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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

OFFICE OF November 15, 2007

INSPECTOR GENERAL

MEMORANDUM FOR SECRETARY PAULSON

FROM: Dennis S. Schindel /s/
Acting Inspector General

SUBJECT: Audit of the Department of the Treasury’s Financial Statements for
Fiscal Years 2007 and 2006

INTRODUCTION

I am pleased to transmit KPMG LLP’s report on the Department of the Treasury’s (the
Department) financial statements as of and for the fiscal years (FY) ending September 30, 2007
and 2006.

The Department of the Treasury Office of Inspector General is responsible for ensuring that the
financial statement audit of the Department of the Treasury is conducted in accordance with the
Chief Financial Officers’ Act of 1990, as amended by the Government Management Reform Act
of 1994,

RESULTS OF INDEPENDENT AUDIT

Under a contract monitored by my office, KPMG LLP, an independent certified public
accounting firm, performed an audit of the FY 2007 and 2006 financial statements. The contract
required that the audit be performed in accordance with generally accepted government auditing
standards issued by the Comptroller General of the United States; Office of Management and
Budget Bulletin No. 07-04, Audit Requirements for Federal Financial Statements; and the
GAO/PCIE Financial Audit Manual.

In its audit of the Department of the Treasury, KPMG LLP

e found that the financial statements were fairly presented, in all material respects, in
conformity with U.S. generally accepted accounting principles;

e reported that the four material weaknesses and the other significant deficiency in
financial management practices identified by the auditor of the Internal Revenue Service
(IRS) are collectively considered a material weakness for the Department as a whole;

e reported that control deficiencies related to (1) information system controls and (2)
financial management practices at the departmental level represent significant
deficiencies for the Department as a whole;
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e reported two instances of noncompliance with laws and regulations related to the Internal
Revenue Code Section 6325 and the Federal Information Security Management Act of
2002;

e reported that the Department’s financial management systems did not substantially
comply with the requirements of the Federal Financial Management Improvement Act of
1996; and

e reported an instance of a potential Anti-deficiency Act violation related to transactions
and activities of the Treasury Franchise Fund.

IRS’s pervasive internal control weaknesses have existed since audits of its financial statement
were initiated in FY 1992. The Government Accountability Office (GAO), the auditor of IRS’s
financial statements for the fiscal years ending September 30, 2007 and 2006, reported that the
bureau continued to make significant strides in addressing its financial management challenges
and substantially mitigated several material weaknesses in its internal controls. In particular,
IRS made progress related to tax receipts reporting and certification, cost accounting
implementation, targeting outstanding tax debt collection efforts, reducing the risk of improper
refund disbursements, and improving accounting for tax administration activities. However,
IRS’s ability to fully address its remaining financial management issues largely depends on
addressing the limitations of its automated systems used to process tax-related activities. IRS is
in the midst of a major business systems modernization effort that is ultimately intended to
resolve its most serious financial systems challenges. However, it is unclear when this effort will
be completed or if it will be fully successful. Continued involvement by IRS officials and the
Department’s senior leadership is essential to effectively address these matters.

EVALUATION OF AUDITORS’ PERFORMANCE

To ensure the quality of the audit work performed, we reviewed KPMG LLP’s approach and
planning of the audit, evaluated the qualifications and independence of the auditors, monitored
the progress of the audit at key points, reviewed and accepted KPMG LLP’s audit report, and
performed other procedures that we deemed necessary. We also provide oversight of the audits
of financial statements and certain accounts and activities conducted at 12 component entities of
the Department. Our review, as differentiated from an audit in accordance with generally
accepted government auditing standards, was not intended to enable us to express, and we do not
express, an opinion on the financial statements or conclusions about the effectiveness of internal
control or on whether the Department’s financial management systems substantially complied
with the Federal Financial Management Improvement Act of 1996 or conclusions on compliance
with laws and regulations. KPMG LLP is responsible for the attached auditor’s report dated
November 14, 2007, and the conclusions expressed in that report. However, our review disclosed
no instances where KPMG LLP did not comply, in all material respects, with generally accepted
government auditing standards.
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| appreciate the courtesies and cooperation extended to KPMG LLP and my staff during the
audit. Should you or your staff have questions, you may contact me at (202) 622-1090 or
Marla A. Freedman, Assistant Inspector General for Audit, at (202) 927-5400.

Attachment
cc: Peter B. McCarthy

Assistant Secretary for Management
and Chief Financial Officer
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2001 M Street, NW
Washington, DC 20036

Independent Auditors Report

Inspector General
Department of the Treasury:

We have audited the accompanying consolidated balance sheets of the U.S. Department of the Treasury
(the Department) as of September 30, 2007 and 2006, and the related consolidated statements of net cost,
changes in net position, combined statements of budgetary resources, and the statements of custodia
activity (hereinafter referred to as the consolidated financial statements), for the years then ended. The
objective of our audits was to express an opinion on the fair presentation of these consolidated financial
statements. These consolidated financial statements are incorporated in the accompanying Department of
the Treasury Fiscal Year 2007 Performance and Accountability Report (PAR).

We did not audit the amounts included in the consolidated financial statements related to the Internal
Revenue Service (IRS), a component entity of the Department. The financial statements of the IRS were
audited by another auditor whose report has been provided to us. Our opinion, insofar as it relates to the
amountsincluded for IRS sfinancial statements, is based solely on the report of the other auditor.

In connection with the fiscal year 2007 audits, we, and the other auditor, aso considered the Department’s
internal controls over financial reporting and performance measures, and tested the Department’s
compliance with certain provisions of applicable laws, regulations, contracts, and grant agreements that
could have adirect and material effect on these consolidated financial statements.

SUMMARY

As stated in our opinion on the consolidated financial statements, based on our audits and the report of the
other auditor, we concluded that the Department’ s consolidated financial statements as of and for the years
ended September 30, 2007 and 2006, are presented fairly, in all material respects, in conformity with U.S.
generally accepted accounting principles.

As discussed in Note 23 to the consolidated financial statements, the Department changed its method of
reporting the reconciliation of budgetary resources to the net cost of operations in fiscal year 2007 in
accordance with OMB Circular No. A-136, Financial Reporting Requirements.

Our, and the other auditor’s, consideration of internal controls over financial reporting and performance
measures resulted in the following areas being identified as significant deficiencies:

e Financial Management Practices at the IRS (Repeat Condition)
e |Information System Controls (Repeat Condition)
e Financial Management Practices at the Departmental Level.

We consider the significant deficiency related to Financial Management Practices at the IRS noted above,
to be a material weakness.

We, and the other auditor, noted no deficiencies involving the design of the internal control over the
existence and completeness assertions related to key performance measures.
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The results of our tests, and the tests performed by the other auditor, of compliance with certain provisions
of laws, regulations, contracts, and grant agreements disclosed instances of noncompliance with Internal
Revenue Code (IRC) Section 6325, and the Federal Information Security Management Act of 2002
(FISMA), that are required to be reported under Government Auditing Standards, issued by the
Comptroller General of the United States, and Office of Management and Budget (OMB) Bulletin
No. 07-04, Audit Requirements for Federal Financial Statements. In addition, the Department’s financial
management systems did not substantially comply with the Federal Financial Management Improvement
Act of 1996 (FFMIA) requirements related to compliance with Federal financial management system
requirements (FFMSR), applicable Federal accounting standards, and the U.S. Government Standard
General Ledger (SGL) at the transaction level.

In other matters, the Department's management has informed us of an instance of a potentia
Anti-deficiency Act violation related to certain transactions and activities within the Treasury Franchise
Fund. This potential violation is currently under review.

The following sections discuss our opinion on the Department’ s consolidated financial statements; our, and
the other auditor’s, consideration of the Department’s internal control over financial reporting and
performance measures; our, and the other auditor’s, tests of the Department’s compliance with certain
provisions of applicable laws, regulations, contracts, and grant agreements; other matters; and
management’ s and the auditors' responsihilities.

OPINION ON THE FINANCIAL STATEMENTS

We have audited the accompanying consolidated balance sheets of the U.S. Department of the Treasury as of
September 30, 2007 and 2006, and the related consolidated statements of net cost, changes in net position,
the combined statements of budgetary resources, and the statements of custodial activity, for the years then
ended. We did not audit the amounts included in the consolidated financial statements related to the financial
statements of the IRS, a component entity of the Department, which reflects total assets of $31.3 billion and
$26.3 billion, net costs of operations of $11.7 billion and $11.5 billion, and custodial revenues of $2.7 trillion
and $2.5 trillion, as of and for the years ended September 30, 2007 and 2006, respectively. The financial
statements of the IRS as of and for the years ended September 30, 2007 and 2006, were audited by another
auditor whose report dated November 5, 2007, has been provided to us and our opinion, insofar as it relates
to the amounts included for the IRS sfinancial statements, is based solely on the report of the other auditor.

In our opinion, based on our audits and the report of the other auditor, the consolidated financial statements
referred to above present fairly, in al material respects, the financial position of the Department of the
Treasury as of September 30, 2007 and 2006, and its net costs, changes in net position, budgetary
resources, and custodial activity, for the years then ended, in conformity with U.S. generally accepted
accounting principles.

As discussed in Note 23 to the consolidated financia statements, the Department changed its method of
reporting the reconciliation of budgetary resources to the net cost of operations in fiscal year 2007 in
accordance with OMB Circular No. A-136 (OMB Circular No. A-136).

The information in the PAR in Part | — Management’s Discussion and Analysis, and the Required
Supplemental Information section of Part 11l — Annual Financial Report, is not a required part of the
consolidated financial statements, but is supplementary information required by U.S. generaly accepted
accounting principles, and OMB Circular No. A-136. We, and the other auditor, have applied certain
limited procedures, which consisted principally of inquiries of management regarding the methods of
measurement and presentation of this information. However, we did not audit this information and,
accordingly, we express no opinion on it.
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Our audits, and the audits of the other auditor, were conducted for the purpose of forming an opinion on
the consolidated financial statements taken as awhole. The information in the PAR on pages v through xx,
in Part Il — Annual Performance Report; in Other Accompanying Information section of Part 111 — Annual
Financial Report; and in Part IV — Appendices, are presented for purposes of additional analysis and are
not required as part of the consolidated financial statements. This information has not been subjected to
auditing procedures, and, accordingly, we express no opinion on it.

INTERNAL CONTROL OVER FINANCIAL REPORTING

Our, and the other auditor’s, consideration of internal control over financial reporting is described below in
the Responsibilities section of this report. Our consideration of internal control over financia reporting was
for a limited purpose and would not necessarily disclose all matters in the internal control over financial
reporting that might be significant deficiencies or material weaknesses. The other auditor’s consideration
of internal control over financial reporting was for the purpose of providing an opinion on the effectiveness
of IRS sinternal controls.

A control deficiency exists when the design or operation of a control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect misstatements
on atimely basis. A significant deficiency is a control deficiency, or combination of control deficiencies,
that adversely affects the Department’ s ability to initiate, authorize, record, process, or report financial data
reliably in accordance with U.S. generally accepted accounting principles such that there is more than a
remote likelihood that a misstatement of the Department’s consolidated financial statements that is more
than inconsequential will not be prevented or detected by the Department’s internal control over financial
reporting. A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements will not be
prevented or detected by the Department’ sinternal control.

In our fiscal year 2007 audit, we, and the other auditor, noted certain matters, summarized below,
involving internal control over financial reporting and its operations that we consider to be significant
deficiencies. Because of the IRS material weaknesses in internal controls discussed below, the other
auditor’s opinion on internal controls stated that the IRS did not maintain effective internal controls over
financial reporting (including safeguarding of assets), or compliance with laws and regulations, and thus
did not provide reasonable assurance that losses, misstatements, and noncompliance with laws material in
relation to the financial statements would be prevented or detected on atimely basis.

MATERIAL WEAKNESS
Financial Management Practices at the IRS (Repeat Condition)

IRS has continued to make significant strides in addressing its financial management challenges and has
substantially mitigated several material weaknesses in its internal controls. However, serious internal
control and financial management systems deficiencies continued to make it necessary for IRS to rely on
resource-intensive compensating procedures to prepare its financial statements. IRS's ability to fully
address its remaining financial management issues largely depends on addressing the limitations of its
automated systems used to process tax related activities.

As aresult, IRS personnel will continue to be challenged to sustain the level of effort needed to produce
reliable financial statements timely until the IRS successfully addresses the underlying systems and
internal control weaknesses. These challenges affect IRS's ability to fulfill its responsibilities as the
nation’s tax collector because the IRS continues to lack accurate, useful, and timely financial information
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and sound controls with which to make fully informed decisions day to day and to ensure ongoing
accountability.

The material weaknesses and the other significant deficiency in internal control over financial reporting
identified by the auditors of IRS's financial statements, all of which are repeat conditions, and collectively
considered a material weakness for the Department as awhole, are summarized as follows:

o Weaknesses in controls over the financial reporting process, resulting in IRS not (1) being able to
prepare reliable financial statements without extensive compensating procedures, and (2) having
current and reliable ongoing information to support management decision making and to prepare
cost-based performance measures

e Weaknesses in controls over unpaid tax assessments, resulting in IRS' s inability to properly manage
unpaid tax assessments and leading to increased taxpayer burden

o Weaknessesin controls over the collection of tax revenues due to the federal government and over the
issuance of tax refunds, resulting in lost revenue to the federal government and potentially billions of
dollarsin improper payments

e Weaknesses in information security controls, resulting in increased risk of unauthorized individuals
accessing, altering, or abusing proprietary IRS programs and el ectronic data and taxpayer information.

The material weaknesses in internal control noted above may adversely affect decisions by IRS's
management that is based, in whole or in part, on information that is inaccurate because of these
deficiencies.

Another significant deficiency in internal control, although not a material weakness, a repeat condition,
was identified that involved weaknesses in IRS's controls over hard-copy taxpayer receipts and related
information, that increase the risk that this information may be lost, stolen, or compromised.

Additional details related to the material weaknesses and the significant deficiency identified above have
been provided to IRS management by the auditors of the IRS's financial statements in their report dated
November 5, 2007.

Recommendations

Recommendations to address the material weaknesses and other significant deficiency discussed above
have been provided to IRS management by the auditors of the IRS's financia statements. We recommend
that the Assistant Secretary for Management and Chief Financial Officer (ASM/CFO) provide effective
oversight to ensure that corrective actions are taken by the IRS to fully address this material weakness and
the other significant deficiency.

SIGNIFICANT DEFICIENCIES

Information System Controls (Repeat Condition)

Information controls and security programs Department-wide require additional improvements. The
weaknesses identified are summarized below.
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Financial Management Service (FMS)

During fiscal year 2007, FMS continued to make progress in addressing information technology (IT)
general controls weaknesses raised in prior years. However, control weaknesses continue to exist in this
area. Current year tests conducted over IT general controls revealed the following weaknesses:

o Entity-wide Information Security Management — An entity-wide program for security planning and
management represents the foundation for an entity’s security control structure and a reflection of
senior management’s commitment to addressing security risks. While weaknesses were corrected in
some systems and platforms, they continue to exist in other areas as evidenced by the continued
existence of previously identified problemsin newly reviewed IT areas indicating a lack of consistency
in the application of an agency-wide strategy.

e System Software — Controls over access to, and modification of system software are essentia to
protect the overall integrity and reliability of information systems. Previously noted mainframe
operating system support issues were identified again this year.

e Access Controls — Access controls are designed to limit or detect access to computer programs, data,
equipment, and facilities to protect these resources from unauthorized modification, disclosure, 1oss, or
impairment. A comprehensive access control program, including increased management oversight, is
needed to fully address the administration of access controls in order to increase the reliability of
computerized data and decrease the risk of destruction or inappropriate disclosure of data. Although
prior access control findings have been substantially addressed, additional access control weaknesses
were identified again this year.

The above weaknesses collectively serve to weaken the IT general control environment at FMS. The
detailed findings and related recommendations will be provided to FM S management in a separate report.

Departmental IT Security Program

We identified deficiencies related to configuration management throughout the Department. Specifically,
not all Treasury bureaus/offices have established configuration, vulnerability, and patch management
guides or baselines for IT systems, and some bureaus/offices that have configuration baselines in place do
not meet the requirements of National Institute of Standards and Technology (NIST) Special Publication
800-70. This deficiency impacts the Department’s ability to comply with FISMA. FISMA lays out a
framework for required annua information security reviews, reporting, and remediation planning by
Federal agencies. It is intended to strengthen information security by requiring agencies to develop,
document, and implement agency-wide information security programs.

A key reason for the Department’ s information security weaknesses is that it has not yet fully implemented
an agency-wide information security program to ensure that controls are effectively established and
maintained to meet NIST and FISMA requirements.

Recommendation
We recommend that the Department’s ASM/CFO provide effective oversight and the resources necessary

to ensure that required information security requirements over financial systems are implemented
throughout the Department.
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Financial Management Practices at the Departmental L evel

Improvements are needed in current financial management and reporting practices at the Departmental
level. We reported that improvements are needed in these areas in respective Management Letters that
were issued related to our fiscal year 2006 and 2005 audits. The Office of Accounting and Internal Control
(AIC), within the Office of the Deputy Chief Financial Officer (ODCFO), is responsible for establishing
and maintaining financial policies that guide consolidated financia reporting throughout the Department,
and implementing internal controls to ensure the overall integrity of the consolidated financial statements
that are prepared by AIC from trial balances and other financial data submitted by Treasury components.
The Department’s Office of Strategic Planning and Performance Management (OSPPM) within the Office
of Performance Budgeting (OPB), is responsible for the preparation of the performance section of the
PAR. Certain quality control procedures are conducted by AIC and OSPPM to ensure that Treasury
bureaus and offices financial and other data is accurate and complete for inclusion in the Department’s
consolidated financial statements and PAR. However, severa deficiencies were noted as described below
that indicated a weak control environment, resulting in financial management and reporting weaknesses.
These deficiencies in internal control over financia reporting are collectively considered a significant
deficiency for the Department as awhole.

e AlC'sfinancia management infrastructure is inadequately staffed for an office that is responsible for
the consolidated financial reporting and internal control structure of a large and complex Executive
Branch agency. AIC does not have a sufficient number of experienced financial managers and staff to
expeditiously address routine and nonroutine accounting issues. In addition, the accuracy of financia
information is highly dependent on the knowledge and experience of a limited number of key financial
personnel. Both AIC and OPB have several key personnel with significant institutional knowledge of
the Department’ s accounting and reporting processes that are at or near retirement eligibility status, and
in the event of the retirement or sudden prolonged absence of one or more of the key accounting
individuals, there could be a serious loss of operational and institutional knowledge. Some steps have
been taken to address succession planning during the year, such as the development of a set of core
competencies as well as an analysis of the strengths and weaknesses within AIC; however, continued
focusis needed to resolve this long-term issue.

e Supervisory and monitoring control procedures were not consistently performed and documented over
work prepared by AIC and OSPPM staff, and over financial data and other information transmitted by
Treasury components. During our review of the March 31 and June 30 consolidated financial
statements, we noted errors and discrepancies that were only corrected after they were identified during
audit test work. Further, comments provided by the auditor on the initial draft 2007 PAR were not
reviewed by responsible officials within OSPPM prior to submission of the revised draft of the 2007
PAR for audit, causing the same errors to be identified repeatedly. In other instances, we noted
inadequate and/or untimely follow-up of accounting and/or reporting issues.

e Although the Department established an effective plan to assess, document, test and report on internal
controls over financial reporting, in accordance with OMB Circular No. A-123 Revised, Management’s
Responsibility for Internal Control (A-123), Appendix A, certain Treasury components did not fully
execute the plan. Specifically, certain smaller components did not have or provide verifiable and
documented results to support their conclusion as to whether internal controls over financia reporting
were properly designed and operating effectively for certain areas in accordance with the Department’s
guidelines. Instead, these components relied on prior year financial statement audit results to support
their position that no further work was required. In addition, AIC did not conduct an adequate and
timely centralized review of the work done by components to assess whether the Department’s A-123
methodology and implementation requirements had been followed and supported the Departmental
assurance statement on internal control over financial reporting.
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The Federal Managers’ Financial Integrity Act of 1982 (FMFIA) requires that agencies establish internal
controls according to standards prescribed by the Comptroller General and specified in the Government
Accountability Office’s (GAO) Standards for Internal Control in the Federal Government (Standards).
The GAO defines “interna control” as an integra component of an organization’s management that
provides reasonable assurance that the following objectives are achieved: effectiveness and efficiency of
operations, reliability of financial reporting, and compliance with applicable laws and regulations. The
GAO Standards identify the control environment as one of the five key elements of control, which
emphasizes the importance of control conscientiousness in management’s operating philosophy and
commitment to internal control. These standards cover controls such as human capital practices,
supervisory reviews, and segregation of duties, policies, procedures, and monitoring.

A-123 requires agencies to (1) develop and implement management controls; (2) assess the adequacy of
management controls; (3) identify needed improvements; (4) take corresponding corrective actions; and
(5) report annually on management controls in support of FMFIA.

The issues identified occurred mainly due to the fact that key AIC financial personnel have excessive
workloads and insufficient time is available for key financial personnel to devote to supervisory reviews
and other financial management activities. AIC has not hired the staff necessary, nor has it been able to
train other Treasury staff sufficiently to assume their responsibilities, due in part to budget constraints.
These issues have resulted in increased reliance being placed on the annual audit process to identify errors
and omissions in the consolidated financia statements, as well as the Department’s implementation of
A-123.

Recommendations

We recommend that the ASM/CFO, and Deputy Assistant Secretary for Human Resources and Chief
Human Capital Officer, with input from the Director of AlIC, as appropriate:

1. Complete a human capital needs assessment, with particular focus on the management skills needed to
perform the daily operations of AIC. Once the human capital needs are assessed, hire staff, or consider
transferring suitable staff from other offices within Treasury to meet these immediate needs. Consider
what actions can be taken now, without additional staff, to ensure that if a key staff member is
unexpectedly unavailable to perform hig/her duties, that the Department’s financial management
responsibilities will be met with minimal disruption, and document these actions, as necessary.

2. Improve supervisory and monitoring control procedures over al financial data, and other information
to ensure timely identification and correction of errors and discrepancies.

3. Conduct an earlier review of the A-123 work being conducted by components to ensure that the
Department’s A-123 guidance is fully implemented, and if not, document the rationale or mitgating
factors that were considered for not following the Department’ s requirements. Also, communicate the
deficiencies identified during the fiscal year 2007 A-123 testing, as discussed above, to all
components, and conduct timely follow-up to ensure that these deficiencies have been addressed, as
necessary, during fiscal year 2008 A-123 testing. In addition, conduct training, as necessary, to ensure
that there is consistency amongst all components in following Departmental A-123 requirements.
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INTERNAL CONTROL OVER PERFORMANCE MEASURES

Our, and the other auditor’s, tests of internal control over performance measures, as described below in the
Responsibilities section of this report, disclosed no deficiencies involving the design of the internal control
over the existence and completeness assertions related to key performance measures.

COMPLIANCE AND OTHER MATTERS

Our tests, and the tests performed by the other auditor, of compliance with certain provisions of laws,
regulations, contracts, and grant agreements, as described below in the Responsibilities section of this
report, exclusive of those referred to in FFMIA, disclosed two instances of nhoncompliance that are required
to be reported under Government Auditing Standards and OMB Bulletin No. 07-04, and are described
below.

o Noncompliance with IRC Section 6325 — The IRC grants IRS the power to file a lien against the
property of any taxpayer who neglects or refuses to pay all assessed Federal taxes. Under IRC Section
6325, the IRS is required to release a Federal tax lien within 30 days after the date the tax liahility is
satisfied, or has become legally unenforceable, or the Secretary of the Treasury has accepted a bond for
the assessed tax. The fiscal year 2007 audit continued to identify instances in which the IRS did not
release the applicable Federal tax lien within 30 days of the tax liability being either paid off or abated
as required by the IRC (Repeat Condition).

e Noncompliance with FISMA — FISMA requires agencies to conduct annua security reviews,
reporting, and remediation planning. Information security weaknesses continue to exist throughout the
Department, despite notable progress made in fiscal year 2007, as discussed further in the section
above related to Internal Control Over Financial Reporting. These deficiencies collectively constitute
noncompliance with FISMA (Repeat Condition).

The results of our tests, and the tests performed by the other auditor, of compliance as described in the
Responsibilities section of this report, exclusive of those referred to in FFMIA, disclosed no other
instances of noncompliance or other matters that are required to be reported herein under Government
Auditing Standards or OMB Bulletin No. 07-04.

The results of our tests of FFMIA, and the tests performed by the other auditor, disclosed instances where
the Department’ s financial management systems did not substantially comply with FFMIA Section 803(a)
reguirements related to compliance with FFM SR, applicable Federal accounting standards, and the SGL at
the transaction level, as described below.

Instances of noncompliance with FFM SR are summarized bel ow:

e |RS's financial management systems do not provide timely and reliable information for financial
reporting and preparation of financia statements. IRS had to rely extensively on resource-intensive
compensating procedures to generate reliable financial statements. IRS also lacks a subsidiary ledger
for its unpaid assessments and lacks an effective audit trail from its general ledger back to subsidiary
detailed records and transaction source documents for material tax-related balances such as tax
revenues, tax receivables, and tax refunds.

o Deficiencies were identified in information security controls at the IRS, resulting in increased risk of
unauthorized individuals accessing, altering, or abusing proprietary IRS programs and electronic data
and taxpayer information.
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Instances of noncompliance with Federal accounting standards are summarized bel ow:

o Material weaknesses at the IRS related to controls over unpaid tax assessments, tax revenue, and
refunds.

e |RS's financial management system cannot produce managerial cost information consistent with the
requirements of Statement of Federal Financial Accounting Standards No. 4, Managerial Cost
Accounting Standards.

An instance of nhoncompliance with the SGL at the transaction level is summarized below:

e |RS also lacks a subsidiary ledger for its unpaid assessments and lacks an effective audit trail from its
general ledger back to subsidiary detailed records and transaction source documents for material tax-
related balances such as tax revenues, tax receivables, and tax refunds.

The Secretary of the Treasury also has stated in the Secretary’s Letter of Assurance, included in Part | —
Management’s Discussion and Analysis, of the accompanying PAR that the Department cannot provide
assurance that its financial management systems are in substantial compliance with FFMIA. The
Department’ s remedial actions and related time frames are presented in Appendix E of the PAR.

FFMIA requires that if the head of an agency determines that its financial management systems do not
substantialy comply with FFMIA, a remediation plan must be developed, in consultation with OMB that
describes the resources, remedies, and intermediate target dates for achieving substantial compliance.
FFMIA aso requires OMB concurrence with any plan not expected to bring the agency’s system into
substantial compliance within three years after a determination of honcompliance is made.

IRS has established a remediation plan to address the conditions affecting its systems' inability to comply
substantialy with the requirements of FFMIA. This plan outlines the actions to be taken to resolve these
issues, but because of the long-term nature of IRS' s systems modernization efforts, which IRS expects will
resolve many of the most serious issues, many of the planned time frames exceed the three-year resolution
period specified in FFMIA. OMB concurred with Treasury’s determination that IRS could not bring its
systems into substantial compliance within three years, and OMB monitors IRS's progress in remediating
its systems deficiencies on an ongoing basis.

Recommendations

We recommend that the ASM/CFO ensure that (1) IRS implements appropriate controls so that Federal tax
liens are released in accordance with Section 6325 of the IRC; (2) information security programs are
implemented throughout the Department in accordance with FISMA; and (3) IRS defines a plan of action
to solve its financial management problems so as to enable resolving the identified instances of financial
management systems noncompliance with the requirements of FFMIA.

Other Matters

The Department’s management informed us of an instance of a potential Anti-deficiency Act violation
related to transactions and activities of the Treasury Franchise Fund. Specifically, budgetary control
weaknesses existing within the Treasury Franchise Fund may have allowed a potentia violation of the
Anti-deficiency Act. This matter is currently under review.
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Management’s Response to I nternal Control and Compliance Findings

The Department’ s management has indicated in a separate letter immediately following this report that it
concurs with the findings presented in this section of our report. Further, it has responded that it will take
corrective action as necessary to ensure the matters presented are addressed by the respective component
management within the Department. We did not audit the Department’s response and, accordingly, we
eXpress no opinion onit.

* *x * % %

We noted certain additional matters involving internal control over financial reporting and its operation
that we will report to the Department’ s management in a separate | etter.

RESPONSIBILITIES

Management’s Responsibilities. The United States Code Title 31 Section 3515 and 9106 require agencies
to report annually to Congress on their financia status and any other information needed to fairly present
their financial position and results of operations. To meet these reporting requirements, the Department
prepares and submits financia statements in accordance with OMB Circular No. A-136.

Management is responsible for the consolidated financial statements, including:

e Preparing the consolidated financial statements in conformity with U.S. generally accepted accounting
principles

o Preparing Management’s Discussion and Analysis (including the performance measures), and Required
Supplemental Information

e Establishing and maintaining effective interna control

o Complying with laws, regulations, contracts, and grant agreements applicable to the Department,
including FFMIA.

In fulfilling this responsibility, management is required to make estimates and judgments to assess the
expected benefits and related costs of internal control policies.

Auditors Responsibilities. Our responsibility is to express an opinion on the fiscal year 2007 and 2006
consolidated financial statements of the Department based on our audits and the report of the other auditor.
We, and the other auditor, conducted our audits in accordance with auditing standards generally accepted
in the United States of America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States, and OMB Bulletin No. 07-04.
Those standards and OMB Bulletin No. 07-04 require that we plan and perform the audits to obtain
reasonabl e assurance about whether the consolidated financial statements are free of material misstatement.
An audit includes consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on
the effectiveness of the Department’ s internal control over financia reporting. Accordingly, we express no
such opinion. However, the purpose of the other auditor's audit is to express an opinion on the
effectiveness of the IRS sinternal control over financia reporting.

10
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An audit al'so includes;

e Examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated
financial statements

e Assessing the accounting principles used and significant estimates made by management
e Evaluating the overall consolidated financial statement presentation.

We believe that our audits, and the report of the other auditor, related to the amounts included for the IRS's
financial statements, provide a reasonable basis for our opinion.

In planning and performing our fiscal year 2007 audit, we considered the Department’s internal control
over financia reporting, exclusive of the internal control over financial reporting related to the IRS, by
obtaining an understanding of the design effectiveness of the Department’s internal control, determining
whether internal controls had been placed in operation, assessing control risk, and performing tests of
controls as a basis for designing our auditing procedures for the purpose of expressing our opinion on the
consolidated financial statements. Internal control over financial reporting related to the IRS was
considered by the other auditor whose report thereon dated November 5, 2007 has been provided to us.
We, and the other auditor, limited our internal control testing to those controls necessary to achieve the
objectives described in Government Auditing Standards and OMB Bulletin No. 07-04. We did not test all
internal controls relevant to operating objectives as broadly defined by the FMFIA. The objective of our
audit was not to express an opinion on the effectiveness of the Department’ s internal control over financial
reporting. Accordingly, we do not provide an opinion on the effectiveness of the Department’s interna
control over financia reporting. The objective of the other auditor’ s audit was to express an opinion on the
effectiveness of the IRS s internal control over financial reporting. Accordingly, the other auditor provided
an opinion on IRS sinternal control over financial reporting.

As required by OMB Bulletin No. 07-04, in our fiscal year 2007 audit, with respect to interna control
related to performance measures determined by management to be key and reported in Part | —
Management’s Discussion and Analysis, and Part |1 — Annual Performance Report sections of the PAR, we
obtained an understanding of the design of significant internal controls relating to the existence and
completeness assertions, and determined whether these internal controls had been placed in operation,
exclusive of those related to performance measures presented for the IRS. An understanding of the design
of significant internal controls relating to the existence and compl eteness assertions and determination as to
whether these internal controls had been placed in operation related to the IRS' s performance measures
was obtained by the other auditor whose report thereon dated November 5, 2007 was provided to us. We,
and the other auditor, limited our testing to those controls necessary to report deficiencies in the design of
internal control over key performance measures in accordance with OMB Bulletin No. 07-04. However,
our, and the other auditor’s, procedures were not designed to provide an opinion on internal control over
reported performance measures and, accordingly, we do not provide an opinion thereon.

As part of obtaining reasonable assurance about whether the Department’s fiscal year 2007 consolidated
financial statements are free of materia misstatement, we, and the other auditor, performed tests of the
Department’s compliance with certain provisions of laws, regulations, contracts, and grant agreements,
noncompliance with which could have a direct and material effect on the determination of the consolidated
financial statement amounts, and certain provisions of other laws and regulations specified in OMB
Bulletin No. 07-04, including certain provisions referred to in FFMIA. We, and the other auditor, limited
our tests of compliance to the provisions described in the preceding sentence, and we did not test
compliance with al laws, regulations, contracts, and grant agreements applicable to the Department.

11
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However, providing an opinion on compliance with laws, regulations, contracts, and grant agreements was
not an objective of our audit, or the other auditor’s audit, and, accordingly, we do not express such an
opinion.

Under OMB Bulletin No. 07-04 and FFMIA, we are required to report whether the Department’s financial
management systems substantially comply with (1) FFMSR, (2) applicable Federa accounting standards,
and (3) the United States Government Standard General Ledger at the transaction level. To meet this

requirement, we, and the other auditor, performed tests of compliance with FFMIA Section 803(a)
reguirements.

RESTRICTED USE
This report is intended solely for the information and use of the Department’s management, the

Department’ s Office of Inspector General, OMB, the GAO, and the U.S. Congress and is not intended to
be and should not be used by anyone other than these specified parties.

KPMme LIP

November 14, 2007
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DEPARTMENT OF THE TREASURY
WASHINGTION, D.C, 20220

\\_//
ASSISTANT SECRETARY
November 13, 2007

KPMGLLP
2001 M Street, N.W.
Washington, D.C. 20036

Ladies and Gentlemen:

On behalf of Secretary Paulson, 1 am responding to your draft audit report on the Department of the
Treasury’s FY 2007 financial statements. All of our bureaus and program offices can be proud of the
Department’s success in issuing its Performance and Accountability Report by November 15™, for the
sixth consecutive year. Further, I congratulate them for overcoming many obstacles to achieve another
unqualified opinion on the Department’s financial statements. Without their collective dedicated efforts,
our accelerated reporting would not be possible.

These successful results also are due in large part to the high level of professionalism, technical
expertise, and partnership demonstrated by KPMG in conducting the audit. I appreciate your efforts
during the audit process to provide timely, constructive advice on how to improve our financial reporting.
I'am equally appreciative of the equivalent expertise and commitment level demonstrated by the other
organizations involved in the audit process — the Office of Inspector General, the Government
Accountability Office, and the firms that conducted the audits at several of our bureaus.

The Treasury Department continued to make progress during FY 2007 to address financial and
information management deficiencies. The Internal Revenue Service (IRS) made significant progress in
improving its tax administration financial systems by expanding the capabilities of the Custodial Detail
Database (CDDB). In FY 2008, the IRS plans to complete the development and implementation of
additional CDDB releases that add other revenue receipt transactions and create a refund transactions
subsidiary ledger. The Office of the Chief Information Officer (OCIO) made substantial improvements
in its Information Security Program with the audit outcome of “significant progress in compliance” with
the Federal Information Security Management Act (FISMA), for both Treasury unclassified and National
Intelligence systems. The OCIO recognizes the need for continued attention to FISMA in FY 2008 and
will continue to focus and improve the IT Security program to address increasing cyber security threats.

We concur with the Departmental level material weakness, the significant deficiencies, and the
instances of noncompliance with laws and regulations described in your report. Corrective actions are in
place or underway to address each of these items.

We appreciate the continuing professional, cooperative relationship that exists with both KPMG
and the Office of Inspector General.

Sincerely,

/7l
Peter B. McCarthy

Assistant Secretary for Management
and Chief Financial Officer



THIS PAGE INTENTIONALLY LEFT BLANK



SECTION II -

DEPARTMENT OF THE TREASURY
FISCAL YEAR 2007 PERFORMANCE
& ACCOUNTABILITY REPORT



THIS PAGE INTENTIONALLY LEFT BLANK



M @ 4 4 %!

D E PARTM ENITHO R T AR IR EASIU R Y

PERFORMANCE &
ACCOUNTABILITY REPORT

FISCAL YEAR 2007




THE UNITED STATES
DEPARTMENT OF THE TREASURY

OUR MISSION

Serve the American people and strengthen national security by

managing the U. S. Government finances effectively, promoting

economic growth and stability, and ensuring the safety, soundness

and security of U.S. and international financial systems.

OUR VALUES

SERVICE — Work for the benefit of the American people.

INTEGRITY — Aspire to the highest ethical standards of honesty,
trustworthiness, and dependability.

EXCELLENCE — Strive to be the best, continuously improve,

innovate, and adapt.
OBJECTIVITY — Encourage independent views.
ACCOUNTABILITY — Responsible for our conduct and work.

COMMUNITY — Dedicated to excellent customer service,

collaboration, and teamwork while promoting diversity.
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MESSAGE FROM
THE SECRETARY

November 15, 2007

On behalf of the Department of the Treasury, I am pleased to submit the
Fiscal Year 2007 Performance and Accountability Report. This annual
report provides our stakeholders with insight into the Department’s

broad leadership role for the economic and financial activities of the U.S.

Government. Currently, the United States has a fundamentally healthy
economy. Our unemployment rate remains low and real incomes are ris-

ing. In industry after industry, we innovate and create new opportunities.

The Treasury Department continues to work on maintaining a healthy economy. Our mission is to promote
the conditions for prosperity and stability in the United States, and in the world’s economies.

To meet our mission and focus our efforts, the Treasury Department released its Strategic Plan for fiscal years
2007-2012. This plan outlines the Department’s priorities in the coming years and identifies the desired
outcomes that will guide us to effectively manage and leverage resources across the Department.

Measuring performance is paramount to keep the Department of the Treasury accountable to the American
people. In fiscal year 2007, the Department met 72 percent of its performance targets; an increase of 13
percent over last year. The Department continues to address performance challenges, and is developing
meaningful performance measures that align resources to deliver outcomes and help ensure taxpayer dollars

are spent effectively.

The President’s Management Agenda is the central focus for the Treasury Department’s effort in manage-
ment improvement. The Department maintained its scores in Performance Improvement, Human Capital,
Credit Management, E-Government, and Competitive Sourcing, while improving its score in the Financial

Performance initiative.

During fiscal year 2007, the Department of the Treasury achieved progress on many fronts; however, the
effective administration and oversight of information technology systems continues to be one of our major
challenges, representing risk to our operations and mission responsibilities. Significant advancements were
made in addressing ongoing challenges by building an integrated and consolidated information technology
infrastructure, successfully managing large IT investments, and improving information security. In fiscal
year 2007, the Treasury Department concentrated on expanding its oversight of the bureau IT governance
process, and progressed in safeguarding privacy information and related assets.

The Department of the Treasury has again received an unqualified opinion on its financial statements, which
validates the accuracy, completeness, and reliability of the financial data in this report. Likewise, the perfor-
mance data presented herein are complete and reliable. The Department has continued to make progress

in reducing management control weaknesses. We also established corrective action plans to satisfy federal

financial systems and control objectives.

Message from the Secretary
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The successes and challenges of this fiscal year will serve as a foundation for our future efforts. Looking
ahead, the Treasury Department will continue to work to keep the economy strong, tackle long-term issues
such as entitlement reform, maintain our competitiveness, protect the global financial system from illicic
use, and strengthen trade and investment policies that can provide better jobs and higher wages to American
workers.

Sincerely,

—

Henry M. Paulson, Jr.
Secretary of the Treasury

Message from the Secretary
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MESSAGE FROM THE
ASSISTANT SECRETARY FOR
MANAGEMENT AND CHIEF
FINANCIAL OFFICER

November 15, 2007

Secretary Paulson’s message describes the Department of Treasury’s broad

management role as the economic and financial leader for the U.S.

Government. The Department’s vast and complex responsibilities are reflected in its financial stacements —
$9.5 trillion in assets and liabilities, $2.7 trillion in gross revenues, and $436 billion in net outlays.

To effectively manage the Department’s $17 billion operating budget in support of these efforts, senior
department leaders meet regularly to prioritize activities, discuss emerging issues, and review long term strate-
gies. Our key functional leaders in the areas of procurement, human capital, information technology, and
finance have each formed robust councils that oversee compliance, best practices, and new initiatives across
the Department.

In fiscal year 2007, the Department maintained or improved its results in all of the President’s Management
Agenda initiatives, most notably in the Financial Management initiative, and consistently closed its books
within three days following the end of each month, enabling prompt delivery of reliable financial informa-
tion to key decision makers.

Other important developments in fiscal year 2007 included the release of Treasury’s revised five-year Strategic
Plan, a strengthened investment review process for information technology projects, an initiative to establish
an office to address privacy issues, and a methodology to link proprietary costs to budget activities and their
associated performance measures.

Despite our successes, we have ongoing challenges to address. In 2003, the Department of the Treasury had
fourteen material management control weaknesses under the Federal Managers’ Financial Integrity Act of
1982 (FMFIA). Through continuous senior level attention over the past several years, the Department has
been able to close eight of these, leaving six material weaknesses open as of September 30, 2007. Due to
these six weaknesses, the Department provides only qualified assurance that it is meeting Federal manage-
ment control objectives. Moreover, due to one of the weaknesses, the Department is not in full compliance
with Federal financial systems requirements. Nevertheless, the Department of the Treasury again received an
unqualified opinion on its consolidated financial statements — the eighth consecutive unqualified opinion.

Looking ahead, continued oversight and emphasis is needed as we work toward eliminating the Department’s
six material weaknesses. The Department expects to close one such weakness in fiscal year 2008. The
remaining five are complex systems issues requiring several years to rectify. The last of the Department’s
material weaknesses is scheduled to be closed in fiscal year 2011. Similarly, constant attention to the
Management Challenges outlined by the Department’s Inspectors General is required. While these challenges
do not necessarily indicate deficiencies in performance, they represent inherent risks that must be monitored

Message from the Assistant Secretary for Management and Chief Financial Officer
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continuously. Finally, continued progress toward our goal of “Making Treasury a Great Place to Work” will
ensure the Department is able to attract, develop, and retain the diverse talent it requires to meet its mission
today and into the future.

The Department of the Treasury has a rich and proud 218-year history as the steward of the Nation’s
financial resources. The staff of the Assistant Secretary for Management and Chief Financial Officer has a
special responsibility to maintain the integrity of Treasury’s financial operations and to manage the resources
entrusted to the Department in a way that best serves the American people. We strive to merit this trust, to
continuously improve, and to position the Department effectively for the future.

Sincerely,

Peter B. McCarthy
Assistant Secretary for Management

and Chief Financial Officer

Message from the Assistant Secretary for Manag
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ABOUT THIS REPORT

The Department of the Treasury’s Performance and Accountability Report (PAR) for fiscal year 2007
provides information that enables Congtess, the President, and the public to assess the Department’s perfor-
mance relative to its mission and stewardship of the resources entrusted to it. The Treasury Department’s
report is designed around four areas of focus: Financial, Economic, Security, and Management. Each of
these four areas has one strategic goal with a supporting objective with multiple outcomes and performance
measures that outline the Treasury Department’s approach and measures their progress.

In fiscal year 2007, the Treasury Department estimated the costs to achieve the outcomes stated in this
report. While this is similar to previous reports, this year the estimation was calculated by allocating the total
gross cost of the Department to each ouzcome. Prior reports only reported net costs at the goal level. Gross
cost includes imputed costs, depreciation, losses, and other expenses not requiring budgetary resources. An
example of imputed costs is post-employment benefits. These costs, however, exclude any Treasury accounts
that do not contribute to the cost of the agency, such as the Exchange Stabilization Fund and the Federal
Financing Bank.

We define this as the Department’s performance cost. Performance cost will be less than the total gross cost
reported on the Statement of Net Cost in this report.

Performance cost was used rather than net cost because it more accurately represents the total cost to achieve
a result or outcome. For instance, while the net cost to manufacture coins and notes for non-appropriated
bureaus such the U.S. Mint and the Bureau of Engraving and Printing is zero because it is essentially self-
funded, the real cost of operating these organizations is over $2 billion once all imputed costs, depreciation,
losses and other expenses are included. Taking this approach across the entire department, the Treasury
Department’s performance cost in fiscal year 2007 was approximately $17.9 billion as compared to a net cost

of $12 billion.

Performance costs were allocated based on the relationship between a budget activity and an outcome. In
some cases there was a one-to-one relationship between a budget activity and an outcome, and in others mul-
tiple outcomes were involved. While allocating costs on a budgetary basis does not equate to activity-based
costing, it does provide some insight as to what the true operational costs are, and provides the agency with
the opportunity to begin asking questions that relate cost to performance for the outcomes it is trying to
achieve. And, since both cost and performance is known at the budget activity level, we can come closer to

understanding cost on a performance measure basis.

HOW THIS REPORT IS ORGANIZED

MESSAGE FROM THE SECRETARY

The Secretary’s message broadly describes the Department’s mission, accomplishments and challenges, and
includes an assessment of whether financial and performance data in the report is reliable and complete. The
Secretary’s message sets the tone for conveying the Department’s value to the American public.

About This Report
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MESSAGE FROM THE ASSISTANT SECRETARY FOR MANAGEMENT/
CHIEF FINANCIAL OFFICER

The Assistant Secretary’s message describes the progress and challenges about the Treasury Department’s
financial management, including integration of budget and performance information on the Department’s
management controls program under Federal Manager’s Financial Integrity Act (FMFIA), and financial man-
agement systems under the Federal Financial Management Improvement Act of 1996. This message includes
a statement of assurance as required by FMFIA indicating whether management controls are in place and
financial system conform to government-wide standards.

MANAGEMENT’S DISCUSSION AND ANALYSIS

The Discussion and Analysis section provides an overview of this report. It includes a summary of the most
important performance results and challenges for fiscal year 2007; a brief analysis of financial performance;
a description of systems, controls, and legal compliance; and information on the Department’s progress in
implementing 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, Preparation,
Submission, and Executing of the Budget.

FINANCIAL SECTION

This section contains the Treasury Department’s financial statements and related Independent Auditors’
Report, and other information pertaining to financial management.

APPENDICES

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

mation on the completeness and reliability of data.

About This Report
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OUR MISSION

Serve the American people and strengthen national security by managing the U. S. Government’s finances
effectively, promoting economic growth and stability, and ensuring the safety, soundness and security of U.S.
and international financial systems.

OUR ORGANIZATION

Most know the Treasury Department has something to do with money, but few understand the scope of its
functions or how it affects their daily lives.

The Department of the Treasury is the steward of the public purse. It takes in money, pays bills, and when
appropriate, borrows and invests. On a typical day, the Treasury Department’s cash transactions average
nearly $60 billion.

The most visible evidence of the Department’s work is currency - the nation’s coins and notes. The Bureau
of Engraving and Printing (BEP) produces notes and the United States Mint manufactures coins, both for
circulation and as collectibles. In addition, the United States Mint makes bullion coins for investment and

secures the nation’s gold and silver reserves.

One of the most important functions the Department of the Treasury performs is tax collection, which funds
the federal governments operations on behalf of the American people. The Internal Revenue Service (IRS)
collects taxes and is the Department’s largest bureau, accounting for about 90 percent of its employees. The
Alcohol and Tobacco Tax and Trade Bureau (TTB) collects excise taxes on alcohol, tobacco and firearms, and
ensures that alcoholic beverages are properly produced, labeled, advertised, and marketed.

At some point nearly every American will receive a federal disbursement, such as an income tax refund or
Social Security payment, through the Financial Management Service (FMS). The FMS also operates the
federal governments collections and deposit systems, provides government-wide accounting and reporting
services, and manages the collection of delinquent debt.

When the total operating cost of the federal government exceeds available funds, the Bureau of the Public
Debt (BPD) borrows money by selling Treasury securities to the public, institutional investors, and autho-

rized government agencies.

Many Americans have bank accounts. The Treasury Department’s Office of the Comptroller of the Currency
(OCQC) and Office of Thrift Supervision (OTS) charter, regulate, examine, and supervise national banks and
savings institutions to maintain their safety and soundness, and ensure fair access and treatment of custom-
ers. The Community Development Financial Institutions Fund (CDFI) expands the capacity of financial insti-
tutions to provide credit, capital, and financial services to underserved communities which spur economic

development and create jobs.

The Office of the Treasurer of the United States advises the Secretary on currency matters and communicates
changes in currency design to the public. The Treasurer also promotes improved financial literacy for

Our Mission/Our Organization



XII1 Department of the Treasury — Performance and Accountability Report — Fiscal Year 2007

Americans by providing education about the basics of cash and credit management so that informed deci-
sions can be made about their personal and family budgets.

The Office of Terrorism and Financial Intelligence (TFI) and the Financial Crimes Enforcement Network
(FinCEN) enhance national security and combat terrorist financing and their support organizations, weapons
of mass destruction (WMD) proliferators, drug traffickers, money launderers, and other financial criminals.

The Inspector General (IG) conducts independent audits, investigations, and reviews to help ensure that the
Treasury Department accomplishes its mission, improves its programs and operations, promotes economy,

efficiency, and effectiveness, and prevents and detects fraud, waste, and abuse.

The Treasury Inspector General for Tax Administration (TIGTA) provides audit and investigative services to

promote economy, efficiency, and effectiveness in the administration of the internal revenue laws.

The Department’s headquarters offices develop policies related to financial regulation, entitlements, taxation,
and terrorist financing. They also maintain accountability through internal controls, and provide guidance
in legal, public, and congressional matters. These offices provide data, analysis, and recommendations that
assist the Secretary of the Treasury, Congress and the President, and other federal agencies in financial and

economic decision-making for the nation.

Through these combined efforts the Treasury Department stays accountable to its most important stakehold-
ers, the American people.

Our Mission/Our Organization
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2007 LEADERSHIP CHANGES

In fiscal year 2007, there were several key leadership changes at the Department of the Treasury. In August
2007, David H. McCormick, sworn in as the Under Secretary for International Affairs, replaced Tim Adams
as the principal advisor to the Secretary of the Treasury on international economic issues. Before assum-

ing this role, Mr. McCormick was the Deputy National Security Advisor to the President for International
Economic Affairs and responsible for coordinating U.S. international economic policy, foreign assistance, and
humanitarian affairs. Prior to his role at the White House, Mr. McCormick served as the Under Secretary
of Commerce for Export Administration with global policy and law enforcement responsibilities for high
technology trade and controls.

Phillip Swagel, the Assistant Secretary for Economic Policy, was sworn in on December 11, 2006, to advise
the Secretary on all aspects of economic policy, including current and prospective macroeconomic develop-
ments, and the development and analysis of the Administration’s economic initiatives. Prior to this, Mr.
Swagel served as the Chief of Staff for the White House Council of Economic Advisers for three years.

On December 12, 2006, Eric Solomon was sworn in as Assistant Secretary for Tax Policy. Prior to this
position, Mr. Solomon held several positions within the Department, including serving as the Assistant Chief
Counsel for the Internal Revenue Service. He was also a partner at Ernst & Young, LLP and Drinker Biddle
& Reath, and practiced law at Cadwalader, Wickersham & Taft, LLP.

On December 18, 20006, after serving as a Senior Advisor to the Secretary of the Treasury, Anthony W. Ryan
was sworn in as Assistant Secretary for Financial Markets. In this role, he serves as the Senior Advisor to the
Secretary, Deputy Secretary, and Under Secretary on broad matters of federal, state, and local finance, finan-
cial markets, and federal government credit policies, lending and privatization. Prior to joining the Treasury
Department, he spent 20 years in the financial services industry, most recently as a partner of Grantham,
Mayo, Van Otterloo and Co, LLC.

Kenneth Carfine, after serving almost four years as the Deputy Assistant Secretary for Fiscal Operations

and Policy, was appointed Fiscal Assistant Secretary on March 15, 2007, replacing Donald Hammond. Mr.
Carfine provides oversight to the FMS and the BPD, and serves as the Treasury liaison to the Federal Reserve
System. He began his career at the Treasury Department with the Financial Management Service in 1973.

On June 28, 2007, after serving as the Deputy Assistant Secretary for Financial Institutions, David G.
Nason replaced Emil Henry as the Assistant Secretary. Mr. Nason serves as a Senior Advisor to the Secretary,
the Deputy Secretary, and the Under Secretary for Domestic Finance on all matters relating to financial
institutions, government sponsored enterprises, financial education initiatives, and the CDFI Fund, ensuring
the resilience of the financial services sector. He also serves as a key advisor to the Secretary of the Treasury
in his capacity as Chair of the President’s Working Group on Financial Markets. Prior to his contributions
at the Treasury Department, Mr. Nason served as counsel to Commissioner Paul S. Atkins at the Securities
& Exchange Commission, and was an attorney at Covington & Burling in Washington, D.C., where he
focused on securities offerings, mergers and acquisitions, and federal tax planning. Mr. Nason also served as
a law clerk to the Honorable Marvin J. Garbis of the U.S. District Court for District of Maryland.

2007 Leadership Changes
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2007 Leadership
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Peter B. McCarthy was sworn in on August 3, 2007, succeeding Sandra Pack as the Assistant Secretary

for Management and Chief Financial Officer. Mr. McCarthy serves as the principal policy advisor to the
Secretary and Deputy Secretary of the Treasury on the management of the annual planning and budget
process, and on matters involving the internal management of the Department. Mr. McCarthy comes to the
Treasury Department with over 30 years experience in the banking industry, including 18 years in expatri-
ate assignments, most recently serving as Bank One’s senior officer in London. From 2002 to 2006, Mr.
McCarthy served as the Deputy Managing Director of the Institute of International Finance, a global, non-
profit association of financial institutions.
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OPERATIONAL HIGHLIGHTS

Collected Dishursed
Total U.S. Government Cash Collections Total Treasury Dishursements
(m Billions) (|n B|II|ons)
$4,000 - $2,000 — $1,928 $1,915 $1,900
$2.900 $3114

$3,000 - $2,700 N $1,500

$2,400 $1,500
$2,000 - $1,000 -
st.000 - $500 -

s s FYOs TR Ao $0 : : .
Fyo4 FY05 FY06 FYo7

U.S. Government Receipts : $3.11 trillion

Delinquent Debt Collected : $3.7 6 billion

Collected through the Electronic Federal Tax Payment
System: $2.46 trillion

Enforcement revenue collected from all sources was at a rec

ord level of: $59.2 billion

Borrowed

Net Amount Borrowed from the Public
(in Billions)

$400 — 380
s300l- $297
$231
$206
$200 —
su 1 1 1

FYo4 FY05 FY06 FYo7
Net Amount Borrowed from the Public: $206 billion
Marketable Treasury Securities issued: $4.4 trillion
Non-Marketable Treasury Securities issued to the public and
government accounts: $34 trillion
Number of Savings Bonds Issued : 28 million

Interest Paid by Treasury (including interest credited to Trust
Fund): $430 billion

Manufactured

Total Notes and Coins Produced
(Billions of Units)

18
16 142 = B
= 135 -
12~
10 g5 8.6 82 9.1
sl

6

al

2

0 . . . ,

Fyoa FY05 FY06 FYo7

1 Notes [ Coins

Produced 9.1 billion currency notes
Produced 15.4 billion coins

Total Treasury Disbursements: $1.5* trillion
Volume of electronic disbursements made through Treasury’s
Regional Finance Centers: 764 million
Volume of check payments made through Treasury’s
Regional Finance Centers: 215 million

* Treasury Disbursements only

Regulated
Total Assets Regulated
(Trillion $)

$10.0 -
$8.0 -
$6.0 -
$4.0 -
$2.0 -

LEa . F . F PR

FY04 FY05 FY06 FY07

[ Thrifts [0 Banks

Number of National Banks Regulated: 1755
Number of Federal Branches Regulated: 49
Number of thrifts and Savings Associations Regulated: 836

Assured
Number of Audits and Evaluations
200 —
180 180 m 180
160 [~
w» 140 138
120
=
< 100
80
60 49 54 57 58
40 —
2
0 . . . )
FY04 FY05 FY06 FY07

0 o6 O TIGTA

Performed 244 audits and evaluations through the efforts of
the Inspectors’ General

ional Highlights
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PERFORMANCE HIGHLIGHTS

Treasury-Wide Performance Results
Total Employees (FTEs) at the Department

Performance Highlights

0% 2% 1% 0%
100~ g% 5% i R 40,
g s [1%% 13% ’ 18% Bpont L
z 19% 26% o 13625~
3 L S 112,250 -
s © &
5 5 10875 - 109,764
E 401 o0 & 109,500 “o7.921
s E 108125 : 107.834
-9 20— =2
106,750 [~
0 L L L 105,375 -
FY04 FY05 FY06 FY07 104.000 , ,
O Met O Unmet [ Baseli O Di i O N/A FYod FYos FY05 FYor
FY 2007 Performance Results by Strategic Area
Treasury Performance Cost
2% 0% .
100 - o 20, > (in Dollars)
10% = 12%
— 120
g s |17% L $18,000,000 - $17.528.879
a 13% $17,521,606
S 60f 7 $17,500,000
s $17,000,000 - $16,930,261
£ M $16,500,000 [
o
g $16,000,000 [ $15.471,927
& 2 $15,500,000
. . , $15,000,000 [
Economic Financial Security Management $14,500,000 —
$14,000,000 o7
[ Met O Unmet [ Di inued [ Baseli
President’s Management Agenda Percentage of Treasury Programs Assessed
Status FY 2007 Progress During the FY with Passing PART Evaluations
Initiative :

Human Capital ‘ ‘

Performance H H
Improvement : """ - i i o i w

Credit Management N/A N/A N/A Y

Y Yellow for Mixed Results (@) Red for Unsatisfactory

© Green for Success

100%

100%

Percent

FY02 FY03 FYo4 FY05

FY06

100%
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FINANCIAL HIGHLIGHTS

Total Assets

(in Billions)
5;3'322 . $8,394.4 $8,988.0 =
ss:ooo L $7,828.4 ke
$7.000 - $6,947.0

$6,000
$5,000
$4,000
$3,000
$2,000
$1,000

$0

FY03 FYo4 FY05 FY06 FYo7

The increase of $540.8 billion in total assets in fiscal year 2007
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 owed to the public and other Federal agencies.

Total Liabilities

(in Billions)
$10,000 — $8.873.1 $9,407.7
$9,000 $8,279.0

$8,000 - $7,7115.2
$7,000 —
$6,000
$5,000
$4,000
$3,000
$2,000
$1,000
0

FY03 FYo04 FY05 FY06 FY07

Total liabilities increased by $534.6 billion from fiscal year
2006 to fiscal year 2007. The majority of the increase is due to
borrowings from other federal agencies and debt issued to the

public.
Cumulative Results of Operations
(in Billions)

$60 - 3989 ¢g63
$50

$52.1

$40
$30
$20
$10

$0

FYo3 FYo4 FY05 FY06 FYo7

The net increase of $2.2 billion in cumulative results of
operations was largely due to an increase in the earnings of the
Exchange Stabilization Fund from exchange rate fluctuations
between the U.S. dollar and foreign currencies.

Net Cost of Treasury Operations
(in Billions)

$13.8 $14.0

$14.0
$12.0
$10.0
$8.0
$6.0
$4.0
$2.0
$0

FY03 FYo4 FY05 FY06 FY07

The decrease of total net cost of operations from $14.0 billion
in fiscal year 2006 to $12.0 billion in fiscal year 2007 is largely
due to the increase in revenue in the economic program and the
decrease in cost for the financial program.

Net Federal Debt Interest Costs
(in Billions)

$450.0 $420.4
$400.0
$350.0 - 325  $3107
$300.0
$250.0
$200.0
$150.0
$100.0
$50.0
$0

$390.9
$342.4

FY03 FYo4 FY05 FY06 FYo07

The increase of $29.5 billion in net interest paid on the federal
debt is due to the increase in the debt and higher interest rates.
Total federal debt and interest payable increased by $511.8 bil-
lion in fiscal year 2007.

Total Budgetary Resources
(in Billions)

$600.0
$500.0 —
$400.0

s5031  $5230

sa86  sa307 4533
$300.0
$200.0
$100.0

$0

FY03 FYo4 FY05 FY06 FY07

The majority of the increase in total budgetary resources for
fiscal year 2007 was due to the increase in funding to pay for the
interest on the federal debt.

XIX

Financial Highlights
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Net Outlays Net Custodial Revenue Received
(in Billions) (in Trillions)
$450.0 — $413.0 $436.0 $25 $2.28

$400.0 $361.2 $2.04
$350.0

$2.45

$344.6

$2.0 -

$1.70 $1.77
$300.0
$250.0 $15
$200.0 $10
$150.0
$100.0 $0.5
$50.0
$0 $0.0
FY03 FY04 FY05 FY06 FY07 FY03 FY04 FY05 FY06 FY07

The majority of the $23.1 billion increase in net outlays was due ~ Total custodial revenue collected on behalf of the U.S.

to the increase in interest payments on the federal debt. Government increased by $167.3 billion. The majority of the
increase is attributed to the rise in individual and corporate
income taxes due to increased economic activity.

Note: On March 1, 2003, several Treasury law enforcement
bureaus were divested to either the Department of Homeland
Security or Department of Justice. Fiscal year 2003 data includes
these bureaus from October 1, 2002 to February 28, 2003.
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PART | - 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 govern-
ment, currency and coin production, administration of the tax code, oversight of the financial sector, and
plays an integral role combating the financing of terrorism, the proliferation of weapons of mass destruction,
and other threats to our national security.

In fiscal year 2007, the Department of the Treasury released its Strategic Plan for Fiscal Years 2007-2012.
This plan was developed collaboratively with employees and senior management, and was tested and refined
against a changing global environment. Additionally, the Department went beyond linking performance to
the budget, and established an Integrated Management System to address continuous improvement and add
value for its stakeholders. The Strategic Framework shown on the following page illustrates the four strategic
priorities in which the Department operates, and provides the foundation for this report. These four areas

are:

The Financial Focus: Managing the government’s finances effectively includes collecting money due to
the U.S. Government by maximizing voluntary compliance with tax laws and regulations,
making payments, and financing the federal government by continually improving financial
management processes. The Department oversees, accounts for, and reports on government
collections and expenditures, and is responsible for collecting delinquent debt owed the
government. The Treasury Department forecasts receipts and payments, determines borrow-
ing needs, and executes the borrowing strategy to meet the financial demands of the federal
government at the lowest possible cost over time.

The Economic Focus: The Treasury Department performs policy and operational roles in promoting pros-
perous U.S. and world economies, raising living standards, and protecting domestic and
international economic and financial systems. As the principal economic advisor to the
President, the Secretary of the Treasury utilizes the policy expertise of the Department to
address national and global economic and financial challenges.

The Security Focus: The sponsorship of terrorism and the potential acquisition of weapons of mass destruc-
tion by rogue regimes and non-state entities represent a grave threat to U.S. national security
and all free and open societies. The Treasury Department implements targeted financial
measures and other forms of sanctions against terrorists and their support networks, with
the goal of stopping the flow of money to terrorist groups, state sponsors of terrorism,
proliferators of weapons of mass destruction (WMD), drug traffickers, money launder-
ers, and regimes that constitute a threat to the United States. The Department leads the
U.S. Government’s multi-faceted effort to keep the world’s financial systems accessible to
legitimate users, while excluding those who wish to exploit these systems for illegal purposes
through law enforcement and appropriate financial regulatory initiatives.

The Management Focus: Management’s primary role and responsibility in the Department is to create the
conditions that allow all programs and activities to perform efficiently and effectively. The
Treasury Department continues to develop integrated plans where policies and operations
align to produce maximum value for the American people.

Executive Summary
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THE TREASURY DEPARTMENT’S
STRATEGIC FRAMEWORK

The Treasury Departments strategic framework is a summary of goals, objectives, and outcomes. This frame-

work provides the basis for performance planning and continuous improvement.

Strategic Goals

Strategic

Value Chains**

Strategic Outcomes

Effectively Managed
U.S. Government
Finances

s
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Objectives

Cash resources
are available
to operate the
government

Improved
economic oppor-
tunity, mobility
and security with
robust, real, sus-
tainable economic
growth at home
and abroad

Trust and
confidence in
U.S. currency
worldwide

Pre-empted and
neutralized threats
to the internation-
al financial system
and enhanced
U.S. national
security

Enabled and
effective Treasury
Department

Collect
Disburse
Borrow
Invest
Account

Regulate

Manufacture

Revenue collected when due through a fair and
uniform application of the law at the lowest pos-
sible cost

Timely and accurate payments at the lowest pos-
sible cost

Government financing at the lowest possible cost
over time

Effective cash management

Accurate, timely, useful, transparent and acces-
sible financial information

Strong U.S. economic competitiveness
Free trade and investment

Decreased gap in global standard of living
Competitive capital markets

Prevented or mitigated financial and economic
crises

Commerce enabled through safe, secure U.S.
notes and coins

Removed or reduced threats to national security
from terrorism, proliferation of weapons of
mass destruction, narcotics trafficking and other
criminal activity on the part of rogue regimes,
individuals, and their support networks

Safer and more transparent U.S. and interna-
tional financial systems

A citizen-centered, results-oriented and strategi-
cally aligned organization

Exceptional accountability and transparency

** Value Chains — Programs grouped by a common purpose.

rtment’s Strategic Framework
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THE STRATEGIC-OPERATIONAL

RELATIONSHIP

The relationship between the Department’s strategic goals and its annual program performance goals are

depicted in the chart below.

TREASURY DEPARTMENT

Strategic Goal

!

Strategic Objective

!

Value Chain Outcome

Il

Departmental Strategies

It

Indicators and Measures

>

14

>

14

Performance Goals

!

Performance Measures <

1

Outcomes & Outputs

1

Program Activity

1

Budget Resources

BUREAUS & POLICY OFFICES

The Treasury Departments strategic goals are stated as long-term outcomes which will assist the organiza-

tion in achieving its mission. Strategic objectives are broad-based outcome statements for a group of value

chains. Value chains are programs grouped by a common purpose. Strategic or value chain outcomes are

important results for each of the Department’s major functions. Departmental strategies are agency-wide

methods used to achieve value chain outcomes and guide program activities.

To achieve performance goals, program resources must be properly managed to generate desired outcomes

and output. Departmental indicators and measures are used to guide the development of long-term and

annual performance targets associated with performance goals, which are essential components of the annual

performance budget.

The Strategic-Operational Relationship



The Tax Gap

The tax gap represents the amount
of noncompliance with tax laws. The
most recent IRS estimate of the gross
tax gap, completed in 2006, was
$345 billion for tax year 2001.

The net tax gap is currently
estimated as follows:

Net Tax Gap

Gross Tax Gap ¢ $345 billion
Enforced and Other $55 billion
Late Payments

Net Tax Gap :$290 bhillion

The components of the tax gap are:

Gross Tax Gap

Nonfiling
8% <

Underpayment ~- _
10%

In August 2007, the IRS released the
report, “Reducing the Federal Tax
Gap: A Report on Improving Voluntary
Compliance,” a follow-up to Treasury’s
“Comprehensive Strategy for Reducing
the Tax Gap” issued in September
2006. The report presents the current
tax gap activities and the steps taken
to improve compliance. The report:

e Details information on steps being
taken to reduce opportunities for
tax evasion, leverage technology,
and support legislative proposals
that will improve compliance

e Presents an outreach approach to
ensure all taxpayers understand
their tax obligations

e Recognizes the importance of having
a multi-year research program to help
the IRS under-stand both the scope
of and reasons for noncompliance

This report, combined with legislative
changes and tax simplification, will guide
the IRS’s efforts to reduce the tax gap.

Effectively Managed U.S. Government’s Finances

_- Underreporting
82%
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STRATEGIC GOAL
EFFECTIVELY MANAGED U.S.
GOVERNMENT'S FINANCES

The Treasury Department manages the nation’s finances by collect-
ing money due to the United States, making its payments, manag-
ing its borrowing, investing when appropriate, and performing
central accounting functions. The ability of the Department of
the Treasury to manage the nation’s finances with integrity is para-
mount to maintaining financial stability and enabling economic
growth.

Strategic Outcome
Revenue collected when due through a fair
and uniform application of the law

Collecting federal taxes and other revenue is integral to the
Department of the Treasury. Increasing voluntary compliance
with the tax laws reduces the cost of tax administration, increases
revenue, lessens the need to borrow, and ultimately lowers the
cost of government. To reduce the tax gap, the Department must
execute its comprehensive, integrated, multi-year strategy, while
remaining sensitive to taxpayer rights and maintaining an appro-
priate balance between enforcement activity and the burden of
compliance on taxpayers.

The IRS delivered a successful 2007 filing season, addressing new
challenges associated with the implementation of the telephone
excise tax refund, the split refund capability, and new legislation.
The IRS processed more than 139.7 million individual returns
and issued over 105.5 million refunds totaling $244 billion.
Additionally, 57.1 percent of individual returns were electronically
filed, an increase of 5 percent over 2006; 19.1 percent of business
returns were electronically filed, an increase of 15 percent over
2006; 22.5 million returns were filed on home computers, an
increase of 11 percent over 2006; 57.2 million returns were e-filed
by tax professionals, an increase of 10 percent over 2006; and over
4.1 million taxpayers used the free services offered by the Free File

Alliance.

In fiscal year 2007, the IRS continued to improve its enforcement
results; revenue from all enforcement sources reached $59.2 bil-
lion, an increase of 22 percent enforcement revenue over fiscal year
2006. In addition, the IRS Examination and Collection Programs
targeted contributors to the tax gap by increasing the number of
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audits of high-income taxpayers by 29 percent, individual taxpay-
ers by 8 percent, and small business and corporations by 17 and 3

Enforcement Revenue Collected

(in Billions)
percent respectively; and the closure of collection cases increased 6600 a2
by 12 percent. 01 413 sa1
$50F m u

The TTB administers the collection of federal taxes on tobacco,

. $30.0
alcohol, and firearms and ammunitions from more than 8,000
organizations; 200 of these account for 98 percent of all excise tax $15.0
collections annually. In fiscal year 2007, the TTB collected $14.7 00

' FYos FY05 FY06 FY07

billion in excise taxes, interest, and other revenues, and voluntary
compliance, by industry members, was 75 percent of taxpayers fil-
ing payments on or before the scheduled due date.

The FMS manages the collection of federal revenue for individual
and corporate income tax deposits, and recovers delinquent
government and child support debt by providing centralized debt
collection, oversight, and operational services to Federal Program
Agencies (FPA) and states. In fiscal year 2007, the FMS collected
a record $3.1 trillion through a network of more than 9,000
financial institutions with 79 percent of the dollars collected elec-
tronically; an increase of 6 percent for total revenue collected over
fiscal year 2006. In addition, a record $3.76 billion was collected
in delinquent debt; consisting of $1.7 billion in past due child
support, $1.47 billion in federal non-tax debt, $243 million in
state tax offsets, and $343 million in tax levies.

Strategic Outcome
Timely and accurate payments at
the lowest possible cost

The Treasury Department, through the FMS, plays an important
role in providing critical services to millions of U.S. taxpayers as it
issues government payments such as Social Security benefits, tax
refunds, and veterans’ benefits to the correct recipient at the prop-
er time. As the government’s financial manager, the FMS oversees
a daily cash flow of nearly $60 billion, disbursing 85 percent of
the federal government’s payments or nearly one billion payments
to over 100 million people, valued at nearly $1.5 trillion.

In fiscal year 2007, revenue from all
enforcement sources reached $59.2
billion, an increase of 21.5 percent
enforcement revenue over fiscal year
2006. IRS Examination and Collection
programs targeted contributors to the
tax gap; the IRS increased their audits of
high-income taxpayers by 29 percent.

IRS Helps Taxpayers Avoid
Phishing Schemes

Phishing is an attempt to criminally and
fraudulently acquire sensitive information
by masquerading as a trustworthy entity
in an electronic communication.Taxpayers
should be aware that the IRS does

not send unsolicited e-mail. The IRS
never asks taxpayers for PIN numbers

or passwords for credit card, bank, or
other financial accounts. Recipients

of questionable e-mail, that appears to
come from the IRS, should not open

any attachments or click on any links
contained in the e-mail; instead the e-mail
should be forwarded to phishing@irs.gov

Foreclosure Tax Relief Available

The IRS unveiled a special new section
on their website for people who have

lost their homes due to foreclosure. The
section includes a worksheet designed to
help borrowers determine whether any
of the foreclosure-related relief provisions
apply to them. In some cases, eligible
taxpayers may qualify to settle their tax
debt for less than the full amount due
using an offer-in-compromise. The IRS
urges struggling homeowners to consider
their options carefully before giving up
their homes through foreclosure.

Effectively Managed U.S. Governm
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Percentage of Treasury Payments and

Associated Information Made Electronically
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Percentage of Auction Results

Released in 2 Minutes +/- 30 Seconds
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Variance Between Estimated
and Actual Receipts

5.0%
|
3.8% 3.9%
] |
21%
| |
FY04 FY05 FY06 FYo7

Effectively Managed U.S. Government’s Finances
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Strategic Outcome
Government financing at the lowest
possible cost over time

The Department determines and executes the federal borrowing
strategy to meet the monetary needs of the government at the
lowest possible cost. The federal government finances its expen-
ditures in excess of tax receipts through the sale of debt obligations
at various maturities. The Treasury Department’s activities mini-
mize the interest paid on the national debt over time and enhance
market liquidity.

The BPD conducts the debt financing operations by issuing and
servicing Treasury securities. In fiscal year 2007, the BPD con-
ducted more than 200 auctions and issued more than $4 trillion
in marketable Treasury bills, notes, bonds, and Treasury Inflation-
Protected Securities, while providing retail investment services

to 50 million retail customers holding $278 billion in Treasury

securities.

Expeditiously releasing detailed auction information minimizes the
time bidders are exposed to the risk of adverse market movements,
encouraging more aggressive bidding, and enabling the federal
government to borrow at more favorable rates. In fiscal year 2007,
the BPD consistently met its performance goal of releasing securi-
ties auction results within two minutes, plus or minus 30 seconds.

Strategic Outcome
Effective cash management

The Department of the Treasury ensures that funds are available
on a daily basis to cover federal payments, maximize investment
earnings, and minimize borrowing costs through accurately fore-
casting receipts, outlays, and debt. Forecasting accuracy continued
to improve this year; the variance was 2.1 percent, as compared to
3.9 percent in fiscal year 2006.

Over the past several years, the Department explored new and
innovative ways to invest excess cash. The Treasury Department
invested $6.7 trillion in overnight and short-term investments
through the Term Investment Option (TIO) Program and the
Repurchase (Repo) Program. By reinvesting excess cash through
the TIO and the Repo, the Department earned an additional $33
million; these programs earn market rates of interest.
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Strategic Outcome
Accurate, timely, useful, transparent, and
accessible financial information

Cost Per Summary Debt Accounting Transaction

$15.00 - $12562
The Department, through FMS’s Government-wide Accounting [ ] $10.9
and Reporting Program, maintains the federal government’s books, $10.00 - - ss..sa
and accounts for its monetary assets and liabilities by operating,
and overseeing its accounting and reporting system. For the third $5.00
consecutive year, the FMS released the Financial Report of the
United States Government, 75 days after the close of the fiscal year. $o*- Y05 ! p— ! o7 '

This report presents a picture of government-wide finances and is

critical to a fully informed budget process.
Unit Cost to Manage $1 Million of Cash Flow

In addition, the FMS continues to improve its policies, proce-

$10.00 — $9.70

dures, information systems, and internal controls used to prepare -

the government-wide consolidated financial statements. During a $950 -
2006 audit, the Government Accountability Office (GAO) made
recommendations to the FMS regarding their internal controls; $8.50
with continued effort, the FMS has implemented 74 of the 143 s -

recommendations, and continues to resolve issues within their 800

. 2006 2007
authority. Year

STRATEGIC GOAL
U.S. AND WORLD ECONOMIES PERFORM
AT FULL ECONOMIC POTENTIAIL U.S. Gross Domestic Product Growth Rate

To achieve conditions that enable economies to perform at full 5r 4-.5%

economic potential, the Treasury Department encourages e€co- 4 3:%
3.0%

nomic growth through the development and implementation of al = ™
2/

Percent
| |

policies that effectively regulate banking and financial markets,

create pro-growth tax policies, and advocate free trade.

Strategic Outcome FYos Y05  FY06  FYO7
Strong U.S. economic competitiveness

Strong economic competitiveness is critical to robust economic U.S. Unemployment Rate

growth worldwide, continued investment in the United States,

51%
.. . . . u 4.6% 4.5%
facilitation of a prosperous financial infrastructure, a balanced = ]

. . . . 6 %
and job creation. The Treasury Department’s contribution to the Fa

macro economy, market efficiency, technological readiness, and

Percent

innovation are essential for keeping a sharp competitive edge.
While drawing a direct connection between the Department’s

actions and economic indicators is difficult, policymakers aid in

FYo4 FY05 FY06 FYo07

U.S. and World Economies Perform
at Full Economic Potential
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creating an environment conducive to strong economic growth

and a healthy labor market.

For fiscal year 2007, real Gross Domestic Product (GDP), the
broadest measure of the economy’s performance, expanded by

an estimated 2.4 percent. Real GDP growth fell short of the
Administration’s estimate of the economy’s potential growth rate
of 3.1 percent. Even so, the economy created 1.6 million jobs and
the unemployment rate averaged a low 4.5 percent. A healthy,

growing economy and strong labor market create economic

opportunity.

The TTB contributes to economic growth by through its permit-
ting and labeling processes, and international trade program.
Permitting and labeling helps safeguard the consumer by protect-
ing them from fraud and deception, and by promoting market and
product integrity. The TTB accomplishes this by requiring pro-
ducers to submit certificate of label approval applications, which
have increased 30 percent over the last four years.

The TTB’s International Trade Program helps keep the U.S.
economy strong by facilitating import and export trade in alcohol
and tobacco products. As an example, the program assists in ensur-
ing tequila exports, valued at $400 million per year, continue from
Mexico to the United States without interruption.

The Community Development Financial Institutions (CDFI)
Fund’s Program awardees and New Markets Tax Credit allocatees
create jobs, in economically distressed communities, by lending

to and investing in business and real estate projects. In fiscal year
2007, the CDFI Fund reported 35,022 jobs created or maintained

by awardees and allocatees.

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 inidatives, the
CDFI Fund provides monetary awards and training aimed at
increasing the number and capacity of existing or new CDFI’s
serving Native Communities. In fiscal year 2007, the CDFI Fund
issued $3.6 million in Native Initiative Awards to 19 CDFIs,
resulting in a growth of 35 percent of native CDFI Awardees’
assets; in fiscal year 2006, $4.3 million was awarded to 23 CDFIs.
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Strategic Outcome
Competitive capital markets

U.S. capital markets make a vital contribution to the nation’s
wealth and prosperity by directing investments toward innovation,
promoting economic growth, and ensuring that the allocation

of resources are directed toward the most efficient use. Capital
markets give U.S. citizens the confidence to invest, earn higher
returns on savings, and reduce the cost of borrowing. The chal-
lenge facing U.S. regulators today is preserving the public interest
while preventing excessive regulatory burden on financial markets

and institutions.

In fiscal year 2007, in an effort to encourage a responsible and
measured approach, the Department launched a study of the
regulatory framework for securities, banking, and insurance. In
addition, a three part plan was announced to encourage competi-
tive capital markets, and draw on recent trends, such as globaliza-
tion, to leverage competitiveness and increase the benefit to the

economy.

Strategic Outcome
Free trade and investment

Foreign investment in the U.S. strengthens the economy, improves
productivity, creates good jobs, spurs healthy competition, and

is vital for a robust and sustainable economy. Foreign-owned
companies directly provide jobs to over five million workers, and
indirectly provide an additional five million jobs, due to foreign-
owned subsidiaries procuring about 80 percent of their inputs
from the U.S. markets.. In fiscal year 2007, these companies
produced about 6 percent of U.S. output, provided 10 percent of
U.S. total capital investment, 13 percent of research and develop-
ment, and 20 percent of exports.

The Treasury Department participates in the negotiation and the
implementation of international agreements to remove trade and
investment barriers, stimulate domestic and global growth, and
allow for increased employment opportunities for Americans.

The U.S. seeks strong commitments from its trading partners to
ensure those markets are open to U.S. exporters and investors.
Once implemented, these agreements serve as a core element for a
trading partner’s economic infrastructure, enhancing international

economic and financial stability. In fiscal year 2007, 10 trade and
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Competitive Capital Markets

The U.S. capital markets are the most
efficient and transparent in the world.
Leading the world in mergers and
acquisitions advice, venture capital,
private equity, hedge funds, derivatives,
securitization skills, and exchange traded
funds. With this expertise, U.S. financial
institutions have contributed greatly to
economic success throughout the world.
The Treasury Department’s efforts to
enhance U.S. market competitiveness
include pursuing a modernized regulatory
structure, encouraging the development
and adoption of industry best practices
for asset managers and investors in
hedge funds, Modernizing the Treasury
Department’s Cash Management and
Debt Management, completing Basel
II'rulemaking, empowering all investors
through financial education, and
encourage international investment.

Number of FTA and BIT Negotiations

Underway or Completed
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CAFTA-DR

The Central America-Dominican Republic-
United States Free Trade Agreement
(CAFTA-DR) includes seven signatories:

1. United States (2006)

. EI' Salvador (2006)

. Guatemala (2006)

. Honduras (2006)

. Nicaragua (2006)

. Dominican Republic (2007)
. Costa Rica (2007)

N OO AW N

The U.S. Congress approved the CAFTA-
DR in July 2005 and the President
signed the implementation legislation

on August 2, 2005. Costa Rica was the
last country to approve the agreement,
resulting in a national referendum

being passed on October 8, 2007. U.S.
exports to the CAFTA-DR countries
increased by 16 percent, based on

the most recent data available.

U.S. and World Economies Perform
at Full Economic Potential
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The Paris Club

The first meeting of the Paris Club, a
voluntary informal organization, was in
1956 when Argentina agreed to meet

its public creditors in Paris, France.

The objective of the Paris Club is to find
manageable solutions for debtor nations
that have payment difficulties. Club
creditors agree to provide a country with
debt relief under certain conditions. The
Paris Club has reached 400 agreements
regarding 84 debtor countries since its
inception. The total amount of debt
covered $505 billion since 1983.

To qualify for the MDRI, countries must
complete the HIPC initiative, or with
respect to the IMF have a per capita
income below US$380 and outstanding
debt to the IMF. In addition to these
standards the IMF Executive Board added
that eligible countries must be current
on their obligations to the Fund, and
demonstrate satisfactory performance in
macroeconomic policies, implementation
of a poverty reduction strategy, and
public expenditure management. At

the close of fiscal year 2007, twenty-
two countries had completed the HIPC
initiative and received MDRI debt relief
from the MDBs and IMF. Two non-HIPC
countries were eligible and benefited
from the MDRI relief from the IMF.

U.S. and World Economies Perform
at Full Economic Potential
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investment negotiations were either concluded or underway; an increase of

approximately 43 percent over the performance target.

In fiscal year 2007, the U.S. concluded FTA negotiations with Korea. Once
approved by Congress and fully implemented, the Korea FTA will end tariffs
on more than $78 billion of trade between the United States and Korea. With
Costa-Rica’s approval, the CAFTA-DR has been approved by all partner coun-
tries. Once this agreement is executed, this FTA will end most tariffs on more
than $32 billion of two-way trade between the U.S. and the CAFTA-DR coun-
tries. In addition, the Panama FTA was signed in June 2007. This agreement
will provide new opportunities to U.S. workers, manufacturers, and service
providers, as well as expand markets for U.S. farmers and ranchers; another
building block in the Department’s efforts to create a Western Hemisphere free

trade area.

The Department of the Treasury supports trade liberalization and budget disci-
pline through its role in negotiating, implementing, and policing international
agreements to reduce official export subsidies. By negotiating agreements, the
Treasury Department drastically reduced the subsidies that other governments
can provide when financing national exports. The volume of this financing
activity is approximately $70 billion annually. These agreements open markets
and level the playing field for U.S. exporters, and save U.S. taxpayers about
$800 million each year.

Strategic Outcome
Prevented or mitigated financial and economic crises

It is essential to prevent financial and economic crises, and diminish its impact.
By promoting sound pro-growth policies, the Department of the Treasury aids
in the retention of the benefits of economic progress, reducing poverty, main-
taining political stability, and avoiding expensive intervention.

In fiscal year 2007, the Department’s Office of International Debt Policy
(IDD) worked to implement major initiatives that are providing massive debt
reduction to heavily indebted poor countries committed to economic reform
and poverty reduction. Through the Heavily Indebted Poor Countries (HIPC)
Initiative, the Multilateral Debt Relief Initiative (MDRI), and the 2007 agree-
ment for additional debt relief from the Inter-American Development Bank,
more than $86 billion has been agreed to in debt relief for 22 countries.

In fiscal year 2007, the Department of the Treasury promoted sustainable
economic growth, and supported the global war on terror by advancing debt
reduction for Iraq and Afghanistan. The IDD spearheaded Afghanistan’s entry
into the HIPC Initiative, to reduce its debts by over 92 percent, more than $11
billion. In addition, the IDD continued to provide support for Iraq’s efforts
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to obtain debt relief from additional creditors, implementing the
2004 Paris Club, which was designed to bring debt down to a
manageable level. Debt restructuring bolsters economic develop-
ment and reduces dependency on the U.S. and international

community.

The Department of the Treasury, through the OCC and OTS, is
the primary regulator and supervisor of national banks, savings
associations, and savings and loan holding companies.

During fiscal year 2007, the Department of the Treasury,
Department of Housing and Urban Development (HUD), and
others in the Administration carefully focused on evaluating the
challenges faced by individuals in the subprime market. The
Treasury Department and HUD took several actions to provide
assistance to homeowners, including the pursuit of legislation
modernizing the Federal Housing Administration. Due to the
threat of increased foreclosures, temporary changes were proposed
to the federal tax code provision that currently considers cancelled
mortgage debt on primary residences as taxable income.

The OCC and the OTS worked with other federal banking
regulators to issue guidance on subprime mortgage lending and
non-traditional mortgage products. This guidance articulates con-
sumer protection standards to ensure borrowers obtain loans they
can afford to repay. Additionally, the agencies worked with the
Conference of State Bank Supervisors and American Association
of Residential Mortgage Regulators to encourage individual states
to adopt the guidelines for mortgage brokers under their supervi-
sion. The agencies also encouraged financial institutions to work
with residential borrowers that are unable to meet their contractual
home loan obligations.

Financing the ownership of homes has been a focus of thrift
institutions throughout their history. Thrifts currently hold over
$1 trillion in housing-related loans and securities. In addition,
the thrift charter is used extensively by some thrifts to make small

business, consumer retail, and commercial real estate loans.

Adequate capital absorbs losses, promotes public confidence,

and provides protection to depositors and the FDIC insurance
funds. It also provides a financial cushion that allows a thrift
institution to continue operating during periods of loss or other
adverse conditions. As of June 2007, the OTS supervised 836
thrift institutions with assets totaling $1.5 trillion, and 472 hold-
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www.helpwithmybank.gov

The OCC recently launched
helpwithmybank.gov, a new website
dedicated to providing answers to
common questions and assistance to
national bank customers. The website
presents information with straightforward,
easy-to-use terms in a simple question-
and-answer format. Topics include credit
cards, interest rates, check cashing, late
payments, mortgages, and many others.
The site also provides guidance on how to
determine if a bank is a national bank or
operating subsidiary and who to contact if
the bank is not. The OCC hopes to work
with other financial regulators to expand
this effort to support all bank customers.

Thrifts that are Well Capitalized
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National Banks that are Well Capitalized
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Capital Markets

Citigroup Inc., Bank of America Corp.
and JPMorgan Chase & Co. have agreed
to create a rescue fund to buy distressed
debt from markets affected during the
fiscal year 2007 financial crises. The
fund has the potential to reach $100
billion to bail out troubled global credit
markets. The joint effort is the result

of more than a month of discussions
with the Treasury Department with the
intention of increasing confidence in the
market for mortgage-backed securities
while avoiding a government bailout.

Percentage of National Banks with
Composite CAMELS Rating 1 or 2
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CAMELS is an interagency bank and thrift-
rating system used b U.S. supervisory
authorities to rate financial institutions.
The rating is based on six factors, which
make up the acronym, Capital adequacy,
Asset quality, Management, Earnings,
Liquidity, and Sensitivity to market risk.
Banks are assigned a rating on a scale
of one to five, with one being the best. A
composite rating Of “1” or “2” generally
is considered to be a high-quality or
satisfactory institution, while banks with a
rating of “3”, “4”, or “5” are considered
to be less-than-satisfactory. This system
allows supervisory authority to identify
the banks that are in need of attention.

Percentage of Thrifts with
Composite CAMELS Rating 1 or 2
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ing company enterprises with U.S. domiciled consolidated assets
of approximately $8.5 trillion; 93 percent of the regulated thrifts
achieved an overall composite CAMELS rating of 1 or 2, with 99
percent well-capitalized. The OCC supervised 1,755 institutions
with national bank charters and 49 federal branches with assets
totaling approximately $7.2 wrillion. Relative to their risk, 99 per-
cent of all national banks were well-capitalized, and 96 percent of
national banks earned the highest composite CAMEL rating of 1
or 2 under the standard method of evaluating a bank’s operations.

Strategic Outcome
Decreased gap in global standard of living

Sustained strong economic growth creates opportunities, improves
quality of life, and reduces poverty.

The Department’s Office of Multilateral Development Banks
(MDBs) advances the United States’ development agenda of pro-
moting economic growth, and reducing poverty through its over-
sight and participation in global and regional MDBs. To decrease
the gap in global standards of living, the Department initiated a
number of reforms to increase the effectiveness of the development

assistance provided by the MDBs.

The Multilateral Debt Relief Initiative (MDRI), a landmark effort
agreed to in 2005, will cancel 100 percent of debt owed to the
World Bank’s International Development Association, the African
Development Fund, and the International Monetary Fund (IMF)
by the world’s poorest and most heavily indebted countries. In fis-
cal year 2007, through U.S. efforts, a similar landmark debt relief
initiative, the Fund for Special Operations at the Inter-American
Development Bank, was approved. With the support of this ini-
tiative, the MDBs have increased new resources to debt-vulnerable
countries in the form of grants - not loans - which is integral to
ending the lend-and-forgive cycle. For two consecutive years,
nearly $2.7 billion in grant funding has been provided to the
poorest and most debt vulnerable countries by the concessional
arms of the World Bank, the African Development Bank, and the
Asian Development Bank. With the adoption of debt sustainabil-
ity frameworks at the MDBs, assistance to the poorest and most
debt distressed countries will be solely through grants.

In July 2007, the U.S. Treasury Department and the International
Finance Corporation (IFC) launched the Latin America and

U.S. and World Economies Perform

at Full Economic Potential
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Caribbean (LAC) Infrastructure Development Program of the
Americas to help drive private sector investment in this region.
The $17.5 million program, managed by the IFC, aids in identify-
ing sustainable infrastructure projects suitable for private partici-
pation, makes information publicly available, provides advisory
support, and organizes the public tendering process. The program
also assists in improving regulatory frameworks on private sector
participation in LAC countries. In its first four years, the program
is estimated to mobilize as much as $1 billion in new investments

and $400 million in fiscal savings for local governments.

Strategic Outcome
Commerce enabled through safe,
secure U.S. notes and coins

Trust and confidence are vital to the continued global acceptance
of U.S. currency, and to protect the global user from counterfeit-
ing schemes, U.S. currency is redesigned and manufactured. The
Department reliably provides safe, secure, cost-efficient, high
quality U.S. notes, security documents, and coins that are readily
accepted by all currency users and customers, which facilitates
seamless and stable commerce. In addition, the Department of

the Treasury secures the nation’s gold and silver reserves.

The Bureau of Engraving and Printing (BEP) designs next genera-
tion currency to guard against counterfeiting, and manufactures
the nation’s paper currency. In fiscal year 2007, the BEP main-
tained its position as a world-class securities printer providing its
customers with superior products through excellence in manu-
facturing and technological innovation. The BEP continued to
produce U.S. currency at the highest quality while incorporating
state-of-the-art counterfeit-deterrent features. In fiscal year 2007,
the BEP delivered 9.1 billion paper currency notes, meeting the
Federal Reserve’s exacting quality standards of 100 percent defect
free, while under running their budget by $32 million.

In fiscal year 2007, the BEP met its performance target for costs
per 1,000 notes produced. Manufacturing costs increased from
$27.49, in 2006, to $28.71, in 2007, due to changes in the
production program and the production of higher cost denomina-
tions, but were still below target. Security costs were favorable at
$5.92 per thousand notes produced against a performance target
of $6.00 per thousand notes delivered.
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Improved IMF Effectiveness and Quality
Through Periodic Review of IMF Programs
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The United States Mint manufactures circulating coinage and
popular numismatic products. In fiscal year 2007, the Mint suc-
cessfully launched the first three circulating Presidential $1 coins.
The Presidential $1 Coin Act of 2005, created this educational
program to honor the presidents, in chronological order by term
in office, with four different designs being released each year. In
Costs per Thousand Coin Equivalents addition, the Mint issued the first three First Spouse gold coins

honoring the spouses of each of the presidents.

$8.00~  $7.93
(]
Rising metal prices continue to have an impact on production
37:5 cost. For the second consecutive year, the penny and the nickel
$7.50 [ . K
L) cost more to produce than their face value; the Department is
$7.42 $1.23 . . . . .
- exploring alternative materials in an effort to overcome production
6200 . . . challenges.
: FYos FY05 FY06 FY07

In fiscal year 2007, the Mint had revenue and other financing
sources of $2,635 billion for circulating and numismatic coin

products, an increase of 13 percent over fiscal year 2006. As a
result of operations, $825 million was returned to the Treasury

General Fund, as compared to $750 million in fiscal year 2006, an
The United States Mint H.I.P. Pocket
Change web site was launched in

July 1999. H.LP. Pocket Change is a primarily to the introduction of the Presidential $1 Coins.
fun educational tool for students and

teachers that generate interest in coins,

the United States Mint, and U.S. history.

Check it out at: www.usmint.gov/kids/ STRATEGIC GOAL
PREVENTED TERRORISM AND PROMOTED THE
NATION’S SECURITY THROUGH STRENGTHENED
INTERNATIONAL FINANCIAL SYSTEMS

increase of 10 percent. This increase in operating results was due

While promoting financial and economic growth at home

Order Fulfillment and abroad, the Treasury Department performs an important,

100 unique, and growing role in protecting national security. The
o8% Department’s sanctions, regulatory law enforcement, and intel-
. B - ligence authorities, provide powerful tools for the United States to
S ol - apply pressure against threats to national security, and safeguard
& 94% u the international financial and economic systems,keeping them
i " free and open to legitimate users.
92
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Strategic Outcome

Removed or reduced threats to national security from terrorism,
proliferation of weapons of mass destruction, drug trafficking,
and other criminal activity on the part of rogue regimes,
individuals, and their financial and other support networks

Since 2001 and the inception of an Executive Order, 483 individuals and
entities were designated by the U.S. Government as terrorists, their finan-
ciers, or facilitators. In fiscal year 2007, three Libyan individuals, members
of both al-Q2’ida and the Libyan Islamic Fighting Group, were designated
for executing various activities from recruitment, to military training, to

procurement of explosive components.

The Department in cooperation with the State Department, continued to
target proliferators of WMD and their supporters, freezing their U.S. assets,
and prohibiting U.S. individuals from doing business with them. The
Department designated Bank Sepah, the fifth-largest Iranian state-owned
financial institution, for providing extensive financial services to Iranian enti-
ties responsible for developing missiles capable of carrying WMD. Bank
Sepah’s isolation has potentially made it more difficult for Iran to facilitate
some of its missile proliferation-related activities.

The OFAC’s Specially Designated Narcotics Traffickers Program continued
to see significant activity in fiscal year 2007, targeting additional leaders of
Colombia’s North Valle cartel and their financial networks, including 30
individuals in Colombia, and 42 front companies. In fiscal year 2007, the
OFAC targeted Medellin-based narcotics trafficker Fabio Enrique Ochoa
Vasco for designation, along with his extensive criminal and financial net-
work of 65 individuals and 45 companies. In addition, after targeting two
leaders of Colombia’s Cali Cartel, Miguel and Gilberto Rodriguez Orejuela,
their front man, Fernando Gutierrez Cancino, pled guilty to money launder-
ing charges and agreed to forfeit his right, title, and interest in all business
entities. These entities are part of the 246 front companies that were desig-
nated over the past 11 years, and under at least 12 OFAC actions targeting
Colombian drug cartels.

The TFI engages in outreach and education to advance the Department’s
unique security mission. The Terrorist Financing and Financial Crimes
(TFFC) initiated a series of private sector Anti-Money Laundering/
Combating Financing of Terrorism (AML/CFT) dialogues, linking the U.S.
banking sector with those from the Middle East/North Africa and Latin
American regions. These dialogues raise awareness of terrorist financing and
money laundering risks, facilitate a better understanding of effective practices
and programs to combat the risks, and strengthen implementation of effec-
tive AML/CFT controls.
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The Department of the Treasury
participated in the U.S. Government
interagency working group that published
the 2007 National Money Laundering
Strategy. This strategy built on a solid
foundation of successful initiatives

and programs introduced in previous
strategies. As globalization opens borders
to travel and trade, and global payments
and clearing systems evolve, new money
laundering opportunities are created and
exploited, the strategy addressed these
emerging money laundering trends.

TFFC spearheads a Muslim-American
outreach initiative, which included
planning the U.S. Treasury Department’s
annual iftaar dinner, a traditional meal
to break the daily fast during the Muslim
holy month of Ramadan. The dinner is
held to honor Muslim-Americans and

to thank them for their contributions to
the U.S. economy and community as a
whole. Through this initiative and other
outreach programs, the Department

is constructively engaging Muslims in
order to create a better environment for
partnerships on a range of Treasury issues
with the Muslim-American community.

The Treasury Department Intelligence
Operations Center has become a fully-
functional 24 hour/ 7 days-a-week
operation, providing timely, relevant,
and accurate intelligence to support:
e Treasury’s participation in the
NSC policymaking process
e Policymaker’s engagement with
counterparts abroad, including
normalizing the sharing of economic
and financial intelligence
e |dentification and dissemination of
high-priority intelligence to senior
Treasury decision-makers

Prevented Terrorism and Promoted the Nation’s Security

ned International Financial Systems
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Strategic Outcome
Safer and more transparent U.S. and
international financial systems

Confidence in the integrity of the U.S. and international financial
systems fosters economic growth, and improves national security.

Transparency in the financial sector denies terrorists, drug traffick-
ers, WMD proliferators, and other criminals the ability to conceal
their illicit activities. The U.S. national security is enhanced when

financial systems are safeguarded from criminal abuse.

To improve the consistency of the application of BSA rules regu-
lating financial institutions, the FinCEN’s regulatory policy efforts
focus on efficient and effective administration of the BSA. This

is achieved through briefings to increase understanding of how
the BSA’s regulatory requirements generate information for law
enforcement. The FinCEN requires that financial institutions cre-
ate policies, procedures, and systems to make the financial system
transparent and protect it from becoming a conduit for financial
crime. In fiscal year 2007, the FinCEN published amended BSA
regulations, including special measures against Banco Delta Asia,
and its subsidiaries, casino recordkeeping and reporting require-
ments, and guidance for certain foreign accounts under the anti-
money laundering program/special due diligence rules.

In addition, the FinCEN published guidance to improve consis-
tency in the interpretation and application of BSA regulations, and
advance the understanding of regulatory expectations, including a
report on the risk of money laundering related to the Shell com-
panies and information on compliance requirements for reporting

suspicious transaction reporting at mutual funds.

STRATEGIC GOAL
MANAGEMENT AND
ORGANIZATIONAL EXCELLENCE

The Department of the Treasury strives to maintain public trust
and confidence in U.S. and international economic and financial
systems, through exemplary leadership, best-in-class processes, and
a culture of excellence, integrity, and teamwork. The Treasury
Department realizes its strategic goals by building a strong institu-
tion that is citizen-centered, results-oriented, and efficient, while
actively promoting innovation. The Department works to imple-
ment initiatives and programs that benefit the American people.
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Strategic Outcome
A citizen-centered, results-oriented and
strategically aligned organization

The Treasury Department ensures that taxpayers receive the most
efficient and effective use of their tax dollars by building a strong
institution that is dedicated to serving the public interest and
focused on delivering results.

In fiscal year 2007, the Department of the Treasury released its
Strategic Plan for Fiscal Years 2007-2012. This plan was devel-
oped collaboratively with employees and senior management, and
was tested and refined against a changing global environment.
Additionally, the Department went beyond linking performance to
the budget, and established an Integrated Management System to

monitor continuous improvement and make changes as necessary.

Through an established strategic framework, the Department will
use performance planning and budgeting to determine funding
that will achieve intended results. Performance measures with
long-term and annual targets will be used and funding will be tied
to the level of performance that needs to be achieved. As part of
the management process, a number of options can be executed to

improve value for stakeholders.

President’s Management Agenda (PMA): The Department of the
Treasury is enabled through the principles of the PMA. The PMA
is designed to improve management practices across the federal
government and transform it into a results-oriented, efficient, and
citizen-centered enterprise. Executing the PMA involves lowering
the cost of doing business through competition, strengthening the
Department’s workforce, improving financial performance, increas-
ing the use of information technology and e-government capabili-
ties, and integrating budget decisions with performance data.

In fiscal year 2007, the Department continued to be successful in
the Human Capital initiative; for the Performance Improvement,
Competitive Sourcing, Financial Performance, and E-Government
initiatives each had mixed results during the year; while the
Improper Payments initiative remained unchanged. In its first
year as a PMA initiative, the Credit Management initiative was
rated with mixed results.

Protecting Citizens’ Personally
Identifiable Information
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Safeguarding personally identifiable
information and preventing its breach
is essential to ensuring the Department
retains the trust of the American
public. The Treasury Department has
initiated a policy to encrypt all data on
mobile computers and devices. To
date, the Department has encrypted
100 percent of its laptop computers.
Additionally, the Department of the
Treasury is actively engaged in activities
to oversee its compliance with privacy
protection requirements and the
breach of personal information.

Selected Federal Human
Capital Survey Questions

FHCS - Recommend My Organization as a Good Place to Work
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Management and Organizational Excellence
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FHCS - Employees are Rewarded for Providing
High Quality Products and Services to Customers
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FHCS - In My Organization, Leaders Generate High Levels
of Motivation and Commitment in the Workforce
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President’s Managemet Agenda

itiative | . Status FY 2007 Progress
niatve I I A O T I
Human Capital Y Y G
Co}ﬁﬁetitivesﬁﬁf[;ing. Y . G . : 0 :

Finarnrcrial Perfoﬁﬁéﬁcet 0 . 0 . . @ . G . e .
E—Govefﬁﬁ{ent. 0 . o . . 0 . e . 0 .
Performance Improvement : N/A Y Y Y e G 0 @
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CreditManagement | N/A  N/A - N/A - Y N/A | (G ) 7 (G ) 7 (G )

@ Greenfor Success Y Yellow for Mixed Results @) Red for Unsatisfactory

Strategic Outcome
Exceptional accountability and transparency

Good management begins with accountability and responsibil-

ity for the people, property, and money that the Department
manages. Internal control is a key tool to fulfill the Treasury
Department’s obligations to the American people. It serves as

the first line of defense in safeguarding assets and preventing and
detecting errors and fraud. The Treasury Department continues to
strengthen and improve the execution of its mission through the
application of sound internal controls over financial reporting,.

In fiscal year 2007, testing and assessments were completed
Department-wide. No new macterial weaknesses were found
through the assessment of financial reporting under A-123,
Appendix A; however, the IRS continues to address issues related

to the revenue accounting system, one of its material weaknesses.

The OIG auditors conduct financial, performance, and infor-
mation technology audits within the Treasury Department.
These audits are intended to save taxpayer dollars, improve the
Department’s effectiveness and efficiency, and help prevent waste
and detect fraud and abuse in Department programs and opera-
tions. During fiscal year 2007, the OIG completed 64 audit
products and referred 188 cases for criminal, civil, or administra-

tive action.

The TIGTA’s audit and investigative services promote and protect
the fair administration of the internal revenue laws, and their
oversight is essential to the efficiency and equity of the federal
tax administration system. In addition, the TIGTA’s offices assist
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in maintaining taxpayers confidence in the federal tax system by
ensuring that the IRS is managed fairly and effectively, and viola-
tors of the public’s trust are detected and appropriately sanctioned.

In fiscal year 2007, the TIGTA issued 180 audit reports; one spe-
cifically addressing whether the proper amounts of Social Security
and Medicare taxes are being collected for tips and wages reported
on Social Security and Medicare Tax on Unreported Tip Income
Form. It is estimated that an additional $108 million in Social
Security and Medicare taxes each year could be assessed.

The IRS’s ability to deliver taxpayer service, enforce tax laws effec-
tively, and collect the proper amount of taxes can be undermined
by employee misconduct; over 50 percent of current investigations
involve alleged employee misconduct. The TIGTA's investiga-
tions of employee misconduct include extortion, theft, taxpayer
abuse, false statements, financial fraud, and unauthorized access to
confidential taxpayer records. In fiscal year 2007, approximately
81 percent of the 3,597 closed investigations generated positive
results, including 1,663 cases of employee misconduct referred for
action and 206 cases accepted for criminal prosecution. In addi-
tion, the TIGTA opened 521 new unauthorized access cases and
closed 621 cases, 594 of which resulted in personnel action against
IRS employees.
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PERFORMANCE SCORECARD

The following scorecard indicates the fiscal year 2007 results for a selection of key Treasury Department

measures. For a complete list of official performance measures refer to Appendix A.

Performance Measure FY2007 | FY2007  Target Y2008
Planned : Actual :  Planned
Financial . . .
Percentage of voluntary compliance in filing tax payments timely and 74.0%  750% Y | 75.0%
accurately (in terms of number of compliant industry members)
Percentage of voluntary compliance in filing tax payments timely and accu- 86.0% 86.37% Y 87.0%
rately (in terms of revenue) : : :
Percentage of total tax receipts collected electronically ©98.0%  98.0% Y  98.0%
Percentage collected electronically of total dollar amount of Federal 80.0% 79.0% A N A 80.0%
Government Receipts :
Unit cost to process a federal revenue collection transaction i $1.33 Est $1.19 Y $1.30
Amount of delinquent debt collected per $1 spent $36.50 Est $42.09 Y $36.75
Amount of delinquent debt collected through all available tools (in Billion $) : $3.20 ‘ $3.76 Y $3.30
Percentage of delinquent debt referred to FMS for collection compared to 94.0% 100.0% Y 95.0%
amount eligible for referral : d
Percentage of Government-wide accounting reports issued accurately ©100.0% 100.0% Y 100.0%
Percentage of Government-wide accounting reports issued timely 100.0% 100.0% Y 100.0%
Cost per summary debt accounting transaction : $10.98 : Est $8.93 Y $10.88
Variance between estimated and actual receipts 5.0% 2.1% Y 1 5.0%
Cost per debt financing operation ] $228,409 : Est $216,801 : Y : $249,679
Percent of auction results released in 2 minutes +/- 30 seconds 95.0% 99.1% S Y 95.0%
Cost per TreasuryDirect assisted transaction ] $6.16 7 Est $6.03 Y $7.05
Cost per TreasuryDirect online transaction $2.96 Est $2.79 Y $2.44
Percentage of retail customer service transactions completed within 12 90.0% ? 99.43% Y 90.0%
business days
Percentage of Treasury Payments and associated information made 78.0% 78.0% Y 79.0%
electronically :
Percentage of Paper Check and Electronic Funds Transfer Payments made 100.0% ? 100.0% ? Y ? 100.0%
accurately and on-time
Unit Cost for Federal Government Payments $0.39 Est $0.38 Y $0.38
Field collection embedded quality ] 86.0% 7 84.0% N 86.0%
Timeliness of critical other tax products to the public 79.6% 84.0% Y 86.0%
Timeliness of critical filing season tax products to the public : 85.2% : 83.5% N 86.0%
Taxpayer self assistance rate 48.6% 49.5% Y 51.5%
Automated collection system accuracy ] 91.0% : 92.9% Y 92.0%
Percent individual returns processed electronically 57.0% 57.1% Y 61.8%
Percent of business returns processed electronically ] 19.5% 7 19.1% N 20.8%
Customer accuracy — Accounts (Phones) 93.3% 93.4% Y 1 93.5%
Customer accuracy - Tax law phones . 91.0% : 91.2% : Y : 91.0%
Table continued on next page »

Performance Score
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Performance Measure 2 2007 :  FY2008
Planned Actual : Planned
Customer contacts resolved per staff year 7,702 7,648 : N : 8,000
Customer Service Representative (CSR) Level of Service : 82.0% 7 82.1% Y 82.0%
b s - Tdbirdtoell () 992%  99.1% N 99.2%
Examination coverage-Individual ] 1.0% 7 1.0% Y 1.0%
Examination coverage-Business 8.2% 7.2% N 6.8%
Field exam embedded quality ? 87.0% 7 85.9% N 87.0%
Examination quality - (LMSB) Industry 88.0% 87.0% N 90.0%
Examination quality — (LMSB) Coordinated industry ] 97.0% 7 96.0% N 97.0%
Office exam embedded quality 89.0% 89.4% Y 89.4%
Automated Underreporter Efficiency : 1,932 : 1,956 Y 1,808
Automated Underreporter Coverage 2.5% 2.5% Y 2.7%
Examination efficiency — Individual : 136 : 137 Y 136
Collection efficiency — units 1,723 1,828 Y 1,751
Collection coverage — units . 54.0% 7 54.0% Y 54.0%
Economic
Improve International Monetary Fund (IMF) effectiveness and quality through 90.0% 100% Y 90.0%
periodic reviews of IMF programs
Rehabilitated problem national banks as a percentage of the problem nation- 40.0% 52.0% Y 40.0%
al banks one year ago (CAMELS 3, 4, or 5) :
Percentage of national banks that are categorized as well-capitalized 95.0%  99.0% Y 95.0%
Percent of thrifts with composite CAMELS ratings of 1 or 2 90.0% 93.0% Y 90.0%
Percent of thrifts that are well-capitalized ] 95.0% : 99.0% Y 95.0%
Percentage of grant and loan proposals containing satisfactory frameworks 90.0% 92.0% Y 90.0%
for results measurement f
Number of new Free Trade Agreement negotiations and Bilateral Investment 7 : 10 Y | Discontinued
Treaty negotiations underway or completed
Number of full-time equivalent jobs created or maintained in underserved 34,009 35,022 Y 28,676
communities by businesses financed by CDFI Program Awardees and New f f f
Markets Tax Credit NMTC) Allocatees g : : :
Dollars of private and non-CDFI Fund investments that CDFIs are able to $861.00 ? $778.00 ? N ? $643.00
leverage because of their CDFI Fund Financial Assistance. (in millions)
Administrative costs per Financial Assistance application processed ©$6,920 Est $7,180 N $6,920
Percent of Electronically filed Certificate of Label Applications : 47.0% = 51.0% Y 48.0%
Unit Cost to process a Wine Certificate of Label Approval Baseline $34.00 Y $34.00
Manufacturing costs for currency (dollar cost per thousand notes produced) ] $32.50 7 $28.71 7 Y 7 $33.00
Percent of currency notes delivered to the Federal Reserve that meet cus- 99.9% 100.0% Y 99.9%
tomer quality requirements :
Cost per 1,000 coin equivalents ] $7.27 7 $7.23 Y $7.15
Oiler ATl 960%  98.0% Y | 96.0%
Currency shipment discrepancies per million notes ] 0.01% : 0.01% : Y : 0.01%
Percentage of national banks with composite CAMELS rating 1 or 2 90.0% 96.0% Y 90.0%
Table continued on next page »

Performance Scorecard
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FY 2007 : FY 2007 FY 2008

Performance Measure

Planned Actual g :  Planned
Security
Average time to process enforcement matters (Years) 1.0 1.1 N 1.0
Number of federal and state regulatory agencies with which FinCEN has 50 : 50 : Y : 52
concluded memoranda of understanding information sharing agreements : : : :
Percentage of customers finding FinCEN’s analytic reports highly valuable Baseline 82.0% Y 79.0%
Percentage of customers satisfied with the BSA Direct E-filing . 90.0% 7 94.0% 7 Y 7 90.0%
Management
Number of open material weakness (significant management problems ‘ 1 : 0 N 1

identified by GAO, the IGs and/or the Bureaus) (President’s Management
Agenda) Targeted for Closure in fiscal year 2007

Complete investigations of EEO complaints within 180 days 50.0% 51.6% Y 50.0%
Operating Expenses as a Percentage of Revenue — Consolidated/Integrated 12.0% ? 4.3% : Y : 12.0%
Administrative Management

Operating Expenses as Percent of Revenue — Financial Management Support 12.0% 15.1% N 12.0%
Services : :

Percent of statutory audits completed by the required date ] 100.0% 7 100.0% Y 100.0%
Percentage of audit products delivered when promised to stakeholders Baseline 68.0% Y 60.0%
Percentage of recommendations made that have been implemented ] Baseline 7 90.0% Y 80.0%
Percentage of results from investigative activities 73.0% 81.0% Y 76.0%

KEY: Some measures have estimates for their actual fiscal year data — due to information not available at the time of publication
of this document.

Scorecard Shortfalls

The information below explains the shortfalls for key performance measures shown above that did not
achieve the target level of performance. The Appendix A shows the full suite of performance measures, data,

and shortfalls.

In fiscal year 2007, the FinCEN experienced a slight increase in the average processing time of cases by 21
days; this increase in processing time resulted in just missing the target of 1.0 years average time to process
cases. The additional time taken for processing was the result of joint investigations with other enforcement
agencies. In the future, the FinCEN will consider the appropriate amount of time needed for joint enforce-
ment actions when establishing their target for this performance measure.

The IRS was within one percent of meeting its performance target for the measure “Refund Timeliness-
Individual.” Delays that caused this shortfall were attributed to the increase in the number of Individual
Taxpayer Identification Number applications, verification of required documentation that is often submitted
in foreign languages, and the Individual Taxpayer Identification Number system caused instabilities by mal-
functioning during peak processing season.

For fiscal year 2007, the actual data for the performance measure “Field Examination Embedded Quality”
was 85.9 percent, missing its target by 1.1 percentage points. The target predicted a 10 percent improve-
ment factor for weak quality attributes, however this did not occur. After not meeting its target, the IRS
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planned actions to improve its quality score by studying the consistency between the Embedded Quality
Review and the National Quality Review Systems’ processes.

For fiscal year 2007, the FMS set its target at 80 percent for the performance measure “Percentage collected
electronically of total dollar amount of federal government receipts.” Results indicated that the FMS missed
the target by one percent; this due to the large number of the paper 1040 form tax remitters. Most online

tax preparation sites charge fees for filing the 1040 forms electronically, discouraging e-filing. The FMS will

continue to work with the appropriate entities to reduce associated costs and encourage electronic filing.

The IRS missed its fiscal year 2007 target of 8.2 by one percentage point for the performance measure
“Examination Coverage — Business Corporations.” Key factors contributing to this shortfall included

the implementation of currency and cycle time initiatives. An increase in time spent on the Compliance
Assurance Program to addresses issues in a pre-filing environment resulted in fewer numbers of closed returns
from a comparable current coordinated industry case examination; the Issue Management System consumed
more agent time than planned.

SUMMARY OF MANAGEMENT CHALLENGES AND HIGH-RISK AREAS

The Department of the Treasury’s Inspectors General and the Government Accountability Office has
identified the most significant, high-risk challenges facing the Department. While these challenges do not
necessarily indicate deficiencies in performance, progress has been made in fiscal year 2007; they represent
inherent risks that must be monitored continuously. The Treasury Department is committed to addressing
these challenges in fiscal year 2008. Below are the management challenges identified by the IGs.

Corporate Management

Management of Capital Investment

Information Security

Linking Resources to Results

Anti-Money laundering and Terrorist Financing/Bank Secrecy Act Enforcement

Modernization of the Internal Revenue Service

Tax Compliance Initiatives

Business and Individual
Tax-Exempt Entities

Security of the Internal Revenue Service

Providing Quality Taxpayer Service Operations

Complexity of the Tax Law

Human Capital

Erroneous and Improper Payments

Taxpayer Protection and Rights

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

Using Performance and Financial Information for Program and Budget Decision

Performance Scorecard



26 Department of the Treasury — Performance and Accountability Report — Fiscal Year 2007

Although it critical for the Department to address all of these challenges, a selected few are discussed below,
noting the actions taken during fiscal year 2007. (For the comprehensive response to the full list, refer to
Appendices D).

Information Security: In fiscal year 2007 the Treasury Department launched a privacy awareness training
course for all employees highlighting the policies and practices necessary to safeguard and protect citizens’
data. Although the Department met its goal of encrypting 100 percent of its laptops during fiscal year 2007,
the Treasury Department will continue to work towards properly safeguarding all of its information assets.
By fiscal year 2009, the Department plans to achieve 100 percent compliance with Security Configuration
installation and the industry standard of 90 percent maintenance.

Linking Resources to Results: In July 2007, the Treasury Department issued its new strategic plan for fiscal
years 2007-2012. In this plan, the Department went beyond linking performance to the budget, and estab-
lished an Integrated Management System to monitor continuous improvement. Performance planning and
budgeting will determine funding, which will be tied to the desired level of performance. The Integrated
Management System will be implemented during fiscal year 2008.

Treasury recognizes that lacking relevant and reliable cost accounting information, federal managers may
not understand and control the full cost of programs. And without a link between performance and cost,
agencies are not in a position to establish cost reduction goals and maintain or improve performance results
because they do not know how much it costs to deliver outcomes.

In 2008, the Chief Financial Officers Council work group will continue to refine the Departmental manage-
rial cost accounting model, establish key cost accounting goals for all of the Department’s components, and
develop a plan for future Departmental oversight of cost accounting implementation and use as a manage-
ment tool. Additionally, the Department will work diligently in fiscal year 2008 to more fully integrate
budget and performance, linking changes in funding levels to corresponding changes in performance.

Anti-Money Laundering and Terrorist Financing/Bank Secrecy Act (BSA) Enforcement: The Department
of the Treasury plays a key role in the U.S. Government’s efforts to track and cut off the flow of funds to
terrorist and other national security threats. The Department initiated a series of private sector Anti-Money
Laundering/Combating the Financing of Terrorism (AML/CFT) dialogues. These dialogues raise awareness
of terrorist financing and money laundering risks, facilitate a better understanding of effective practices and
programs to combat the risks, and strengthen implementation of effective AML/CFT controls.

The Treasury Department effectively administers and enforces the BSA, an important tool in combating anti-
money laundering. The BSA requires that financial institutions report on suspicious activities, keep records,
and establish appropriate internal controls to guard against financial crime. As the administrator of the BSA,
the Department oversees and coordinates the sharing of financial intelligence and analysis with its stakehold-
ers, and works closely with regulatory partners to take action against violating institutions.

Tax compliance Initiatives: In fiscal year 2007, the IRS continued compliance efforts that promote tax-
payer confidence and support the Department’s goal to reduce the tax gap. The IRS improved its ability to
estimate non-compliance to pinpoint areas where taxpayers are not in compliance with federal tax laws. This
year, two reporting compliance studies began; one addresses Subchapter S Corporations, the second is look-

Performance Scorecard
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ing at the Tax Year 2006 individual income. When completed, these studies will enable the IRS to better
leverage limited enforcement resources and reduce the burden on compliant taxpayers.

Complexity of the Tax Law: In fiscal year 2007, the IRS took steps to reduce taxpayer burden, including
the review of existing tax products with the goal to simplify. The IRS also incorporated taxpayer feedback,
research, and focus group results to obtain taxpayer information relative to product changes. In an effort

to ease the burden associated with the complexity of the tax system and recent revisions to the tax laws,

the IRS continued to provide important and current information needed to file tax returns on the IRS.gov
website. For individual taxpayers, the IRS designed a “1040 Central” page which contains news releases, fact
sheets and tax tips, all designed to keep taxpayers informed of changes. The IRS also developed a three-point
plan, that expanded Earned Income Tax Credit (EITC) outreach initiatives, identified ways to simplify and

improve the forms, and outlined efforts to improve the IRS.gov website, making it more user friendly for
EITC filers.

Erroneous and Improper payments: In fiscal year 2007, the IRS protected about $2.6 billion in revenue
through Earned Income Tax Credit (EITC) enforcement efforts which included the examination of almost
500,000 returns claiming EITC, approximately 390,000 document matching reviews, and 400,000 math
error process corrections. In addition, the IRS met all the Improper Payment Improvement Act requirements
for the EITC, providing a current estimate of erroneous payment amounts, an explanation of the methodol-
ogy to calculate the amount and an action plan to reduce the number and amount of those payments.

Performance Scorecard
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ANALYSIS OF FINANCIAL STATEMENTS

The following are the condensed financial statements of the Department as of and for the years ended
September 30, 2007 and 2006. The complete financial statements and auditors’ report are in part I1I of
this report.

Condensed Consolidated Balance Sheets
As of September 30, 2007 and 2006

(In Millions)

ASSETS 2007 2006
Intra-governmental Assets

Due From the General Fund $ 9,052,624 $ 8,540,195

Other Intra-governmental Assets 322,255 326,552
Total Intra-governmental Assets 9,374,879 8,866,747
Cash, Foreign Currency, and Other Monetary Assets 92,330 63,892
Gold and Silver Reserve 11,062 11,062
Investments and Related Interest 10,074 9,325
Tax, Other and Related Interest Receivables, Net 27,559 21,962
Other Assets 12,903 14,990
Total Assets $ 9,528,807 $ 8,987,978
LIABILITIES
Intra-governmental Liabilities

Federal Debt and Interest Payable $ 3,974,788 $ 3,673,117

Other Intra-governmental Liabilities 343,466 320,817
Total Intra-governmental Liabilities 4,318,254 3,993,934
Federal Debt and Interest Payable 5,054,250 4,844,074
Other Liabilities 35,204 35,056
Total Liabilities 9,407,708 8,873,064
NET POSITION

Unexpended Appropriations 72,317 68,270

Cumulative Results of Operations 48,782 46,644
Total Net Position 121,099 114,914
Total Liabilities and Net Position $ 9,528,807 $ 8,987,978
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Condensed Consolidated Statements of Net Cost
For the Years Ended September 30, 2007 and 2006

29

(In Millions)

2007 2006

Cost of Treasury Operations:
Net Financial Program Cost $ 11,735 $ 12,413
Net Economic Program (Revenue)/Cost (456) 1,188
Net Security Program Cost * 300 0
Net Management Program Cost 440 428
Total Net Cost of Treasury Operations 12,019 14,029
Net Federal Costs (primarily interest on the Federal Debt) 429,302 399,806
Net Cost of Treasury Operations, Federal Debt Interest, and Other Federal Costs $ 441,321 $ 413,835

* Treasury’s Strategic Plan for fiscal years 2007 — 2012 includes a new Security Program. Subcomponent reporting assignments were also realigned with the New

Strategic Plan.

Analysis of Financial Statements
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Condensed Consolidated Statement of Changes in Net Position

UNEXPENDED APPROPRIATIONS
Beginning Balance
Budgetary Financing Sources
Appropriations Received
Appropriations Used
Other
Total Budgetary Financing Sources
Total Unexpended Appropriations

CUMULATIVE RESULTS OF OPERATIONS
Beginning Balance

Budgetary Financing Sources
Other Financing Sources (Uses)
Total Financing Sources
Net Cost of Operations
Net Change
Cumulative Results of Operations
Net Position - Year End

Analysis of Financial Statements
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For the Year Ended September 30, 2007

(In Millions)
Combined

Earmarked CGombined All Consolidated
Funds Other Funds Eliminations Total

$ 202 $ 68,068 $ 68,270
390 450,832 451,222
(390) (446,667) (447,057)
) (116) (118)

@ 4,049 4,047

200 72,117 72,317

31,614 15,030 0 46,644

708 446,666 (43) 447,331
299 (3,679) (492) (3,872

1,007 442,987 (535) 443,459
2,764 (444,620) 535 (441,321)

3,771 (1,633) 0 2,138

35,385 13,397 0 48,782

$ 35,585 $ 85,514 $ 0 $ 121,099
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Condensed Consolidated Statement of Changes in Net Position
For the Year Ended September 30, 2006

(In Millions)
Combined Combined
Earmarked All Other Consolidated
Funds Funds Eliminations Total
UNEXPENDED APPROPRIATIONS
Beginning Balance $ 202 $ 62,980 $ 63,182
Budgetary Financing Sources
Appropriations Received 298 417,468 417,766
Appropriations Used (298) (412,116) (412,414)
Other 0 (264) (264)
Total Budgetary Financing Sources 0 5,088 5,088
Total Unexpended Appropriations 202 68,068 68,270
CUMULATIVE RESULTS OF OPERATIONS
Beginning Balance 30,817 21,309 0 52,126
Budgetary Financing Sources 441 412,061 (30) 412,472
Other Financing Sources (Uses) 4 (3,653) (470) 4,119
Total Financing Sources 445 408,408 (500) 408,353
Net Cost of Operations 352 (414,687) 500 (413,835)
Net Change 797 (6,279) 0 (5,482)
Cumulative Results of Operations 31,614 15,030 0 46,644
Net Position - Year End $ 31,816 $ 83,098 $ 0 $ 114,914

Analysis of Financial Statements
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Condensed Combined Statements of Budgetary Resources
For the Years Ended September 30, 2007 and 2006

(In Millions)
2007 2006

Budgetary Resources:
Unobligated Balance, Brought Forward $ 57,540 $ 64,670
Recoveries of Prior Year Unpaid Obligations 474 380
Budget Authority 474,974 446,742
Other Budget Authority (10,008) (8,701)
Total Budgetary Resources $ 522,980 $ 503,091
Status of Budgetary Resources:
Obligations Incurred $ 465,530 $ 445,551
Unobligated Balance 46,455 47,093
Unobligated Balance Not Available 10,995 10,447
Total Status of Budgetary Resources $ 522,980 $ 503,091
Change in Obligated Balance
Total Unpaid Obligated Balances, Net $ 52,448 $ 45,738
Obligations Incurred, Net 465,530 445,551
Gross Outlays (460,302) (438,494)
Recoveries of Prior Year Unpaid Obligations, Actual (474) (380)
Changes in Uncollected Customer Payments from Federal Sources 191 33
Total Unpaid Obligated Balance, Net, End of Year $ 57,393 $ 52,448
Net Outlays

Gross Outlays $ 460,302 $ 438,494

Offsetting Collections and Distributed Offsetting Receipts (24,232) (25,467)
Net Outlays $ 436,070 $ 413,027

Analysis of Financial Statements
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