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About this Report

Purpose
The Department of the Treasury’s Performance and Accountability Report (PAR) for FY 2006 provides infor-

mation that enables Congress, the President and the public to assess the Department’s performance relative
to its mission and stewardship of the resources entrusted to it. The Treasury Department’s report is designed
around three areas of focus: Creating the Conditions for Prosperity (Economic), Financing the U.S. Government
and Preserving the Integrity of Financial Systems (Financial), and Managing the Department’s Operations
(Management). Each of the three areas of focus has one or more strategic goals with supporting objectives and
performance measures that outline the Treasury Department’s approach and measure progress.

How this Report is organized
MESSAGE FROM THE SECRETARY

The Secretary's message includes an assessment of whether financial and performance data in the report is reli-
able and complete, and a statement of assurance as required by the Federal Managers’ Financial Integrity Act
(FMFTA) indicating whether management controls are in place and financial systems conform to government-
wide standards. The Secretary’s message sets the tone for conveying the Department’s value to the public.

MESSAGE FROM THE ASSISTANT SECRETARY FOR MANAGEMENT/

CHIEF FINANCIAL OFFICER

The Assistant Secretary's message describes progress and challenges pertaining to the Department's financial
management, including integration of budget and performance, information on the Department’s man-
agement controls program under FMFIA and financial management systems under the Federal Financial
Management Improvement Act of 1996.

MANAGEMENT’S DISCUSSION AND ANALYSIS

This Discussion and Analysis section provides a summary of the entire report. It includes a summary of the
most important performance results and challenges for FY 2006; a brief analysis of financial performance; a
description of systems, controls, and legal compliance; and information on the Department's progress in imple-
menting the President's Management Agenda.

PERFORMANCE SECTION

This section contains the annual program performance information required by the Government Performance
and Results Act of 1993 (GPRA) and, combined with the Appendices, includes all of the required elements
of an annual program performance report as specified in OMB Circular A-11, Preparing, Submitting and

Executing the Budget.

FINANCIAL SECTION

This section contains the Department's financial statements and related Independent Auditor's Report, and
other information pertaining to the Department's financial management.

APPENDICES

This section contains more detailed information on the Department's performance results, including information
on program evaluations, revisions to indicators or targets, an organizational structure, in-depth information on
the Improper Payments Information Act, Management Challenges and Responses, and information on the

completeness and reliability of data.
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Message from the Secretary

November 15, 2006

On behalf of the Department of the Treasury, I am submitting the
Department’s Performance and Accountability Report for Fiscal Year
(FY) 2006. This report presents information on the Department’s
financial, management and programmatic results for the previous
year and provides a transparent picture of the Department’s suc-
cesses and shortcomings.

The Treasury Department continues to focus on its core mission of

promoting the conditions necessary for growth and stability in the U.S. and world economies.
This mission highlights the Department’s dedication to managing the government’s finances, pro-
moting economic opportunity at home and abroad through sound fiscal policy, and strengthening
national security by combating the financial war on terror and safeguarding the U.S. financial
system.

In executing our mission, and through sound stewardship and the increased use of new tech-
nologies, the Department improved efficiencies for collecting taxes and disbursing payments.
In FY 2006 the Treasury Department continued to move toward an all-electronic environment
and achieved record levels in electronically filed tax returns and revenue collection transactions.
Education and outreach efforts resulted in more than 600,000 beneficiaries of Social Security and
other federal payments enrolling in direct deposit, saving the government 77 cents per payment
transaction, and providing improved security for these vital sources of income for our nation’s
citizens.

The senior managers at the Treasury Department and I are committed to efficient and effec-
tive management practices, and we continue to implement the principles of the President’s
Management Agenda. In FY 2006, the Treasury Department improved its score in Human Capital
to the highest rating by implementing workforce management initiatives such as Senior Executive
Service pay-for-performance and training and mentoring over 1,300 current and future managers
Department-wide to strengthen leadership competencies. The Department expanded electronic
government products and services, improved internal efficiency and effectiveness, and enhanced
services to other governmental agencies and the public.

While the Treasury Department has made progress in addressing the management challenges
identified by the Inspector General, we simply must do better. I recognize the need for continued
improvement and the Department is implementing specific actions to build upon that progress.
For example, we are strengthening policy guidance and instituting stronger oversight and account-
ability mechanisms for the management of information technology investments. The Department
will also build upon the progress made in FY 2006 to bring its systems into compliance with
federal IT security policies, standards, and guidelines. The Deputy Secretary and I are committed
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to regular engagement across the Department to ensure that we are focused on addressing these
challenges.

In FY 2006, the Department improved the number of performance targets achieved, and signifi-
cantly reduced the number of metrics lacking results from the previous year. In the coming year,
the Department will continue to refine its set of performance measures to focus on important
outcomes that generate value for the American people.

For the seventh consecutive year, the Department received an unqualified opinion on its finan-
cial statements, which speaks to the accuracy, completeness, and reliability of the financial data
in this report. Likewise, the performance data presented herein are complete and reliable. The
Department continued to make progress in reducing material management control weaknesses and
has established corrective action plans to satisfy federal financial systems and control objectives.

The Treasury Department will continue to serve the American public by promoting the conditions
that lead to economic growth, job creation for our citizens, and the safeguarding of our financial
systems.

Sincerely,

P sy £y

Henry M. Paulson, Jr.
Secretary of the Treasury
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Message from the Assistant

Secretary for Management
and Chief Financial Officer

November 15, 2006

Secretary Paulson’s message emphasizes the Treasury Department’s
core mission to promote the conditions necessary for growth and sta-
bility in the U.S. and world economies. The Office of Management
supports this mission by securing the resources for the Department’s
$17 billion operating budget.

The Department of the Treasury not only is our nation’s primary revenue collector but also man-
ages the public debt on behalf of the Federal government. The results of these complex and
enormous operations are reflected in the Department’s financial statements: almost $9 trillion
in assets and liabilities, net costs of $414 billion, budgetary resources of $503 billion, and gross
revenues of $2.6 trillion. The American public entrust the Department with the stewardship of
these resources.

In FY 2006, the Office of Management took Department-wide action to review and strengthen
internal controls of financial reporting pursuant to new requirements established by the Office of
Management and Budget (OMB). This significant effort was carried out through the dedicated
efforts of the Department’s Chief Financial Officers Council and many other employees across the
Department. Internal controls not only apply to financial programs, but are a key factor in every
Treasury Department program and activity. Consequently, we are taking steps to ensure that the
performance plans of senior executives and their direct reports include specific elements and mea-
sures for correcting internal control weaknesses. Additionally, on a quarterly basis, Department
bureau heads review and assess key internal control issues such as material weaknesses, reportable
conditions, and key audit areas.

The Office of Management continued to provide timely and accurate financial information to
the Department’s managers through the 3-Day Close initiative, generating financial statements
and budget execution data by the fourth day following the end of each month. Moreover, we
made progress in information systems security, with 95% of the systems now fully certified and
accredited, and with continued success in the Human Capital initiative under the President’s
Management Agenda.

The Department strengthened corporate management in FY 2006 by instituting the Executive
Planning Board (EPB). The EPB is chaired by the Assistant Secretary for Management and Chief
Financial Officer and includes several other senior Treasury leaders. The board reviews all bureau
and policy office budget submissions and recommends funding levels to the Secretary. In FY
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2006, the EPB identified critical Department-wide issues and challenges and found ways to opti-
mize resources to benefit the Treasury Department as a whole.

As the Secretary noted, the Treasury Department again received an unqualified audit opinion on
its financial statements, despite long-standing material weaknesses in financial systems. These
weaknesses prevent the Department from achieving full compliance with Federal financial sys-
tems requirements and, along with weaknesses in non-financial areas, result in providing only
qualified assurance that the Department is meeting Federal management control objectives. The
Treasury Department eliminated one material weakness for FY 2006, with no new weaknesses
identified, leaving six open material weaknesses. Several of these control weaknesses involve
complex systems solutions that will require several years to mitigate.

The Office of the Assistant Secretary for Management and Chief Financial Officer is determined
to address current and future challenges. For example, we are revising our Strategic Plan. The
new strategic plan will use an integrated management system, based on the principles of continu-
ous improvement, to achieve strategic goals, objectives and outcomes for a highly decentralized
organization. We will continue the certification program for bureau Chief Information Officers and
program managers in FY 2007, ensuring the accuracy of earned value management data provided
on information technology investments. In addition, the Department will continue its program
to review bureau information technology governance structures, capital planning processes, and
select investments. Finally, the Department will maintain its emphasis on strong internal controls
and corporate management, with the goal of closing two material weaknesses each year from FY
2007 to FY 2009.

These are only a few examples of the Treasury Department’s commitment to improving service to

the American public. Effective management not only is a priority, but it is an integral element of

the Department’s 217 year history and it is incumbent on us to continue this noble legacy.
Sincerely,

Sandra L. Pack
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MlSSlOn: 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.

Hl StOl‘y: On September 2, 1789, the First Congress of the United States created a permanent institu-
tion for the management of government finances. The Congress assembled the Department of the Treasury
and named the following officers: a Secretary of the Treasury, a Comptroller, an Auditor, a Treasurer, a

Register, and an Assistant to the Secretary.

Alexander Hamilton took the oath of office as the first Secretary of the Treasury on September 11, 1789.
Hamilton foresaw the development of industry and trade in the United States, and suggested that government
revenues be based upon customs duties. His vision also inspired investment in the Bank of the United States,
which acted as the government’s fiscal agent. Throughout history, the Department of the Treasury has been
a dynamic institution of the government’s service to the people, expanding to accommodate a growing and

ever-changing nation.

LeadCI‘Ship ChangCSZ In FY 2006, the Department of the Treasury had some key

leadership changes. During his tenure at the Department of the Treasury, Secretary John Snow worked closely
with President Bush to strengthen economic growth and create jobs. In June 2006, Secretary Snow resigned as
the Secretary of the Treasury and Henry Paulson was nominated by President Bush to succeed John Snow as
the Treasury Secretary. On June 28, 2006, he was confirmed by the United States Senate to serve in the position.
Secretary Paulson was officially sworn in at a ceremony held at the Treasury Department on the morning of July
10, 2006. Secretary Paulson previously served as the Chairman and Chief Executive Officer of Goldman Sachs

& Company, one of the world's largest and most successful investment banks.

With the departure of Randal Quarles, Under Secretary for Domestic Finance, Robert K. Steel, was nomi-
nated by President Bush and confirmed by the United States Senate on September 29, 2006, for this post. The
Under Secretary leads Department policy on issues of domestic finance, fiscal policy, fiscal operations, govern-
ment assets, government liabilities and related economic and fiscal matters. Steel, a native of Durham, North
Carolina, retired as vice chairman of Goldman Sachs & Company in New York City, in February 2004 and

previously served as the advisory director for the firm.

James Wilkinson replaced Christopher A. Smith as the Chief of Staff to the Secretary of the Treasury. In his
current position, Wilkinson is responsible for overseeing the day-to-day operations of the Department and
coordinating policy development and review with other agencies and the White House, as well as assisting in
setting the overall strategic direction of the Department. He is also responsible for advising the Secretary on a

wide variety of policy and management issues on economic and market conditions.
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Operations Highlights D
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In FY 2006 the Treasury Department... =
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Performance Highlights

Treasury-Wide Performance Results

Employees (FTE's) at the Treasury
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Financial Highlights

Total Assets (In Billions)

$10,000.0 $8,988.0
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Total Net Costs of Operations (In Billions)

$20.0 -
$16.7
$16.0

$138 $14.0

$12.0
$8.0

$4.0

s FY2002 FY2003 FY2004  FY 2005 FY 2006

The increase in total assets from $8.4 trillion in FY 2005 to $9.0
trillion in FY 2006 is largely due to the increase in future funds

required from the General Fund of the U.S. Government to pay
for the federal debt.

The increase of total net cost of operations from $13.8 billion in
FY 2005 to $14.0 billion in FY 2006 is largely in the economic
and financial programs and is primarily due to exchange rate
fluctuations, reduced interest income, write offs of discontinued
projects, and increased payments to financial agents.

Total Liabilities (In Billions)

$10,000.0 $8,873.0
$1,115.2 $8.2130

$8,000.0 -
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Net Federal Debt Interest Costs (In Billions)
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$400.0 —

$350.0 - $322.9
$300.0
$250.0
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$150.0
$100.0
$50.0
$0.0

$342.4

$302.8 $310.7

FY 2002 FY2003 FY2004 FY 2005 FY 2006

The borrowing from other federal agencies and debt issued to
the public increased from $8.0 trillion in FY 2005 to $8.5 trillion
in FY 2006.

The net interest paid on the federal debt rose from $342.4 billion
in FY 2005 to $390.9 billion in FY 2006 is due to the increase in
the debt and higher interest rates.

Cumulative Results of Operations (In Billions)

B00 ooy S22 $563
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Total Budgetary Resources (In Billions)
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$503.1

$500.0 [ 34962

$4533

$450.0
$400.0

$428.6 $430.7

$350.0
$300.0

FY 2002 FY2003 FY2004 FY 2005 FY 2006

The net decrease of $5.5 billion in the cumulative results of
operations from $52.1 billion in FY 2005 to $46.6 billion in FY
2006 was largely due to the decrease in Treasury’s reserve posi-
tion in the International Monetary Fund due to loan repayments
by debtor countries.

The majority of the increase in total budgetary resources from
$453.3 billion in FY 2005 to $503.1 billion in FY 2006 was due

to the increase in funding to pay for the interest on the federal
debt. The sharp increase in the budgetary resources for FY 2002
was the result of a restatement to reflect a change in accounting
principles for the interest on public debt securities as directed by
the Office of Management and Budget.

1q sjuawabeuepy — | ved

ISSNJS

jeuy pue uol

SiSA

s1ybyybiy jeroueuly ‘syybiybiy eoueuliopiad




The Department of the Treasury — FY 2006 Performance and Accountability Report

Net Outlays (In Billions)
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$3025  $3446
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Total Custodial Revenue (In Trillions)
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$2.04
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$150
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$0.50

$0.00

FY 2002
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The majority of the increase in net outlays from $361.2 billion in
FY 2005 to $413.0 billion in FY 2006 also was due to the increase

in interest payments.

Total custodial revenue collected on behalf of the U.S. Govern-
ment increased from $2.04 trillion in FY 2005 to $2.28 trillion
in FY 2006. The majority of the increase is attributed to the
rise in individual and corporate income taxes due to increased
economic activity.

Note: Prior to March 1, 2003, Treasury bureaus also included
Bureau of Alcohol, Tobacco and Firearms; Federal Law
Enforcement Training Center; U.S. Customs Service; and U.S.
Secret Service. These bureaus were divested to either the De-
partment of Homeland Security or Department of Justice. FY
2003 and prior years include data for these bureaus.
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Management’s
Discussion and Analysis

Executive Summary

The Department of the Treasury shoulders a great
responsibility for the American people. While the
Department performs a critical role in U.S. and
global economies, it continually evolves to meet the
ever changing needs of the nation. The Treasury
Department provides cash management for the
federal government, currency and coin production,
administration of the tax code, oversight of the finan-
cial sector, and plays an integral role in stopping the
financing of terrorism, and identifying and disman-
tling the support networks of terrorist organizations.

In fiscal year 2006, the Department’s debt financing
operations auctioned and issued more than $4 trillion
in marketable securities, and $32 trillion in non-mar-
ketable securities, to the public and government. The
Treasury Department also oversaw a daily cash flow
of almost $60 billion, distributed 85 percent of federal
payments worth $1.5 trillion, produced 8.2 billion cur-
rency notes, and 16.2 billion coins. The cost per 1,000
notes delivered was reduced by $1.34, while the cost of
producing coins rose from $7.42, in FY 2005, to $7.55,
in FY 2006, missing the very aggressive target of $6.62.
The Department continued its efforts as the lead
in the U.S. delegation to the Financial Action Task
Force (FATF), the international standard setting body
charged with safeguarding the global financial system
against money-laundering and terrorist financing,
yielding results, such as impeding access to funds
and the financial system by terrorist groups such as al
Qaida and Hamas and limiting North Korea’s ability
to abuse the international financial system to support
its proliferation and illicit activities.

Collecting Taxes

“The tax gap represents, in dollar terms, the
annual amount of noncompliance with our
tax laws. It is the need to reduce that gap that
drives much of what we do. This is true not
only from a revenue standpoint, but also from a
taxpayer fairness perspective. Our tax system is
largely based on voluntary compliance and that
compliance is enhanced if taxpayers believe that
everyone is paying their fair share.”

Mark Everson
IRS Commissioner
April 6,2006

Critical to managing the Federal Government’s
finances effectively is collecting federal tax revenue.
The Department of the Treasury collected $2.5 tril-
lion in federal tax revenue, with a record $48.7 billion
collected through enforcement activities. Total collec-
tions of tax revenue increased 11 percent and enforce-
ment revenue increased 3 percent over last year.

Compliance: While most taxpayers voluntarily com-
ply with their tax obligations, some do not; non-
compliance results in a tax gap. In FY 2006, the IRS
updated its tax gap estimates. New estimates show
that underreporting of income taxes, employment
taxes, and other taxes account for about 80 percent of
the tax gap. The Treasury Department is focusing on
corrosive activities of high-risk taxpayers including
corporations, high-income taxpayers, and promot-
ers of abusive tax avoidance transactions (ATAT)
and other major violators of the tax code. Targeting
high-risk taxpayers improves IRS efficiency, reduces
the burden on compliant taxpayers, and concentrates

enforcement presence where it is needed most.
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Free Tax Assistance For You by Volunteers.
For the past seven years, the IRS in Atlanta has
partnered with Kroger grocery stores and the
Georgia Department of Revenue to sponsor
“Midnight Madness” on the last day of the tax
filing season. IRS volunteers accept tax returns
and extensions, provide tax forms, and answer
tax questions at various Kroger store locations.

Taxpayer Outreach: Expanding education and out-
reach helps the public understand their filing, tax
reporting and payment obligations, and improves
voluntary compliance. The Department continues to
expand its outreach by relying on partner organiza-
tions such as state taxing authorities and a cadre of
volunteer groups to serve taxpayer needs. Through
its 12,300 Volunteer Income Tax Assistance (VITA)
and Tax Counseling for the Elderly (TCE) sites, the
Department provided free tax assistance to the elder-
ly, disabled, and limited English proficient individu-
als and families. The 69,000 volunteers located at the
sites prepared approximately 2.3 million returns, a
7.3 percent increase over FY 2005.

Taxpayer Burden Reduction: The taxpayer burden
measures time and out-of-pocket expense taxpay-
ers incur in meeting their tax responsibilities. The
complexities of the tax laws and the taxpayer’s
familiarity and skills with tax return preparation
(paper/electronic) have a significant impact on bur-
den. Many taxpayers find it more convenient and
beneficial to prepare tax returns electronically or use
a tax preparer. The estimated FY 2006 burden was
6.7 billion hours, compared to 6.4 billion hours, in
FY 2005, an increase of 251 million hours, resulting
from changes to existing forms dictated by ten dif-
ferent laws enacted in 2005. The IRS continues to
partner with external stakeholders including taxpay-
ers, practitioners, citizens groups, software develop-
ers, and state/federal agencies to receive suggestions
on reducing taxpayer burden while designing forms
more suitable for computer usage.

Tax Reform: The President’s Advisory Panel on
Federal Tax Reform issued its report in November
2005, entitled “Simple, Fair, and Pro-Growth:
Proposals to Fix America’s Tax System.” The Panel
recommended two options for fundamental reform
of the Federal tax system. The Department of the
Treasury is evaluating the Panel’s report and is con-
sidering options for reform. In September 2006, the
Department announced a comprehensive strategy
for reducing the tax gap which includes the simplifi-
cation and reform of the tax law to reduce uninten-
tional errors caused by a lack of understanding, and
to reduce opportunities for intentional evasion of tax
liabilities. The Administration’s FY 2007 budget
included six proposals to simplify the tax treatment
of savings and families by consolidating existing pro-
grams and clarifying eligibility requirements. The
Office of Tax Policy is developing other simplifica-
tion proposals for future consideration. These tax
reform initiatives continue to be supplemented by
IRS efforts to reduce taxpayer burden by simplifying

forms and procedures.

Managing U.S. Government Finances

In addition to collecting taxes, the Department of
the Treasury oversees the daily cash flow of almost
$60 billion and distributes 85 percent of all federal
payments. Managing the government’s finances also
includes making payments, issuing debts, and pre-
paring public financial statements.

Federal Payments: The Treasury Department func-
tions as the nation’s disburser, manager, and accoun-
tant of public monies by distributing payments and
financing public services. In FY 2006, the Treasury
Department made 100 percent of its payments accu-
rately and on-time, including income tax refunds,
Social Security benefits, veterans’ benefits, and other
federal payments. The Department continued to
transition from paper checks to electronic transac-
tions issuing 77 percent of 964 million non-Defense
payments electronically. In FY 2006, the Treasury

Department continued to expand and market the
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use of electronic media to deliver federal payments,
improve service to payment recipients, and reduce
government program costs. These efforts helped to
decrease the number of paper checks issued and min-
imize costs associated with postage on the re-issu-
ance of lost, stolen or misplaced checks. Financial
Management Service (FMS) issued over 8.5 million
fewer checks than last year and through its Go-
Direct campaign, converted over 600,000 individuals
from checks to direct deposit in the first full year of
the campaign. If the more than 154 million benefit
checks issued in FY 2006 (142 million were Social
Security and Supplemental Security Income pay-
ments) were converted to direct deposit, the savings
to the American taxpayer would be $119 million.

In FY 2006, FMS collected receipts totaling
$2.9 trillion of which $1.8 trillion was collected
through the Electronic Federal Tax Payment
System. FMS has been working actively to
reduce the unit cost of processing Federal
revenue transactions. The overall cost efficiency
of the collections business line has improved
dramatically as a result of these efforts.

Debt Management: The Treasury Department deter-
mines and executes the federal borrowing strategy
to meet the monetary needs of the government at
the lowest possible cost. Each year, the Treasury
Department borrows and accounts for trillions of
dollars needed for the government to function. The
Department conducts debt financing operations by
issuing and servicing Treasury securities. In FY
2006, more than $4 trillion in marketable securities
and $32 trillion in non-marketable securities were
issued to the public and government accounts. The
Department of the Treasury met its performance
goal of announcing Treasury auction results within
its target timeframe 100 percent of the time. The
Department minimized the cost of borrowing; with
a shorter release time, exposure to adverse mar-
ket movements and the implicit market premium

are reduced. The Department improved efficiency

in the Government Agency Investment Services
(GAIS) program. GAIS supports federal, state, and
local government agency investments in non-mar-
ketable Treasury securities and manages over $3.7
trillion in customer assets. In FY 2006, over 97 per-
cent of GAIS transactions were conducted online, as
compared to 72.7 percent in FY 2005.

Treasury Hunt Expanded

Treasury Hunt is a tool available on Public
Debt’s website (www. TreasuryDirect.gov) that
helps people determine if they have matured
savings bonds that have stopped earning interest
or if Public Debt is holding savings bonds
or interest payments that were returned as
undeliverable.  Treasury Hunt encourages
people to redeem their matured savings bonds
and put their money back to work. Over the past
year, Public Debt greatly expanded the number
of matured savings bond records available for
searching by taxpayer identification number to
more than 12 million. Each month, bonds that
have newly matured are added to the Treasury
Hunt database, making it worthwhile for bond
owners to visit the site often.

Focusing Domestically

To achieve conditions promoting prosperity and
stability in the U.S. and world economies we must
stimulate economic growth. This is accomplished
through the development of policies addressing over-
all economic development, implementing pro-growth
tax programs, regulating banking and financial insti-
tutions, advocating for free and fair trade, promot-
ing assistance programs in distressed communities,
expanding opportunities for American businesses
and workers in the global economy, creating good
jobs with mobility and wage growth, averting or
mitigating financial crises and, in general, accelerat-
ing and sustaining the economic performance of the
nation. Modernizing entitlement programs before
they destabilize the economy is a critically important
aspect of this, as is keeping the economy performing
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at peak potential by encouraging and supporting
American competitiveness through innovation.

Treasury supports trade liberalization and
budget discipline through its role in negotiating
and implementing international agreements
pertaining to official export subsidies. The
Treasury Department secured agreements in the
Organization for Economic Cooperation and
Development that reduced subsidies in export
credits and tied aid flows valued at over $70
billion. These agreements open markets, leveled
the playing field for U.S. exporters, and saved the
U.S. taxpayer about $800 million. Cumulative
budget savings from these agreements are
estimated at over $11 billion since 1991.

Economic Policies: The Department of the Treasury
develops and implements economic policies to stimu-
late economic growth and job creation. While draw-
ing a direct relationship between the Department’s
actions and economic indicators is difficult, the
Department’s policy makers have helped create an
environment conducive to strong economic growth
and a healthy labor market. In FY 2006, growth in
the real Gross Domestic Product (GDP), the broadest
measure of the economy’s performance, was relatively
unchanged from FY 2005, at 3.3 percent. The solid
pace of expansion contributed to job creation and

helped lower the unemployment rate from an average
of 5.2 percent in FY 2005, to 4.8 percent in FY 2006.

Capital Market Competitiveness: To ensure the
American economy remains a model of strength,
flexibility, and resiliency, it must grow and remain
competitive. Strong capital markets play an impor-

The

Department’s efforts are aimed at preserving the

tant part in facilitating economic growth.

integrity of the nation’s markets while keeping pace
with the dynamic U.S. economy and financial mar-
ketplace, which is increasingly competitive and inte-
grated on a worldwide level. Capital markets com-
petitiveness is influenced by many factors, some of

which the Department will focus on, include regula-
tory, legal and accounting systems. In addition, the
Treasury Department will address longer term issues
that impact the economy including energy, entitle-
ment reform, and trade.

Free Trade and Investment: The United States seeks
strong commitments from its trading partners to
ensure their goods and services markets are available
to the U.S. on an open basis under transparent and fair
rules. The Department helps negotiate international
agreements to remove trade and investment barriers,
which enhance global market efficiency and increase
job and business opportunities for Americans. The
Department is responsible for the financial services
negotiations on banking and securities issues. Once
implemented these agreements serve as an element
of our trading partners economic infrastructure that
enhance international economic and financial stabil-
ity. Negotiations are conducted through either the
World Trade Organization or U.S.-initiated bilat-
eral and regional Free Trade Agreements (FTA) and
Bilateral Investment Treaties (BIT).

In FY 2006, the Department of the Treasury imple-
mented FTAs and completed negotiations with nine
countries in the Middle East and Latin America. The
United States and Vietnam concluded their bilateral
agreement on goods and services. FTA negotiations
were launched with Malaysia and Korea. Each of
the FTAs opened markets to U.S. goods and services,
including financial services, and promoted open
investment regimes.

BITs and the investment provisions in FTAs contain
stipulations that help ensure the most efficient and
effective use of capital and provide the legal frame-
work to enhance investor confidence, economic growth
and greater opportunities for American workers and
employers. In its ongoing efforts to expand BIT's with
other nations, the Treasury Department continued to
negotiate a formalized agreement with Pakistan based
on the model developed in FY 2004. In addition, this
year, Congress ratified a BIT with Uruguay.
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The Free Trade Agreements (FTA) that were
concluded since 2001, and combined with three
earlier accords, now roughly cover $925 billion
in two way trade — nearly 36 percent of the total
U.S. trade with the world and 45 percent of our
exports. Where we have a FTA, our exports are
growing a healthy 20 percent per year on aver-
age, more than twice the rate of growth for our
exports where we do not have a FTA.

Supervising National Banksand Savings Associations:
The Department of the Treasury is the primary
regulator and supervisor of national banks, savings
associations and savings and loan holding companies;
and works to streamline licensing and supervisory
procedures and keep regulations current. Effective
supervision promotes competitive financial services,
consistent with safety and soundness.

Under the Economic Growth and Regulatory
Paperwork Reduction Act of 1996 (EGRPRA), fed-
eral bank and thrift regulations are reviewed at least
once every ten years in an effort to eliminate any reg-
ulatory requirements that are outdated, unnecessary
or unduly burdensome. As part of the EGRPRA,
banking agencies continued their joint initiative to
review and recommend the elimination of unneces-
sary regulations to Congress. Results of the initiative
identified over 125 regulations and over 1,000 letters
were received with suggested changes.

Congress passed and President Bush signed into
law the “Financial Services Regulatory Relief Act of
2006”, which provides regulatory burden relief for the
financial services, and the banking and thrift indus-
tries. The law allows regulators to adjust exam cycles
of healthy institutions for greater efficiency, mod-
ernizes record keeping requirements for regulators,
and requires the federal banking agencies to propose

within six months a simple, uniform privacy notice to
comply with the Gramm-Leach-Bliley Act of 1999.

American homebuyers now have more financing
options than ever before, with a menu of mortgage
related products that offer a variety of maturities,
interest rates and payment structures. In recent
years, a combination of forces — especially the
rapid increase in house prices — has led to the
increased popularity of so-called non-traditional
mortgage products. Understanding the tradeoffs
of these products is essential if a borrower is to
make an informed decision about one of their
most important financial assets. To address these
concerns, the OCC, OTS, the Federal Reserve
Board, FDIC, and NCUA, published guidance
on these nontraditional products. The guidance
stresses the importance of carefully managing the
risk associated with these loans, and clarifies how
banks, thrifts, and credit unions can offer them
in a safe and sound manner, with appropriate
disclosure given to the borrower. The Treasury
Department continues to promote homeowner-
ship and healthy, stable communities by ensur-
ing that financial institutions have the means to
provide consistent, reliable housing financing to
credit worthy borrowers.

Creating Opportunity in Native Communities: The
Treasury Department, through the Community
Development Financial Institutions (CDFI) Fund,
has a number of initiatives designed to overcome bar-
riers preventing access to credit, capital and financial
services in Native American communities. The Native
Initiatives seek to increase the number and capacity of
CDFIs serving Native communities. In FY 2006, the
CDFI Fund issued $4.3 million in Native Initiative
awards to 23 CDFIs, and Native CDFI awardees’
reported asset growth of 182 percent, far exceeding
the 33 percent projection. This asset growth repre-
sents required timely reporting of performance data
to the Fund by 7 Native CDFI awardees. Most orga-
nizations experienced growth and one start-up CDFI
had a ten-fold increase in its assets.
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As an example, the Four Bands Community Fund, of
Eagle Butte, South Dakorta, is a certified Community
Development Financial Institution serving the
Cheyenne River Indian Reservation and a CDFI Fund
awardee. In 2006, Four Bands received $618,000 from
the CDFI Fund to continue to assist entrepreneurs on
the Reservation with training, business incubation,
and access to capital to encourage economic develop-
ment for low-income residents. Four Bands recently
introduced a new Credit Builder Loan to help new
clients improve their credit worthiness and position
themselves for the micro and small business loan prod-
ucts that Four Bands offers. With the Credit Builder
Loan, clients are required to create and implement a
Credit Builder Action Plan to repair their credit histo-
ries and develop a positive credit relationship with the
organization. “Four Bands is not like a bank. They
teach you the steps to succeed and then provide loan
support,” says Eva Gilbert, proud owner of Eva’s Hair
and Nails on the Reservation.

Financial Assistance Awardees Exceed Leverage
Goal: The CDFI Fund’s Financial Assistance com-
ponent gives financial awards to CDFIs that dem-
onstrate the greatest ability to leverage non-federal
dollars which support comprehensive business plans
that create community development impact in under-
In FY 2006, the Fund made $24
million in Financial Assistance awards to CDFIs that

served markets.

primarily serve rural and urban low-income com-
munities. In addition, awardees leveraged the Fund’s
award dollars with $1.4 billion in private and non-
CDFI Fund dollars, therefore significantly exceeding
the $1.1 billion leveraging goal and marking this the
second consecutive year the goal was surpassed. The
leverage ratio of $27 of private and non-CDFI Fund
dollars for every $1 of Financial Assistance awards
held constant from FY 2005 to FY 2006.

Bank Enterprise Award (BEA) Program: The BEA
Program provides insured depository institutions
with financial incentives to expand investments in
CDFIs and increase direct lending, investment, and

service activities in economically distressed commu-
nities. The BEA Program provided modest mon-
etary awards for large increases in community devel-
opment, thereby leveraging the CDFI Fund’s dollars
and putting more capital to work. BEA applicants
showed an increase of over $318 million in commu-
nity development activities from FY 2005 to FY 2006,
surpassing the CDFI Fund’s goal of $81 million by
nearly 293 percent.

ACCION-New Mexico is a certified CDFI and
CDFI Fund awardee whose mission is to break
down barriers to credit for emerging entrepre-
neurs whose small capital needs, credit history, or
lack of collateral may prevent them from qualify-
ing for bank financing. ACCION-New Mexico
has helped create or sustain more than 3,400 jobs
by providing thousands of loans to small busi-
nesses and micro-enterprises in the state. Its aver-
age loan size is just $5,300. One borrower - the
owner of Carniceria La Especial, a grocery and
meat market in Albuquerque — put it this way:
“ACCION-New Mexico believed in me when no

one else would.”

Focusing Internationally

The Department of the Treasury plays an important
role in the global economy, monitoring over 160
economies to help ensure stability and transparency
in the global marketplace. The Department works
with foreign governments, financial institutions and
international organizations to promote free and fair
trade practices, target development assistance, iden-
tify global financial trends, and expand prosperity in
the United States and around the world.

Multilateral Debt Relief Initiative (MDRI) for the
Heavily Indebted Poor Countries: In July 2006,
President Bush and other G8 leaders endorsed MDRI
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debt relief for Heavily Indebted Poor Countries.
The Department of the Treasury developed and
successfully negotiated the financial structure of an
agreement which will result in 100 percent cancel-
lation of debt obligations owed the International
Development Association, African Development
Fund, and International Monetary Fund by eligible
countries. Under the agreement, 22 countries are
currently eligible to receive $34 billion in relief,
with an additional 16 countries eligible once they
reach “Completion Point.” Total relief provided is
approximately $52 billion.

Egypt: The Department of the Treasury, in coopera-
tion with the State Department and U.S. Agency for
International Development, negotiated an agreement
with the Government of Egypt to tie the disburse-
ment of U.S. foreign assistance to Egypt’s implemen-
tation of a series of reforms designed to modernize its
financial sector. As a result, Egypt began the process
of privatizing state-owned banks, resolving bad loans,
and increasing the efficiency of the foreign exchange
market. These reforms boosted investor confidence
in Egypt and contributed to strengthening economic
growth - up from 4.1 percent in 2004 to 5.7 percent
in the first half of 2006. If maintained, this growth
will boost job creation and help protect Egypt against
economic shocks as it opens its markets.

Brazil: The largest economy in Latin America con-
tinued a strong recovery from the financial crisis
of 2002, during which the United States supported
International Monetary Fund assistance to stabilize
Brazil’s economy. From August 2005 through July
2006, Brazil's economy created 413,000 new jobs.
During the Treasury Department’s consultations
with Brazil, in July 2006, discussions focused on the
global outlook, the benefits of increased trade open-
ness, strategies to increase investment in productive
infrastructure, and policies promoting research and
innovation.

Secretary Paulson in China

Secretary Paulson visited China in September
2006. The Strategic Economic Dialogue that
was established through this meeting will help
to ensure the two countries can address future
critical economic challenges, including: building
innovative societies, seizing the opportunities for
global economic integration to assure sustained
growth, and the economics of energy and con-
servation. The United States will also support
China in its goal of building a consumer-driven
economy rooted in open markets.

Fighting Terrorism and Financial Crime
The Department of the Treasury is a key player in

the Government’s efforts to track and cut off the
flow of funds to terrorists and other national security
threats. In strong partnership with the Departments
of Justice, State, and Homeland Security, as well as
the Intelligence Community, the Department utiliz-
es a range of financial intelligence and enforcement
authorities to prevent the flow of funds to terrorist
organizations.

The Office of Terrorism and Financial Intelligence
(TFI), created in 2004, align the Department’s nation-
al security resources and authorities, and deploy them
in a coordinated and focused manner against security
threats. TFI unifies leadership for the functions of:

e The Office of Intelligence and Analysis (OIA)

e The Office of Terrorist Financing and Financial
Crimes (TFFCQC)

e The Financial Crimes Enforcement Network

(FinCEN)
e The Office of Foreign Assets Control (OFAC)

e The Treasury Executive Office for Asset
Forfeiture (TEOAF).
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The Department’s range of activities against national
security threats include: (1) intelligence analysis on
the financial and other support networks for terrorist
groups, weapons of mass destruction (WMD) prolif-
erators, and other serious national security threats,
(2) promoting international cooperation to attack
the financial foundation of national security threats,
(3) improving the transparency and safeguards of
financial systems, and (4) targeting and sanctioning
supporters of terrorism, WMD proliferators, narcot-
ics traffickers, and other threats.

Safeguarding the nation’s financial system through
Bank Secrecy Act: The Department of the Treasury
effectively administers and enforces the Bank
Secrecy Act (BSA), an important weapon in com-
bating anti-money laundering. The BSA requires
financial institutions to make reports of suspicious
activities available to law enforcement, keep records,
and establish appropriate internal controls to guard
against financial crime. As administrator of the BSA,
the Department oversees and coordinates the sharing
of financial intelligence and analysis with its stake-
holders, and works closely with regulatory partners
to take action against violating institutions, such as
imposing stiff monetary penalties.

FinCEN has completed three major geographic
threat assessments of financial activity in states
along the U.S. southwest border, to support fed-
eral and state drug and cash interdiction efforts.
These assessments, which are based on analysis
of more than 400,000 BSA reports filed in border
counties, identified potential money launder-
ing hotspots and significant changes in financial
activity to help federal and state authorities allo-
cate resources on the southwest border.

Enforcing Sanctions: The Office of Foreign Assets
Control (OFAC) administers and enforces economic
and trade sanctions against targeted foreign coun-
tries, terrorists, international narcotics traffickers
and those engaged in activities related to the prolif-

eration of weapons of mass destruction. In FY 2006,
OFAC, in response to the Administration’s policies,
pursued designations of entities engaged in the pro-
liferation of weapons of mass destruction, continued
their efforts to expose terrorist networks, and built
on their success in dismantling networks associated
with drug cartels. OFAC worked with the Office of
Intelligence and Analysis to pursue designations tar-
geting terrorist groups and their supporters. In addi-
tion, OFAC worked closely with the Departments
of State and Justice to identify targets for four
newly established sanctions programs, including
Sudan’s Darfur region, Cote d’Ivoire, Belarus, and
the Democratic Republic of Congo.

Producing Coins and Currency

The Treasury Department ensures the U.S. financial
system’s reliability and security through the production
of the nation’s coins and currency. The Department
manufactures circulating coinage and popular numis-
matic products, and the nation’s paper currency. The
Department of the Treasury also engages in research
and development to design next generation currency
that guards against counterfeiting.

The Department had revenue and other financing
sources of $2.3 billion for FY 2006, for both circu-
lating and numismatic coin products, a 31 percent
increase over FY 2005. As a result of operations, $750
million was returned to the Treasury General Fund,
compared to $775 million in FY 2005. This reduction
in transfer was due primarily to significant increases
in the price of metal used for coin fabrication.

In FY 2006, the cost per 1,000 coin equivalents
increased about two percent to $7.55, from $7.42
in FY 2005, missing the aggressive target of $6.62.
Cycle time increased slightly from 69 days, in 2005,
to 72 days, in 2006. This increase had no effect on
the overall program or activity performance. Rising
metal prices had a significant impact on production
cost, causing the penny and the nickel to cost more
than their face value. The Treasury Department is
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working with Congress to evaluate alternative mate-
rials to reduce production cost.

The Mint’s numismatic and bullion sales increased
from $588.2 million in FY 2005, to $1.03 billion in
FY 2006. Particularly noteworthy was the intro-
duction of the first ever U.S. Government issued
24-karat gold coin.

In FY 2006, the Department streamlined its oper-
ations to reduce the cost of producing currency
notes. Manufacturing costs per 1,000 notes produced
decreased from $28.83, in FY 2005, to $27.49, in FY
2006; and security costs were favorable at $6.00 per
thousand notes produced, against a performance
target of $6.25 per thousand notes delivered. In FY
2006, the currency program was completed below
standard costs.

The currency production program specifically
addresses the nation’s need for counterfeit-deter-
rent currency by applying the latest technologies in
security printing and processing. This fiscal year, the
Treasury Department introduced the redesigned $10
note which followed the successful introductions of
the redesigned $20 and $50 notes in 2003 and 2004,
respectively; redesigns of the $5 and $100 notes are
scheduled for circulation in 2008 and 2009. The new
notes are part of the current multi-year initiative to
implement the most ambitious currency redesign
in U.S. history. Due to the Department’s consistent
automated inspection equipment, more than 99 per-
cent of all notes delivered to the Federal Reserve met
or exceeded their exacting quality standards.

Improving Management
Efficiency and Effectiveness
The Treasury Department ensures that taxpayers

receive the most efficient and effective use of their
tax dollars by building a strong institution that is citi-

zen-centered, results-oriented, and actively imple-

ments the principles of the President’s Management
Agenda (PMA).

PMA: The PMA is designed to improve management
practices across the federal government and transform
government into a results-oriented, efficient and
citizens-centered enterprise. Implementing the PMA
involves: (1) lowering the cost of doing business through
competition; (2) strengthening the Department’s
workforce; (3) improving financial performance;
(4) increasing the use of information technology and
e-government capabilities; and (5) integrating budget
decisions with performance data.

The Oftice of Management and Budget assesses each
agency’s status and progress for the PMA initiatives
on a quarterly basis. Initiative “status” describes
overall success, and “progress” describes ongoing

efforts to meet PMA goals.

In FY 2006, the Department continued to be suc-
cessful in two initiatives, Competitive Sourcing and
Human Capital; in the E-Government initiative, the
status score went up; while Budget Performance,
Improper Payments, and Financial Performance
initiatives remained unchanged. Some initiatives
showed progress by increasing the score one level for
the quarterly rating.

President's Management Agenda

Status FY 2006 Progress
Initiative
FY 2005 | FY 2006 | Q1 02 03 04
Human Capital YR @ @ @ @ @

Competitive Sourcing @ @ @ @

Financial Performance @ & @ @ @ @

E-Government ®& (X w| @ YR | YN
Budget Performance )

Integration & & @ @ ' o
Improper Payments & & YR YR| W| W

. Green for Success Yellow for Mixed Results . Red for Unsatisfactory

Program Assessment Rating Tool (PART): Like
the PMA, the PART process gives the Department
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of the Treasury a framework for assessing perfor-
Through the use
of in-depth performance questions, PART allows

mance in its major programs.

the Department leadership to evaluate how well
a program is meeting its intended objectives, how
effectively and efficiently it is managed, the extent to
which the program supports the Department’s over-
arching strategic goals and how well the program
achieves results.

The Treasury Department continues to work towards
achieving strong PART scores by: (1) improving
goals and measures; (2) providing a training session
that includes an exchange of lessons learned across
bureaus; and (3) solid evidentiary procedures. We
estimate that 83 percent of the Department’s PART
evaluations will score “adequate” or better in FY
2006. Additional details of OMB recommendations
and actions planned or underway for each program
can be found in the appendix of this report. Scores
are still pending for the programs PARTed for the FY
2007 (2008 budget year) and will be reported in the
FY 2007 Performance and Accountability Report.

Revision of the Strategic Plan: In FY 2006, the
Treasury Department embarked on a total revision of
its Strategic Plan. This new plan more clearly defines
the strategic priorities and better articulates outcome-
oriented goals and objectives. The Department tested
its mission, goals and strategies against a set of future
possibilities to ensure they are robust. Outcomes that
the Department wants to achieve were identified,
recognizing that outcomes connect us across different
programs and organizations. A new vision statement
and a set of core values were added, both of which
serve to integrate and draw the Department toward

a compelling picture of its future. In addition, this
strategic plan establishes the structure by which the
Treasury Department will link budget and cost to
outcomes, and quantify the value the Department
produces for the American people.

Summary of Management Challenges
and High Risk Areas:

The Department’s Inspectors General and the
Government Accountability Office (GAO) have iden-
tified the following areas as being the Department’s
most significant challenges and having high-risk:

¢ Corporate Management

® Management of Capital Investment

e Information Security

e Linking Resources to Results

e Anti-Money Laundering and Terrorist
Financing/Bank Secrecy Act Enforcement

® Modernization of the Internal Revenue Service
e Tax Compliance Initiatives

o Business and Individual

o Tax-Exempt Entities
e Security of the Internal Revenue Service
® Providing Quality Taxpayer Service Operations
e Complexity of the Tax Law

e Using Performance and Financial Information
for Program and Budget Decisions

e Erroneous and Improper Payments
e Taxpayer Protection and Rights

® Processing Returns and Implementing Tax Law
Changes During the Tax Filing Season

* Human Capital
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Analysis of D
o . p= §
Financial Statements =
=
The following are the condensed financial statements of the Department as of and for the years ended September =
30, 2006 and 2005. The complete financial statements and auditors’ report are in Part III of this report. g
(3°)
=
Condensed Balance Sheets D
As of September 30, 2006 and 2005 =
(In Millions) 7}
=)
2006 2005 o
ASSETS o
Intra-governmental Assets 3
Due From the General Fund $ 8,540,195 $ 7,978,081 o
Other Intra-governmental Assets 326,552 304,677 :
Total Intra-governmental Assets 8,866,747 8,282,758 g-
Cash, Foreign Currency, and Other Monetary Assets 63,892 47,578 ?
Investments and Related Interest 9,325 9,404 ﬂ_’
Tax, Other and Related Interest Receivables, Net 21,962 21,430 E.
Other Assets 26,052 33,202 @
Total Assets $ 8,987,978 $ 8,394,372
LIABILITIES
Intra-governmental Liabilities
Federal Debt and Interest Payable $ 3,673,117 $ 3,354,905
Other Intra-governmental Liabilities 320,817 288,137
Total Intra-governmental Liabilities 3,993,934 3,643,042
Federal Debt and Interest Payable 4,844,074 4,600,668
Other Liabilities 35,056 35,354
‘Total Liabilities $8,873,064 $8,279,064 -
S
=X
>
NET POSITION &
Unexpended Appropriations 68,270 63,182 %
Cumulative Results of Operations 46,644 52,126 §
Total Net Position $ 114,914 $ 115,308 S\,
Total Liabilities and Net Position $ 8,987,978 $ 8,394,372 %
S
3
7y
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Condensed Statements of Net Cost
For the Years Ended September 30, 2006 and 2005

(In Millions)

2006 2005

Cost of Treasury Operations:
Net Economic Program Cost $ 1,188 $ 2,284
Net Financial Program Cost 12,413 11,093
Net Management Program Cost 428 417
Total Net Cost of Operations $ 14,029 $ 13,794
Net Federal Costs 399,806 351,075

Net Cost of Operations, Federal Debt Interest, and Other Federal Costs  $ 413,835 $ 364,869

Condensed Statement of Changes in Net Position
For the Years Ended September 30, 2006 and 2005

(In Millions)
FY 2006 FY 2005
Combined Combined
Earmarked All Other Consolidated Consolidated
Funds Funds Eliminations Total Total
CUMULATIVE RESULTS OF OPERATIONS
Beginning Balance, as Adjusted $ 30817 $§ 21,309 $ 0 3 52,126 $ 56,308
Budgetary Financing Sources 441 412,061 (30) 412,472 362,272
Other Financing Sources 4 (3,653) (470) (4,119) (1,585)
Total Financing Sources 445 408,408 (500) 408,353 360,687
Net Cost of Operations 352 (414,687) 500 (413,835) (364,869)
Net Change 797 (6,279) 0 (5,482) (4,182)
Cumulative Results of Operations $ 31,614 $ 15,030 §$ 0 3 46,644 $ 52,126
UNEXPENDED APPROPRIATIONS
Beginning Balance, as Adjusted 202 62,980 63,182 56,850
Total Budgetary Financing Sources 0 5,088 5,088 6,332
Total Unexpended Appropriations 202 68,068 68,270 63,182

Net Position $ 31,816 $ 83,098 $ 114,914 $ 115,308
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=
Condensed Statements of Budgetary Resources %)
For the Years Ended September 30, 2006 and 2005 %
(In Millions) —
(1°)
2006 2005 -
e
Budgetary Resources: ()
Unobligated Balance, Brought Forward $ 64,670 $ 69,912 E
Recoveries of Prior Year Unpaid Obligations 380 1,286 g
Budget Authority 446,742 386,110 g
Other Budget Authority (8,701) (3,976) g.
Total Budgetary Resources $ 503,091 $ 453,332 =
[<1)
—]
Status of Budgetary Resources: (=8
Obligations Incurred 445,551 388,662 ?
Unobligated Balance 47,093 54,656 QD
Unobligated Balance Not Available 10,447 10,014 ﬁ
Total Status of Budgetary Resources $ 503,091 $ 453,332 )
Change in Obligated Balance
Total Unpaid Obligated Balances, Net $ 45,738 $ 41,446
Obligations Incurred, Net 445,551 388,662
Gross Outlays (438,494) (383,128)
Recoveries of Prior Year Unpaid Obligations, Actual (380) (1,2806)
Changes in Uncollected Customer Payments from Federal Sources 33 46
Total Unpaid Obligated Balance, net, End of Period 52,448 45,738
Net Outlays
Gross Outlays $ 438,494 $ 383,128
Offsetting Collections and Distributed Offsetting Receipts (25,467) (21,907)
Net Outlays $ 413,027 $ 361,221

>
=
o
<
®
2
S
=}
I
5
o
3
Q
3
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Condensed Statements of Financing

For the Years Ended September 30, 2006, and 2005

(In Millions)

Resources Used to Finance Activities:

Net Obligations

Net Other Resources Used to Finance Activities
Total Resources Used to Finance Activities

Total Resources Used to Finance Items Not Part of the Net Cost of
Operations

Total Resources Used to Finance the Net Cost of Operations

Total Components of Net Cost of Operations That Will not Require or
Generate Resources in the Current Period

Net Cost of Operations

Condensed Statements of Custodial Activity

For the Years Ended September 30, 2006, and 2005

(In Millions)

Sources of Custodial Revenue:
Revenue Received
Individual Income and FICA Taxes
Corporate Income Taxes
Other Revenues
Total Revenue Received
Less Refunds
Net Revenue Received
Accrual Adjustment

Total Custodial Revenue

Disposition of Custodial Revenue:
Amounts Provided to Fund the Federal Government
Other

Total Disposition of Custodial Revenue

Net Custodial Revenue Activity

2006 2005

$ 419,300 $ 365,515
4,119) (1,585)
415,181 363,930
2,438 973)

$ 412,743 $ 364,903
1,092 (34)

$ 413,835 $ 364,869
2006 2005

$ 2,034,209 $ 1,864,687
380,426 306,869
146,937 131,911
2,561,572 2,303,467
(277,778) (267,114)
2,283,794 2,036,353
554 643
2,284,348 2,036,996
2,283,420 2,035,899
928 1,097
2,284,348 2,036,996
$ 0 $ 0
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Auditors’ Report on the Treasury
Department’s Financial Statements

The Department received an unqualified audit opin-
ion on its FY 2006 financial statements. The auditor
reported a material weakness and two other report-
able conditions.

Limitations on the Principal
Financial Statements

These statements have been prepared from Treasury’s
accounting records in conformity with the account-
ing principles generally accepted in the United States,
and the form and content of entity financial state-
ments specified by OMB Circular A-136, Financial
Reporting Requirements, as amended. These prin-
ciples are the standards prescribed by the Federal
Accounting Standards Advisory Board (FASAB),
which is designated the official accounting stan-
dards 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 accor-
dance 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 sover-
eign entity, that liabilities not covered by budgetary
resources cannot be liquidated without the enact-
ment of an appropriation, and that the payment of all
liabilities other than for contracts can be abrogated
by the sovereign entity.

Financial Highlights

The following provides the highlights of Treasury’s
financial position and results of operations for FY
2006.

Assets. Total assets increased from $8.4 trillion at
September 30, 2005 to $9.0 trillion at September 30,
2006. The primary reason for the increase is the rise
in the federal debt, which causes a corresponding
rise in the “Due from the General Fund of the U.S.
Government” account ($8.5 trillion.) This account
represents future funds due from the General Fund
of the U.S. Government to pay borrowings from the
public and other federal agencies.

The majority of loans and interest receivable ($245.2
billion) included in “Other Intra-governmental
Assets” are the loans issued by the Bureau of the
Public Debt to other federal agencies for their own
use or to private sector borrowers, whose loans are
guaranteed by the federal agencies. In addition, $288
million are loans and credits issued by the United
States to various foreign governments. These loans
are due and payable in U.S. denominations.

Total Assets

Other Assets
2%

Loans and
Interest Receivable

3%

Due from the General Fund
95%

Liabilities. Intra-governmental liabilities totaled $4.0
trillion, and include $3.7 trillion of principal and inter-
est payable to various Federal agencies such as the
Social Security Trust Fund. These borrowings do not
include debt issued separately by other governmental
agencies, such as the Tennessee Valley Authority or the

Department of Housing and Urban Development.
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Liabilities also include federal debt held by the pub-
lic, including interest, of $4.8 trillion; the majority of
this debt was issued as Treasury Notes. The increase
in total liabilities in FY 2006 over FY 2005 ($594 bil-
lion and 7.2%), is the result of increases in borrowings
from various federal agencies ($318 billion), and fed-
eral debt held by the public, including interest, ($243
billion). Debt held by the public increased primarily
because of the need to finance budget deficits.

Total Liabilities

Other
Liabilities
Federal Debt 4%
and Interest o

Payable

(held by
the Public)

oD
55% Federal Debt and
Interest Payable

(held by other

federal agencies)

N%

Net Cost of Treasury Operations. The Consolidated
Statement of Net Cost presents the Department’s
gross and net cost for its three strategic missions: eco-
nomic program, financial program, and management
program. The majority of the net cost of Treasury
operations is in the financial mission area, which the
cost increased in FY 2006 by $1.3 billion. Treasury is
the primary fiscal agent for the Federal government
in managing the Nation’s finances by collecting rev-
enue, making Federal payments, managing Federal
borrowing, performing central accounting functions,
and producing coins and currency sufficient to meet
the demand.

Total Net Cost of Operations

Net Net
Management Economic
Cost Cost

3% 8%

Net Financial Cost
89%

Net Federal Debt Interest Costs. Interest costs have
increased significantly ($48.5 billion in FY 2006 and
$31.8 billion in FY 2005) over the past two years due
to the increase in the federal debt.

Net Federal Debt Interest Costs (In Billions)

$35001-$3229 35 3107 328

$3000
$2500
$2000
$1500
$1000
$500
$0.0

FY 2002

FY 2003  FY 2004  FY 2005 FY 2006

Custodial Revenue. Total net revenue collected
by Treasury on behalf of the federal government
includes various taxes, primarily income taxes, user
fees, fines and penalties, and other revenue. Over 93
percent of the revenues are from income and social
security taxes. Following a 15% ($260.8 billion)
increase in FY 2005, net revenue increased by 12%
($247.4 billion) in FY 2006, due to a continuing high
level of economic activity. The majority of increase
in revenue was from the individual income and
FICA taxes, which was primarily attributed to the
growth in wages and overall taxable income.
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$2.50
$2.00
$1.50
$1.00
$0.50

$0.00

Total Custodial Revenue (In Trillions)

$2.04

$1.77

$1.70

FY2002 FY2003 FY2004 FY 2005

$2.30

FY 2006

Net Revenue Received (In Trillions)

Other Corporate
6% Income Taxes

15%

Individual Income and FICA Taxes
19%
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Improper Payments

Information Act and Recovery Act

Summary of FY 2006 Activities
Improper Payments Information Act
Background

The Improper Payments Information Act of 2002
(IPIA) requires agencies to review their programs and
activities annually to identify those that are suscepti-
ble to significant erroneous payments. According to
OMB Circular A-123, Appendix C, “Management’s

» o«

Responsibility for Internal Controls”, “Significant”

means that an estimated error rate and a dollar
amount exceed the threshold of 2.5% and $10 mil-
lion of total program funding. OMB Circular A-123,
Appendix C also requires the agency to implement
a corrective action plan that includes improper pay-
ment reduction and recovery targets.

Some Federal programs are so complex that devel-
oping an annual error rate is not feasible. The
government-wide Chief Financial Officers Council
developed an alternative for such programs to assist
them in meeting the IPIA requirements. Agencies
may establish an annual estimate for a high-risk
component of a complex program (e.g., a specific
program population) with the Office of Management
and Budget (OMB) approval.
perform trend analyses to update the program’s

Agencies also must

baseline error rate in the interim years between
detailed program studies. When development of a
statistically valid error rate is possible, the reduction
targets are revised and become the basis for future
trend analyses.

Treasury’s Risk Assessment Methodology
and Results for FY 2006

Each year, the Department develops a comprehen-
sive inventory of all funding sources and conducts a
risk assessment for improper payments on all of its
programs and activities. The risk assessment per-
formed on all of Treasury’s programs and activities
resulted in low and medium risk susceptibility for
improper payments except for the Internal Revenue
Service’s (IRS) Earned Income Tax Credit (EITC)
program. The high-risk status of this program is

well-documented and has been deemed a complex
program for the purposes of the Improper Payments
Information Act.

Earned Income Tax Credit

The Earned Income Tax Credit is a refundable tax
credit that offsets income tax owed by low-income
taxpayers and, if the credit exceeds the amount of
taxes due, provides a lump-sum payment in the form
of a refund to those who qualify. The FY 2006 esti-
mate is that a maximum of 28% ($11.6 billion) and
a minimum of 23% ($9.8 billion) of the EITC total

program payments are overclaims.

Since June 2003, IRS has focused on reducing EITC

overclaims through a five-point initiative designed to:

® Reduce the backlog of pending EITC

examinations

® Minimize the burden and enhance the quality
of communications with taxpayers

* Encourage eligible taxpayers to claim the EITC

* Ensure fairness by refocusing compliance
efforts on income-ineligible taxpayers

e Pilot a certification effort to substantiate quali-

fying child residency eligibility

The Department continues to work with OMB to
establish viable error rate measurements while work-

ing toward the development of a Corrective Action

Plan.

Recovery Audit Act
Background

The Recovery Audit Act requires agencies issuing
in excess of $500 million in contracts to establish
and maintain recovery auditing activities and report
on the results of those recovery efforts annually.
Recovery auditing activities include the use of (1)
contract audits, in which an examination of contracts
pursuant to the audit and records clause incorporated
in the contract is performed, (2) contingency contracts
for recovery services in which the contractor is paid a
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percentage of the recoveries, and (3) internal review =
and analysis in which payment controls are employed o«
to ensure that contract payments are accurate. ‘ED
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Results for FY 2006 =
During FY 2006, $4.6 billion in contracts (defined as @
issued and obligated contracts, modifications, task -
. . «»

orders, and delivery orders) were issued. Improper (3]
payments in the amount of $2,305,424 were identified g
from recovery auditing efforts and, of this amount, L,
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Management Assurances

The Secretary’s Letter of Assurance

Management is responsible for establishing and maintaining internal controls, and the
Department has evaluated its management controls, internal controls over financial report-
ing, and compliance with Federal financial systems standards. As part of the Department’s
evaluation process, the results of extensive testing, assessment, and independent audits
were considered.

The Department can provide reasonable assurance that the objectives of the Federal
Managers’ Financial Integrity Act have been achieved, as a result of our evaluations,
except for the material weaknesses noted below. We can provide qualified assurance that
internal controls over financial reporting are effective as of June 30, 2006. Our assessment
was conducted in accordance with the Office of Management and Budget Circular A-123,
Appendix A. The Department is not in substantial compliance with the Federal Financial
Management Improvement Act, however, because of its material weaknesses involving
revenue accounting systems. The revenue accounting system weakness is the only weak-
ness that affected our overall assurance level for A-123, Appendix A, for internal controls
over financial reporting.

The Department retains six remaining material weaknesses as of September 30, 2006. The
weaknesses are in the following areas:

Internal Revenue Service
» Resolving weaknesses in revenue accounting systems
 Improving systems modernization management and controls
» Reducing overclaims in the Earned Income Tax Credit program
» Improving systems security controls

Financial Management Service
 Improving systems, controls, and procedures to prepare the Government-wide
financial statements

Departmental Offices
 Improving systems security

The Department began the year with seven material weaknesses. During FY 2006 no new
material weaknesses were identified and one weakness was closed. Detailed information
on our material weaknesses is provided in Appendix E. We continually are achieving
positive results through:

» Emphasizing internal control program responsibilities throughout the Department.

» Ensuring senior management attention to management controls.

* Developing and implementing capital planning investment control processes.

* Focusing on developing and carrying out responsible plans for resolving weaknesses.

The progress we have achieved over the past few years will continue in FY 2007.

Sincerely,

Henry M. Paulson, Jr.
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Material Weaknesses,

Audit Follow-up, and Financial Systems

Federal Managers’ Financial
Integrity Act (FMFIA)

The management control objectives under FMFIA
are to reasonably ensure that:

e programs achieve their intended results.

e resources are used consistent with overall

mission.

e programs and resources are free from waste,
fraud and mismanagement.

* laws and regulations are followed.

e controls are sufficient to minimize any
improper or erroneous payments.

e performance information is reliable.

° system security is in substantial compliance with
all relevant requirements.

* continuity of operations planning in critical
areas is sufficient to reduce risk to reasonable
levels.

e financial management systems are in compli-
ance with Federal financial systems standards.

Deficiencies that seriously affect an agency’s ability
to meet these objectives are deemed “material weak-
nesses.” The Department can provide reasonable
assurance that the objectives of FMFIA have been
achieved, except for the remaining material weak-
nesses noted in the Secretary’s Letter of Assurance
During FY 2006, the Department had a
decrease of one material weakness. The reduction

above.

came as a result of the downgrade of the IRS mate-
rial weakness “Collection of Unpaid Taxes” to a
reportable condition. Six material weaknesses are
outstanding as of September 30, 2006. Four of the
remaining six are complex systems development or
systems security weaknesses, and will require a more
protracted timeframe to resolve. The last currently
identified material weakness is targeted to be closed
in FY 2009. See Appendix E for additional informa-
tion on FMFIA material weaknesses.

Material weaknesses, both the resolution of existing
ones and the prevention of new ones, received special

attention during FY 2006. Over the past five years,

we have made great progress in reducing the num-
ber of material weaknesses Treasury-wide. For FY
2007, we have made material weakness resolution a
performance requirement for every executive, man-
ager, and supervisor to continue our path of resolving
the current material weaknesses and preventing new
ones before they occur.

Office of Management and Budget
Circular A-123, Appendix A

The Department continues to strengthen and
improve the execution of our mission through the
application of sound internal controls over financial
reporting. In response to Office of Management
and Budget (OMB) Circular A-123, Management’s
Responsibility for Internal Controls, Appendix A, the
Department developed and implemented an exten-
sive testing and assessment methodology that identi-
fied and documented internal controls over financial
reporting at the transaction level integrated with the
Government Accountability Office’s Standards for
Internal Control. The testing and assessment was
completed across all material Department bureaus
and offices by June 30, 2006. The Department pro-
vides qualified reasonable assurance that internal
controls over financial reporting are effective as of
June 30, 2006 due to the revenue accounting system
weaknesses at the Internal Revenue Service.

Federal Financial Management
Improvement Act (FFMIA)

FFMIA mandates that agencies “... implement and
maintain financial management systems that comply
substantially with Federal financial management
systems requirements, applicable Federal account-
ing standards, and the United States Government
Standard General Ledger at the transaction level.”
FFMIA also requires that remediation plans be
developed for any entity that is unable to report sub-
stantial compliance with these requirements.

As of September 30, 2006, the Department is not in

substantial compliance with these requirements due

to the revenue accounting system weaknesses at the
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Internal Revenue Service. The Department contin-
ues to make progress with the implementation of the
IRS remediation plan. For additional information
on FFMIA non-compliance, see Appendix E.

Audit Follow-Up

During FY 2006, Treasury continued its efforts to
improve both the general administration of manage-
ment control issues throughout the Department and
the timeliness of the resolution of all findings and rec-
ommendations identified by the Office of the Inspector
General (OIG), the Treasury Inspector General for
Tax Administration (TIGTA), the Government
Accountability Office, and external auditors.

The Department management at every level will
maintain the momentum on accomplishing Planned
Corrective Actions (PCAs) to resolve and imple-
ment sound solutions for all audit recommendations,
and, although we have made great progress, we
have considerably more work to do. Specifically,
we must provide timely and accurate performance
in addressing PCA schedules and implementation
and integrate the effects of those actions more fully
into our management decision-making processes.
We need to identify more precisely what it costs to
accomplish our varied missions and develop ways to
improve overall performance. This will entail build-
ing upon the progress we have made in expanding
the communication and coordination among offices
variously involved in strategic planning, budget for-
mulation, budget execution, performance manage-
ment and financial management.

Financial Management Systems Framework

The Department’s overall financial management sys-
tems framework consists of a Treasury-wide financial
data warehouse, supported by a financial reporting
tool and separate bureau financial systems. Bureaus
submit monthly financial data to the data warehouse
within three business days. The Department pro-
duces monthly financial statements and reports for
financial analysis. This framework satisfies both the
bureaus’ diverse financial operational and report-

ing needs as well as the Department’s internal and
external reporting requirements. The financial data
warehouse is part of the overarching Treasury-wide
Financial Analysis and Reporting System (FARS),
which also includes applications for bureaus to report
the status of their performance measures and the
status of their planned audit corrective actions.
Additional FARS applications are being planned to
improve the Department’s financial management
and operations. This includes asset management,
budget formulation and execution, and enhanced
reporting functionality.

The Department continues to enhance its financial
management systems. As of September 30, 2006, the
number of financial management systems increased

to 69, up from 68 at the end of fiscal year 2005.

The Bureau of Public Debt’s Administrative Resource
Center (ARC) has been selected by the Office of
Management and Budget as a Financial Management
Line of Business Shared Service Provider. ARC cur-
rently services 28 Federal entities for core financial
systems, including eleven Treasury bureaus and
reporting entities. Over the next two years, two
additional Treasury bureaus will migrate to ARC for
core financial systems support.

ARC also provides systems and service support to
eleven Department bureaus in the processing of their
travel needs as part of the Department’s e-Travel ini-
tiative. Of the three remaining bureaus, one is cur-
rently conducting a pilot review. The two remaining
bureaus are working with the Department to finalize
plans for e-Travel implementation.

The Department’s FARS applications are also used
to support other Federal agencies. The Department
currently hosts two agencies for consolidated financial
processing and reporting. Inaddition, the Department
has demonstrated various FARS applications to other
agencies to operate within their own computer cen-
ters. The Department continues to demonstrate
FARS applications to other agencies as requested.
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Performance Scorecard

The following scorecard indicates the FY 2006 results for a selection of key Treasury Department performance measures.
For a complete list of official performance measures see Appendix A.

FY 2006 FY 2006 Target FY 2007
Measure Planned Actual Met? Planned

Financial

Cost to Process a Federal Revenue Collection Transaction

Unit Cost for Federal Government Payments

Percent of Payments Made Electronically

Percent of Payments Made Accurately and On-time

uoday aosueunopad jenuuy — || Med

Percent of Debt Auction Results Released in Two Minutes +/- 30 Seconds

Percent of Retail Customer Service Transactions Completed Within Thirteen
Business Days

Cost Per Federal Funds Investment Transaction

Percentage of Government-wide Accounting Reports Issued Accurately

Variance Between Estimated and Actual Receipts 5
Percent of Thrifts That Are Well Capitalized 95
Percent of Banks That Are Well Capitalized 95

Average Time to Process Enforcement Matters (in years) 1

NISNSININSISISNIN] NN

Percentage of customers satisfied with BSA Direct E-filing component Baseline

Increase the Number of Outreach Engagements With the
Charitable and International Financial Communities

105

Number of Countries Assessed for Financial Action Task Force Compliance 45

Cost Per 1,000 Currency Notes
Cost Per 1,000 Coin Equivalents

Economic

Number of full-time equivalent jobs created or maintained in underserved
communities by businesses financed by CDFI Program Awardees and New
Markets Tax Credit (NMTC) Allocatees (Actual relate to those CDFI awardees
and NMTC allocates that submitted required annual performance data, for rel-
evant reporting period, timely to the Fund).

Administrative costs per number of Bank Enterprise Award (BEA)
Applications processed

Improve International Monetary Fund (IMF) Effectiveness and Quality
Through Periodic Review of IMF Programs

pJ8I810IS 8IULWIOLS ]

Level of MDB grant financing and satisfactory results measurements
(Grants as a % of IDA FY Commitment)

Number of New FTA and BIT Negotiations Underway or Completed

Management

Percent of Statutory IG Audits Completed By the Required Date
Average Calendar Days for TIGTA to Issue Final Audit Report

Number of Open Material Weaknesses

Management Cost Per Treasury Employee
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Internal Revenue Service Performance Scorecard

FY 2006 FY 2006 Target FY 2007

Measure Planned  Actual Met? Planned
Customer Service Representative (CSR) Level of Service 82% 82% v 82%
Customer Contacts Resolved per Staff Year 7477 7,414 7,555
Percent of Eligible Taxpayers Who file for EITC 80% TBD * TBD
Customer Accuracy — Tax Law (Phones) 90% 90.9% v 90.5%
Customer Accuracy — Accounts (Phones) 92% 93.2% v 92.6%
Timeliness of Critical Filing Season Tax Products to the Public 92% 83% 93%
Timeliness of Critical Other Tax Products to the Public 85% 61.2% 86%
Percent of Individual Returns Processed Electronically 55% 54.1% 58.8%
Percent of Business Returns Processed Electronically 18.6% 16.6% 20.6%
Refund Timeliness — Individual (Paper) 99.2% 99.3% v 99.2%
Taxpayer Self Assistance Rate 45.7% 46.8% v 47.5%
Examination Coverage — Individual 0.9% 1.0% v 1.0%
Field Examination — Embedded Quality ! Baseline * Baseline TBD
Office Examination — Embedded Quality ! Baseline * Baseline TBD
Examination Quality — Industry 80% 85% v 84%
Examination Quality — Coordinated Industry 92% 96% v 93%
Examination Coverage — Business 7.5% 7.4% 8.4%
Examination Efficiency — Individual 121 128 v 128
Automated Underreporter Efficiency 1,759 1,832 v 1,834
Automated Underreporter Coverage 2.30% 2.40% v 2.30%
Collection Coverage — Units 52% 54% v 52%
Collection Efficiency — Units 1,650 1,677 v 1,717
Field Collection Embedded Quality ! Baseline 84.2% Baseline TBD
Automated Collection System (ACS) Accuracy 88% 91% v 89%
Criminal Investigations Completed 3,945 4,157 v 3,960
TEGE Determination Case Closure 112,400 107,761 112400+
BSM Project Cost Variance by Release/Sub-release ! Baseline *H Baseline 10%
BSM Project Schedule Variance by Release/Sub-release ! Baseline H Baseline 10%
KEY:

*  Performance reported after close of calendar year

**  Cost and Schedule variance is based on +/- 10% and is reported on several project releases/sub-releases
(See Appendix A for full results on these measures).
! These measures were not reported in the FY 2005 PAR and are baseline in FY 2006
+  The target was revised based on the implementation of a new staggered amendment filing process.
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Below is a crosswalk that links the Department’s focus areas, goals and objectives. The Department’s goals and
objectives fall into three focus areas: Economic, Financial and Management. The goals and objectives describe

how the Treasury Department will (1) promote prosperous and stable U.S. and world economies; (2) preserve
the integrity of financial systems; (3) manage the U.S. Government’s finances effectively; and (4) ensure sound
and professional internal operations of the Department.

Strategic Goals

Strategic Objectives

Economic

Promote Prosperous U.S.
and World Economies

Stimulate Economic Growth and Job Creation
Improve and Simplify the Tax Code

Provide a Flexible Legal and Regulatory Framework

Promote Stable U.S. and World Economies

Increase Citizens’ Economic Security

Improve the Stability of the International Financial System

Financial

Preserve the Integrity of Financial Systems

Disrupt and Dismantle Financial Infrastructure of Terrorists, Drug
Traffickers, and Other Criminals and Isolate Their Support Networks

Execute the Nation’s Financial Sanctions Policies

Increase the Reliability of the U.S. Financial System

Manage the U.S. Government’s
Finances Effectively

Collect Federal Revenue When Due, Through a Fair and Uniform
Application of the Law

Manage Federal Debt Effectively and Efficiently

Make Collections and Payments on Time and Accurately, Optimizing Use
of Electronic Mechanisms

Optimize Cash Management and Effectively Administer the
Government’s Financial System

Management

Ensure Professionalism, Excellence,
Integrity, and Accountability in

the Management and Conduct of
the Department of Treasury

Protect the Integrity of the Department of Treasury

Manage Treasury Resources Effectively to Accomplish the Mission and
Provide Quality Customer Service

** NOTE: When costing our strategic objectives - All funding charts presented in this section are estimated costs based on
allocating the Department’s net cost of operations by strategic objective.
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D8 Creating the Conditions

for Economic Prosperity

Strategic Goals

Strategic Objectives

Promote Prosperous U.S. and World Economies

Stimulate Economic Growth and Job Creation

Provide a Flexible Legal and Regulatory Framework

Improve and Simplify the Tax Code

Promote Stable U.S. and World Economies

Increase Citizens’ Economic Security

Improve the Stability of the International Financial System

Promote Prosperous U.S.
and World Economies

Stimulate Economic Growth and Job Creation

The Department of the Treasury, with other agen-
cies and organizations, works to stimulate economic
growth and raise living standards in the United
States and abroad.

To achieve conditions promoting prosperity and
stability in the U.S. and world economies, we must
stimulate economic growth. This is accomplished
through policies addressing overall economic devel-
opment, implementing pro-growth tax programs,
regulating banking and financial institutions, advo-
cating for free trade, promoting assistance programs
in distressed communities, expanding opportunities
for American businesses and workers in the global
economy, creating good jobs with mobility and wage
growth, averting or mitigating financial crises and,
in general, accelerating and sustaining the economic
performance of the nation. Modernizing entitlement
programs before they destabilize the economy is a
critically important aspect of this, as is keeping the
economy performing at peak potential by encour-
aging and supporting American competitiveness
through innovation.

Performance Summary and Resources Invested

In FY 2006, the Treasury Department spent $81.36
million with a workforce of 249 employees to
stimulate economic growth and job creation. The
Department of the Treasury met 50 percent of its
performance measures for this objective.

E1A Stimulate Economic Growth and Job Creation
Employees (FTE's) Working on this Goal
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E1A Performance Results by Strategic Goal Objectives
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Discussion and Analysis

Economic Policies: The Department of the Treasury
develops and implements economic policies to stimu-
late economic growth and job creation. While draw-
ing a direct relationship between the Department’s
actions and economic indicators is difficult, policy
makers help to create an environment conducive to
strong economic growth and a healthy labor mar-
ket. In FY 2006, growth in the real Gross Domestic
Product (GDP), the broadest measure of the econo-
my’s performance, was 3.3 percent, slightly below that
of FY 2005, at 3.6 percent. The solid pace of expan-
sion contributed to job creation and helped lower the
unemployment rate from an average of 5.1 percent, in

FY 2005, to 4.8 percent in FY 2006.

US Real Gross Domestic Product (GDP) Growth Rate
5%

4.5%

4%
o 3.6% 3.6% 3.3% 3.4%

3%

Percent

2%

1%

10,
0% —"Fy 2004 FY 2005 FY 2006

[ Actual [JTarget

Eachyear, the Department’s Office of Economic Policy
participates in an interagency working group which is
responsible for developing the economic assumptions
that serve as the foundation for the Administration’s

budget forecast. In FY 2006, the Department of the
Treasury made several important contributions to
this effort, including a detailed presentation on the
components of potential GDP.  Economic Policy’s
work in this area was used to develop the forecast
for economic growth and estimated tax receipts in
formulating the President’s overall financial plan for
the federal government.

US Unemployment Rate
7%
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Removing International Barriers to Trade and
Investment: The Treasury Department participates
in the negotiation of international agreements that
remove trade and investment barriers. These agree-
ments lead to enhanced global market efficiency,
and increased job and business opportunities for
Americans. The U.S. seek strong commitments
from its trading partners to ensure those markets are
available to the U.S. on a fair and open basis. Once
implemented, these agreements serve as a core ele-
ment of our trading partner’s economic infrastruc-
ture, enhancing international economic and financial
stability. The Department participates actively in
these negotiations, which are facilitated through the
World Trade Organization or through U.S.-initiated
bilateral and regional Free Trade Agreements (FTAs)
and Bilateral Investment Treaties (BIT').

In July 2005, the U.S. Congress passed the Central
American — Dominican Republic Free Trade
Agreement (CAFTA-DR) and to date, the agree-
ment was implemented by El Salvador, Honduras,
Nicaragua, and Guatemala. The Treasury
Department co-led the financial services negotiations
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and was a significant participant in negotiations of
the investment provisions. Once fully implemented,
CAFTA-DR will end most tariffs on more than $32
billion of two-way trade between the United States
and Costa Rica, the Dominican Republic, El Salvador,
Guatemala, Honduras and Nicaragua.

Number of New Free Trade Agreement and Bilateral
Investment Treaty Negotiations Underway or Completed
15
12
g 10— 9
€ 7
=
= 5
5 —
(]
FY 2005 FY 2006
[ Actual [ Target

In FY 2006, negotiations were concluded on three
FTAs — Oman, Peru, and Colombia. Open FTA
negotiations launched earlier include Panama,
Thailand, Ecuador and the United Arab Emirates
(UAE). In addition, FTA negotiations were launched
with Korea and Malaysia.

BITs contain provisions that help ensure efficient and
effective use of capital, and provide a legal framework
to enhance investor confidence, economic growth,
and greater opportunities for American workers and
employers. Building on the model BIT developed
last year, the Department conducts on-going negotia-
tions with Pakistan. In addition, Congress ratified a

FY 2006 BIT with Uruguay.

Creating Opportunity in Economically Distressed
Communities: The Community Development
Financial Institutions (CDFI) Fund’s CDFI Program
awardees and New Markets Tax Credit (NMTC)
allocatees create jobs in economically distressed com-
munities, by lending to and investing in business and
real estate projects. In FY 2006, the CDFI Fund
reported 22,329 jobs created or maintained by award-
ees and allocatees.

Number of Full-Time Equivalent Jobs Created
or Maintained in Underserved Communities
40,000 —
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< 30,000 26905 29158
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2
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Financial Assistance Awardees Exceed Leverage
Goal: The CDFI Fund’s Financial Assistance com-
ponent gives financial awards to CDFIs that dem-
onstrate the greatest ability to leverage non-federal
dollars which support comprehensive business plans
that create community development impact in under-
served markets. In FY 2006, the Fund made $24
million in Financial Assistance awards to CDFIs that
primarily serve rural and urban low-income com-
munities. In addition, awardees leveraged the Fund’s
award dollars with $1.4 billion in private and non-
CDFI Fund dollars, therefore significantly exceeding
the $1.1 billion leveraging goal and marking this the
second consecutive year the goal was surpassed. The
leverage ratio of $27 of private and non-CDFI Fund
dollars for every $1 of Financial Assistance awards
held constant from FY 2005 to FY 2006.

Native Initiatives Awardees Surpass Growth
Expectations: The CDFI Fund’s Native Initiatives
are designed to overcome barriers preventing access
to credit, capital and financial services in Native
American Communities. Through these initiatives,
the CDFI Fund provides monetary awards and train-
ing aimed at increasing the number and capacity of
existing or new CDFIs serving Native Communities.
In FY 2006, the CDFI Fund issued $4.3 million in
Native Initiative awards to 23 CDFIs, and Native
CDFI awardees’ reported asset growth of 182 per-
cent, far exceeding the 33 percent projection. This
asset growth represent required timely reporting of
performance data to the Fund by 7 Native CDFI

awardees. Most organizations experienced growth
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and one start-up CDFT had a ten-fold increase in its
assets.

Bank Enterprise Award (BEA) Program: The BEA
Program provides insured depository institutions
with financial incentives to expand investments in
CDFIs and increase direct lending, investment, and
service activities in economically distressed commu-
nities. The BEA Program provided modest mon-
etary awards for large increases in community devel-
opment, thereby leveraging the CDFI Fund’s dollars
and putting more capital to work. BEA applicants
showed an increase of over $318 million in commu-
nity development activities from FY 2005 to FY 2006,
surpassing the CDFI Fund’s goal of $81 million by
nearly 293 percent.

New Markets Tax Credit (NMTC) Program: The
NMTC Program allows taxpayers a federal income
tax credit for making qualified equity investments
in designated Community Development Entities
(CDEs), which must utilize the investment in low-
income communities. In FY 2006, the CDFI Fund
and the IRS made $3.5 billion in tax credit allocations
providing recipients the ability to raise capital and
invest. The CDEs, in FY 2006, made $2 billion in
loans and investments exceeding the $1.6 billion pro-
jection. The CDEs used NMTC proceeds to finance
a variety of community activities throughout the
United States, many of which would not have been
undertaken without the benefit of this tax credit.

In an effort to improve service to the American pub-
lic, the CDFI Fund began two independent program
evaluations in FY 2006. The first was a review of
the NMTC Program; the second was a review of the
CDFTI and Training Programs. Evaluation results,
including recommendations for program improve-
ments, are expected in FY 2007.

Moving Forward

In FY 2007, the Office of Economic Policy will con-
tinue to advance its analytical and forecasting capabil-

ities. Special emphasis will be placed on streamlining

and improving analyses and the flow of information
to policy makers.

While the CDFI Fund did not achieve its jobs goal
for FY 2006, it will continually make changes to
programs to help communities in need. The short-
fall was driven by an overestimation of the number
of jobs that the NMTC Program would create or
maintain per year. The CDFI Fund developed the
jobs target based on the only actual data available for
this relatively young program — 8 FY 2003 allocatees’
performance data on 28 transactions. The Fund is
currently reviewing the most recent performance
data, which includes data on hundreds of transactions
financed by more than 50 allocatees, and will revise
future year’s performance targets based on these.

BITs and the investment provisions in FTAs con-
tain stipulations that help ensure the most efficient
and effective use of capital, and provide the legal
framework to enhance investor confidence, economic
growth, and greater opportunities for American
workers and employers. In its ongoing efforts
to expand BITs with other nations, the Treasury
Department will continue to negotiate a formalized
agreement with Pakistan based on the model devel-
oped last year.

Provide a Flexible Legal and
Regulatory Framework

The Department of the Treasury is the primary regu-
lator and supervisor of national banks, savings associ-
ations, and savings and loan holding companies. The
Treasury Department’s regulation efforts are per-
formed through the Office of the Comptroller of the
Currency (OCC) and the Office of Thrift Supervision
(OTS). OCC and OTS work to streamline their
licensing and supervisory procedures, and to keep
regulations current, clearly written and supportive of
an effective process to promote competitive financial
services, consistent with safety and soundness.
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Performance Summary and Resources Invested

In FY 2006, the Treasury Department spent $66.96
million with a workforce of 332 to provide a flexible
legal and regulatory framework, and met 50 percent
of its performance measures for this objective.

E1B Provide a Flexible Legal and Regulatory Framework
Employees (FTE's) Working on this Goal
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E1B Performance Results by Strategic Goal Objectives
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Discussion and Analysis
The OCC evaluates the suitability of banks and their

subsidiary structures and activities. A responsive
and efficient licensing operation is essential to meet
the needs of banks that seek to become or are
part of the national banking system. In FY 2006,
the OCC received approximately 3,760 corporate
applications and notices. Of the 2,425 decisions issued
on applications, 94 percent were completed within the
established timeframe, while providing a consistently
high level of services as rated by applicants. In
addition, the OCC received 1,367 applications and
notices electronically, an increase of 8.8 percent over

the 1,256 received in FY 2005.

reached 36 percent of all applications and notices

Electronic filing

received in FY 2006. This activity promotes safety
and soundness of these institutions.

In FY 2006, OCC issued 78 legal opinions on signifi-
cant topics which include permissible bank premises,
trust company involvement in closed-end investment
funds, and use of cash-settled derivative transactions.
Of the opinions subject to the established processing
time frame, 90 percent were issued on time, slightly
higher than the target of 86 percent.

Under the Economic Growth and Regulatory
Paperwork Reduction Act of 1996 (EGRPRA),
federal bank and thrift regulations are reviewed at
least once every ten years in an effort to eliminate
burdensome, unnecessary and outdated regulatory
requirements. During FY 2006, the OCC, the OTS,
andthefederalbankingagenciesconducted thisreview
process. The federal banking agencies sponsored
numerous banker outreach events across the coun-
try to gain insight into issues the industry considers
burdensome. Congress passed and President Bush
signed into law the “Financial Services Regulatory
Relief Act of 2006” which provides regulatory bur-
den relief for the financial services, and banking and
thrift industries. The law allows regulators to adjust
exam cycles of healthy institutions for greater effi-
ciency; modernizes record keeping requirements for
regulators, and requires the federal banking agencies




The Department of the Treasury — FY 2006 Performance and Accountability Report

to propose within six months a simple, uniform pri-
vacy notice to comply with the Gramm-Leach-Bliley
Act of 1999.

During FY 2006, the OCC, the OTS, and the federal
bank regulators, issued final risk management guid-
ance on non-traditional mortgage products, con-
centrating in commercial real estate lending and
financial transactions with a complex structure. In
addition, the guidance addressed the importance
of managing potentially heightened risk levels to
ensure that consumers have sufficient information
to clearly understand loan terms and make the best
decision. The guidance “Interagency Questions and
Answers Regarding Community Reinvestment,”
was published in the March 2006 Federal Register
and implements recent changes to the Community
Reinvestment Act (CRA) regulations, as well as,
addressing changes dealing with CRA consideration
available for bank activities that revitalize or stabi-
lize designated disaster areas and underserved or
distressed middle-income rural areas, and the new
community development test for banks with assets

between $250 million and $1 billion.

The OTS, like the OCC, charters, examines, super-
vises, and regulates federal savings associations, in
addition to their holding companies. The OTS
strives to reduce regulatory burden on savings asso-
ciations while maintaining effective supervision. To
achieve this goal, the OTS is improving the applica-
tion process, limiting assessment rate increases, and
reviewing and making suggested improvements to
burdensome statutes and regulations. The OTS tai-
lors examinations based on savings association’s risk
profile; smaller savings associations undergo stream-
lined exams, while larger and more complex savings
associations are comprehensively reviewed.

In 2006, the OTS continued to combine examinations
for safety and soundness and compliance in order to
attain greater efficiencies, improve its assessment of
risk, reduce regulatory burden, and provide examin-

ers with broader developmental opportunities. For

the fourth consecutive year, the OTS managed its
operations to ensure that assessment rate increases
did not exceed the inflation rate.

Moving Forward

The OCC legal opinions and corporate decisions will
enable national bank activities to continue to evolve,
consistent with safety and soundness. The OCC
will continue to support the national banks’ ability
to operate under uniform national standards. In FY
2007, the OCC will propose a notice of proposed rule-
making to eliminate or streamline existing require-
ments or procedures, and enhance national banks’
flexibility in conducting authorized activities, either
by revising provisions currently contained in OCC
regulations, or by codifying, and thus making gener-
ally applicable, conclusions that the OCC has reached
in case-by-case determinations. The OTS will work
with Congress in 2007 to further reduce regulatory
burden for all insured depository institutions.

The OCC and the OT'S will continue to monitor their
performance to efficiently control cost, while ensur-
ing the safety and soundness of the national bank
and thrift industry. Both organizations use the per-
formance measure of total cost per $100,000 of assets
regulated to track their success in achieving their tar-
gets. Improvements in processes and procedures will
continue to be implemented to improve efficiency.

Improve and Simplify the Tax Code

The Treasury Department is focused on simplify-
ing and reforming the tax code, which will reduce
the cost of compliance and contribute to economic
growth. The Department’s Office of Tax Policy con-
ducts this analysis.

Performance Summary and Resources Invested

In FY 2006, the Department of the Treasury spent
$12.88 million with a workforce of 69 employees com-
mitted to the analysis and development of proposals
to improve and simplify the tax code. Performance
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measure data was not available for this objective due
to revisions or discontinuance of measures.

E1C Improve and Simplify the Tax Code
Employees (FTE's) Working on this Goal
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New performance measures are being developed for
this activity

Discussion and Analysis

In FY 2006, the Department’s Office of Tax Policy
and the IRS continued to work together with the
President’s Advisory Panel on Federal Tax Reform.
In November 2005, the Panel issued a report enti-
tled “Simple, Fair, and Pro-Growth: Proposals to
Fix America’s Tax System” which recommends two
options for fundamental reform of the federal tax sys-
tem. The Department of the Treasury is evaluating
the Panel’s report and considering options for reform.

Moving Forward

In September 2006, the Department announced a
comprehensive strategy for reducing the tax gap in
FY 2007 and beyond. The strategy builds upon the
current efforts of the Treasury Department, work-
ing with the Office of Management and Budget, to
improve compliance. Four key principles guided the
development of this strategy:

e Unintentional taxpayer errors and intentional
taxpayer evasion should both be addressed

e Sources of noncompliance should be targeted
with specificity

¢ Enforcement activities should be combined
with a commitment to taxpayer service

e Policy positions and compliance proposals
should be sensitive to taxpayer rights and
maintain an appropriate balance between
enforcement activity and imposition of taxpayer
burden
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Promote Stable U.S. and
World Economies

Increase Citizens Economic Security

The Treasury Department promotes a stable U.S.
economy by encouraging personal savings, protect-
ing the security of pensions, ensuring the privacy of
personal information in financial transactions, and
protecting consumers from fraud and deception. The
Office of International Affairs (IA), the Office of
Financial Education, the Office of Economic Policy
(EP), and the Alcohol and Tobacco Tax and Trade
Bureau (T'TB) work to further these ends.

Performance Summary and Resources Invested

In FY 2006, the Department of the Treasury spent
$46.41 million with a workforce of 269 employees to
increase citizens’ economic security. The Department
met 75 percent of its performance measures for this
objective.

E2A Increase Citizen's Economic Security
Employees (FTE's) Working on this Goal
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Discussion and Analysis

Pensions: The Treasury Department’s Office of
Economic Policy (EP) supported the Administration’s
initiative to ensure secure pensions for citizens
through fundamental reform of the defined-benefit
pension system.

Gulf Coast Redevelopment and Flood Insurance
Reform: EP provided analysis and developed options
in support of the Administration’s initiatives to
encourage post-Katrina Gulf Coast redevelopment
and to reform the flood insurance system.

Avian Influenza: EP helped create coordinated epi-
demiological and economic models to evaluate policy
options in the event of an influenza pandemic.

Regulation: TTB uses business regulation to protect
alcohol consumers from fraud and deception. Prior
to introducing most alcoholic beverages into inter-
state commerce, TTB requires that importers and
bottlers obtain either a Certificate of Label Approval
(COLA) or an exemption from such. Personal
and financial background investigations, as well
as inspections of operations are conducted. In FY
2006, the Department approved 80,000 of the 111,000
COLA applications received.
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Percent of Electronically Filed Certificate
of Label Approved Applications
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Monitoring the Economy: The Department of the
Treasury promotes a stable economy by conducting
timely, in-depth analysis of economic developments
and emerging trends. In FY 2006, the Treasury
Department prepared over 400 updates on breaking
economic news and more than two dozen studies for
the Secretary. By sharing these materials with key
policy makers at other agencies, economic stability is
enhanced and relevant economic issues are properly
understood.

Improving Receipts Forecasting Capabilities: EP
participated in the Revenue Forecasting Workgroup
to identify recent trends in tax receipts based on
monthly budget reporting and daily cash flows, and
recent changes in key macroeconomic indicators,
which could result in a re-estimate of the major
budget receipt categories. The work of this group,
which also includes representatives from Tax Policy
and Domestic Finance, helps improve the accuracy
of the Department’s annual forecast of the variance
between estimated and actual tax receipts.

Entitlement Reform: EP supported the important
goal of entitlement reform, and developed a com-
prehensive framework for evaluating and under-
standing Social Security reform. This framework
is instrumental in educating policymakers about
Social Security reform, and as a communication tool
In FY 2006, the Department’s

primary focus of the health care work was to study,

to discuss reform.

in a variety of contexts, the causes and consequences
of high health care spending, which is critical to

stimulating economic growth and job creation over
the long-term.

Financial and Currency Education: The U.S.
Treasurer’s Office is the only office in the Treasury
Department older than the Department itself. The
Treasurer advises the Directors of the BEP and the
Mint on various collaborative outreach and educa-
tional efforts, as well as serves as an advisor to the
Secretary and Deputy Secretary of the Department
on matters relating to coinage, currency, and the pro-
duction of other items by the Treasury Department,
and improving currency and financial education.

In FY 2006, the Treasurer played an instrumental
role in an educational campaign for public awareness
on the newly designed $10 bill, by participating in
numerous events both domestically and internation-
ally. In addition, the Treasurer served as a key mem-
ber of the Anti-counterfeit Deterrence Committee,
which coordinates with the Treasury Department,
the Federal Reserve, and the U.S. Secret Service
in analyzing threats, monitoring counterfeit activ-
ity, evaluating deterrence tools, and implementing
design changes.

During FY 2006, the Treasurer underscored the
success of the U.S. economy and promoted financial
education for all Americans, particularly advocat-
ing establishing a relationship with a traditional
financial institution, and planning and saving for the
future. The Treasurer is committed to educating the
public on the many federal resources available on
personal finance topics, through keynote remarks at
conferences across the country, interviews, and the
Department public service announcements. The
Treasurer is a key spokesperson for Treasury’s Go
Direct campaign, an effort to educate federal benefit
payment recipients of the advantages, safety, and
security of receiving their payments by direct deposit
rather than by paper check.

In addition, the Treasurer initiated coordination
activities within the Department to address special
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challenges faced by the estimated 10 million American
households currently considered “unbanked,” or who
do not have an established relationship with a tra-
ditional financial institution. This ongoing effort
continues to focus on developing possible approaches
to encourage this portion of the U.S. population to
become “banked” and save for the future.

Moving Forward

In FY 2007, the Revenue Forecasting Workgroup
will help the Department of the Treasury again meet
its forecast target for the annual variance between
estimated and actual tax receipts. The Workgroup
will continue to improve the forecasting process.

The Office of Economic Policy will continue to sup-
port the important goal of entitlement reform, with
the goal of providing timely, usable, and comprehen-
sive analyses to advance the policy process.

For FY 2007, the Treasurer will continue the efforts to
focus on possible approaches to encourage American
households to establish a relationship with a tradi-
tional financial institution and save for the future.

Improve the Stability of the
International Financial System

The Treasury Department plays an important role in
the global economy, monitoring over 160 economies
to ensure stability and transparency in the global
marketplace. The Department works with foreign
governments, financial institutions and international
organizations to promote free and fair trade prac-
tices, target development assistance, identify global
financial trends, and expand prosperity in the United
States and around the world.

The Department seeks to stimulate international
economic growth and job creation through the
Office of International Affairs (IA) by working to
open markets for increased trade and investment,
encourage growth in developing countries, and pro-

mote responsible international debt, finance, and
economic policies.

Performance Summary and Resources Invested

In FY 2006, the Treasury Department spent $20.53
million with a workforce of 109 employees to improve
the stability of the international financial system.
The Department met 75 percent of its performance
measures for this objective.

E2B Improve the Stability of the International Financial System
Employees (FTE's) Working on this Goal
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Discussion and Analysis

Promoting Free Trade and Budget Savings: The
Treasury Department supports trade liberalization
and budget discipline through its role in negotiating
and implementing international agreements pertain-
ing to official export subsidies. The Department
secured agreements in the Organization for Economic
Cooperation and Development (OECD) that reduced
subsidies in export credits and tied aid flows valued
at over $70 billion annually. These agreements open
markets, level the playing field for U.S. exporters, and
save the U.S. taxpayer about $800 million annually.
Cumulative budget savings from these agreements are
estimated at over $11 billion since 1991.

In addition, the Department, with the support of
a Congressional mandate and using the G7 forum
(United States, Canada, United Kingdom, Japan,
France, Germany, and Italy) and the OECD, negoti-
ated and reached an agreement to subject untied aid
financing to new OECD rules. Under this agreement,
bidding information for untied aid financed projects
must now be publicly available in advance of bidding
to facilitate effective competition by U.S. and other
exporters. U.S. exporters could average as much as $1
billion of new capital goods export contracts annually
at no cost to U.S. taxpayers; untied aid financing has
averaged over $8 billion annually since 1993.

G8-Broader Middle East and North Africa (BMENA)
Initiative: Across the Middle East, countries lack
the strong, well-regulated, efficient financial systems
that allocate resources to productive activities which
provide employment, goods, and services for a rap-
idly growing population. The multilateral G8 (U.S.
Canada, United Kingdom, Japan, France, Germany,
Italy, and Russia)-BMENA initiative addresses this
deficiency by providing training, technical assistance,
and policy advice. The Department’s goal is to secure a
more prosperous Middle East by influencing develop-
ment of the financial sector, which will create jobs and
opportunities for the region, and allow it to become an
increasingly important U.S. trading partner.

Egypt: The Treasury Department, in cooperation
with the State Department and U.S. Agency for
International Development, negotiated an agree-
ment with the Government of Egypt to tie the
disbursement of U.S. foreign assistance to Egypt’s
implementation of a series of reforms designed to
modernize its financial sector. As a result, Egypt
began the process of privatizing state-owned banks,
resolving bad loans, and increasing the efficiency of
the foreign exchange market. These reforms boosted
investor confidence in Egypt and contributed to
strengthening economic growth - up from 4.1 per-
cent in 2004, to 5.7 percent in the first half of 2006.
If maintained, this growth will boost job creation
and help protect Egypt against economic shocks as it
opens its markets.

Level of MDB Grant Financing and Satisfactory Results
Measurements (as a % of IDA FY Commitment)
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Brazil: From August 2005 through July 2006, Brazil’s
economy created 413,000 new jobs. During the
Department’s consultations with Brazil, in July 2006,
discussions focused on the global outlook, the bene-
fits of increased trade openness, strategies to increase
investment in productive infrastructure, and policies

promoting research and innovation.

China: During FY2006, the Department of the
Treasury continued to promote greater exchange
rate flexibility, a more balanced economy, and the
modernization of China’s financial system. In addi-
tion to holding bilateral and multilateral discus-
sions with the Chinese leadership, the Department
established a permanent, full-time Financial Attaché
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office in Beijing to significantly bolster its engage-
ment with China. The Department established a
financial regulator Working Group with the Chinese
to discuss key regulatory issues and held the first two
meetings of this group. These efforts helped bring
about Chinese President Hu Jintao’s April 2006 pub-
lic statement that, “China will continue to develop
the foreign exchange market [and] increase the flex-
ibility of the exchange rate.” Between October 2005
and October 2006, the Renminbi (RMB) fluctuated
between 8.092 and 7.8965 to the dollar and appreci-
ated by 2.32 percent. In FY 2006, China introduced
inter-bank foreign currency trading, reaching an
agreement with the Chicago Mercantile Exchange
to develop and trade currency futures allowing the
RMB hedging, and undertook steps to further reduce
capital flow restrictions.

Multilateral Debt Relief Initiative (MDRI) for
the Heavily Indebted Poor Countries (HIPC): In
July 2006, President Bush and other G8 leaders
endorsed MDRI debt relief for Heavily Indebted
Poor Countries (HIPC). The Department of the
Treasury developed and successfully negotiated
the financial structure of an agreement which will
result in 100 percent cancellation of debt obligations
owed the International Development Association
(IDA), African Development Fund (AfDF), and
International Monetary Fund (IMF) by eligible
countries. Under the agreement, 22 countries are
currently eligible to receive $34 billion in relief,
with an additional 16 countries eligible once they
reach “Completion Point”. Total relief provided is
approximately $52 billion.

This unprecedented initiative will improve debt
sustainability and balance of payments positions,
contribute to economic growth and job creation, and
end the destabilizing lend-and-forgive approach to
development assistance. Furthermore, the removal of
unsustainable debt combined with additional devel-
opment resources, largely provided on grant terms,
will deliver significant support for countries’ efforts

to reach their development goals.

Afghanistan: The Department of the Treasury has
taken a number of steps to support Afghanistan’s eco-
nomic growth and development. The Department
worked closely with Afghanistan and its major cred-
itors, particularly Russia, to provide significant debt
relief. The Paris Clubs debt relief process will take a
few years to complete, ultimately leaving Afghanistan
with a much more sustainable foreign debt level. In
addition, the Department provided Afghanistan
important technical assistance on debt, banking, and
financial enforcement issues, and assisted them with
putting in place procedures that will help prevent
their financial system from being used for illicit pur-
poses. The Treasury Department works closely with
the IMF, World Bank, and Asian Development Bank

on programs to strengthen Afghanistan’s economy.

India: The Treasury Department’s international
efforts include ongoing dialogue with Indian finan-
cial sector officials to achieve further liberalization of
India’s economy. These efforts involved discussions
with senior policy officials from regulatory agencies
on both sides. Although India continues to gradu-
ally liberalize its economy by cutting tariff rates each
year, the pace of liberalization should be accelerated
to benefit India and the rest of the world. In addition,
the Department continues working through bilateral
and multilateral channels to assist India in strength-
ening its efforts to stop illicit financial flows.

Southeast Asia: Collectively, the Southeast Asia
region is now one of the most active trading partners
of the United States. In FY 2006, to further enhance
this important relationship, the Department pro-

vided aid in:

e Crafting the economic dimension of the
United States-Association of Southeast Asian
Nations (ASEAN) Enhanced Partnership.
Under this partnership, the U.S. and the ten
ASEAN countries negotiated a new Trade and
Investment Framework Agreement.

® Promoting free flow of capital and goods in the
region, and leading the financial services aspects
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of free trade agreement negotiations with
Thailand and Malaysia.

e Engaging in bilateral dialogue with Southeast
Asian finance ministries and central banks to
focus on fiscal responsibility, currency flexibility,
financial sector modernization, infrastructure
development, regional financial arrangements
(such as the Chiang Mai swap arrangements),
and preparation for a possible avian influenza
pandemic.

* Working with Southeast Asia countries to
stop illicit financial flow and develop stronger
domestic controls through bilateral engagement
and multilateral forums like the Asia-Pacific
Group on Money Laundering.

Jordan: In FY 2006, the United States provided
Jordan with almost $297.5 million in Economic
Support Fund (ESF) assistance. The goal is for
Jordan to become economically self-sufficient and no
longer dependent on United States’” assistance. The
Treasury Department worked closely with Jordanian
financial authorities providing policy advice and sup-
port. The Department continued to press Jordanian
authorities for the removal of inefficient and costly
fuel subsidies which has become an enormous drain
on the government’s resources. With Jordan’s imple-
mentation of fuel price increases, the final stage
scheduled for March 2007, combined with fiscal dis-
cipline, will foster economic stability while support-
ing continued private sector job growth, and allow
for a reduction in U.S. foreign aid as the Jordanian
economy adjusts to these various shocks.

Iraq: One of the United States’ primary goals in
Iraq is to help the newly established unity govern-
ment function effectively, while rebuilding its secu-
rity infrastructure. Once accomplished, the U.S. can
reduce its presence by shifting responsibility to the
Iraqi Government.

Real success can only happen with a rejuvenated
Iraqi economy, and meaningful employment oppor-
tunities will help restore a flourishing middle class

and weakening support for insurgents and militias.
A credible, sustainable budget is the first step in
Iraq’s return to the international financial system.
A restored oil sector will provide Iraq with the
resources to finance its own reconstruction and secu-
rity. The Department’s staff works closely with Iraqi
officials providing policy advice and assistance. Key
to this effort is the Treasury Department’s Financial
Attaché in Baghdad, who serves as the head of
the Fiscal and Financial Affairs Office of the Iraq
Reconstruction Management Office, and supervises
the Deputy Financial Attaché.

In FY2006, the Department helped Iraq secure
the second portion of an historic debt reduction
deal under the Paris Club, negotiate a Stand-by
Arrangement with the IMF following the successful
conclusion of an Emergency Post-Conflict Assistance
program, and strengthen financial management
and budget execution capabilities. In addition, the
Treasury Department began leading U.S. outreach to
negotiate an international agreement, through which
Iraq will commit to a series of economic, politi-
cal, and security reforms, and in exchange, receive
increased donor support.

Turkey: The Department continued to work closely
with Turkish authorities to support an extremely
successful economic stability program. Turkey has
a large, fast-growing economy with a major emerg-
ing market, and its economic stability is critical to
the United States’ interests in the region. Its stabil-
ity is also important to the financial health of the
International Monetary Fund (IMF), as Turkey is
the IMF’s debtor. In FY 2006, Turkey’s economy
was strong enough to weather sharp currency depre-
ciation; validation of its stability is demonstrated
through Turkey’s formal negotiations to join the

European Union (EU).

Encouraging Small Business Growth in Eurasia:
Established in 2000, the Small and Medium Enterprise
(SME) Fund leverages capital from the European
Bank for Reconstruction and Development (EBRD)
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to lend to SMEs through local banking systems in
15 Southeast European and former Eastern Bloc
countries. As in the U.S., SMEs generate the bulk of
growth and job creation. As of July 2006, more than
1.1 million loans were provided to entrepreneurs and
the total loan volume exceeded $7.7 billion with a
total U.S. share of contributions as $39.1 million. Each
$1 of U.S. funding leverages $199 of new lending.

Moving Forward

The Treasury Department will continue to study,
recommend, and support Administration policy ini-
tiatives which strengthen the U.S. economy, create
more jobs for Americans, and enhance citizens’ eco-
nomic security. The Department will actively work
to improve the U.S. pension system, reform social
security, and improve the federal income tax system.

In FY 2007, the Department will continue measuring
IMF programs to ensure efficiency and effectiveness
while striving to meet performance targets. Last year
was the first year IMF programs were measured and
the targets were not met.

In addition, the Department of the Treasury will
continue to support the broader Middle East and
North Africa to build strong, well regulated, and
efficient financial systems, which allocate resources
to productive activities that provide employment,
goods, and services for rapidly growing popula-
tions. The Department will continue dialogue with
China, including through the U.S. — China Strategic
Economic Dialogue that is co-chaired by Secretary
Paulson, to address global and current account trade
imbalances, and increase exchange rate flexibility.
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I3 Managing the U.S. Government’s

Finances Effectively

Strategic Goals Strategic Objectives

Preserve the Integrity of
Financial Systems

Disrupt and Dismantle Financial Infrastructure of Terrorists, Drug
Traffickers, and Other Criminals and Isolate Their Support Networks

Execute the Nation’s Financial Sanctions Policies

Increase the Reliability of the U.S. Financial System

Manage the U.S. Government’s

Collect Federal Revenue When Due, Through a Fair and Uniform Application of the Law

Finances Effectively

Manage Federal Debt Effectively and Efficiently

Make Collections and Payments on Time and Accurately,
Optimizing Use of Electronic Mechanisms

Optimize Cash Management and Effectively Administer
the Government’s Financial Systems

Preserving the Integrity of
Financial Systems
Disrupt and Dismantle Financial Infrastructure

of Terrorists, Drug Traffickers, and Other
Criminals and Isolate Their Support Networks

Execute the Nation’s Financial
Sanctions Policies

The Treasury Department’s Office of Terrorism and
Financial Intelligence (TFI) is a key player in the
Government’s efforts to track and cut off the flow of
funds to terrorists and other national security threats.
Created in 2004, TFI marshals all of the Department’s
intelligence and enforcement functions with the twin
aim of safeguarding the financial system against
illicit use, and combating rogue nations, terrorist
facilitators, weapons of mass destruction (WMD)
proliferators, money launderers, drug kingpins, and
other national security threats.

In strong partnership with the Departments of
Justice, State, and Homeland Security, as well as
the Intelligence Community, TFI utilizes a range of
financial authorities to prevent the flow of funds to
terrorist organizations, WMD proliferators, narcotic

traffickers and other threats. These efforts are begin-
ning to yield encouraging results. For example, this
partnership had success impeding access to funds
and the financial system by terrorist groups such as al
Qaida and Hamas. In addition, TFI, working with
the international community, was successful limiting
North Korea’s ability to abuse the global financial sys-
tem to support its proliferation and illicit activities.

TFI unifies leadership for the functions of:
e The Office of Intelligence and Analysis (OIA)

e The Office of Terrorist Financing and Financial
Crimes (TFFC)

e The Financial Crimes Enforcement Network
(FinCEN)

e The Office of Foreign Assets Control (OFAC)

e Internal Revenue Service — Criminal

Invest