84
Authority or the Department of Housing and Urban $7.00 $6.28
Development. Liabilities also include Federal debt $6.50 $5.86

held by the public, including interest, of $3.92 trillion; $6.00

the majority of this debt was issued as Treasury Bills. $5.50

In FY 2002, borrowing from various Federal agencies $5.00

totaled $2.7 trillion, and Federal debt held by the ) FY 2001 FY 2002 FY 2003

public, including interest, totaled $3.55 trillion. Debt
held by the public increased primarily because of the
need to finance budget deficits.

Net Cost of Treasury Operations

The net cost of continuing Treasury operations is reported for the Department’s four strategic missions:
financial, economic, law enforcement, and management. The majority of the net cost of Treasury operations
is in the financial mission area. Treasury is the primary fiscal agent for the Federal government in managing
the Nation’s finances by collecting revenue, making Federal payments, managing Federal borrowing,
performing central accounting functions, and producing coins and currency sufficient to meet the demand.
The Department also plays a major role in both domestic and international economic policy, and intervenes as
appropriate to minimize currency fluctuations. Such intervention resulted in foreign currency gains on

FY 2003 transactions, which is why the economic program reflects a “negative net cost” for FY 2003.

Economic Focus Financial Focus
(In Billions) (In Billions)
2.2
$3.0 s $11.0 $10.2

$2.0 $0.9

o0 I ($12) $10.0
$0.0 — ' . $9.0
o m 80
($2.0)

$7.0

FY2001  FY2002  Fy2003 FY2001  FY2002  FY 2003
Law Enforcement Focus Management Focus
(In Billions) (In Billions)
$3.7 $3.7 $1.0
$4.0 $1.0 $0.8
$3.0 $0.8 $0.6
$2.0 s0.6
$0.8 $0.4
$1.0 $0.2
$0.0 $0.0
FY 2001 FY 2002 FY 2003 FY 2001 FY 2002 FY 2003
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Federal Debt Interest and Other Costs

Interest and other costs include interest payments
on the Federal debt and other Federal costs, such
as payments made to or by the Judgment Fund, the
Resolution Funding Corporation, and the District
of Columbia. The vast majority of these costs are
interest on the Federal debt. Interest costs have
decreased significantly over the past three years,
even while the debt principal has increased
significantly, due to the lower interest rates that
have prevailed.

Custodial Revenue

Total net revenue collected by Treasury on behalf
of the Federal government includes various taxes,
primarily income taxes, tariff duties, user fees,
fines and penalties, and other revenue. Over

90 percent of the revenues are from income and
social security taxes. The decline in revenues over
the past three years is due to the weaker economy,
the stock market decline, and reductions in tax
rates.

$400.0
$350.0
$300.0
$250.0

$2.00
$1.90
$1.80
$1.70
$1.60
$1.50

Federal Debt Interest
and Other Costs
(In Billions)

$369.1

FY 2001

$335.6

FY 2002

$315.6

FY 2003

Net Revenue Received

(In Trillions)
$1.94
$1.80
FY 2001 FY 2002

$1.70

FY 2003
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OTHER FINANCIAL HIGHLIGHTS

The following tables provide additional information for Treasury and its bureaus.

Appropriations Enacted

Full Time Equivalent

Treasury Bureau (in Millions) Employees (Actual)
FY 2003 FY 2002 FY 2003 FY 2002
Alcohol, Tobacco and Firearms (ATF) * $175 $855 N/A 4,967
Alcohol and Tobacco Tax and Trade Bureau (TTB) * $54 N/A 260 N/A
Office of the Comptroller of the Currency (OCC) ** wk s 2,761 2,792
U.S. Customs Service (USCS) * $887 $3,116 N/A 20,008
Departmental Offices (DO)*** $481 $576 2,558 2,567
Bureau of Engraving and Printing (BEP) ** ok x* 2,427 2,442
Federal Law Enforcement Training Center (FLETC) * $38 $171 N/A 727
Financial Crimes Enforcement Network (FinCEN) $51 $48 230 200
Financial Management Service (FMS) $221 $213 1,765 1,700
Internal Revenue Service (IRS) $9,835 $9,471 99,155 99,181
U.S. Mint (MINT)** o i 2,302 2,428
Bureau of the Public Debt (BPD) — Resources/Outlays include $190 $188 1,399 1,455
interest on the public debt
U.S. Secret Service (USSS) * $339 $1,066 N/A 5,760
Office of Thrift Supervision (OTS) ** w* s 912 1,087
TOTAL $12,271 $15,644 113,769 145,314

Source: FY 2002 amounts are from the FY 2004 President’s Budget Appendix, (numbers may differ slightly due to rounding). The FY 2003 amounts
reflect final enacted appropriated amounts per P.L. 108-7 plus or minus transfers and/or actual receipts received from offsetting collections.

Total Resources Total Outlays
Treasury Bureau (in Millions) (in Millions)
FY 2003 FY 2002 FY 2003 FY 2002
Alcohol, Tobacco and Firearms (ATF) * $287 $938 $245 $879
Alcohol and Tobacco Tax and Trade Bureau (TTB) * $55 N/A $40 N/A
Office of the Comptroller of the Currency (OCC) ** $784 $730 ($43) ($36)
U.S. Customs Service (USCS) * $1,613 $5,211 $1,609 $3,070
Departmental Offices (DO) $80,229 $69,059 ($1,245) $1,668
Bureau of Engraving and Printing (BEP) ** $633 $598 ($41) $101
Federal Law Enforcement Training Center (FLETC) * $119 $295 $78 $167
Financial Crimes Enforcement Network (FinCEN) $62 $58 $49 $44
Financial Management Service (FMS) $13,961 $9,732 $13,095 $8,096
Internal Revenue Service (IRS) $10,583 $10,193 $9,788 $9,889
U.S. Mint (MINT) ** $872 $802 ($25) ($63)
Bureau of the Public Debt (BPD) — Resources/Outlays include $318,503 $396,982 $318,455 $396,941
interest on the public debt
U.S. Secret Service (USSS) * $549 $1,281 $488 $1,075
Office of Thrift Supervision (OTS) ** $312 $284 ($23) ($10)
TOTAL $428,562 $496,163 $342,470 $421,821

Source: Statement of Budgetary Resources

*  The Homeland Security Act of 2002, Public Law 107-296 transferred the functions, personnel, assets, and liabilities of the USCS,
the USSS, and the FLETC, including the related functions of the Secretary of the Treasury, to the Department of Homeland

Security (DHS) on March 1, 2003.

This legislation also transferred authorities, functions, personnel and assets of the ATF, including the related functions of the
Secretary of the Treasury, to the Department of Justice (DOJ) on January 24, 2003. TTB was created with Treasury to perform

remaining functions of the ATF.

**  These bureaus operate on self-supporting revolving funds, and do not receive appropriations.

*** DO includes DO S&E, DSCIP, TBARR, OIG, TIGTA, CDFI, Franchise Fund, and Forfeiture Fund for FTE.
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PRESIDENT’S MANAGEMENT AGENDA

Overview

FY 2003 provided Treasury with significant management challenges and opportunities. The divestiture of
Treasury’s law enforcement bureaus presented Treasury with the opportunity to restructure and refocus its
strategic goals and objectives through the five initiatives of the President’s Management Agenda (PMA).
Treasury developed and issued its new Strategic Plan, which will guide Treasury’s efforts through FY 2008.
Each of the five PMA initiatives is intricately linked to the new Strategic Plan. This new strategic vision,
coupled with the efforts underway in the PMA, provides the mechanism and focus for continuous
improvement throughout Treasury and its bureaus. Below is a summary of Treasury’s accomplishments as
well as planned activities for FY 2004.

PMA Progress Evaluation

Status FY 2003 Progress

Initiative FY 2002 FY 2003 Q1

Strategic Management
of Human Capital

a3
@

Competitive Sourcing

Improved Financial
Performance

Expanded
E-Government

0 00 0 6
IO 0 Q@
Ol |

©,
@
@
)

Budget & Performance
Integration

. Green for success ® ‘fzlluws for mixed results = Red for unsatisfactorv

Strategic Management of Human Capital (HC)

Treasury made significant progress in the management of its human capital especially in light of the
divestiture of staff to the Department of Homeland Security (DHS). To assure effective coordination and
consistency of HC management among Treasury bureaus, two top-level HC management officials were
appointed to carry out Treasury’s HC Initiative. The Chief HC Officer and the Deputy Assistant Secretary for
Workforce Management lead Treasury’s efforts under the HC initiative of the PMA. Significant
accomplishments for FY 2003 include:

e HC Standards for Success Incorporated into Treasury’s Planning and Budgeting Process.
Treasury’s HC Action Plan addresses the Office of Personnel Management (OPM) and Office of
Management and Budget’s (OMB) Standards for Success, and were incorporated into Treasury’s strategic
planning and budgeting formulation and execution processes.
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e Modernization Efforts. During FY 2003, Treasury Headquarters and the majority of its bureaus began
modernization efforts designed to streamline and de-layer operations consistent with the PMA. The use
of buyout and early out authority granted by OPM was and is a significant part of this process. In
addition, Treasury Headquarters developed a workforce planning model to assist the bureaus with their
modernization efforts.

¢ Succession Planning Model for Key Leadership Positions. Treasury Headquarters initiated a
succession planning model for key leadership positions to ultimately assist bureaus with maintaining
stability and institutional expertise within the Department’s executive cadre.

For FY 2004, Treasury plans to continue implementation of its succession planning model for key
leadership positions; convene a Department-wide project team to improve Treasury’s HC Strategic Plan;
and continue to work with Treasury bureaus to eliminate existing skill gaps in mission-critical
occupations.

¢ Addressing the Challenges of DHS Transfers and Top Leadership Changes. Although challenged by
the transfer of nearly 40,000 employees to the new DHS and by the loss of top headquarters leadership,
including the Secretary, Deputy Secretary, and Assistant Secretary for Management and CFO, Treasury
made great strides overall in its Human Capital Initiative. In particular, Treasury:

e Initiated enterprise-wide, automated Human Resource systems covering nine bureaus and 96,000
employees; and

e Developed an online workforce analytic tool for use by all Treasury managers.

Competitive Sourcing (CS)

Treasury’s CS team is striving to become one of the government leaders for implementing this initiative.
Treasury’s emphasis on training and preparation enabled us to complete streamlined competitions in most of
our bureaus. Treasury’s leadership in the CS initiative is demonstrated through its implementation of
knowledge through an online Fair Act tracking database, leadership of the redesign of OMB Circular A-76,
and sponsorship of government-wide conferences. Accomplishments in FY 2003 include:

e Completion of Treasury’s first-ever full A-76 Study;

e Seamless integration and implementation to the revised A-76 circular requirements; refocusing the
initiative to transition away from a quota-driven initiative per OMB’s July policy document;

e Increased coordination among all elements of the PMA; and

e Establishment of a plan that institutionalized competitive sourcing into the senior management decision
process.

In FY 2004, Treasury will continue to develop its comprehensive sourcing plan, monitor progress, promote its
management-need (rather than quota-driven) approach, and work to institutionalize competitive sourcing into
the senior management decision process.

Improved Financial Performance

Treasury remains committed to improving financial performance at the Department and throughout the
Federal Government.
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Treasury maintained its government-wide lead in accelerated financial reporting by improving its three-day
monthly close and successfully issuing its FY 2002 Performance and Accountability Report on

November 15, 2002, three and one-half months ahead of the official deadline. The Department’s consolidated
financial statements included in Treasury’s FY 2002 Performance and Accountability Report received an
unqualified opinion. Further, the Treasury provided numerous presentations to other federal agencies to assist
them in achieving an accelerated annual closing by November 15, 2004, as required by the Administration.

Treasury achieved its financial performance goals associated with the PMA, and continues to provide this
data online in a timely manner. Treasury integrated its financial systems and provides timely and reliable
financial information. Complete compliance with federal financial systems requirements, however, will not be
achieved until IRS completes its financial systems modernization efforts.

Revised plans to reduce erroneous payments in the IRS’ Earned Income Tax Credit program were recently
developed to address congressional concerns. Treasury anticipates improved progress in FY 2004 and future
years. All other Treasury bureaus have a good track record in the erroneous payments area. Treasury also
made significant progress toward finalizing its guidance for implementation of the Improper Payments
Improvement Act. Draft guidance is being piloted by several bureaus and will be finalized and implemented
in early FY 2004 based on test results.

Treasury continues to make significant progress in reducing its material management control weaknesses.
Treasury completed FY 2003 with nine material weaknesses compared to 20 in FY 2002.

While Treasury made great progress, especially through the accelerated monthly and annual closings of the

books, we must ensure that financial and performance information is routinely considered during operational
decision making. Treasury will continue to fully support the PMA as it builds on its successes in FY 2004.

Expanded E-government

In an effort to expand E-Government, Treasury has placed an emphasis on the use of digital technologies to
improve effectiveness, efficiency, and service delivery to both citizens and other public agencies, including
initiatives such as the IRS' Free Filing and Expanded Electronic Products for Businesses. Treasury is
focusing on high-priority modernization initiatives by continuing to integrate information technology (IT)
strategic planning, enterprise architecture, IT capital planning, and security activities in the context of the
overall planning and reporting activities of Treasury. The implementation of the new Treasury FY 2003-2008
Strategic Plan will ensure that the above areas are an integral part of our planning and reporting processes.

Treasury established a governance structure to ensure that all its services and products produced are consistent
with Treasury’s strategic objectives. A new Technology Investment Review Board (TIRB) reviews and
approves all Treasury IT investments and conducts monthly meetings to drive the Department’s IT
governance framework and compliance with OMB Circular A-11. Through the TIRB, Treasury will
communicate and review procurement, project management and portfolio management requirements and hold
bureaus accountable for performance that relates to project management objectives. It will institute a
disciplined process for evaluating portfolio and project performance and controlling IT investments for major
projects. It will ultimately improve the scores on the Department’s OMB Exhibit 300s and institutionalize the
long-term portfolio management activities of the Capital Planning and Investment Control Process (CPIC).
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Through the CPIC, the Department will monitor projects to ensure they are within 10 percent of cost,
schedule and performance objectives. For example, the IRS is in the midst of an aggressive remediation
program for major systems investments to ensure all aspects of performance budget formulation. This has
resulted in greatly improved Exhibit 300 submissions that will link major investments to a Strategic Plan, an
Enterprise Architecture and performance measurements.

During FY 2003, Treasury demonstrated consistent progress in the remediation of IT security weaknesses and
conducted a Security Program review of all Treasury components. As part of Treasury’s new IT Security
Policy, all bureaus must submit implementation plans over the next year. In an effort to successfully meet
OMB IT security performance measures, Treasury plans to perform Certification and Accreditation of greater
than 80 percent of major systems by Quarter 3 of FY 2004.

Treasury continues to participate in all four categories of E-Gov projects. In addition, Treasury recently
executed Interagency Agreements with the General Services Administration for the E-Authentication and
Integrated Acquisition Environment and with Environmental Protection Agency for the e-Rulemaking
initiative.

Treasury will continue to pursue opportunities with expanded e-government. The following highlights some
of our efforts:

e Develop a draft target architecture;

e Complete the FY 2006 Information Resources Management Strategic Plan that identifies the link between
the PMA, Treasury’s business goals, and the basis for revisions to the Modernization blueprint;

e Ensure proper reporting of all systems to determine which systems are/are not within 10 percent variation
of cost and schedule;

e Demonstrate consistent progress in the remediation of IT security weaknesses through a variety of
methods, working directly with the bureaus to ensure that they understand the requirements of Federal
Information Security Management Act (FISMA) and security in general; and

o Identify e-government applications, using the Enterprise Architecture project as a management enabling
tool.

Budget and Performance Integration

Treasury developed a new Treasury Strategic Plan for FY 2004 through 2008, which reflects the recent
reorganization post the creation of the Department of Homeland Security. The Plan focuses on our core
economic and financial mission and will seek to influence global financial and economic issues and promote
global economic growth and stability. It also preserves standards of excellence while adapting Treasury’s
mission, goals, and operations to address the challenges of a new century, and incorporates a wide range of
activities including advising the President on economic and financial issues, enacting the President’s growth
agenda, and enhancing corporate governance in financial institutions. The new plan improves alignment of
bureau strategic plans with the Treasury Strategic Plan by incorporating bureau general goals that directly
support Treasury strategic objectives. The bureau strategic plans will articulate the goals, initiatives, and
performance measures that will be used to link to the Treasury plan.

Treasury also issued guidance and implemented changes to enhance management’s ability to use financial and
performance information to make decisions. Treasury revised its performance reporting requirement from
annual to quarterly to facilitate review and assessment of bureaus’ key performance data. In addition, many
bureaus and organizations identified ways to refine their internal processes to collect, analyze, and report their
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performance information and developed new and/or enhanced their existing performance goals and measures
to better assess long- and short-term results. These efforts will ultimately provide Treasury senior
management with prompt financial and performance information necessary to make decisions.

Treasury further improved the alignment of bureau resources with Treasury’s new strategic goals and
objectives by conducting several training sessions. During these sessions, bureaus and organizations
contributed to the development of Treasury’s objectives, identified programs and resources that link to each
Treasury strategic goal and objective, and established new outcome- and efficiency-oriented goals and
measures. We established a Strategic Management Process that links the Departmental, bureau and
organization strategic and annual performance plans. This system will gauge the level of success in
accomplishing Treasury’s goals and objectives. The first use of this alignment will be presented in Treasury’s
FY 2005 budget submission, which links bureau programs, resources, and performance to Treasury’s strategic
goals and objectives. The FY 2005 budget justifications also demonstrate the need for resources based on
performance improvement.

Treasury will continue to pursue opportunities to integrate financial and performance data. The following
highlights some of our efforts:

e Treasury restructured some of its budget activities to better reflect the full cost of achieving results and
established a performance budget that lines its bureaus programs and resources to its new strategic
goals and objectives.

e The Offices of Performance Budgeting and Deputy Chief Financial Officer will continue to integrate
the financial management and performance measurement data. Treasury met with contractors to
identify opportunities and assess the requirements needed to link Treasury’s financial management
system with its performance measurement system. The new system will collect timely and accurate
information, perform meaningful data analysis, and disseminate the results.
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PROGRAM ASSESSMENT RATING TOOL (PART)

Evaluation of Treasury Programs

The goal of the PART is to evaluate program deficiencies, determine the causes for strong or weak
performance, and take action to remedy deficiencies and achieve better results. OMB conducts the PART
evaluations and recommends actions for program improvement. The following table identifies Treasury
programs that were PARTed in FY 2003 and includes a summary of the findings and follow-up actions
implemented in accordance with OMB recommendations.

PARTed Program
Recommendations

FY 2003 Actions

Alcohol and Tobacco Tax and Trade Bureau (TTB)

Consumer Product Safety Activities
(Adequate Rating)

Establish clear guidelines and
procedures to insure that goals are very
specific. Establish written guidelines
and supporting documentation for all
aspects of the program.

Refine performance measures to more
accurately reflect the goals and
achievements of the program.

TTB developed performance measures for both external reporting and
internal management. TTB will refine these measures by hiring a
consultant to conduct an independent analysis and implement changes
prior to its follow-up PART review.

The consultant will focus efforts on the PMA initiatives, which include
the performance measures under the consumer product safety activities.
The vendor acquisition strategy is in early stages.

Internal Revenue Service (IRS)

Earned Income Tax Credit (EITC)
(Ineffective)

Set performance targets, including
outcome targets, to demonstrate EITC
compliance initiative results.

Implement a certification program to
reduce qualifying child errors.

Implement a program to resolve high-
risk cases prior to issuing refunds to
reduce filing status and income errors.

Approximately 20 million taxpayers claimed over $36 billion in EITC on
Tax Year 2002 returns. The most recent compliance study reported that
between 27 percent and 32 percent of the claims were improperly paid.
Based on significant compliance problems associated with EITC, the
administration of the credit has been listed as a high-risk area for the
federal government.

The President and Congress have expressed concerns regarding the large
amount of erroneous payments made by federal agencies. Programs with
complex criteria, large volumes of transactions, and expedited payments
are more susceptible to erroneous payments. The IRS’ EITC program must
deal with the following issues.

¢ Eligibility criteria is complex.
e Over 15 percent of all federal individual income tax returns include a
claim for EITC.

e Over 60 percent of all the returns claiming EITC are filed electronically.
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PARTed Program
Recommendations

FY 2003 Actions

Compliance Activities

Congress provided an EITC appropriation of $145 million for FY 2003.
The appropriation represents an administrative cost of about 0.5 percent of
the total annual EITC benefits distributed by the IRS. Of this appropriation
amount, the IRS spent over $100 million for EITC compliance activities.
These compliance activities directly protected EITC revenue. In FY 2002*
the dollars protected was far greater than the cost of compliance.

e IRS prevented over $435 million in erroneous EITC claims through
math error authority. Math error authority allows the IRS to make
summary assessments of taxes on a return with a mathematical or
clerical error, such as figuring the credit incorrectly, failing to provide
the correct social security number for a qualifying child, and omitting
nontaxable income.

e IRS audits of EITC returns protected $850 million.

e [RS’ Criminal Investigation Division identified over 16,000 fraudulent
EITC claims on electronically filed returns.

e During the past three fiscal years, 196 subject criminal investigations

were initiated on questionable refund schemes related to fraudulent
EITC claims. The investigations identified a minimum of 20,095
questionable returns. During this period, 129 investigations were
recommended for criminal prosecution and 137 people were convicted
of income tax fraud for various fraudulent EITC schemes.

In addition to this revenue protected, erroneous or fraudulent EITC claims
disallowed in one year, likely prevented the same filers from making
similar claims in subsequent years.

Program Enhancements

Although the IRS made significant improvements in EITC outreach and
compliance activities, the IRS is committed to further improving its
administration of this important benefits program. The Commissioner
announced a five-point initiative for the EITC program to improve service,
fairness, and compliance with the EITC law.

The first two initiatives focus on the current audit process. An average
EITC examination takes 225 days to resolve. The taxpayer will receive
between two and six different notices. Actions are underway to improve
the audit process.

e Develop EITC research strategies to better understand taxpayer
behavior, identify unique taxpayer segment treatments, and identify
reasons for noncompliance;

e Continue to expand and refine tools used in EITC audits;

e Review and improve all correspondence used in EITC audits; and

FY 2002 is the most recent period with complete compliance and revenue
data. FY 2003 compliance information is expected to be comparable to
FY 2002.
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PARTed Program
Recommendations

FY 2003 Actions

e Revise the audit process to focus on EITC issue reducing days to
resolve.

The next initiative involves improved outreach to the EITC community.
The IRS is working to improve communications with EITC claimants and
preparers.

e Participate in assessing the overall EITC marketing and awareness
campaigns;

o Assess and refine EITC products based on customer feedback;

e Provide improved EITC information and customer access using IRS
internal and external internet sites; and

¢ Ensure that the EITC Outreach Program educates the diverse EITC
taxpayer population and tax practitioners about EITC issues and
provides sufficient EITC products and services to assist Limited English
Proficient taxpayers.

The final two initiatives refocus compliance efforts on taxpayers who
claimed the credit, but were ineligible because their income was too high.

e Pilot a qualifying child residency certification program;
Conduct a study of the Federal Case Registry of Child Support Orders
data;

e Analyze Tax Year 2002 audit results to refine existing Dependent
Database rules; and

e Establish a specific EITC threshold in the Document Matching Program.

In addition to addressing the Commissioner’s five-point initiatives, the IRS
will continue to pursue compliance through improved math error
processing, enhanced Criminal Investigation tools, and refined compliance
strategies based on the results of the National Research Program.

Collection (Results not
demonstrated)

Develop collection outcome goals to
measure program effectiveness.

Implement collection contractor
support to resolve more collection
cases.

Increase collection staffing by 537
FTE.

Reengineer collection work
processes/introduce risk-based
targeting to improve effectiveness.

Modernize collection technology to
improve effectiveness.

GAO cited weaknesses in IRS’s systems for tracking unpaid tax
assessments and budgetary resources.

IRS instituted a number of financial management reforms and
improvements, which contributed to obtaining and retaining a clean
opinion in our most recent audits. These include issuing Lockbox
processing guidelines to improve the safeguarding of taxpayer receipts and
data at lockbox facilities, and designing an automated Trust Fund Recovery
Penalty system that can properly cross-reference payments and eliminate
the opportunity for errors. Numerous other reforms can be found in the
GAO FY 2001 IRS financial audit.

Collection outputs dropped in recent years due to resources, legislative
changes, and productivity issues. While IRS cannot yet measure
whether it is achieving its goals (payment compliance), it is likely,
based on collection output data that collection is less successful than
during the 1990s. However, collection does yield a substantial revenue
return.
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PARTed Program
Recommendations

FY 2003 Actions

IRS is addressing this challenge by modernizing technology and collection
processes, developing and analyzing payment and compliance data for both
strategic and operational purposes, establishing baseline measures for
payment compliance to facilitate better decision making and gauge
program effectiveness, and developing support tools that allow us to
improve our resource allocation processes.

IRS will implement a number of process improvement initiatives,
including:

e Re-engineering the Collection Strategy for Installment Agreement, Non-
filer, and Taxpayer Delinquent Account (TDA) teams;

e Automated Collection System process improvements;

e Installment Agreement initiative to reduce the default rate;

¢ Non-filer initiative to use predictive models to identify the most
productive Taxpayer Delinquency Investigations; and

e Implement Collection TDA Re-engineering to better identify cases with
a high or low propensity to pay or to be unproductive, thus allowing for
a better use of scarce resources.

The IRS Small Business/Self Employed (SB/SE) will pursue the use of
Private Collection Agencies (PCAs) to support IRS collection efforts by
having the PCAs locate and contact taxpayers with outstanding tax
liabilities. PCAs would request payment of the liability, but lack authority
to initiate any enforcement action against a taxpayer. PCAs would operate
within the same environment as the IRS, ensuring the protection of
taxpayer rights. The use of PCAs would enhance collection by allowing
IRS to focus our limited resources on cases that are more complex.

Collection productivity declined since the 1998 passage of the
Restructuring and Reform Act, which imposed new procedural and
taxpayer rights requirements on IRS. However, IRS is implementing
performance improvement initiatives and technology modernization
resulting from reengineering studies, which should improve
productivity.

IRS’ strategy to reverse collection program declines is to improve the
productivity of IRS’s existing collection staff. The reengineering efforts
rely heavily on technology modernization. By updating its case selection
processes and applying our resources effectively, the IRS will ensure that
the personnel best equipped to handle the issues work taxpayers’ cases in
the most efficient manner.

The IRS will increase productivity by optimizing resource usage by
identifying and integrating new procedures and technologies that will:
¢ Refine collection compliance case assignment processes;
¢ Enhance offer-in-compromise case processing; and
¢ Increase automation of existing work processes to improve case
productivity and reduce cycle time.

SB/SE will implement the Integrated Insolvency System (IIS), a more
sophisticated interface with the Bankruptcy Court System ensuring timely
filing of claims and reducing paper documents.
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US Mint (Mint)

Circulating Coinage (Effective)

Reduce the maintenance down time of
coin manufacturing machinery.

Establish a performance target to
reduce the time required to process raw
materials into finished goods.

Improve customer service satisfaction
scores.

Reduce manufacturing costs.

Mint Manufacturing initiated a program to improve overall equipment
effectiveness and set aggressive goals for this metric. A significant portion
of this metric will be achieved via reduction in machine downtime. In
support of this effort, the Mint implemented Supervisory Control and Data
Acquisition in the Circulating Manufacturing areas in order to identify,
quantify and analyze and reduce downtime.

The performance measure “Cycle Time” is one of the Mint’s key
performance measures. The Mint Manufacturing Office initiated a
program to improve its Material Cycle Time (the total time from when raw
material is delivered until it is shipped out as finished goods). Significant
improvements include the cycle time reduction from 455 days at the
beginning of FY 2002 to 73 days at the end of FY 2003 and this measure is
now tracked monthly as a key part of the Mint’s strategic objectives. The
five-year goal is to reduce the Cycle Time to 49 days.

The Mint completed its study on Mint and Federal Reserve Bank supply
chain. The Mint is reviewing the recommendations from the Federal
Reserve Bank and Mint supply chain study and will establish a plan to
implement approved recommendations.

The Mint is implementing a Lean Manufacturing concept. The main thrust
of this plan is to aggressively reduce manufacturing over the next five years
in both Circulating plants calling for reduction in the Conversion Cost per
Coin Equivalent from the FY 2002 level of $9.33 to $8.25 by the end of FY
2007.

Community Development Financial Institutions Fund (CDFI)

Bank Enterprise Award (Results not
demonstrated)

Collect credible performance data on
the impact of the program on
community development activities.

CDFT addressed the OMB recommendation by:

e Awarding a performance-based contract for the development of a web-
based data collection system for CDFIs and Community Development
Entities;

e Researching and designing a web-based data collection system;

e Collecting and cleaning transaction-level and loan level data; and

e Analyzing data and use performance information to make program and
process decisions.

These milestones are being organized and tracked by the Financial
Strategies and Research Unit. CDFI expects this recommendation to be
completed by March 2004.
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Departmental Offices

Office of Technical Assistance (OTA)
(Results not demonstrated)

Improve strategic planning by
developing quantifiable annual and
long-term performance and targets in
2003.

OTA developed a new management system for establishing goals and
objectives, and for tracking status and progress of OTA and its component
projects. OTA plans to share its Project Management Tracking System
with OMB in October 2003. Upon OMB approval of the new system,
OTA will pilot the new system in OTA’s Budget Division, Project
Azerbaijan. Completion of the second PART for this program is
anticipated in spring 2004.

Office of Foreign Assets Control
(OFAC) (Results not demonstrated)

The assessment indicates the overall
purpose of the program is clear, but
unit cost measures are lacking.

Develop long-term goals with specific
targets.

Institute annual performance goals to
determine the effectiveness of OFAC
sanctions.

Developing long-term performance
goals with specific timeframes and
measures.

OFAC will establish a plan to outline the unit cost measures for the overall
purpose of the program by March 31, 2004.

OFAC’s long-term goal “Preserve the Integrity of Financial Systems” is
incorporated in the new Treasury Strategic Plan. During the first quarter of
FY 2004, OFAC will initiate the process of establishing target dates to
meet subsequent annual milestones. Indicators are planned using FY 2004
as a baseline to measure unit costs for effectiveness of OFAC sanctions and
the overall program.

OFAC will initiate the process of developing annual performance goals to
determine the effectiveness of OFAC sanctions.

OFAC’s long term goal “Preserve the Integrity of Financial Systems,” is
incorporated in the overall Treasury Strategic Plan, which was just
completed. This goal includes two Strategic Objectives: “Disrupt and
Dismantle Financial Infrastructure of Terrorists, Drug Traffickers, and
Other Criminals and Isolate their Support Networks” and “Execute the
Nation’s Financial Sanctions Policies” which incorporate a description of
the relevant measures. OFAC will initiate the process of developing
timeframes for the goal incorporated in Treasury’s Strategic Plan.

International Development
Association (IDA) (Adequate)

Establish a system to measure, monitor,
and evaluate overall results and related
goals as identified in the IDA-13
“replenishment agreement.”

The Office of International Affairs initiated a performance measurement
system for IDA that will establish baselines for interim country
development and measure outcome indicators in education, health, and
private sector development. Long-term results measurement indicators
were established to be used starting with IDA-14. IDA increased its
diagnostics to improve fund effectiveness. During the spring of 2003,
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PARTed Program
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FY 2003 Actions

overall targets were met for the completion of Country Financial
Accountability Assessments, Public Expenditure Reviews, and Poverty
Assessments underpinned all Country Assistance Strategies prepared since
July 2002. Overall targets for Investment Climate Assessments and
Country Procurement Assessment Reviews were surpassed.

Completion of the second PART for this program is anticipated in Spring
2004. Planned milestones will measure increases in the rate of primary
education completion, measles immunization and reduction in the time and
cost required for business start-ups.

Office of the Comptroller of the Currency (OCC)

Bank Supervision (Effective)

Work together with other federal
banking regulatory agencies, including
the OCC, the OTS, the National Credit
Union Association, the Federal
Reserve, and the Federal Deposit
Insurance Corporation, to align
outcome goals and related measures to
allow for greater comparison of
program performance in the industry.

The OCC and OTS closely aligned its strategic goals and performance
measures. All of the banking regulatory agencies (OCC, OTS, NCUA,
FDIC, Federal Reserve, and the Office of Federal Housing Enterprise
Oversight) continue to share their strategic plans, performance plans, and
measures, which may bring greater commonality between the agencies.

Office of Thrift Supervision (OTS)

Thrift Supervision (Effective)

Work together with other federal
banking regulatory agencies, including
the OCC, the OTS, the NCUA, the
Federal Reserve, and the FDIC, to align
outcome goals and related measures to
allow for greater comparison of
program performance in the industry.

The OTS evaluates the efficiency and
effectiveness of a single examination
for both Safety and Soundness and
Compliance functions.

Take steps to examine long-term
systemic risks in the industry.

Based on OMB’s recommendations, OCC and OTS worked together
throughout the strategic and performance planning efforts to ensure that
their strategic goals were closely aligned. The banking regulatory agencies
continue to share their strategic and performance plans with each other and
meet quarterly to discuss strategic and performance planning.

Based on the feedback received over the past year, the vast majority of the
industry prefers the efficiency and effectiveness of a joint examination.
OTS eliminated much of the redundancy of two separate exams. OTS will
fulfill their statutory examination responsibilities with less employees than
prior to this reorganization.

During the 2003 strategic planning process, systemic risks were examined
and addressed in the plan.
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MISSION AND ORGANIZATIONAL STRUCTURE

Mission

The mission of the Department of the Treasury is to promote the conditions for prosperity and stability in
the United States and encourage prosperity and stability in the rest of the world. This statement reflects
Treasury’s enduring role as the steward of the U.S. economic and financial systems, and as an important
partner to influence the international economic and financial infrastructures.

Treasury develops policies and manages programs that promote economic growth and prosperity, and
serves as the steward of the U.S. economic and financial systems. As the principal fiscal agent for the
Federal Government, Treasury’s responsibilities include collecting taxes and non-tax delinquent debt,
manufacturing coin and currency, executing U.S. sanctions policies, and countering money laundering
and other financial crimes.

Vision

To the extent that our objective can be linked to the world economy, Treasury will seek to influence
global financial and economic issues whenever possible to promote global economic growth and stability.

Who We Are

Treasury’s mission and responsibilities are broad in scope and touch the lives of all Americans. Our roles
in promoting a stable economy, managing the Federal Government’s finances, and fighting crime are
crucial in supporting a strong and robust economy.

Treasury is entrusted with a broad range of duties and functions and serves as the primary federal agency
responsible for the economic and financial security of our nation. Treasury works with other federal
agencies, international governments, and financial institutions on global economic and financial issues.
In addition to its core monetary responsibilities to collect federal taxes, manage the federal debt, and
produce coin and currency, Treasury oversees critical functions in tax and trade laws, economic policy
development, international treaty negotiation, and government sanctions. Treasury’s key functions
include:

Economic and fiscal policy;

International economic policy;

Government payments, accounting, cash, and debt management;
Supervision of national banks and thrifts;

Production of coin and currency;

Assessment and collection of revenue;

Enforcement of tax and tariff laws; and

Anti-counterfeiting operations.
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Treasury Organization

The Departmental Offices (DO), also known as Headquarters, is Treasury’s corporate component
primarily responsible for the formulation of policy and oversight of the agency. DO is composed of the
Secretary, Deputy Secretary, Under Secretary for International Affairs, Under Secretary for Domestic
Finance, and several Assistant Secretaries who report to the Secretary. Most bureaus report to the
Secretary through the Deputy Secretary. The following bureaus have a reporting relationship as stated:

Fiscal Assistant Secretary
¢ Financial Management Service
e The Bureau of the Public Debt

Executive Office of Terrorist Financing and Financial Crimes
¢ Financial Crimes Enforcement Network
e Office of Foreign Assets Control
e Executive Office of Asset Forfeiture

Deputy Assistant Secretary (Tax and Trade)
e Alcohol and Tobacco Tax and Trade Bureau

Treasury also has several entities within DO that are responsible for performing specialized functions to
carry out its mission:

e  Community Development Financial Institutions Fund (CDFI) expands the capacity of financial
institutions to provide access to credit, capital, and financial services in underserved populations and
communities.

e Office of D.C. Pensions implements Title XI of the Balanced Budget Act of 1997, Public Law 105-
33 (111 Stat. 251, 712), as amended, by making timely and accurate Federal Benefit Payments
associated with the District of Columbia Retirement Programs for police officers and firefighters,
teachers, and judges.

e Executive Office of Terrorist Financing and Financial Crime (EOTF/FC) develops and
implements Federal Government strategies to combat terrorist financing domestically and
internationally, develops and implements the National Money Laundering Strategy as well as other
policies and programs to fight financial crimes. EOTF/FC implements strategies to administer and
enforce economic and trade sanctions based on U.S. foreign policy and national security goals
through the Office of Foreign Assets Control and administers the Treasury Forfeiture Fund through
the Executive Office of Asset Forfeiture, which supports consistent and strategic use of asset
forfeiture by law enforcement to disrupt and dismantle criminal enterprises.

e Treasury Franchise Fund provides Treasury components and other federal agencies with
administrative support services on a competitive and fully cost-reimbursable basis.

e Office of Inspector General (OIG) conducts independent audits, investigations, and reviews of all
Treasury programs and operations, other than those of the IRS, to promote economy, efficiency and
effectiveness.
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e Treasury Inspector General for Tax Administration (TIGTA) conducts audits and investigations
of the IRS to ensure efficiency, effectiveness, and integrity of IRS programs and activities.

DO overseas nine bureaus whose programs and responsibilities support Treasury’s mission.

DEPARTMENT OF TREASURY BUREAUS

Alcohol and Tobacco Tax and Trade Bureau (TTB) enforces and administers laws on the production,
use, and distribution of alcohol and tobacco products and also collects excise taxes for firecarms and
ammunition.

Bureau of Engraving and Printing (BEP) designs and manufactures U.S. currency, many stamps,
securities, and other official certificates and awards.

Bureau of the Public Debt (BPD) borrows the money needed to operate the Federal Government and
account for the resulting debt.

Financial Crimes Enforcement Network (FinCEN) collects, analyzes and shares information needed to
combat the financial aspects of criminal activity worldwide.

Financial Management Service (FMS) provides central payment services to Federal Program Agencies,
operates the Federal Government’s collections and deposit systems, provides government-wide accounting
and reporting services, and manages the collection of delinquent debt.

Internal Revenue Service (IRS) determines, assesses, and collects individual and business tax revenue
for the U.S.

United States Mint (Mint) designs and manufactures domestic, numismatic, and bullion coins, as well as
commemorative medals, and other numismatic items.

Office of the Comptroller of the Currency (OCC) charters, regulates, and supervises national banks to
ensure a safe, sound and competitive national banking system.

Office of Thrift Supervision (OTS) charters, examines, and regulates federal thrifts to maintain their
safety and soundness. OTS also regulates state-chartered savings associations belonging to the Savings
Association Insurance Fund and savings association affiliates and holding companies.
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Treasury Mission and Strategic Goals — FY 2000 through FY 2003

The following table presents the Treasury’s three mission areas and management enabling goal, as
presented in the Treasury Strategic Plan, FY 2000-2005.

Economic (E)

Promote Prosperous and Stable
American and World Economies

Financial (F)
Manage the Government’s Finances

Law Enforcement (LE)
Safeguard Our Financial
Systems

e Promote Domestic Economic
Growth (E1)

e Maintain U.S. Leadership on
Global Economic Issues (E2)

e Manage the Federal Government’s
Accounts (F1)

e Ensure All Federal Payments are
Accurate and Timely (F2)

e Provide Accurate and Timely
Financial Information and Support
the Government-wide Implemen-
tation of Accounting Standards (F3)

e Collect Revenue Due to the Federal
Government (F4)

e Cost-Effectively Finance the
Federal Government’s Operations (F5)

e Improve the Efficiency of
Production Operations and
Maintain the Integrity of U.S. Coins
and Currency (F6)

Reduce Violent Crime and the
Threat of Terrorism (LE1)
Combat Money Laundering and
Other Financial Crimes (LE2)
Protect our Nation’s Borders and
Major International Terminals
from Traffickers and Smugglers
of Illicit Drugs (LE3)

Protect our Nations Leaders and
Visiting Dignitaries (LE4)
Provide High Quality Training
for Law Enforcement Personnel
(LES)

Management Enabling Goal (M): Continue to Build a Strong Institution

e Support the Achievement of Business Results (M1)
e Improve Customer Satisfaction (M2)
e Improve Employee Satisfaction (M3)
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New Treasury Strategic Goals and Strategic Objectives — FY 2004 through FY 2008

The following table presents Treasury’s revised mission focuses and strategic goals and objectives, which
are reflected in our new strategic plan. Beginning in FY 2004, Treasury will measure its success in
achieving these new goals and objectives.

Strategic Goals

Strategic Objectives

Economic (E)

Promote prosperous U.S. and
World economies (E1)

e Increase economic growth and create jobs (E1A)

¢ Provide a flexible legal and regulatory framework (E1B)
e Improve and simplify the tax code (E1C)
Promote stable U.S. and e Increase citizen’s economic security (E2A)
World economies (E2) e Improve the stability of the international financial system (E2B)

Preserve the Integrity of
Financial Systems (F3)

Disrupt and dismantle financial infrastructure of terrorists, drug traffickers,
and other financial criminals (F3A)

Execute the nation’s financial sanctions policies (F3B)
Increase the reliability of the U.S. financial system (F3C)

&
<
c;a Manage the Government’s e Collect federal tax revenue when due through a fair and uniform application
& | Finances Effectively (F4) of the law (F4A)
= e Manage federal debt effectively and efficiently (F4B)
e Make collections and payments on-time and accurately, optimizing use of
electronic mechanisms (F4C)
e Optimize cash management and effectively administer the Federal
Government’s financial systems (F4D)
% Ensure Professionalism, ¢ Protect the integrity of the Department of the Treasury (M5A)
% Excellence, Integrity, and e Manage Treasury resources effectively to accomplish the mission and
£ | Accountability in the provide quality customer service (M5B)
§ | Management and Conduct of
g the Department of the
S | Treasury (MS5)
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ANNUAL PERFORMANCE REPORT

This section provides detailed information related to Treasury’s mission focus areas and management
enabling goal. Each focus area is supported by strategic goals and measures that demonstrate Treasury’s
progress toward achieving its mission. The following summarizes our three mission focuses and management
enabling goal:

e Economic Mission: Promote Prosperous and Stable American and World Economies

The Secretary of the Treasury, as principal economic advisor to the President, formulates and recommends
domestic and international economic, financial and tax policies. Treasury policy offices work to achieve
strategic domestic and international economic goals by analyzing, evaluating, and reporting to the Secretary
on a wide range of developments that have consequences for the U.S. and global economies and through their
leadership in developing and implementing Administration policy.

e Financial Mission: Manage the Government’s Finances

As the primary fiscal agent for the Federal Government, Treasury manages the nation’s finances through
collecting money due to the U.S., making its payments, managing its borrowings, performing central
accounting functions, and producing coins and currency sufficient to meet demand. The bulk of Treasury’s
resources are devoted to collecting taxes. Treasury collects approximately 95 percent of total federal receipts.

e Law Enforcement Mission: Safeguard Our Financial Systems

Treasury plays a critical role in federal law enforcement efforts, helping foster a safer nation by combating
terrorism, suppressing counterfeiting, fighting money laundering, and preventing financial crimes.

e Management Enabling Goal: Continue to Build a Strong Institution

To effectively meet Treasury’s programmatic goals, we need strong and efficient management processes and
administrative support. In addition, a focus on customer and employee satisfaction is key to implement a
“balanced” approach to our operations.
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STRATEGIC GOAL E1: Promote Domestic Economic Growth

Strategic Goal Overview

Economic growth, as measured by real Gross Domestic Product (GDP), is the broadest performance

measure of domestic economic growth. It is one of the primary determinants of living standards of the

nation as a whole and imperative for the material advancement of our society.

Strategies and Results

Strategies for promoting the nation’s economic growth include the development and implementation of

policies aimed at sustaining the near-term
and encouraging the long-term health of the
economy.

Despite uncertainties associated with the
War on Iraq, which appeared to slow
economic activity to less than 1.5 percent at
an annual rate in the first and second fiscal
quarters, real GDP growth amounted to a
healthy 3.3 percent during FY 2003. The
successful culmination of the War,
combined with the passage of the
President’s Jobs and Growth Package
revitalized growth in the two subsequent

Real GDP Growth (Annual % Change)
3.7
3.3 3.3

-04

0 -
- LA
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| Source: Based on real GDP data from the Bureau of Economic Analysis

quarters, in which real GDP growth averaged 5.2 percent at an annual rate.

The following highlights Treasury’s efforts in stabilizing and promoting domestic economic growth:

Near-Term Health of the Economy

Regulating of National Banks. The Office of the Comptroller of the Currency (OCC) conducts bank
examinations to promote a strong national banking system that helps to sustain the U.S. economy. During
FY 2003, national banks continued to operate in a safe and sound manner as evidenced by 94 percent of
all national banks having a CAMELS rating of either 1 or 2. The CAMELS rating reflects evaluation of
an institution’s Capital, Asset Quality, Management, Earnings, Liquidity and Sensitivity to market risk.
Additionally, 99 percent of all national banks were well-capitalized.

Compliance with consumer laws and regulations remained strong with 96 percent of all national banks
having a consumer compliance rating of either 1 or 2. OCC offered all community banks that were within
one year of their first large bank Community Reinvestment Act (CRA) examination a consultation on
community development opportunities. OCC conducted approximately 200 bank consultations during
FY 2003. OCC also conducted approximately 3,400 safety and soundness, compliance, CRA, and asset
management examinations.
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Regulating of Thrifts. The Office of Thrift Supervision (OTS) supervises savings associations and their
holding companies in order to maintain their safety and soundness and compliance with consumer laws
and to encourage a competitive industry that meets America’s financial services needs. During 2003, the
thrift industry achieved a series of records for earnings, profitability, and capital, and continued to operate
in a safe and sound manner with 92 percent of thrifts achieving overall composite CAMELS ratings of 1
or 2. Over 99 percent of the industry was well capitalized, and no thrift was less than adequately
capitalized. As of June 2003, there were 947 thrifts with total assets of $1.06 trillion.

OTS also supervises approximately 950 savings and loan holding companies in approximately 515
corporate structures. Over half of all thrifts and 90 percent of total thrift assets are owned by holding
companies. The holding company structures control approximately $6 trillion in consolidated assets and
vary widely in their operations and structure. More than 100 structures are engaged in significant lines of
business other than banking such as insurance, financial services, retailing and manufacturing.

The thrift industry’s compliance with consumer laws and regulations remained strong during 2003 with
93 percent of all thrifts having a consumer compliance rating of either 1 or 2. Through education,
training, technical assistance, and the reduction of regulatory barriers, OTS helps thrifts identify new
market opportunities while supporting their efforts to meet credit and financial service needs in the
underserved segment of communities. During 2003, OTS embarked on significant industry outreach
efforts and provided 70 technical assistance or training events to industry executives regarding
community reinvestment responsibilities and opportunities.

Monitoring and analyzing economic activity on a real-time basis. Treasury refined its real-time
econometric model designed for a more rapid reading of the pulse of economic activity. We also
strengthened efforts to monitor and forecast federal tax receipts. The model now allows policymakers a
view of current quarter GDP growth based on available data at least two months before a significant
portion of spending data used to calculate GDP are released. The model has been successful in predicting
the accelerations and decelerations of GDP growth over the last year.

Contributing to growth enhancing policies. Although the recession of FY 2001 had been one of the two
mildest of the post-World War Il era -- in large measure because of timely passage of the
Administration’s tax proposals in 2001 and additional stimulus in early 2002, growth of employment
remained weak and in February 2003 began to turn down again. In early January 2003, the
Administration proposed a comprehensive Jobs and Growth Plan, which was passed by Congress in May
as the Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA). Treasury was instrumental in
assessing the macroeconomic impact of the provisions of the Jobs and Growth Plan, and developing
analyses and presentations used by the Secretary and other Administration officials to make the case for
JGTRRA passage. Early evidence suggests that the program helped to boost real GDP by 7.2 percent in
the third quarter and that by September employment rose by 57,000.

Responding to Terrorist Attacks — Terrorism Insurance. The impact of the terrorist attacks of
September 11™ still lingers, requiring special measures to help reduce the risk associated with economic
activity. Inability to obtain adequate insurance in face of the new threat of terrorism attacks brought
many building plans to a halt. Treasury led the Administration’s efforts in crafting the Terrorism Risk
Insurance Act and is carrying out a comprehensive multi-wave survey to assess the effectiveness of the
program. The results of this survey will provide the basis for a report to Congress on the program due in
June of 2005.
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Long-Term Health of the Economy

Treasury will extend its efforts on pensions funding, terrorism insurance, social security reform, and long-
term health spending until suitable legislation is passed to assure a solution to the problems addressed.

e Health Care. Rising health care costs impacts households, businesses, and government. Treasury
actively examines policies that could moderate the growth of health care costs over the long-term. This
involves identifying factors contributing to the practice and consumption of low-value health care and
analyzing policies that would reduce the consumption of low value care.

e Promoting economic and job growth. The Community Development Financial Institutions (CDFI) Fund
exceeded its target for businesses financed by awardees by 80 percent. More than 13,000 businesses were
financed throughout the nation. Additionally, the Fund’s awardees were able to leverage over $600
million more private investments dollars than the performance target. In total, CDFI Fund Program
awardees leveraged $1.6 billion in private dollars to assist them in their mission to serve underserved
communities. CDFI’s awardees were also able to support the creation of over 34,000 affordable housing
units, which is within 2.9 percent of the target.

CDFI improved its award process by reducing the time it takes for its awards to reach underserved
communities. CDFI implemented new policies that require 25 percent of the matching funds in-hand at
the time of application. The new policy ensures a shorter time between award and disbursement, from
approximately 30 months to 12 months. This improved process will result in quicker financing of
business and ultimately more jobs, affordable housing, and businesses are financed in communities
significantly sooner.

e Pension Reform. Strengthening the health of the defined benefit pension system and improving the
retirement security of its participants remains a priority of the Administration. Treasury is leading efforts
to enact a suitable replacement for the interest rate on the 30-year Treasury bond as the discount rate for
computing pension liabilities. Treasury’s proposal of a yield curve based on high-grade corporate bonds
—now adopted as the Administration proposal — will make measured pension liabilities more reflective of
the timing of future benefit payments. In addition, Treasury has also developed comprehensive pension
funding reform proposals.

o Social Security and Medicare. Treasury remained active in its efforts to modernize and restore fiscal
soundness to the Social Security system and to communicate effectively the current state of Social
Security and Medicare funding. Treasury’s work resulted in the presentation for the first time in the 2003
Social Security and Medicare Trustees’ Reports of Social Security unfunded liabilities over the infinite
horizon and liabilities separately for future birth cohorts and current and past birth cohorts, among other
improvements. In addition, Treasury developed a proposal for a substantial revision to the US Financial
Report that would contain new information on the budget-trust fund relationship and on the long-term
sustainability of the Social Security and Medicare programs.

e Contributing to Growth Enhancing Policies. Treasury analyzes economic policy issues with the purpose
of informing the Secretary and other economic policy makers. These policies are designed to enhance
growth by increasing efficiency in the economy, reducing barriers to job creation and real GDP growth,
and enhancing the flexibility of labor markets. One example is the Administration’s Six-Point Plan for
the Economy, which includes a proposal to streamline regulations and reporting requirements in order to
boost efficiency and promote job creation, as well as a proposal to reduce health care costs which act as a
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barrier to hiring. Other recent and continuing issues include audit and accounting reform, stock option
accounting, regulation and investment in the telecommunications sector, and the electricity transmission
sector. These analyses are used by the Secretary and other policymakers in determining Treasury’s
position in various interagency policymaking processes.

Partners

Treasury coordinates these policy activities with OMB, the Council of Economic Advisers, the Social
Security Administration, the Center for Medicare and Medicaid Services, and other federal agencies.

CDFI coordinates and collaborates with various entities to ensure that federal resources are provided to
citizens without gaps and in a fair and consistent manner. CDF]I key partners include OMB, the Small
Business Administration, Department of Commerce, Department of Agriculture, Department of the Interior,
Department of Housing and Urban Development, Federal Reserve, National Credit Union Administration
(NCUA), OCC, OTS, and IRS.

0OCC works closely with the other federal financial regulators including the Federal Reserve, Federal Deposit
Insurance Corporation (FDIC), OTS, and NCUA to coordinate supervisory policies, regulations and
regulatory reporting requirements. OCC also works with other state, federal, and international regulators and
supervisors on matters of mutual interest. During FY 2003, these joint efforts included: revisions to risk-
based capital standards; initiatives to strengthen corporate governance; expanded guidance on technology-
related risks; initiatives to reduce unnecessary regulatory burden and enhance efficiency; joint review of over
8,200 loan facilities with commitments totaling $1.6 trillion; updated supervisory guidance; and forms
development.

OTS works closely with the other federal banking agencies including the Federal Reserve, OCC, FDIC, and
NCUA to achieve consistency in policy and regulation and to address common issues. To enhance its
supervisory effectiveness, OTS participates on the Federal Financial Institutions Examination Council
(FFIEC) to identify emerging issues in the financial institutions industry and to coordinate supervisory
activities with other regulators and through the Conference of State Bank Supervisors (CSBS). OTS currently
chairs the FFIEC’s Task Force on Compliance.

OTS attends Basel Committee meetings to ensure that issues affecting the thrift industry are properly
considered in the domestic regulatory processes. The Basel Committee on Banking Supervision provides a
forum for international cooperation on matters relating to supervision. The committee is updating and
revising the Basel Capital Accord to make the capital standards required of internationally active financial
institutions more comprehensive and risk sensitive.

OTS is actively working with both domestic and international supervisors to ensure that the thrift industry
remains a healthy and robust component of the domestic and global financial services marketplace. First, the
Basel Committee and the U.S. bank and thrift regulators are attempting to improve upon our current system
by making capital standards more risk sensitive. OTS is evaluating potential issues to ensure that the new
framework results in safe and sound capital allocation and fair competition among all financial institutions.
Second, OTS has engaged in active dialogue with the European financial supervisors. The European Union
(EU) is seeking to ensure that financial conglomerates domiciled outside the EU member countries are subject
to an equivalent level of supervision by foreign supervisors and to enhance coordination among relevant
supervisors. OTS is the consolidated supervisor of U.S. based thrift holding companies, including a number
of financial conglomerates active in the EU. OTS is seeking equivalency status under the European Union
Financial Conglomerates Directive.
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Customers

CDFI supports organizations that are essential components in helping the nation deliver financing capital for
stimulating economic growth in underserved communities, starting or expanding a business, and promoting
homeownership among low income and minority borrowers. Access to financial services is critical to helping
bring more Americans into the economic mainstream.

OCC'’s supervising, chartering, and regulating activities have a direct impact on the American public by
promoting safe and sound banking practices among national banks. Strong financial institutions are essential
to a strong domestic economy. Additionally, OCC continues to address abusive, unfair or deceptive practices
of regulated entities, thereby promoting fair access to financial services for all Americans and fair treatment
of bank customers.

OTS’ supervisory and regulating activities directly impact the American public by promoting safe and sound
banking practices among the savings associations it regulates. A strong and healthy thrift industry helps to
support a strong domestic economy. OTS addresses unfair or deceptive practices of regulated associations
and promotes fair access to financial services for all Americans and fair treatment of thrift customers. OTS
works with financial institutions on ways they can assist underserved markets in their communities.

Goal Assessment and Next Steps

CDFI continues to improve program design to focus on the nation’s most underserved communities with the
greatest need. CDFI has established two categories of underserved communities to prioritize its investments —
Economic Development and Housing Hot Zones. These zones have either a combination of high poverty, low
median family incomes and high unemployment or high homeowner or rental cost for low-income families.
CDFI will work to identify other strategies to prioritize its investments in communities.

CDFI is developing a sophisticated data collection system for CDFIs and Community Development Entities
(CDEs) that allows for the collection of transaction-level data. Transaction-level data will provide the specific
location and characteristics of each loan in a CDFI/CDE’s portfolio and will allow the CDFI Fund to measure
impacts at the census tract level.

The CDFI Fund plans to use this data to compare CDFI/CDEs’ lending behavior and community development
impact to that of traditional financial institutions and to demonstrate that CDFI/CDEs are lending in areas
where traditional banks have less of a presence. CDFI expects to begin collecting transaction-level data in
Fiscal Year 2004.

OCC met all its performance goals related to supervising, chartering and regulating national banks, except the
target for rehabilitating problem banks. Sluggish economic conditions influenced the pace of rehabilitations
efforts during FY 2003. OCC will continue to work aggressively with these institutions to bring about sound
resolution of the issues impacting their CAMELS ratings.

OCC will continue to promote and enforce, as necessary, safe and sound banking practices by institutions in
the national banking system. Credit quality, allowance for loan and lease losses, off-balance sheet activities,
and interest rate risk management will continue to require close supervisory attention. Banks’ growing
reliance on technology and third party vendors will leave them increasingly vulnerable to operational,
reputation, and security breaches. Corporate governance and reputation risks will continue to be significant
issues for banks to manage and will heighten the need for accounting transparency, and strong internal
controls, conflict of interest policies, and audit programs.
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OTS met its performance goals to ensure a safe and sound thrift industry, a flexible regulatory framework, fair
access to financial services, and fair treatment to thrift customers. A few measures related to exam scheduling
fell below their targets primarily due to greater emphasis on higher risk institutions and off-site monitoring.

In addition to enforcing a safe and sound thrift industry by closely monitoring areas such as corporate
governance, predatory lending, capital, risk management, credit quality, and core earnings, OTS is working
on international regulatory initiatives. Specifically, OTS is seeking equivalency status under the European
Union Financial Conglomerates Directive and participating in Basel Committee meetings on bank
supervision.

OTS will continue tailoring supervisory examinations to the risk profile of the institutions, while effectively
allocating resources to oversee and assess the safety and soundness and consumer compliance record of thrift
institutions. OTS will also continue to enhance its overall efficiency and effectiveness by combining the
safety and soundness and compliance examinations and streamlining examination procedures for small,
noncomplex, well rated institutions.
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STRATEGIC GOAL E2: Maintain U.S. Leadership on Global Economic Issues

Strategic Goal Overview

Treasury plays a key role in restoring and maintaining U.S. leadership to strengthen the global economy.
Five key objectives underlie the Administration’s international economic policy:

1. Raising growth in the industrialized countries through sound macroeconomic structural
policies;

2. Improving growth and stability in emerging market countries, including through reform of the
International Monetary Fund (IMF);

3. Improving the effectiveness of assistance to the poorest countries, including through reform of the
multilateral development banks (MDBs) and development of the private sector;

4. Promoting free trade; and

5. Combating terrorist financing.

Strategies and Results

Economic Growth in Industrialized Real Global GDP Growth (Annual % Change in GDP)
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real GDP, compared to 3.0 percent in 2002

and 2.4 percent in 2001. Economic stability
improved in 2003, despite uncertainties caused by terrorist attacks and the ongoing war against terror. Even
with this progress, though, significant barriers to economic growth and stability remain across the globe — in
Europe, Asia, Latin America, and Africa — as well as in the international trade and financial systems. These
have important implications for growth in the U.S. The Bush Administration strategy urges the removal of

rigidities and barriers wherever they exist, and encourages pro-growth, pro-stability policies that benefit the
U.S. and the whole world.

Economic Conditions in Transitional and
Developing and Transitional Economies. Developing Countries (% Change in GDP)
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