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FINANCIAL SERVICES AND GENERAL
GOVERNMENT APPROPRIATIONS FOR 2010

TuUEsDAY, MAY 19, 2009.

INTERNAL REVENUE SERVICE

WITNESS
DOUGLAS SHULMAN, COMMISSIONER OF INTERNAL REVENUE

Mr. SERRANO. The subcommittee will come to order. Good morn-
ing to all. Today the subcommittee meets to discuss the Internal
Revenue Service and its budget request for fiscal year 2010.

The IRS is by far the largest budgetary item within the sub-
committee’s jurisdiction, and the administration’s budget request
for the IRS for fiscal year 2012 is $12.1 billion, an increase of $603
million, or 5.2 percent, above 2009.

We welcome the Commissioner of Internal Revenue, Douglas
Sl}ulman, back for his second appearance before our subcommittee,
2 for 2.

As we all know, the IRS helps collect 96 percent of the Federal
Government’s revenue, helping to ensure funding for every impor-
tant government function imaginable. Each year the IRS processes
more than 140 million tax returns. The IRS assists millions of tax-
payers each year over the phone, at walk-in sites, and via the IRS
Web site. The IRS does all of this while continuing its Business
Systems Modernization program to modernize the information
technology systems that make all of this possible.

The issue of the tax gap; that is, the difference between the
amount of taxes owed and the amount actually collected, has grown
in prominence in recent years. The most recent estimate of the tax
gap is $290 billion, which the IRS Taxpayer Advocate has described
as a surtax of more than $2,022 per taxpayer to subsidize the non-
compliance of others.

I am pleased that the administration has put forward a plan to
hire additional IRS enforcement personnel to pursue, for example,
individuals seeking to avoid U.S. taxes by parking cash overseas.
At the same time, the Taxpayer Advocate has noted the recession
has brought increased hardship to a great many taxpayers of more
modest means, rendering many unable to pay overdue tax debts.

The balance between these two priorities, closing the tax gap
while at the same time exploring special accommodations for tax-
payers facing economic hardship, is an ongoing issue with the IRS.

We also would like to continue to emphasize my strong support
for expanding IRS efforts to provide quality services for taxpayers.
As noted in last year’s IRS progress report on the Taxpayer Assist-
ance Blueprint, a portion of the tax gap is attributable to errors by
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individual taxpayers, errors that IRS service programs should be
designed to prevent and correct. While volunteer organizations
have done terrific work in providing free or low cost assistance to
taxpayers all across the country, volunteers alone cannot be ex-
pected to provide these important services.

The importance of IRS services and the continued high demand
for such services is particularly illustrated by the experience of the
IRS toll free hotline last year. Because the IRS received a higher
than expected volume of phone calls with questions related to the
2008 economic stimulus checks, the IRS did not have the capacity
to assist millions of taxpayers in a timely manner, though the Com-
missioner and the IRS are to be commended for making every ac-
commodation to assist as many taxpayers as possible.

Commissioner Shulman has served as IRS Commissioner since
March of last year. Prior to that he served as Vice Chairman of the
Financial Industry Regulatory Authority. Earlier in his career, he
served as Senior Policy Advisor and Chief of Staff to the National
Commission on Restructuring the IRS.

Commissioner Shulman, thank you very much for your service,
and we very much look forward to your testimony and to discussing
the challenges faced by the IRS. And while my opening statement
does seem critical of some of the work, I know that you are really
trying to turn this agency around.

It is just that there are two agencies in this country that bring
fear into the hearts of people. One is IRS and in some neighbor-
hoods it is I-C-E, ICE, the immigration department, and the IRS.
And both at times have had a reputation for being a little rough
on folks. And so in our desire to balance things out, we know that
you play a major role, and our private conversations have shown
that to me. So I stand ready to assist you in every way possible
and ready to listen to your testimony today.

And now I turn to a woman who is obviously allergic to the IRS.

Mrs. EMERSON. Or something.

Mr. SERRANO. Or something. My colleague and my friend and my
sister, the ranking member, Ms. Jo Ann Emerson.

Mrs. EMERSON. I thank you. I seem to have gotten an allergy
once I walked in this room. Thanks so much for being here, Com-
missioner Shulman. I really appreciate it, and I appreciate the
hard work that you are doing in getting things turned around at
the IRS. I believe, too, that fairness in our tax administration is
critical.

Back in February the IRS Oversight Board released a survey in-
dicating that 89 percent of those asked think it is not at all accept-
able to cheat on their taxes, the highest level ever recorded for this
question on the survey.

The tax gap is estimated to be $290 billion, and this undermines
the idea that everyone is paying their fair share. The budget re-
quest proposes an enforcement increase of $332 million to address
this gap. While I support increased enforcement efforts, I don’t be-
lieve that you can eliminate the tax gap through enforcement
alone. The tax system is very complex and IRS needs to provide
sufficient services to the public to help honest taxpayers file their
taxes correctly.
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I do agree with the vast majority of Americans that it is not at
all acceptable to cheat on your taxes, and I will work very hard to
ensure you have the necessary resources to educate consumers on
how to comply and have the necessary resources to identify those
who haven’t paid their fair share.

With the fiscal 2009 deficit approaching $2 trillion in deficit
spending, expected to continue for the foreseeable future, it is real
obvious that effective tax administration is critical. So we recognize
that you are leading the IRS during very challenging times.

I am grateful for your service. I am sure it is not fun when peo-
ple say, hey, what do you do? And you say I run IRS. As my dear
friend Joe Serrano said, it is one of the most, or at least it used
to be, one of the most feared agencies. But once people meet you,
I don’t know how they can fear you because I think that you are
really doing a very good job and appreciate so much the work of
you, Commissioner, as well as 100,000 IRS employees around the
country.

We look forward to hearing your testimony.

Mr. SERRANO. Thank you. Please, we always ask that you keep
your testimony to 5 minutes, the whole statement will go in the
record, and this will give us time to grill you to a point where you
wilhresign and leave. Only kidding, don’t get nervous. Please pro-
ceed.

OPENING STATEMENT OF COMMISSIONER SHULMAN

Mr. SHULMAN. Thank you, Chairman Serrano, Ranking Member
Emerson. I appreciate the kind words of support, and I appreciate
all the support this Committee has given me, and the time the two
of you personally have spent learning about the agency and sup-
porting us.

I appreciate the opportunity to appear today to talk about the
President’s fiscal year 2010 budget request for the Internal Rev-
enue Service. Over the past year I think that the agency has dem-
onstrated both performance improvements, as well as the ability to
be agile and respond quickly to rapidly changing situations, par-
ticularly the economic downturn.

This budget, the goal of this budget, is to build on our strategic
foundations and invest in the Nation’s tax system. The IRS, and I
have talked to both of you about this, must excel at both service
and enforcement. It is not an either/or proposition. This budget will
help us to continue along the path of continuous improvement
around service and enforcement, along with the critical
underpinnings of those, which are technology and our workforce.

The budget requests an increase of $332 million for investments
in compliance programs. This includes a robust portfolio of enforce-
ment for the International Enforcement Initiative that the Presi-
dent, Treasury Secretary, and I unveiled on May 4th. I have made
international issues a top priority of the IRS, and this budget will
give us unprecedented tools, resources, and people to make sure
the overall coverage in that area is appropriate.

We also know that increased resources for compliance programs
have a direct return on investment. I think that is incredibly im-
portant in a difficult budget situation and with the deficits we
have. The initiatives that we have asked for will account for $2 bil-
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lion a year of direct additional revenue once they are fully imple-
mented in a couple of years, once we staff up and get the programs
in place. That doesn’t take into account the indirect revenue effects.
When people know that the IRS is watching certain behaviors, it
also increases voluntary compliance.

We have also asked for significant resources to make sure that
we have quality and effective taxpayer service, and we are looking
for support for our in person, our telephone, and our Web based
tools for service. We think this is incredibly important with a vol-
untary tax system, making sure that when people come to the IRS
they get their questions answered. Getting their issues resolved is
just as important to us as bringing in the %‘92.5 trillion that it takes
to run this country and as enforcement programs.

I am also pleased to report that I think this agency has really
stepped up in implementing the American Recovery and Reinvest-
ment Act, known as the stimulus program or the Recovery Act.
This budget gives us continued resources to implement that vital
piece of recovery for the economy.

Let me talk for one minute about the modernization of our core
account database. I believe that the IRS has consistently delivered
over the last several years and proven that it can run technology
programs. This year alone 40 million taxpayers were processed
through a modern database.

We have adopted what I think is a much more focused strategy
going forward. We have gradually shifted course from simulta-
neously developing a database and the software applications that
plug into that database to a very streamlined focus on completing
the database first and then working on the applications a step be-
hind. I think it is going to be an accomplishment in itself to have
all the taxpayer accounts on a modernized database. It will also po-
sition the IRS well for future online services and new compliance
and enforcement systems.

Let me mention two more things. One is efficiency. This budget
reflects efficiency savings from increased electronic filing and other
innovations that we have put in place. Just for electronic filing,
this budget accounts for a 5-year savings of $100 million. So
ramping down some of the processing sites to account for more
electronic filing.

And finally, I would ask you to pay some attention to the legisla-
tive proposals that are in our budget, which complement the direct
expenditures. Three that I will mention quickly: one is there is a
suite of offshore tax evasion proposals that will be very important
to us executing our mission. Two, there is a proposal to require tax
preparers who have a certain volume of tax return filings to file
electronically. This is quite important to us. And three is a pro-
posal that we drop the down payment requirement when you are
applying for an offer in compromise with the IRS, which is someone
coming in who is usually in a hardship situation. Right now you
have to put down a 20 percent down payment, which we think can
discourage people from using offers in compromise. We have a leg-
islative proposal to drop that, to increase the use of this program.

So Mr. Chairman and Ranking Member Emerson, thank you,
again, for allowing me this opportunity to testify. I very much urge
the passage of this budget. It is going to give us the tools we need
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to provide high quality taxpayer service, as well as a robust en-
forcement portfolio, and also to invest in our technology and our
people, which are key underpinnings. I am happy to answer any
questions that you have.

[The statement of Mr. Shulman follows:]
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Intreduction

Chairman Serrano, Ranking Member Emerson, and Members of the Subcommittee, thank
you for the opportunity to appear today to discuss the President’s FY 2010 Budget
request for the Internal Revenue Service. I want to thank the Administration for this
strategic and wise investment in the nation’s tax system that will help the IRS stay on a
path of continuous improvement in such critical areas as service, enforcement,
technology, and human capital.

Through its service delivery, the IRS is often the face of government to the American
people. The IRS is the only agency that interacts with every business, every taxpaying
individual, and every non-profit organization each year. We have that rare opportunity to
influence how people think about their government.

In terms of service, I believe that taxpayers want to come to the IRS, get their questions
answered and issues resolved quickly, and be on their way. It sounds simple, butin a
time of increasing complexity of the tax law, and challenging economic circumstances,
achieving this goal will require discipline, focus, and resources. Qur service operations
must be designed with the taxpayer experience as the ultimate measure of our success.

We also need a vigorous and effective enforcement program. In today’s tough economic
environment, it is more important than ever that every citizen feels confident that
individuals and corporations are paying the taxes they owe.

The American people who play by the rules every day expect the IRS to pursue those
taxpayers who do not pay their taxes, and we are vigorously enforcing the tax law. We
are focusing on current enforcement initiatives, such as in the international arena, while
seeking to evolve and innovate. We can also hone our enforcement techniques by adding
new tools, such as more information reporting, soft notices, and self-correction.

Of course, all of our efforts depend upon the people of the IRS. We must ensure that we
have talented and capable leaders and employees for the foreseeable future at the IRS,
and that they have the tools and resources they need to succeed.
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Finally, we need to continue moving our technology to the next level. The tax system,
America’s taxpayers, and the approximately $2.5 trillion of revenue depend on it.

A Firm Foundation Upon Which to Build

The IRS has a firm foundation upon which to build. Let me briefly highlight some key
trends that demonstrate both across-the-board performance improvements and the IRS’
ability to be agile and respond quickly to changing situations.

Service

As of May 9th, for the 2009 filing season, the IRS has received 132.2 million total
individual returns and has issued 102.3 million refunds, for a total of $273.5 billion. A
record 91.2 million tax returns were electronically filed this year — a major milestone for
the IRS and testament to our commitment to a robust electronic tax administration
program. So far this filing season, the e-filing rate is almost 70 percent for individuals, as
compared to 61 percent for the same time period last year.

This year, there was also a surge in e-file from home computers. More than 31 million
people prepared their own e-file return, representing more than a 19 percent increase
from the previous year. And there were almost 200 million visits to IRS.gov, comparable
to last year.

And almost 200 million people IRS.gov continues to exhibit remarkable growth with
almost 191 million visits to the IRS Web site this year, up from about 168 million as
compared to the same period last year — a more than 13 percent increase.

Taxpayers could also find on the IRS Web site the latest information about the American
Recovery and Reinvestment Act (ARRA), including details on extending health
insurance for people who lost their jobs and tax breaks for first-time homebuyers. In
addition, the IRS has developed “What If”” scenarios and the possible tax implications for
people who may be facing financially difficult times.

American Recovery and Reinvestment Act

The Internal Revenue Service is proud of the role it has played, and will continue to play
in helping to implement, provide guidance, and publicize many of the provisions of the
ARRA that will assist both individuals and businesses in economic distress and is getting
the Nation back on the road to economic recovery.

For example, a mere four days after President Barack Obama signed ARRA into law, the
Treasury Department and the IRS swung into action in record time, developing new
withholding tables to ensure money would get into American’s pockets through the Make
Work Pay Credit.
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In March, the IRS announced that businesses with deductions exceeding their income in
2008 can use a new net operating loss tax provision to get an expedited refund of taxes
paid in prior years. This provision could throw a lifeline to struggling businesses,
providing them with a quick infusion of cash. We are also making it as easy as possible
for businesses large and small to take advantage of these benefits.

We have shifted resources to deal with the expected growth of bankruptcies and business
workouts. Moreover, we worked with the Treasury Department on a number of
regulations that clarified rules to unclog the credit markets.

On the individual front, we have taken a broad approach. Through a series of massive,
nation-wide outreach efforts, such as “Super Saturday,” we wanted to make sure that
even more taxpayers are aware of every credit, deduction, and exclusion for which they
qualify, including several new benefits this year.

Our message to taxpayers was that we are going the extra mile to help those in economic
distress. We want to get them their refunds as quickly as possible. And if they think they
can’t pay, we ask them to come in and talk about it. There are steps we can take to help.

The bottom line is that we need to be flexible, principled, and empower our employees to
use their judgment when dealing with these taxpayers in areas such as missed payments
and postponing collection actions.

This year there are also a variety of new benefits and tax credits the IRS is administering
that can also help energize the economy and generate much needed jobs. We are working
with the media and other stakeholder groups to get out the message about their
availability.

Enforcement

In FY 2008, both the levels of individual returns examined and coverage rates rose
substantially. We conducted nearly 1.4 million examinations of individual tax returns in
FY 2008, an 8 percent increase over FY 2006. This reflects a steady and sustained growth
over the past three years. Similarly, the audit coverage rate has risen from 0.58 percent in
FY 2001 to 1.01 percent in FY 2008.

While the growth in examinations of individual returns is visible in all income categories,
it is most apparent in examinations of individuals with incomes over $200,000. Audits of
these individuals increased from 105,549 in FY 2007 to 130,751 during FY 2008, an
increase of 24 percent. Their coverage rate has risen from 2.68 percent in FY 2007 to
2.94 percent in FY 2008.

In the business arena, audit coverage rates for small corporation returns (assets under $10
million) increased slightly over FY 2007 by .03 percent. Of note, coverage rates for three
classes of large corporations with assets between $50 million and $250 million and
higher all increased. Coverage rates for partnership returns stayed even as compared to
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FY 2007, while Subchapter S returns reflected a small .05 percent drop due largely to the
increase in number of S-coroprations. The coverage rate for tax-exempt organizations
increased slightly.

IRS Criminal Investigation has also been vigorously attacking egregious tax avoidance,
money laundering, and other financial crimes that have a corrosive effect on our tax
system. For example, overall number of individuals charged in an information or
indictment rose from 2,323 in FY 2007 to 2,547 in FY 2008.

Over the same period of time, prosecution recommendations for employment tax evasion
more than doubled. The incarceration rate in these investigations was 81 percent and the
average sentence was 29 months.

In FY 2008, IRS-developed cases related to foreign and offshore issues also resulted in
61 criminal convictions, and the average term for those going to jail was 32 months. For
the first four months of FY 2009, there were 20 convictions, and the average sentence
was 84 months

IRS Workforce

In late FY 2008, the IRS established the Workforce of Tomorrow task force to address
recruitment and retention issues so that the IRS has the necessary leadership and
workforce in place to address future challenges.

The IRS considers employee engagement fundamental to the overall success of the
organization and believes that employee engagement is an ongoing process. The IRS
conducts an annual survey to assess the level of engagement of employees. Overall
satisfaction showed steady improvement from a score of 3.48 in 2002 to a score of 3.79
in 2008, on a scale of 1 to 5, with 5 being the most satisfied.

IRS job satisfaction is higher than most other federal agencies, according to the Office of
Personnel Management’s Federal Human Capital Survey.

The Administration’s FY 2010 Budget Request Funds Key Priorities

Total resources to support IRS activities for FY 2010 are $12,440,801,000. This amount
includes $12,126,000,000 from direct appropriations, an estimated $147,101,000 from
reimbursable programs, and an estimated $167,700,000 from user fees. The direct
appropriation is a $603,402,000 increase, or a 5.2 percent increase over the FY 2009
enacted level of $11,522,598,000. This amount excludes funding to implement the
ARRA.

The IRS continues to achieve efficiency savings in its operations. Because of the
increase in e-filing, the IRS has effectively revised base operations and continues to
implement savings resulting from the consolidation of an additional two of the paper
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processing sites. This consolidation has already resulted in significant savings and will
continue to do so.

The IRS Strategic Plan 2009-2013 guides program and budget decisions and supports the
Department of the Treasury Strategic Plan. The IRS Strategic Plan builds on past
successes while being innovative and adapting to new situations, such as the increasing
complexity of tax laws, changing business models, expanding use of electronic data and
related security risks, accelerating growth in international tax activities, and growing
human capital challenges. I am a firm believer that organizations must always be
evolving, changing, and improving and the strategic plan reflects that philosophy.

The IRS Strategic Plan has two overarching goals: (1) improve service to make voluntary
compliance easier; and (2) enforce the law to ensure everyone meets their obligation to
pay taxes. The IRS must excel at both service and enforcement to meet its mission; it is
not an either-or proposition.

To improve service and make voluntary compliance easier, the FY 2010 President’s
Budget Request for IRS provides the necessary funding to implement the following key
strategic priorities.

Enforcement Program

The FY 2010 President’s Budget request includes program increases of $332.2 million
for investments in strong compliance programs, including a robust portfolio of
international enforcement initiatives that the President and Treasury Secretary Geithner
and I unveiled on May 4, 2009.

The international initiatives include reforming business tax deferral rules so that — with
the exception of research and experimentation expenses that have significant spillover
benefits to the United States — companies cannot receive deductions on their U.S. tax
returns supporting their offshore investments until they pay taxes on their offshore
profits. The Administration would also seek to prevent abuse of the foreign tax credit.

In addition, getting tough on overseas tax havens is an integral part of the
Administration’s plan. It would reform the so-called “check-the-box™ rules to require
certain foreign subsidiaries to be considered as separate corporations for U.S. tax
purposes. It would also crack down on the abuse of tax havens by wealthy Americans.
For example, the Administration proposes withholding taxes from U.S. customer
accounts at foreign institutions doing business with the U.S. but which don’t share
information with the IRS through the “Qualified Intermediary” program. To further
combat abuse, the Administration proposes extending the statute of limitations for
international tax enforcement to six years.

The Administration’s full budget describes additional international tax reform proposals.
Other legislative proposals to improve compliance and strengthen tax administration can
be found later in this testimony. A key focus of our strategy is to shift enforcement
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resources so we can expand programs targeted at non-compliance among large
corporations, U.S. business with international operations, high net-worth individuals,
flow-through entities and partnerships.

Increased resources for the IRS compliance programs yield direct measurable results
through high return-on-investment activities. The new enforcement personnel funded in
the FY 2010 President’s Budget are expected to generate $2.0 billion in additional annual
enforcement revenue once the new hires reach full potential in FY 2012. This estimate
does not account for the deterrent effect of IRS enforcement programs, which are
conservatively estimated to be at least three times larger than the direct revenue impact.

The tax law is complex, and even sophisticated taxpayers make honest mistakes on their
tax returns. Accordingly, helping taxpayers understand their obligations under the tax law
is critical to improving compliance. To this end, the IRS remains committed to a balanced
program of assisting taxpayers in both understanding the tax law and paying the proper
amount of tax.

Taxpayer Service Program

The FY 2010 President’s Budget request continues improvements to both the quality and
efficiency of taxpayer service, using a variety of person-to-person, telephone, and web-
based and self-serve methods to help taxpayers understand their tax obligations and pay
what they owe. The IRS taxpayer service program is funded in the Taxpayer Services
and Operations Support appropriations. It should be noted that service investments and
strategy are guided by the Taxpayer Assistance Blueprint - a five year plan that outlines
the steps the IRS should take to improve taxpayer service and the IRS strategic plan.

Providing quality taxpayer service is fundamental to keeping honest taxpayers in the tax
system and compliant. It also helps them avoid making unintentional errors before returns
are filed, which, in turn, reduces the need for follow-up correspondence from the IRS.

The IRS provides year-round assistance to millions of taxpayers, including outreach and
education programs, issuance of tax forms and publications, rulings and regulations, toll-
free call centers, the IRS.gov web site, Taxpayer Assistance Centers (TACs), Volunteer
Income Tax Assistance (VITA) sites, and Tax Counseling for the Elderly (TCE) sites.

For example, in the Small Business arena alone, in FY 2008, the IRS participated in over
2,600 meetings, symposiums, and seminars attended by over 162,000 small business
owners and tax professionals. The IRS also holds national and local Small Business
Forums which provide an open avenue of communication between IRS and trade and
industry groups. We held 135 Small Business Forums and facilitated 410 Small Business
Tax Workshops in FY 2008.



12

American Recovery and Reinvestment Act

As noted in the introduction, the IRS is now implementing a number of ARRA tax
provisions, including individual tax credits, such as the Make Work Pay credit; energy
credits for certain appliances, education credits, and child care credits; tax incentives for
business; bond incentives; and a tax credit to provide discounted health benefits to certain
workers who have lost their jobs. The IRS will be able to continue to implement and
administer these critical tax programs within the levels contained in this Budget request.

Explanation of Budget Activities
Enforcement

The FY 2010 Ptesident’s Budget request is $5,504,000,000 in direct appropriations and
an estimated $60,797,000 from reimbursable programs, plus an estimated $7,800,000
from user fees’, for a total operating level of $5,572,597,000. The direct appropriations
level is an increase of 7.6 percent from the FY 2009 enacted level and includes
$600,000,000 to support tax enforcement activities funded by an allocation adjustment.
This appropriation funds the following budget activities.

o Investigations (8637,694,000 from direct appropriations and an estimated
851,553,000 from reimbursable programs) This budget activity funds the
criminal investigations programs that explore potential criminal violations of the
internal revenue tax laws, enforce criminal statutes relating to these violations,
and recommend prosecution as warranted. These programs identify and document
the movement of both legal and illegal sources of income to identify and
document cases of suspected intent to defraud. It also includes investigation and
prosecution of tax and money laundering violations associated with narcotics
organizations.

o Exam and Collections (34,706,350 from direct appropriations, an estimated
38,783,000 from reimbursable programs, and an estimated $7,800,000 from
user fees) This budget activity funds programs that enforce the tax laws and
compliance through examination and collection programs that ensure proper
payment and tax reporting. The budget activity also supports appeals and
litigation activities associated with exam and collection.

* Regulatory ($159,956,000 from direct appropriations and an estimated
$461,000 from reimbursable programsj This budget activity funds the
development and printing of published IRS guidance materials; interpretation of
tax laws; advice on general legal servicing, ruling and agreements; enforcement of
regulatory rules, laws, and approved business practices; and supporting taxpayers

! Note that user fees are available to supplement appropriations contingent'on demand for user fee services
and receipt of fees. These amounts are subject to change.
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in the areas of pre-filing agreements, determination letters, and advance pricing
agreements. '

The Office of Professional Responsibility is funded within this budget activity
and is responsible for identifying, communicating, and enforcing the Treasury
Circular 230 standards of competence, integrity, and conduct of professionals
representing taxpayers before the IRS.

Taxpayer Services

The FY 2010 President’s Budget request is $2,269,830,000 in direct appropriations, an
estimated $39,000,000 from reimbursable programs, and an estimated $127,000,000 from
user fees, for a total operating level of $2,435,830,000. The direct appropriations level is
a reduction of 1.0 percent from the FY 2009 enacted level, though it does not represent a
program reduction due to non-recurrent activities and savings. This appropriation funds
the following budget activities.

o Pre-Filing Taxpayer Assistance and Education ($676,063,000 from direct
appropriations, an estimated 3819,000 from reimbursable programs, and an
estimated $18,700,000 from user fees) This budget activity funds services to
assist with tax return preparation, including tax law interpretation, publication
production, and advocate services. In addition, funding for these programs
continues to emphasize taxpayer education, outreach, increased volunteer support
time and locations, and enhancing pre-filing taxpayer support through electronic
media.

o Filing and Account Services ($1,593,767,000 from direct appropriations, an
estimated $38,181,000 from reimbursable programs, and an estimated
$108,300,000 from user fees) This budget activity funds programs that provide
filing and account services to taxpayers, process paper and electronically-
submitted tax returns, issue refunds, and maintain taxpayer accounts. The IRS
continues to make progress in decreasing paper returns and increasing the use of
electronic filing and payment methods. As previously noted, a record 90 million
tax returns were filed electronically this year.

Operations Support

The FY 2010 President’s Budget request is $4,082,984,000 in direct appropriations, an
estimated $47,304,000 from reimbursable programs, and an estimated $32,900,000 from
user fees, for a total operating level of $4,163,188,000. The direct appropriation level is
an increase of 5.6 percent from the FY 2009 enacted level and includes $290,000,000 of
support funding for enhanced enforcement activities. This appropriation funds the
following budget activities.

o Infrastructure (900,852,000 from direct appropriations, an estimated $155,000
from reimbursable programs, and an estimated $16,100,000 from user fees)
This budget activity funds administrative services related to space and housing,
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rent and space alterations, building services, maintenance, guard services, and
non-Automated Data Processing (ADP) equipment.

e Shared Services and Support (31,296,629,600 from direct appropriations and
an estimated $32,228,000 from reimbursable programs) This budget activity
funds policy management, IRS-wide support for research, strategic planning,
communications and liaison, finance, human resources, and equal employment
opportunity and diversity services and programs. It also funds printing and
postage, business systems planning, security, corporate training, legal services,
procurement, and specific employee benefits programs.

¢ Information Services ($1,885,503,000 from direct appropriations, an estimated
$14,921,000 from reimbursable programs, and an estimated $16,800,000 from
user fees) This budget activity funds staffing, equipment, and related costs to
manage, maintain, and operate the information systems critical to the support of
tax administration programs. The IRS business programs rely on these systems to
process tax and information returns, account for tax revenues collected, send
notices for taxes owed, issue refunds, assist in the selection of tax returns for
audit, and provide telecommunications services for all business activities
including the public’s toll-free telephone access to tax information.

Business Systems Modernization (BSM)

The FY 2010 President’s Budget request is $253,674,000 in direct appropriations. This
amount is an increase of 10.3 percent from the FY 2009 enacted level. This
appropriation funds the planning and capital asset acquisition of information technology
(IT) to continued modemization of the core taxpayer account database.

This effort is a critical underpinning of the next generation of IRS service and
enforcement initiatives. The integration strategy includes a particular focus on enhanced
information technology security practices and robust accounting and financial
management controls. This activity also funds the ongoing development of the
Modernized e-File platform for filing tax returns electronically. The account also funds
BSM labor (salaries and expense dollars) and related contract costs.

Health Insurance Tax Credit Administration (HITCA)

The FY 2010 President’s Budget request is $15,512,000 in direct appropriations. This
amount is an increase of 0.7 percent from the FY 2009 enacted level. This appropriation
funds costs to administer a refundable tax credit for health insurance to qualified
individuals, which was enacted as part of the Trade Adjustment Assistance Reform Act
of 2002 (Public Law 107-210).

FY 2010 Budget Adjustments
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The IRS funding increase for FY 2010 is $603,402,000, which includes $256,329,000 for
maintaining current levels; a net decrease of $115,794,000 from efficiencies, savings and
reinvestments; and a program increase of $462,867,000 to strengthen enforcement,
address IT security needs and deploy information technology systems. These investments
also fund increased front-line enforcement efforts. By FY 2012, these investments are
projected to increase annual enforcement revenue by $2.0 billion.

The budget request supports these activities by proposing:

$332,160,000 to target the tax gap by addressing underreporting of tax associated
with complex international activities; expanding enforcement efforts on
noncompliance among business and high-income taxpayers; and minimizing
revenue loss by increasing document matching efforts;

$108,100,000 to address critical IT operational and security infrastructure needs;
and

$22,607,000 to accelerate efforts to modernize the core taxpayer account
database.

FY 2009 Enacted Level

The FY 2009 enacted level for the IRS is $11,522,598,000, supporting an estimated
94,209 FTE.

Maintaining Current Levels

]

Adjustments Necessary to Maintain Current Levels +3260,061,000/0 FTE
Funds are requested for: FY 2010 cost of the January 2009 pay increase of
$80,054,000, the proposed January 2010 pay raise of $148,894,000, and non-labor
related items such as contracts, travel, supplies, equipment, and GSA rent
adjustments of $31,113,000.

Government-wide Reduction for Productivity Improvements -313,732,000/0
FTE The IRS continues to focus on improving the efficiency of its operations
through a disciplined process of productivity improvement. Additional efficiency
savings are outlined in the next section.

GAO Audit Reimbursement Pursuant to Public Law 110-323 +$106,000,006/0
FTE This estimated adjustment will provide funds to reimburse the Government
Accountability Office (GAO) for the audit of the IRS annual financial statements.
The IRS must pay this cost pursuant to Public Law 110-323. In prior years, GAO
conducted the financial statement audit for which it did not receive
reimbursement.

Efficiency Savings

10
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Increase e-File Savings -$8,360,000 /-182 FTE This decrease is a result of
savings from increased electronic filing (e-File), which is projected to lead t0 4.6
million fewer returns filed on paper (2.9 million individual and 1.7 million
business) in FY 2010. This is projected to result in a savings of 182 FTE in
submission processing.

Non-Recur Savings -$27,074,000/0 FTE This decrease is the net reduction of
one-time costs associated with the IRS FY 2009 enforcement initiatives.

Non-Recur Stimulus Savings -$67,900,000/-1,322 FTE One-time resources
were provided in FY 2009 to meet the requirements of the Economic Stimulus
Act 0of 2008 (Public Law 110-185).

Non-Recur FY 2009 Reduction Adjustment/ Correspondence Inventory
-$13,439,000/ 6 FTE One-time resources were provided in FY 2009 to handie
the increased adjustment/correspondence workload that resulted from diverting
staff from paper correspondence to telephone service to meet the requirements of
the Economic Stimulus Act of 2008 (Public Law 110-185).

Non-Recur Pension Plan Form Processing -$1,352,000/0 FTE This decrease
results from the funding of the one-time cost in FY 2009 to test the IRS ERISA
(Employee Retirement Income Security Act of 1974) Residual Solution (IERS)
system. This system will process the electronic Form 5500, Annual
Return/Report of Employee Benefit Plan from the new Department of Labor
ERISA Filing Acceptance system and the paper Form 5500EZ, Annual Return of
One-Participant (Owners and Their Spouses) Retirement.

Reinvestment

Submission Processing Consolidation (Andover) +$2,331,000/0 FTE
Increased use of electronic filing options has led to consolidation of the individual
return processing sites. Increased e-File savings will be reinvested to fund one-
time severance pay costs for the ramp-down of the Andover submissions
processing site. As the Andover consolidation approaches, the IRS will continue
to assist employees in finding employment either in or outside the IRS.

Program Increases

Reduce the Tax Gap Attributable to International Activities +$128,064,000/
+784 FTE The IRS plans a multi-year investment, beginning in FY 2010, to deal
more effectively with increasing international tax activities of individual and
business taxpayers.

This multi-year investment will improve the identification and coverage of

international issues and increase issue specialization to address increasingly
complex international transactions by both business and individual taxpayers. It

11
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will bring an unprecedented increase in international resources with the
specialized skills to identify and examine international non-compliance.

The resources will improve the use of data we receive from non-U.S. entities and
foreign governments, provide the needed legal resources, and address aggressive
profit allocation activities of multi-national entities doing business in the U.S.

This effort will also focus on increasing reporting compliance of domestic
taxpayers with offshore activity. The additional resources will allow the IRS to
implement a stronger presence in offshore activities that will be able to uncover
the use of offshore credit cards, disguised corporate ownership, brokering
activities, and non-U.S. financial institutions providing banking services to U.S.
and non-U.S. persons. This initiative will also fund the anticipated growth of
collection activities resulting from increases in small and large business
examination assessments, foreign investment transactions, and withholding
compliance for nonresident aliens.

Finally, this initiative will allow the IRS to increase its overseas presence by
adding attachés in key countries to continue our efforts to aggressively combat
abusive foreign tax schemes and other tax evasion schemes. These resources are
also a key component in supporting the Department of Treasury’s objective of
“Pre-empted and neutralized threats to the international financial system and
enhanced US national security.”

This multi-pronged approach will aggressively target the many areas of offshore
tax abuse with the goal of identifying more of these abuses and curbing this
activity.

Improve Reporting Compliance of Small Business and High Income Taxpayers
+5$94,215,000 / +755 FTE This initiative will improve reporting compliance by
increasing examinations of business and high-income returns and exams
involving flow-through entities by 47,400; audits targeting employment, excise,
and estate and gift taxes by 6,350, and investigations of business non-filers by
183,000. This request will generate $567.2 million in additional enforcement
revenue once new hires reach full potential in FY 2012.

Expand Document Matching for Business Taxpayers +$26,237,000 /

+300 FTE This initiative will increase the coverage of the document matching
program to reduce the number of business taxpayers who misreport their income.
This request will generate $386.5 million in additional revenue once new hires
reach full potential in FY 2012.

Address Nonfiling/Underpayment and Collection Coverage +383,644,000 /
+491 FTE With expanded enforcement efforts in recent years, the IRS must
invest in improving its collection operations to ensure appropriate overall balance
and coverage. This initiative will generate $359.4 million in additional revenue

12
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Address IT Security and Material Weakness +$90,000,600 / +36 FTE
Improving IT security is necessary to ensure the integrity of the tax system and
maintain taxpayer confidence. This initiative will allow the IRS to enhance
enterprise security risk management; harden software applications and network
infrastructure security; improve security compliance monitoring and reporting;
and provide an enterprise solution to deploy end-to-end audit log collection.

Implement Return Review Program (RRP) +$18,100,000 / +10 FTE In

FY 2008, the Electronic Fraud Detection (EFDS) System stopped $1.4 billion in
erroneous refunds. This initiative will complete modernization of the IRS
fraudulent refund detection systems. It will deliver an integrated and unified RRP
system that will enhance IRS capabilities to detect, resolve, and prevent criminal
and civil tax refund and abuse.

Business System Modernization (BSM) +$22,607,000/0 FTE This initiative
will provide funding for the continued modernization of the core taxpayer account
database. This effort is a critical underpinning of the next generation of IRS
service and enforcement initiatives. The integration strategy includes a particular
focus on enhanced information technology security practices and robust
accounting and financial management controls.

Legislative Proposals

The FY 2010 President’s Budget includes a number of legislative proposals intended to
improve tax compliance with minimum taxpayer burden. These proposals will
specifically target the tax gap and generate nearly $10 billion over the next ten years.
The Administration proposes to expand information reporting, improve compliance by
businesses, strengthen tax administration, and expand penalties.

Modify Electronic Filing Requirements — Electronic filing benefits taxpayers and
promotes effective tax administration because it decreases processing errors,
expedites processing and payment of refunds, and allows the IRS to efficiently
maintain up-to-date records. This proposal would require electronic filing by tax
return preparers (initially defined by a set threshold amount).

Expand Information Reporting — Compliance with the tax laws is highest when
payments are subject to information reporting to the IRS. Specific information
reporting proposals would:

1. Require information reporting on payments to corporations;
2. Require a certified taxpayer identification number (TIN) from contractors;

13
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3. Require increased information reporting on certain government payments,
and
4. Increase information return penalties.

Improve Compliance by Businesses — Improving compliance by businesses of all
sizes is as important. Specific proposals to improve compliance by businesses
would:

1. Require electronic filing by certain large organizations; and
2. Implement standards clarifying when employee leasing companies can be
held liable for their clients’ federal employment taxes.

Strengthen Tax Administration — The IRS has taken a number of steps under
existing law to improve compliance. These efforts would be enbanced by specific
tax administration proposals that would:

1. Expand IRS access to information in the National Directory of New Hires
for tax administration purposes;

2. Make repeated willful failure to file a tax return a felony;

3. Facilitate tax compliance with local jurisdictions;

4. Extend statutes of limitations where state tax adjustments affect federal tax
liability;

5. Improve the investigative disclosure statute;

6. Repeal the requirement of a partial payment with an application for an
offer-in-compromise; and

7. Allow assessment of criminal restitution as tax.

Expand Penalties — Penalties play an important role in discouraging intentional
non-compliance. Specific proposals to expand penalties would:

1. Impose a penalty on failure to comply with electronic filing requirements;
and

2. Clarify that the bad check penalty applies to electronic checks and other
forms of payment.

Improve Tax Administration and Other Miscellaneous Proposals

The Administration has put forward additional proposals relating to IRS administrative
reforms. These proposals would:

*
.

Require information reporting on expense payments relating to rental property;
Improve the foreign trust reporting penalty;

Apply the Federal Payment Levy Program to contractors before providing
Collection Due Process; and

Clarify that vendor levy on “goods and services” would not exclude “property.”

Conclusion
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Mr. Chairman, thank you again for this opportunity to testify on the President’s FY 2010
Budget for the Internal Revenue Service. We urge its passage. It provides the IRS with
the much needed resources to provide taxpayers with high quality customer service, and
bolster IRS enforcement in critical areas, such as unlawful offshore tax ¢vasion. It also
makes wise investments for the next generation of technology and the IRS workforce.

I also urge this Subcommittee to support the enactment of the legislative proposals
included in the Budget to improve compliance. Collectively, they will generate more $10
billion over the next 10 years if enacted.

I look forward to working with you and the Subcommittee on this important budget
request and I will be happy to respond to any questions.

15
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ELECTRONIC FILING

Mr. SERRANO. Thank you. As you were speaking, something came
to mind—I don’t know if you mentioned it in your testimony—how
many people are now filing electronically? What is the percentage?
Do you know?

Mr. SHULMAN. This year we had quite an uptick, we hit the 90
million mark. To date, that amount has been just under 70 percent.
People who file extensions, though, a lot of times come in on paper,
so we expect that percentage to drop a little bit. But last year we
were just around the 60 percent mark. So we have seen a big jump
this year.

Mr. SERRANO. Now electronically if you don’t have a checking ac-
count or a bank account, what can you do using the electronic fil-
ing? If you owe, you can still file electronically, right?

Mr. SHULMAN. Right.

Mr. SERRANO. But if you are getting a refund then you have an-
other issue altogether.

Mr. SHULMAN. Yes. The best thing for people to do is file elec-
tronically and get direct deposit. In general, we get deposits back
in about 5 to 10 days. If you get a paper check, it takes longer. We
actually are quite interested, this Administration is interested and
we are interested, in the whole issue of the unbanked and people
who do not have bank accounts. And we have done some innovative
programs around automatic debit cards and ran a pilot with a bank
this year around debit cards. We are going to keep exploring that
option because we have a problem with a lot of people not being
banked and we have a problem with people getting taken, some-
times, using refund anticipation loans. And so we are very inter-
ested in electronic filing, getting it in to us, getting it into a bank
account, being part of the whole savings mechanism of the whole
country.

Mr. SERRANO. I would encourage you to continue to do that.
Those loans have been a problem, and I think they will continue
to be a problem unless we stay on top of them.

OFFSHORE TAX EVASION

As you know, earlier this month the President announced a
major initiative to target businesses and wealthy individuals who
avoid U.S. taxes by putting their cash overseas. Part of the $332
million in enforcement initiatives in the budget request would go
towards staffing in support of this initiative. My question is, in ad-
dition to that, other than the increased appropriation, is there any-
thing else you need from Congress in order to make this initiative
work? Because we want it to work. We are considering the amount
of money, but in addition to that is there legislation or anything
else that you need that has to happen?

Mr. SHULMAN. Yes. First, let me say Secretary Geithner and the
President and the whole Administration has been incredibly sup-
portive of our efforts around international tax administration, and
it is something that the President brought to the job with him, a
real interest in curbing offshore tax abuse.

The proposal that we announced last week had a set of legisla-
tive proposals and increased resources for IRS enforcement. The re-
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sources we have requested are ones that we think we can pru-
dently put to work, because every time we go and hire new people,
we have to take our best people off-line to train them. And so keep-
ing current performance while investing in the future is a chal-
lenge. So the resources needed are great.

There is a suite of international proposals that are part of the
President’s budget, and they were also released in detail in the
Treasury Green Book last week. The proposals vary—some are tar-
geted at deferral of expenses. These are much more broad tax pol-
icy. There is a set, though, of administrative proposals. For exam-
ple, we count on the banks who transfer money in and out to be
our eyes and ears, and to be good citizens in tax administration.
We have a program called the Qualified Intermediary Program, in
which people report information about people who are investing in
the U.S. or U.S. citizens who have money overseas. There are pro-
posals in there to increase those banks’ due diligence, to make sure
if you set up a foreign trust that you are actually not a U.S. person.
There are pieces in there that make them report their worldwide
income, and then there are disincentives for any bank that does not
sign up and agree to give us information; there is withholding at
the source. Those are critical to our enforcement efforts around in-
dividuals.

So that in creating that whole suite of international legislative
proposals, the IRS had a seat at the table. I was intimately in-
volved in those and I really encourage the passage of all those. If
we don’t get, especially, the administrative pieces together with our
requested enforcement folks, it is going to be much harder for us
to do our job.

Mr. SERRANO. What kind of cooperation do you get from over-
seas? I mean, is this something that you understand they want to
work with you on?

Mr. SHULMAN. Yes. In the business context, sometimes it is a
zero sum game. Either one country gets taxes or the others get for-
eign tax credits. And so there are some debates with what we call
the competent authority process. We have a pretty well-defined
procedure to work out where someone is paying taxes.

When it comes to individuals, people who are cheating the U.S.
Government are usually going to be cheating other governments,
and there is a lot of commonality of interest and coordination. Over
the last 5 years, we have set up international communication and
dialogue forums with foreign tax administrators and us. We have
something called JITSIC, which is Joint International Tax Shelter
Information Centre, where we collocate people. We have a group of
the 10 leading countries’ tax administrators get together informally
each year, something called the Leeds Castle Group. And we have
the Forum on Tax Administration, commissioners from 35 coun-
tries.

I believe our international efforts are us doing it alone, us using
information better, us coordinating with our partners overseas. And
so I am personally quite invested in that coordination. I would say
we get good cooperation with most countries. We have a lot of in-
formation exchange treaties. The countries with which we don’t
have good cooperation and don’t have treaties, feel a lot of inter-
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national pressure on them right now through the G-20 and
through our enforcement efforts and others.
Mr. SERRANO. Ms. Emerson.

INTERNATIONAL TAX GAP

Mrs. EMERSON. Thank you, Mr. Chairman.

Let me ask a couple more questions if I could on this issue. Of
the $3 billion tax gap that exists today, do you know what percent-
age would be attributable to international tax evasion schemes?

Mr. SHULMAN. We don’t. It is very hard to estimate. The tax gap
research—just to put it in context—a lot of it is extrapolated num-
bers from the 1980s and 1990s, and so these are big, broad general
numbers. It is generally broken down by corporations, individuals,
et cetera. A lot of the international information we get comes from
a return with a piece of the return that has an international com-
ponent and a piece that has a domestic component.

What I will say is there have been some wild estimates thrown
out by academics with which we certainly don’t agree. People have
talked about $100 billion and other numbers. Those numbers are
pretty broad numbers that don’t have much basis. The way you
really get these numbers, in a way that we feel confident talking
about, is through random audits of people and corporations that we
usually wouldn’t do. Usually we do an audit when we think there
is an 1ssue. We do random audits to figure out the difference be-
tween what those people should have paid but didn’t, and go from
there. And so there is not a good estimate for the international tax

ap.
With that said, with the focus we have put on the international
tax gap and with the focus the President has put on it, I have chal-
leng%d our research team to get creative about quantifying that
number.

ENFORCEMENT RETURN ON INVESTMENT

Mrs. EMERSON. Do you have—let me ask this a different way. Do
you believe that just through increased discussion of new enforce-
ment mechanisms, if you will, that businesses and individuals will
change their behaviors and perhaps be less likely to engage in tax
fraud, internationally specifically? But I mean is it enough of a
hammer; do we really have to do the legislation to back it up?

Mr. SHULMAN. Well, I think there is clearly direct revenue. We
send people out, they bring money in. That is the direct revenue
effect. The indirect revenue effect that I was referring to in my oral
testimony is really about when people know we are watching cer-
tain segments and they become more compliant.

I think for many years some people have felt relatively safe tak-
ing these risks, and some financial institutions have marketed,
“come hide your assets over here, the IRS won’t find them.” And
so I think we need to back up our words and have a comprehensive
program to keep going after and finding people who are hiding as-
sets overseas.

What I will tell you is that it is my belief that during the last
year this net is tightening, we are finding more people. We also
have a voluntary disclosure program which, if people come in and
voluntarily—truly voluntarily, not because they know we are about
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to knock on their door—they can avoid going to jail, because a lot
of these people are criminally evading taxes. We have seen a sig-
nificant uptick in our voluntary disclosure program. And so I think
we are going to need to stay at it. Frankly, us just having more
people without some of the legislative pieces that I talked about,
like the Qualified Intermediary Program, like withholding at the
s%prce if you don’t report income, will significantly water down our
efforts.

COOPERATION WITH ENTITIES ON ENFORCEMENT

Mrs. EMERSON. Let me ask you one last question with regard to
this. Back in February an international bank headquartered over-
seas entered into a deferred prosecution agreement in which they
admitted to helping U.S. taxpayers hide income from you all, the
IRS. Tell me what process you used to get that bank to agree to
do that so in turn they would end up—you know, as part of the
agreement they would end up helping us in the United States iden-
tify people who were in fact hiding income?

Mr. SHULMAN. Yes. So first let me just state, any specific tax-
payer I can’t talk about.

Mrs. EMERSON. Right, right.

Mr. SHULMAN. And the matter you are talking about is one in
which the criminal settlement has been done.

Mrs. EMERSON. Right.

Mr. SHULMAN. But there is ongoing civil litigation. So the Justice
Department has asked me not to speak specifically about that. But
let me talk in broad terms. We have informants who come in. Part
of your voluntary disclosure and not going to jail is telling us who
your advisers were and others. When we find out there are institu-
tions facilitating or selling offshore tax accounts, we will then go
after both individuals who are evading taxes, and institutions that
are facilitating them. And we have got a range of tools to do that.
We have a very close relationship with the Justice Department.
They are committed because this whole Administration is com-
mitted to combating offshore tax evasion, and so there are criminal
tools. There is settlement potential like you are talking about, and
then there is us continuing to pursue the individuals.

I always like to make clear, and my staff reminds me of it often,
that there is a lot of leverage going after institutions because you
get big swaths of taxpayers. But at the end of the day, it is each
citizen’s and taxpayer’s responsibility to pay their taxes dollars, so
we will continue to pursue both.

Mrs. EMERSON. I appreciate that. Thank you, Mr. Chairman.

PARTICIPANTS IN OFFSHORE EVASION

Mr. SERRANO. Another thought comes to mind, I know you can’t
tell us individuals’ names or corporations, but what kind of indi-
vidual or group hides money overseas to avoid taxes? Is it under-
W];)rld?people, is it individual taxpayers or corporations or all of the
above?

Mr. SHULMAN. I would split it up—I think of offshore tax evasion
and offshore tax non-compliance in two very distinct categories.
One is individuals and one is corporations, and we have different
problems and different programs for both of them.



25

With individuals you have legal source income issues, which is
where I make money legally, but then I go hide it overseas and
don’t pay taxes on it. There is also illegal source income: people
who are doing things illegally here and pushing the income over-
seas. We pursue both, criminally and civilly.

With corporations, I think it is more as the world becomes more
globalized, some of the statistics are startling. In 1990 there were
3,000 global multinational corporations in the U.S.; today there are
63,000. And there are a lot of very honest taxpaying citizens and
there is a lot of very legal tax planning going on. What I tell people
is if you are going to push the envelope, you are usually going to
do it where there is complexity. We have seen that in our capital
markets, from the world I come from, in some of the derivatives.
And you see the same thing in tax administration. And so corpora-
tions are pushing intangibles, like patents, overseas. We need to
make sure they are allocating the expenses and the income to
those. They are doing cost sharing. And people who want to push
the envelope and push into gray areas will do it in the inter-
national arena and with global capital flows.

And so what we are doing in the corporate arena is making sure
we can match the sophisticated lawyers and accountants and advis-
ers that people have, and we are going to try to keep people who
are within the gray zone on the right side of the law and not push-
ing the envelope, to make sure they are not overpaying their taxes,
but they are not underpaying their taxes to the U.S.

Mr. SERRANO. Thank you. Ms. Lee.

Ms. LEE. Thank you very much. Good to see you and thank you
for being here and thank you for your testimony.

Mr. SHULMAN. Thank you.

EXECUTIVE COMPENSATION AND TAX EQUITY

Ms. LEE. Well, I guess I can say the IRS is really a very, very
important entity now within our government in terms of just crack-
ing down on white collar crime, which has been I think allowed to
just run amok in the last 8 years. I was on the Financial Services
Committee and watched the whole deregulation of the financial
services industry take place and also had great concern about the
skyrocketing pay of the executives in the financial services sector.
And of course many of us believe that it is time now to fix the Tax
Code, to stop taxpayer subsidies of these outrageous bonuses and
compensation packages.

I want to just mention one bill that I have introduced as a result
of this. That is the Income Equity Act, H.R. 1594. What that does
is limit the tax deductibility of executive compensation packages
that are larger than 25 times the annual pay of the lowest paid
worker in the company.

Currently, as you know, companies are allowed to deduct up to
$1 million in wage income to pay their top execs, and because of
this, noncash executive compensation, which is fully deductible
under the Tax Code, has really exploded.

So how do you see the current tax law and how might we address
this growth of the executive compensation?

And secondly, do you think that reasonable limits on the deduct-
ibility of the highest paid employees would bring some of the most
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egregious pay packages down to earth? Do you think we need to
look at ways to address tax equity at this point?

Mr. SHULMAN. Let me say a couple things about your questions
and comments. One is the Treasury Secretary, I know, has been
very focused on the dual issues of stabilizing the economy during
this tough time for the benefit, ultimately, of taxpayers, including,
sometimes, stabilization of the financial services sector, and looking
to the future to make sure we have a sustainable economy. I would
refer you to the President’s budget and the tax proposals that this
Administration has submitted to address some of the issues of in-
come inequality and some of the issues concerning the gap that has
been growing between the rich and poor in the country.

Clearly the President has, through the Making Work Pay Credit,
tried to get money into people’s pockets. Where there are limits, it
has been to restrict some of the deductions that are taken by high-
er income individuals. So I think this Administration is trying to
get there. I won’t comment on executive pay specifically.

Ms. LEE. Sure. I understand that and I believe this administra-
tion, the President is moving very assertively in the right direction.
I also just for the record, Mr. Chairman, want to say that tax-
payers need to recognize that they are subsidizing these huge exec-
utive compensation packages by allowing the deductibility by these
corporations. I mean that is a direct subsidy. And so hopefully
sooner or later we will be able to address this in a very systemic
way.

TROUBLED ASSET RELIEF PROGRAM

Let me ask you also with regard to TARP and the TALF initia-
tives as it relates to the IRS. Are you involved in any of the ac-
countability mechanisms to make sure that these funds which have
been sold as assets to any of the Treasury programs, like the com-
mercial paper funding facility, are you, is the IRS involved in any
?f télis monitoring and accountability effort with respect to those
unds.

Mr. SHULMAN. Beyond our ongoing work that we do with—you
know, every major corporation in the U.S. has ongoing dialogue
with the IRS around tax issues. We are not involved specifically in
accountability.

Ms. LEE. You are not?

Mr. SHULMAN. That is not part of the mandate.

Ms. LEE. Okay.

Mr. SHULMAN. We are not. Philosophically, the IRS tries to be
nonpartisan, and traditionally has been, and this Administration
has asked me to be a very nonpartisan, nonpolitical institution.
You know, we have TARP recipients, multiple years of lots of dif-
ferent issues, credits and debits on the books. And I instructed our
staff to keep doing their job, as they always have, so we have long-
term stability in tax administration.

HIRING AND DIVERSITY

Ms. LEE. And diversity in hiring, how are you in terms of your
workforce?

Mr. SHULMAN. We are very focused. One of the first things I did
was start the Workforce of Tomorrow Task Force. We, like the rest
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of the Federal Government, have a lot of people eligible to retire,
some potential turnover. We have a lot more turnover in the boom
times than you have in bust times. We serve every single American
and because we serve every American and are the face of the gov-
ernment, we have been very focused on diversity for a long time.
I have been very public with our employees. I see having a diverse
workforce as far as gender, background, race, et cetera, not as only
a requirement, but also as a strategic imperative for us as we serve
all the American people.

Ms. LEE. Thank you very much. Thank you, Mr. Chairman. Let
me just thank you again, because I know all of our offices have
many, many constituents who have IRS cases and you know we ap-
preciate your response to our case work efforts, also.

Mr. SHULMAN. Thank you.

Mr. SERRANO. Yes, we do. Thank you.

Mr. Boyd.

Mr. Boyp. Thank you, Mr. Chairman. Commissioner, thank you
for your service.

Mr. SHULMAN. Thank you.

COLLECTION

Mr. Boyp. I know all of us want the fairest tax system and tax
administrative agency that we can have. One of the things that
makes that difficult is the people that do owe or scam a system or
don’t pay it and I know there has been a lot of talk about that. I
have been really intrigued by this conversation over how you collect
some of the debts that people owe, and particularly on the issue of
the ones that the IRS and the taxpayer both agree that the tax-
payer owes, but because of a lack of resources or lack of technology
you are unable to collect those debts, and there has been some at-
tempt in the past to do that in some other ways through the pri-
vate sector.

I know that there has recently been a decision by the administra-
tion to not do that anymore. Can you tell me what the analytical
basis for that is and talk a little bit about that and how we might
do better?

Mr. SHULMAN. Sure. Look at our whole pipeline. We go out and
we look at taxpayers. If they have an adjustment made, we assess
more tax, or sometimes they voluntarily come in, but that is just
the beginning, Some pay and some don’t pay, like any place else,
and then we have a collection process. Collection is a big deal to
us and it is obviously where the rubber hits the road because in
our enforcement efforts, it is where we actually bring cash into the
government.

2003 is when this first discussion came up around using private
debt collectors versus our people—what makes sense, what doesn’t.
And back then we had about $7.3 billion of agreed upon debt,
which we call potentially collectable inventory. So, that is the in-
ventory of debt to collect that we put on the shelf because we didn’t
have the resources. If we sent out a collection letter, we needed to
make sure we had the necessary service and the phone resources
to answer that phone call when someone calls back. As the Chair-
man said, not everybody is not excited to see the IRS’s return ad-
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dress, and so we want to make sure we give them good service
when they get to us.

Through our very focused efforts on collection over the last 5
years, we have cut that potentially collectible inventory in half. The
analytics around the private debt collectors and why we decided
not to renew the contract is, one: we ran an apples-to-apples study
of agreed upon debt of a certain size. And we found that on aver-
age, we were bringing in three times more dollars for every dollar
we spent on our people than spent on the private debt collectors.

Two: in this difficult economic environment, I gave our people a
lot more authority to waive debt, put things in the back of the
queue, do an offer in compromise. By statute, the private debt col-
lectors didn’t have all the tools that our people had. And so I want-
ed to make sure every taxpayer who was dealing with someone try-
ing to collect their tax debt had the same opportunity for the flexi-
bility of the resources.

And three: this President has made a multiyear commitment to
our enforcement efforts.

I do want to make clear this, obviously, became a relatively po-
larizing and political issue. I made the decision based on analytics.
I believe that the private sector individuals doing the job were not
abusive; there weren’t incentives for abuse, and we could have
overseen them just fine. It was really that I thought that the dol-
lars we invested in our people, in our systems, A: would have a
greater return; B: that we would get those dollars under this Ad-
ministration; and C: that taxpayers should all have access to the
same options. It is no fault of the private debt collectors. It is by
statute. We couldn’t give them all the powers of our people, and I
figured we should run a uniform collection program.

Mr. BoyDp. So it becomes an issue of who will finance the debt
collection effort. Are we as a Nation, as an agency willing to do
that? We have not—obviously that was part of the problem in the
past. We weren’t willing to do it and so we went out to the private
sector to ask them to do it on some sort of commission basis, I as-
sume. Is that fair? Are you—based on what you said, you sound
comfortable that we as a government now are willing to finance
that collection effort?

COLLECTION

Mr. SHULMAN. I guess I would phrase it a little bit differently.
I would say you need to spend money, regardless, to oversee the
program, manage the inventory, kick the inventory back to the IRS
when there is an issue a private debt collector can’t take care of.
And so, I feel comfortable now that we are going to fund even more
robust collection and we are going to be able to do our job even bet-
ter. Even barring that, my analysis is the money we spent on pri-
vate debt collectors was better spent with us doing the programs.

Again I want to be very clear, I did not participate in the de-
monization on either side of the issue. At the end of the day, it is
because some of the inherently governmental functions that, by
statute, the private debt collectors couldn’t perform we ended the
program. I think running a uniform program so every taxpayer
gets a call with somebody who, on the enforcement side, can put
a levy on their account, which private debt collectors can’t, and on
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the service side can actually give them relief when they have a real
hardship is important. And so philosophically, that is where we
landed.

TYPES OF DEBT

Mr. Boyp. Can you quickly review what some of those numbers
are, outstanding debts in different categories; for instance, the ones
{:)hat?the taxpayer concedes he owes versus some of the other num-

ers’

Mr. SHULMAN. Well, I can get you all the numbers, so I don’t get
them wrong, but let me give you a couple of very relevant facts.
One is, by statute, we have to keep debts on our books for 10 years.
When you look at all the debt packed on, there is no private sector
comparison to a 10-year old debt for somebody who has gone
through multiple jobs and gone through bankruptcies; it stays on
the books with the IRS. And so some of our numbers are inflated.
So when you see our overall numbers, that is not real money that
you go and get. Unlike corporations, we can’t write it off because
we have statutory requirements.

The most relevant number that we track is our potentially col-
lectible inventory, and that is what we determined really could, po-
tentially, be collected. That amount has decreased from 2003. That
number was $7.3 billion. It is down to $3.6 billion. In this budget
there is money for us to go after some of that debt. And some of
it is as simple as using our automatic collection system, where we
send out a letter to you. We won’t send out letters to people unless
we know we can man the phones to answer those questions.

I would be happy to get you all the statistics. I just don’t want
to get them wrong.

Mr. BoyDp. Thank you. Thank you, Mr. Chairman.

[The information follows:]
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Mr. SERRANO. Thank you. Mr. Culberson.
COLLECTION

Mr. CULBERSON. Commissioner, thank you very much for coming.
Mr. Boyd has already covered the area I really wanted to focus in
on. From a personal perspective I have always been a coauthor and
supporter of the fair tax. I hope you don’t take it personally when-
ever I talk about we need to I think shift tax collection back to the
State level, let them collect retail sales tax, and send that on to the
Federal Government. I am a big 10th amendment Jeffersonian. So
if T ever talk about putting the IRS out of business, I hope you will
forgive me. It is nothing personal.

Mr. SHULMAN. I take very few things personally, especially at the
witness table.

Mr. CULBERSON. It is a matter of deep philosophical commitment
on my part to try and restore the 10th amendment and get back
to what Mr. Jefferson and Madison intended.

Actually you have covered most of areas that I wanted to talk
about. So I don’t have any questions, Mr. Chairman. Thank you
very much.

Mr. SERRANO. That is a first, a historic moment.

STIMULUS AND DECLINES IN CUSTOMER SERVICE

Commissioner, last year the IRS was tasked with helping to ad-
minister the stimulus checks in addition to the tax filing season
duties. Congress appropriated additional funds for this purpose,
and the IRS implemented both the filing season and the stimulus
payments successfully, except that the level of service on the IRS
1-800 help line declined from 82 percent in fiscal year 2007 to 53
percent in fiscal year 2008.

In addition, as you know, more than $500 million in enforcement
revenue was not collected as a result of the need to shift IRS per-
sonnel to customer service related to the stimulus checks. Looking
back at that experience of last year, what might the IRS do to pre-
vent similar problems in the future? Could the decline in customer
service and the foregone enforcement revenue problem have been
avoided? Did the IRS simply underestimate the volume of phone
calls and what, if any, changes have been made to IRS internal
procg)sses as a result of lessons learned by the experience of last
year?

Mr. SHULMAN. I tell our employees all the time, we were hit with
stimulus last year, Recovery Act this year. We are working with
the Department of Education around income verification for stu-
dent loans, all sorts of things. I tell people that we execute quite
well, which is the good news. The bad news, which is also in my
view good news, is we are going to be asked to do a lot more. And
so as you said, we implemented stimulus last year on top of regular
filing and it wasn’t just regular filing, it was regular filing with
really late, like late December, changes to the AMT and other tax
laws that had us scrambling and behind the 8-ball already.

Can I give you my perspective on filing season and tell you some
of the things we are doing differently, to give you a sense of phone
calls? In 2007, from January 1 to May 1st, we had 48 million phone
calls come into our toll free line. Last year, during the stimulus
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checks, we had 64 million phone calls come through. So from 48
million to 64 million. This year it increased again, to 74 million.
Part of it is Recovery Act, part of it is people truing up stimulus.

As far as estimating, I have looked at this. I wasn’t there when
legislation and plans were put in place, but I have asked the ques-
tion. The only experience we had were the 2001 stimulus checks
and 2002, and we didn’t get that volume of phone calls. So I am
not sure what we would have known. Once all the high number of
calls started coming in, we did a few things that are ongoing. One
is we have changed our scripts on our phone lines to try to direct
more people to get automated service and to go to the Web. We
have worked on just the science of call routing.

Two is we are investing in the Web. Let me give you an example
from this year. This year one of the big questions is, “what was my
adjusted gross income last year” because you need it for all sorts
of Federal aid, but you also need it if you are going to true up your
stimulus from last year. Because we are so serious about informa-
tion security on our Web site, we have an authentication process
which includes you having your adjusted gross income. We couldn’t
provide that on the Web this year. Next year we are working to-
wards having “what is my AGI?” on the Web, so you can go in and
get that information on the Web to push more people to the Web.
The other thing we now have implemented is estimated wait times
for almost all of the calls. And so some of that lower level of service
is hang-ups. So you call in and it says, “it will be 15 minutes,” and
you hang up the phone and call back at a time when there will be
less of a wait. We don’t consider that all bad, because at the end
of the day we have a limited number of resources and we need to
make choices around those resources. But we are very focused on
that.

BACKLOG OF PAPER PROCESSING

The last thing I would say is one of the biggest backlogs we had
last year was from paper piling up. So amended returns, questions
from taxpayers, responses to questions we sent out, et cetera. We
peaked at over 2 million pieces of paper sitting there. We usually
peak at about a million and we work it down to half a million by
the end of the year. We, in that area, have now created lots of flexi-
bility and cross-training of our workforce, so when paper comes in
we can triage people on the phones, on the paper. Different units
that used to be specialized can do more things. So we are very fo-
cused on this.

I stay focused. You were talking about level of service, which is
one thing, phone level of service. I want to be very clear. If you
have a 60 percent level of service, that does not mean 40 percent
of people walk away unhappy. Some people hang up and some go
to the Web. That level of service is just the people who actually get
through and get their questions answered by a live assister.

I also focus on our American Customer Satisfaction Index scores,
which have been steadily going up since 2000. So there are all of
our specific measures, but then the big measure for me is when
taxpayers are surveyed about their experience with the IRS, how
they are feeling about it in a service context. Those numbers re-
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mained flat last year. We are going to have to keep working at it
and we are very focused on it.

I don’t want you to misinterpret and think we are happy with
where we were. Any taxpayer who makes a call that doesn’t get a
good, quick response from us, I want to get better. But with all the
resources, we are going to triage resources and make tradeoffs.

TRANSACTIONAL RECORDS ACCESS CLEARINGHOUSE

Mr. SERRANO. There has been some information and some of this
obviously happened before you came on the job, but we want you
to comment on these anyway. The Transactional Records Access
Clearinghouse at Syracuse University had some data, and for fiscal
year 2008 the audit rate for the largest corporations, those with as-
sets greater than $250 million, was 27.4 percent, down from 44.1
percent in fiscal year 2005.

In addition, according to IRS data reported by the Transactional
Records Access Clearinghouse at Syracuse University, the audit
rate for millionaires dropped by at least 19 percentage points be-
tween fiscal year 2007 and fiscal year 2008. By contrast other cat-
egories of individual taxpayers and corporations experienced the
same or even higher levels of audit coverage in fiscal year 2008
compared with fiscal year 2007.

Why do you think we are seeing these trends? Why have the
audit coverage rates for millionaires in the largest corporations
gone down while other audit coverage rates have remained steady
or increased? And will the fiscal year 2010 budget request help to
change that disparity?

Mr. SHULMAN. I am well aware of the statistics. We dispute, and
I have gone deep into these numbers, the way that TRAC came up
with some of those numbers. So, we think some of that is just
wrong, and then some of it is looking at somewhat unfair compari-
sons.

We have doubled our coverage rate of large corporations in the
last 5 years. We have seen a steady trend increase of audits of mil-
lionaires, or people with income over a million dollars, in the last
several years, and you are going to see those trends continue.

As Commissioner of Internal Revenue with 100,000 employees
and a $12 billion budget, I kind of think of myself the way I would
hope America’s CEOs think about themselves: they shouldn’t be
managing quarterly results in snapshots. They should be managing
long-term trends and where the agency is headed.

The millionaires, that number did not decrease by 19 percent.
There was actually a statistical error that we put out the fall be-
fore, and so we put the numbers out wrong before and everybody
knew about this. We were very clear when those numbers came
out. They came out wrong before I was there, but I stand behind
them. There was not a 19 percent decline. There was a slight de-
cline because the denominator grew. So the number of audits was
relatively steady but the denominator grew.

Similarly with large corporations, the number of audits was
steady, but the denominator grew. So that you know the general
statistics, average taxpayers have about a 1 percent chance of
being audited. If you have over a million dollars of income, you
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have a 5.51 percent chance of being audited. So we have much
higher coverage rates of million dollar folks.

The other thing that contributed, frankly, to some of these num-
bers is continuing to be under continuing resolutions where we
freeze hiring. People have to cut back, we are not adding and filling
bodies. In both those years we were under continuing resolutions.
As head of an agency and seeing what that is like this year, I did
some things with high income audits and international, to continue
our hiring and take a bet, and saying I was going to cut other
places if the appropriation wasn’t passed, which it was, but that
creates some issues.

So, I guess what I would say is the long-term trends are going
to be continued focus on large corporations, high net individuals,
flow-through corporations and international. Those are my prior-
ities. Those are on enforcement and that is where the 2010 budget
is giving us more resources. These numbers are going to fluctuate
in certain years. And as I said before, we are hiring a lot of people
this year and next year. We are going to take some of our best peo-
ple off to train them. You may see fluctuation in numbers as they
are training, but our long-term investment is to have a trend where
we make sure wealthy individuals and large corporations, who
have really benefited from being in the U.S. and from all our rules
and economy, pay their taxes. We are also going to have coverage
in all spectrums, so that everybody knows that their neighbor is
paying taxes if they are paying taxes.

USE OF STATISTICS

Mr. SERRANO. In your answer just now in disputing these num-
bers you used the phrase or word “unfair.” What was unfair?

Mr. SHULMAN. Well, we put out enforcement statistics and then
we put out our statistics of income. Some of those use different
measures. I mean, we hold the data for all the income in the U.S.
and for the taxpayers. It is a very important data set for this coun-
try. I am a big fan of people watching our numbers and reporting
on our numbers and having a public debate. I think that keeps us
on our toes and leads to a vibrant democracy.

I think on large corporations we had a slight decline of actual
audit closures, but most of those large corporations are under audit
anyway, so we just didn’t close out audits. The denominator grew.
The way I would look at it is, with the resources we had, we did
as many audits. They chose to look at percentages instead, which
is what I mean when I say unfair. Everyone decides what their
headline is going to say. They chose to have a different headline.
And I think picking the period, I think you said 2005 to 2008 was
the number that was picked.

Mr. SERRANO. Right.

Mr. SHULMAN. That may be a correct number or it may not be,
but we doubled the coverage in the last 5 years. And so one trend
says we have gone down and one says it has gone up. When I used
the word “unfair,” that is what I was talking about.

SERVICES FOR LIMITED ENGLISH PROFICIENCY TAXPAYERS

Mr. SERRANO. Thank you. Before I turn it over to Ms. Emerson,
I want to delve into one area here. Can you tell me what is the



35

status of the services you render to limited English speaking folks.
I know you made some serious progress, for instance, in putting to-
gether the “Where’s My Refund?” feature on the IRS Web site in
Spanish. What can you tell me about where you are heading? And
do you see more and more need for these services?

Mr. SHULMAN. When we had a chance to talk before, I told you,
directionally and conceptually, where we are headed in service is
to move as many people as we can to self-serve on the Web. But
we will also continue to have a robust suite of in-person phones,
volunteer sites, grants for low income people and for underserved
populations. I view the limited English proficiency population as
often underserved by us. We can always do better. We have done
a whole set of things, for example, around trying to have a Span-
ish-language Web site, having publications translated, making sure
when we are working in an area of the country that has non-
English speaking or people for whom English isn’t their first lan-
guage, we are staffed with people with appropriate language skills.
Our media department has a special outreach to non-English
media outlets around the country.

So we have had a focus. I am not going to sit here and tell you
we are as far as we need to go. So we are going to keep pushing
in that direction on getting as many people on the Web as we can.
If there are specific targeted populations that need to be served, we
are going to keep trying to serve them better.

Mr. SERRANO. Thank you. Ms. Emerson.

NARCOTICS TRAFFICKING

Mrs. EMERSON. Thank you. I am switching the subject here. Back
in I guess fiscal year 2009 the IRS Oversight Board recommended
that Congress provide $24 million above the budget request to en-
hance financial investigations of narcotics trafficking organizations.

Mr. SHULMAN. Yes.

Mrs. EMERSON. Estimates are that over 7,000 people have been
murdered in Mexico as a result of the ongoing drug war between
cartels and Mexican authorities since January 2008, and we all
know that there has been spillover violence in Georgia, Alabama,
and Arizona, not to mention all of the drugs that enter into the
United States, whether it is cocaine, methamphetamine, heroin.
We have too much of it in my home State of Missouri.

Is the IRS Oversight Board correct, should we dedicate addi-
tional resources to financial investigations of drug traffickers? That
is my first question. And then how do you all interface or work
with the Departments of Homeland Security and Justice to address
violence? I don’t know that you would actually do that specifically.
And does the IRS typically generate a significant amount of en-
forcement revenue from taking down drug trafficking organiza-
tions.

Mr. SHULMAN. It is a great question. We have a very strong
Criminal Investigation Division, who, obviously, specialize in fi-
nance. Taxes is their roots. But I think they are well known as,
probably, the best forensic accounting criminal investigators there
are, worldwide.

We have very close working relationships with the FBI, with the
Justice Department, with lots of local law enforcement and others.
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And we are brought in, often, when there is a tax matter. But our
people also assist on nontax matters relating to all sorts of criminal
activity.

And so I think this is always just a balance. It is always recog-
nizing we are all the Federal Government trying to aim in the
same direction, but we all have our jobs to do. So there has been
an ongoing dialogue about how much of IRS agents’ time is spent
on nontax matters, because criminal tax enforcement is vital to the
tax system. You know, the ultimate hammer is you go to jail if you
evade paying your taxes in a criminal method; so people need to
be reminded of that, and we balance that time.

So I have actually kept the number relatively steady. I have good
relationships with the head of other bureaus that are involved in
crime, the head of the FBI and others. And we are going to pitch
in where we can, but recognize we have limited resources.

Regarding the Oversight Board’s specific requests, the Oversight
Board is incredibly thoughtful. I can’t speak for the Oversight
Board, but I interact with them quite a bit. They view their job as
recommending what we need to do our job without the constraints
of an overall budget. And obviously the Administration has edu-
catil(l)n, health care, energy, the economy, lots of things to wrestle
with.

So I am supportive of what we have here. We are going to make
do. It is very similar to some of the questions about service, and
our service levels. It is always my job to advocate for the agency,
get all the resources we need. But in doing so, we have got to make
choices. And I think the choices we have made in this budget are
very prudent. I think they are ones that are going to lead us to
good enforcement, good service, good investments in the future.

Mrs. EMERSON. I appreciate that.

TROUBLED ASSET RELIEF PROGRAM

Switching gears yet again, the Special Inspector General for the
TARP has stated in written testimony, and I will quote: “We stand
on the precipice of the largest infusion of government funds over
the shortest period of time in our Nation’s history. History teaches
us that an outlay of so much money in such a short period of time
will inevitably attract those seeking to profit criminally. If, by per-
centage terms, some of the estimates of fraud in recent government
programs apply to the TARP programs, we are looking at the po-
tential exposure of hundreds of billions of dollars in taxpayer
money lost to fraud,” end quote.

Are you all detailing staff to the Special Inspector General to
provide experienced financial auditors and examiners to support
this critical mission, particularly since I know he is short-staffed?
And secondly, what are the tax implications for the banks receiving
TARP funds? I mean, how do they report the income received from
the TARP and the dividends paid to the government? And that is
more of a process question. I am very curious how that happens or
how they report that.

Mr. SHULMAN. Let me start at the broadest response to this and
then get to your two specific questions.

In the broadest sense, I think the President has been very clear
about this in his speech before Congress, which is there is the deci-
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sion by the Administration that this extraordinary economic times
needed, a very powerful response. Obviously Congress, through a
combination of approving the TARP, approving the Recovery Act,
agreed with that.

At the same time, there are unprecedented outlays. There is
going to be leakage, there are going to be mistakes, and there is
going to be fraud. So what this Administration has tried to do is
respond appropriately and forcefully and aggressively with cash
outlays to get the economy moving again, but at the same time
make sure that we try to account for every dollar spent and try to
minimize leakage.

It is not going to be perfect on either end, right? With TARP, yes,
we detailed people to TARP to help with their efforts because we
know it is so important to the economy. Regarding the tax treat-
ment of TARP funds, we have put out a lot of guidance. Some of
it is loans, some of it is equity, some of it is convertible equity. It
is hard to speak in broad generalizations because the money has
been used in different ways. But because the government has been
doing innovations, we have had to be very clear about our interpre-
tations, and we have worked closely with Treasury to make sure
that the proper tax treatment under the law is what has happened
with TARP recipients. I would be happy to go through all the de-
tails with your office.

Mrs. EMERSON. That would be terrific. Thank you very much.

Thanks, Mr. Chairman.

Mr. SERRANO. Thank you.

I only have a few more questions.

Mrs. EMERSON. I have a few more, or I can submit them for the
record, whatever you prefer.

Mr. SERRANO. We will keep him here until 3 o’clock. No, I am
only kidding.

FLEXIBILITIES IN IRS ACTIONS

Your main role—well, one of your main roles is definitely to col-
lect taxes, and we all support that, the fact of that mission. But
these are difficult economic times, and we read daily about people
losing their homes, people not being able to buy groceries, people
not being able to pay tuition. And I am sure there are people who
at the end of the year owe money, who didn’t intend to owe money,
who didn’t do anything improper to owe money, but they do. Does
the IRS in any way take that into consideration, and how do you
deal during this very difficult time with the fact that there are
some people who owe money that can’t pay it right now?

Mr. SHULMAN. That is a great question. I am quite proud of the
Agency for the way we have responded to this this time.

Last August and September I sat down with our senior staff and
said, I think all the experts agree, the people we work with, my col-
leagues at the senior levels of government, that we are headed into
an uncharted territory with the economic time, and it ended up
being true, unfortunately. And we said, we are going to find tax-
payers for the first time who are in incredibly difficult, dire straits,
making choices between paying for their mother’s medicine or pay-
ing tuition for their kid or paying their taxes, and what can we do
to respond within our administrative authorities? We need to keep
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in mind the tension. More than ever we need to fund the govern-
ment because the government has, through a whole set of cir-
cumstances, very large deficits, and so we need to collect the
money. So if you can pay, you have to pay; but if you can’t pay,
we need to be fair and compassionate as an agency.

We put in place a whole number of programs, shifted some re-
sources. One is for small businesses and businesses generally, we
recognize that expedited refunds would be a lifeline for cash with
frozen-up credit markets. We actually shifted resources to deal
with people who are coming in and asking for expedited refunds.
There is a procedure that allows you to do that. So we made sure
we were staffed up there.

We work closely with individuals, especially our collection per-
sonnel. What I did was raise the limits. The number is not public,
and we are not going to make it public, but under a certain thresh-
old, if you are out doing collection, our frontline employees have
lots of discretion about what they do with people. So we can sus-
pend collection for 6 months to let people get through a rough time,
and we gave people more authority to do that.

With housing, a lot of times in offering compromise, the reason
you don’t get an offer in compromise is because you have home eq-
uity. But the way we know you have home equity is we see your
appraisal, we see your mortgage, we know you have home equity.
We recognized that the housing market was in dire straits, and
that actually a lot of these appraisals weren’t the true value of the
home because the value was plummeting so rapidly. We set up a
specialized unit of real estate specialists who work in coordination
with realtors’ associations around the country. So normally we
would reject an offer in compromise because the documentation
didn’t show decreased home value. Any time an offer in com-
promise is rejected during this period—and it is still ongoing—be-
cause of home equity, it gets kicked to our specialized unit to have
a second look.

We also set up expedited levy release; so if we were levying your
bank account, and you were released, you would get the money a
lot quicker. We set up a section on our Web site which is called
“What If"—What if I lose my job? What if I lose my home? What
if I lost one of my jobs? What if my income declines?—those kinds
of things. All of it is geared towards doing right by the American
people and being compassionate. We deal with every single tax-
payer, and they need to have faith in their government, but it also
helps for just the pure collection of taxes.

We are in this for the long haul, and the last thing we want to
do is be unfair with someone, have them drop out of the system.
What we want to do is keep them in the system for the long run.
We want to make sure we have as much flexibility as possible to
help them through this difficult dip in the economy, where there
are people who have been paying their taxes their whole life and
for the first time can’t pay their taxes.

So as an agency we responded to this. We pushed a lot of judg-
ment into the hands of our people, and we gave them the authority
to work with taxpayers during a difficult economic time. I think the
response has been good. I think we have hit the balance right. We
are always going to be fine-tuning this balance, but it is an exam-
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ple of how we are trying to fine-tune this agency so when surprises
come at us, we can respond rapidly.

FLEXIBILITIES IN IRS ACTIONS

Mr. SERRANO. And I am glad you are doing that, because when
you watch the news, when you read, you see, you hear the horror
stories of people not being able to pay their mortgage or all the
other issues that I mentioned before, but you never hear about peo-
ple paying their taxes, because that is always assumed that you
have to or else, and only a bad person will not pay their taxes. But
the fact of life is if a person hasn’t been able to pay their mortgage
or their rent for the last 4 or 5 months, and then owes $2,000 to
the IRS through no fault of their own, just the math, I mean it
happens to all of us, that is a tough thing to deal with, whereas
paying—as sad as not paying the mortgages and the rent, there is
nothing illegal about that, whereas not paying your taxes, owing
taxes, there are laws against that; so that just adds to the stress
level.

Mrs. EMERSON. Can I add something really quickly?

Mr. SERRANO. Sure.

Mrs. EMERSON. It is interesting particularly how you have
changed or been a little more flexible on the equity issue in the
house, because even if there is equity in the house, it doesn’t mean
necessarily that the homeowner would be able to qualify during
these economic times to even grab out any of that equity to pay off.
So I appreciate the fact that flexibility, which probably has not tra-
ditionally been the hallmark of the IRS, seems to be an important
part of how you are working with people who are under terrible
stress right now.

Mr. SERRANO. I can see the new IRS Web site: “We Have a
Heart.”

Mrs. EMERSON. “We Are Flexible.”

Mr. SERRANO. “We Are Flexible.”

THE IRS WORKFORCE

I have one more question for you, Commissioner. The operating
plan for fiscal year 2009 notes that “as early as fiscal year 2010,
20 percent of the total IRS workforce, including 30 percent of all
IRS managers and 47 percent of IRS executives, are eligible to re-
tire. The operating plan further notes that 2009 funding will be
used to enhance recruiting and training programs and help attract,
develop, and retain an outstanding workforce.” That is the quote.

Please describe for us some of the ways in which the IRS is pre-
paring to cope with this coming wave of retirements.

Mr. SHULMAN. As I mentioned earlier, my view as the leader of
IRS, is there is nothing more important that I do than focus on our
workforce. I pulled one of our senior operating executives out of the
field, had her report to me directly for the last year, to focus with
our HR department on workforce issues. I am a big believer that
workforce isn’t just an HR problem, it is actually a leadership prob-
lem. People look to their managers and they look up their chain of
command to the people running the agency for leadership.
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RECRUITMENT AND RETENTION

We, like every Federal agency, have this impending retirement
boom. We are using this recession, in which fewer people are retir-
ing because their retirement savings have shrunk. A Federal job is
actually a great, well-paying, stable job, and so some of our attri-
tion numbers have fallen off. But we are not going to rest on our
laurels, because as the economy rebounds, we could have a cliff of
retirement. So, people who are eligible to retire this year don’t re-
tire, the ones who are eligible to retire next year don’t retire, and
then the year after, all three of those waves actually decide to re-
tire. And so we are laying the groundwork to really invest in the
workforce of the future.

One thing we have done is centralized recruiting. As we are
doing recruiting now for revenue agents, revenue officers, and law-
yers, we are running it centrally out of a group that is reporting
to my two Deputy Commissioners, who are involved in this every
week. I get an update every week. In the past, it was very decen-
tralized. So it allows us to leverage hiring, see candidates across
the whole organization. So we have made this an enterprise pri-
ority.

Two, we are focusing on fewer institutions for recruiting. Instead
of having a scattershot approach to 1,000 colleges and universities
around the country, without deep relationships, we are going to
target 100 and have much deeper relationships. We want to get to
know the heads of the accounting departments, the deans of the
law schools, the different professors, so that we are doing recruit-
ing as we go. And so we are using this current hiring wave as an
experiment around more focused centralized recruiting.

We are also making senior executives responsible for recruiting
in geographic areas and developing relationships with the schools.
If the head of an accounting department goes to meet somebody
who runs a business unit, it is a much more engaging conversation
than meeting an HR specialist who just does recruiting. And not
to denigrate—I mean, we have a great HR group and they have an
important role to play—but it is a partnership role. So we have a
lot of focus on recruiting.

RECRUITMENT AND RETENTION

We are also focusing on making the IRS a great place to work.
And some of the examples of the things we are doing is trying to
get rid of what I call “administrivia,” where managers spend more
time filling out forms and not as much time mentoring and devel-
oping people. So we have a very focused effort on trying to knock
down some of the paperwork burden of our frontline managers so
that’s an attractive job, and so people can spend time managing,
leading, motivating, coaching, and not spending as much time on
non-value-added administrative work. And my belief is these things
kind of build on each other.

So we are also working on just training our leaders and man-
agers to be great leaders and managers. We are driving a culture
and a set of values through the organization that I am trying to
teach by example, values like respect, continuous improvement,
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valuing diversity, personal accountability. People aren’t seeing me
promote people who don’t live up to that set of cultural values.

I am challenging managers and the senior people. You have a
subject matter expert who maybe doesn’t exhibit the long-term be-
havior you want, but those people sometimes get promoted in large
organizations. We are trying to be very focused on the future, be-
cause I believe if everyone shows up to work feeling respected, feel-
ing they know what their job is, feeling that they are rewarded if
they hit their goals, feeling that they are coached, mentored, it be-
comes a self-fulfilling prophecy. If they don’t, the dead weight is
moved out. People stay longer. People recruit their neighbors to
work there, and the agency grows and flourishes. So I am very pas-
sionate and very focused on people issues, as is our whole senior
team.

TAXES AND PROFESSIONAL BASEBALL

Mr. SERRANO. In closing my part, let me just tell you that there
is an ongoing joke in the committees I serve on is how long before
I bring up Puerto Rico or Cuba. But it doesn’t fit in this hearing.
So I will bring up something related that I am always curious
about.

You have folks here who come to play baseball, professional ball-
players, and they come from other countries. Do the Major League
teams withhold their taxes just the way all other Americans get,
or are they on their own with their business manager to pay their
taxes? And, you know, you have States that have these arrange-
ments where if you live in one State and work in another, you pay
in one, and the other one recognizes the fact that you are living
here and working there. There is no arrangement between coun-
tries; right? These millionaires pay in both the place where they
have a legal residence and where they play ball; am I right?

Mr. SHULMAN. Is this a baseball question or a tax question?

Mr. SERRANO. A tax question.

Mr. SHULMAN. Let me get back to you. I mean, I think you have
different arrangements with

Mr. SERRANO. So the question was not as silly as I thought.

Mr. SHULMAN. No. I don’t want to give you the wrong answer,
especially around a baseball question.

Mr. SERRANO. Around a millionaire question. See, it always
causes a problem. Okay. Thank you.

SECURITY INFORMATION TECHNOLOGY WEAKNESSES

Mrs. EMERSON. I have two IT questions, and then I will put the
rest in the record, Mr. Chairman, if you like.

Over the past several years, GAO and Treasury Inspector Gen-
eral for Tax Administration have been critical of the IRS’s IT secu-
rity weaknesses, and so I am really very pleased that the budget
proposes an increase to address that issue.

Three questions with regard to this: What processes are in place
to inform taxpayers if their personal information has been com-
promised? Number two, what will the additional $90 million in-
cluded in the budget request provide? And number three, if this re-
quest is funded, and I am assuming it is going to be, can we expect
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the IT security criticisms from the GAO and others to be either
minimized or eliminated totally?

Mr. SHULMAN. I have been very clear that we have a sacred
trust. The American people send us their financial information, and
we need to be very focused on information security. I came into the
job about a year ago, sat down with both GAO and our Inspector
General, looked at those reports, and directed our team to take the
findings very seriously. Start telling me what budget they need to
knock down some of these security weaknesses and, pay attention
to it and not always prioritize new functionality against security
weaknesses.

I will say you are never going to get to zero potential security
weaknesses, and I will also say these reports have not talked about
security breaches. They have talked about places where they could
potentially be. So the American citizen should feel very confident
that their information is protected at the IRS, but as the world
changes, as people trying to do bad things with computer systems
change, we need to stay ahead of that curve.

For the processes for informing people, we have a privacy office
that is very focused on identifiable information: Social Security
number, name, dates of birth, the kinds of things you can use for
identity theft. We have not had incidents of leakage out of the IRS
in the area of identity theft, but we are very focused on that.

We have a joint operations committee from which, literally, every
morning I receive an e-mail that shows all sorts of physical secu-
rity, information security issues, et cetera. It goes out to all our ex-
ecutives. I receive it and review it daily. Any time that there is a
potential loss of data—of taxpayer data—that could harm a tax-
payer, it goes to our head of Information Security and Disclosure.
There is a committee that meets, looks at what the breach is, looks
at the Federal standards about notification. If there is a need for
notification, we do notification, and we err on the side of caution.
So we notify lots of taxpayers that we found a security weakness,
or a letter went out with your address to the wrong person. As we
are dealing with 130 million taxpayers, mistakes happen, and we
send letters out to them so they can double-check and make sure
things are fine.

The other thing is we set up an identity theft specialized unit
last year. It used to be decentralized. Identity theft usually comes
to the IRS not because you lost your identity through the IRS, but
because someone steals your identity, and then they file a tax re-
turn with a fraudulent refund, or you are having a hard time get-
ting your return because something happens. So we now have spe-
cial indicators, a whole program to work through that issue. Again,
when an American citizen has a devastating financial situation
with identity theft, we want to be part of the solution.

INFORMATION SECURITY

Your second question about what we will do, I think it is very
important and lobbied hard to get the $90 million that we put in
for security and material weaknesses. It is going to knock down not
the whole list of everything that the IG and the GAO have ever
shown, but a lot of the ones that we have decided are important.
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One of the most important things that will happen is new sys-
tems. And on some of the old systems, we are going to put in audit
logs, because there are always threats from the outside, but we
have 100,000 employees, so we need to make sure we can track
what people inside are doing. So a lot of that funding is to audit
logs and addressing the weaknesses that were in those reports.

As to your last question, what I will tell you is some of the long-
term investments, such as in modernizing our data accounts, will
help us to get a fully modernized data system. That is, a relational
database for taxpayers, to knock out some of the material weak-
nesses that have been ongoing with GAO, like tracking accounts re-
ceivable at the entity level in our general ledger. So, some of that
will take more time. This $90 million won’t take care of it all. A
lot of things will be knocked down.

I certainly hope that the GAO and the TIGTA will see progress,
but I can’t speak for them. But what I will tell you is I believe in
a balanced IT portfolio that invests in the future, that shores up
current systems, and that invests in infrastructure. I think before
I got here, there was a lot of emphasis on modernizing. Moderniza-
tion is in the eyes of the beholder. But I have been very focused,
and this budget reflects my handprint around a balanced portfolio
of technology that sustains the good work already done, shores it
up, focuses on security, builds the new database.

BUSINESS SYSTEMS MODERNIZATION

Mrs. EMERSON. The thing that makes me so nervous about doing
new IT or business modernization systems is just the history that
we have seen from other departments within the government and
the billions and billions and billions of dollars that have just been
wasted. Are you comfortable with the processes you have in place
to ensure that whichever contractor you hire can execute all of the
changes that you need made, and that you can stay on track with
those changes?

Mr. SHULMAN. Let me say a couple things about my views on
technology. One is in my life before this, I have built big infrastruc-
ture for the securities industry of the country, high-speed trading
networks. Building big technology is difficult. Technology is chang-
ing. Expectations of the users are changing, American taxpayers’
expectations about the technology can change. It is also a nonlinear
process. You don’t say, “right here, for the next 5 years, this is the
plan,” because the world changes, and you learn as you go, and ex-
pectations change as you go.

So it is usually best to breed technology when you do develop-
ment. Usually it throws away about 30 percent of the code. So if
you're at a big corporation, the board of directors looks at it and
says, “we are going to spend a million dollars,” but about $700,000
of that will actually get implemented. That is not $300,000 of
waste. That is the cost of operations, and that is what it takes to
iterate through the process.

Sometimes in government people have bungled it and wasted
money, and sometimes people have characterized some of the
throwaway, which is natural in a big IT program, as waste, when
in reality that is just the way that IT works going forward.
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I am quite confident in the IT leadership. I brought in a new
Chief Technology Officer who had been Chief Technology Officer of
Boeing, which had old systems that had to be revamped. He had
been Chief Technology Officer of EDS. He had been Chief Tech-
nology Officer of Visa International. That person now runs our IT
department, oversees contractors. So he has been a big contractor
at EDS. He knows you need to hold people accountable, partner
with them appropriately, but not absolve your responsibility for
oversight.

BUSINESS SYSTEMS MODERNIZATION

We are very focused on having the right combination of drive to
get it done with tight processes and controls along the way. What
I have told you privately, and I will say publicly, is I believe you
put projects in place that you can get done on your watch. Success
is a combination of the systems and the processes and the people,
but it is also the leaders staying focused on the project. And so the
modernization portfolio we are putting forward finishes our e-file
project, which allows the whole 1040 series to be electronically filed
not on our current standard, but on XML technology that can be
used by everyone who e-files. So it is a lot more user friendly and
stable. And the main thing we will get done is our account data-
base—the goal is on my watch—which then allows us to really
move forward into Web services and internal use of data for en-
forcement purposes.

And so I am confident we are going to stay focused on it. My
track record is that when I stay focused on it, things get done. I
never promise that everything is going to be done perfectly, but we
know that we are asking for money, and we are asking for people
to believe we can get it done. I think I have got as good a team
as I have seen in private-sector or government, so we have a good
chance of getting it done, and we will keep running tight processes
to maximize the chances of good, strong delivery.

Mrs. EMERSON. Hopefully you can serve as an example to the
rest of government then. Thank you very much.

Mr. SERRANO. Thank you. I will submit the rest of my questions
for the record.

You have questions.

Mrs. EMERSON. I have questions I would like to submit as well.

Mr. SERRANO. It shall be.

CLOSING STATEMENT

We thank you for your testimony. We stand ready to assist you.
We fully understand the role that you play, how important it is. I
was very appreciative of your comments that the agency will be
sensitive to the fact that during difficult economic times, people
who intend to be good citizens that pay their taxes run into issues,
situations just like they did with their mortgage or their rent or
the children’s tuition. They didn’t intend to, it just happened that
way. And it is very important for us to hear that.

It is important for us also to hear that you will continue to reach
out to those folks who have limited proficiency in English to help
them walk through the system and the fact that you are reaching
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out to the taxpayer to try to help them. We stand ready to assist
you in every way. So we congratulate you on that work, and, as I
say, we understand how difficult this job is, but you seem to con-
tinue to want to do it and do it right.

Let the record show, however, that the Commissioner did come
here unable to answer just one question: How baseball players pay
and where they pay their taxes. And that is one that I think we
will get quite a bit of study and analysis.

But we thank you for your service, and we thank you for your
testimony here today.

Mr. SHULMAN. Thank you.

Mr. SERRANO. The meeting is adjourned.

QUESTIONS FOR THE RECORD SUBMITTED BY CHAIRMAN JOSE E.
SERRANO

TAXPAYER SERVICES

1. With regard to the budget request for Taxpayer Services, the overall Taxpayer
Services request is one percent below 2009, while the Filing and Account Services
budget activity, which includes both submission processing costs and the cost of run-
ning the IRS 1-800 help line, among other things, is 2.2 percent below last year.
If the IRS falls short of its electronic filing goals next year—and submission proc-
essing costs rise as a result—is there a risk that the IRS will be left with insuffi-
cient resources to staff the 1-800 help line service, and that taxpayer service will
suffer as a result?

2. The fiscal year 2010 IRS budget submission shows that the IRS is planning
a 71.2 percent Level of Service on the IRS 1-800 help lines for fiscal year 2010. This
is lower than the 82 percent Level of Service achieved in fiscal year 2007. What is
the IRS currently doing to improve the Level of Service on the phone lines, and why
isn’t the IRS aiming for a higher Level of Service on its phone lines for fiscal year
2010? Would a higher appropriation for Taxpayer Services, above the budget re-
quest, ensure a higher Level of Service on the 1-800 help lines?

AUDITS OF LARGE FINANCIAL SERVICES COMPANIES

3. IRS data, as reported by the Transactional Records Access Clearinghouse at
Syracuse University, show that only 15% of large financial services companies were
audited in 2008, compared with 64% of all other large corporations. Why are large
financial services companies less likely than other large companies to be audited?
Is the IRS budget request for Enforcement designed to help boost the number of au-
dits of large financial services companies?

BUSINESS SYSTEMS MODERNIZATION

4. With regard to Business Systems Modernization, I understand the IRS is em-
barking on a new direction with regard to the Customer Account Data Engine, the
project aimed at modernizing the taxpayer database. Please describe for us exactly
what BSM schedule changes the IRS is envisioning, and why. What was wrong with
BSM'’s previous schedule? Are you confident that full modernization is still on track,
and that delays and cost overruns will be avoided?

HEALTH COVERAGE TAX CREDIT

5. The American Recovery and Reinvestment Act included changes to the Health
Coverage Tax Credit program, designed to expand the numbers of taxpayers who
are eligible to participate in the program. To help the IRS handle the increased vol-
ume in fiscal years 2009 and 2010, $80 million in supplemental appropriations was
provided to the Health Insurance Tax Credit Administration. Does the IRS have a
reliable estimate at this point as to how many additional taxpayers are participating
or will participate in this program? Is the $80 million in additional supplemental
appropriations sufficient to allow the IRS to effectively administer this program this
year and next year?

6. The budget request assumes $13.7 million in savings as part of a “Government-
wide Reduction for Productivity Improvements.” Please describe the current types
of expenditures and inefficiencies in which the IRS expects to achieve cost savings.
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Why are a disproportionate amount of these savings—$10.6 million—expected to
come from the Operations Support account?

AUDIT RATES

7. For each of fiscal years 2007 and 2008, how many correspondence audits were
conducted of taxpayers with adjusted gross income between $100,000 and $200,000?

8. For each of fiscal years 2007 and 2008, how many face-to-face audits were con-
ducted of taxpayers with adjusted gross income between $100,000 and $200,000?

9. For each of fiscal years 2007 and 2008, how many correspondence audits were
conducted of taxpayers with adjusted gross income greater than $200,000?

10. For each of fiscal years 2007 and 2008, how many face-to-face audits were con-
ducted of taxpayers with adjusted gross income greater than $200,000?
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Questions for the Record from Ranking Member Emerson
Criminal Investigators

Currently there are approximately 2,600 IRS special agents who investigate tax and
money laundering crimes involving tax schemes, corporate fraud, non-filers, employment
tax fraud, and crimes associated with drug trafficking and terrorist financing. This level
is down more than 200 positions from fiscal year 2002. Recently, the Treasury Inspector
General for Tax Administration found that in 2008, the number of criminal investigations
initiated declined by 11 percent, and the number of criminal investigations completed
decreased.

Why are the number of investigations initiated declining?

Do you need additional criminal investigators?

Taxpayer Services

The IRS operates several programs designed to help taxpayers prepare their filings
including a telephone service, information provided on the internet, walk-in centers at
IRS facilities, a volunteer income tax assistance program, a counseling program for the
elderly, and the Taxpayer Advocate Service. Enhanced taxpayer services will improve
compliance, reduce the tax gap and improve taxpayers’ opinion of the IRS.

How would the average person learn of these services?

Do you use different strategies to promote awareness in rural areas versus urban
areas?
Document Matching

The budget request proposes a $26 million increase to expand document matching to
increase the IRS’ ability to use automation to match information with the amounts
reported on tax returns. This increase is on top of a $35 million increase provided in
fiscal year 2009,

How much enforcement revenue do you raise through using automation to match
documents?

How will the $26 million requested increase enhance this program?
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Small Business Compliance

The tax gap is estimated to be $290 billion. I understand that 75 percent of the tax gap is
estimated to be associated with small businesses and the self employed. The budget
request includes an increase of $94.2 million to improve reporting compliance of small
businesses and the self employed. This is on top of a $168 million increase provided in
fiscal year 2009 to address the same issue.

. How much non-compliance do you believe is intentional and how much is due to
a lack of understanding the tax code?

. What are you doing.to help small businesses understand the tax code?
. When a mistake is found in their return what options do they have to repay their
debt?
Cap and Trade

If cap and trade or some similar tax legislation related to climate control is enacted, what
role will the IRS play in implementing this legislation and collecting climate taxes?

Have you estimated how much additional funding the IRS will require in order to
implement a cap and trade system?
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Questions for the Record
Submitted by Chairman José E. Serrano

With regard to the budget request for Taxpayer Services, the overall Taxpayer
Services request is one percent below 2009, while the Filing and Account
Services budget activity, which includes both submission processing costs and the
cost of running the IRS 1-800 help line, among other things, is 2.2 percent below
last year. If the IRS falls short of its electronic filing goals next year--and
submission processing costs rise as a result--is there a risk that the IRS will be left
with insufficient resources to staff the 1-800 help line service, and that taxpayer
service will suffer as a result?

Answer: InFY 2009, the IRS received $67.9 million in non-recurring funding to implement
the Economic Stimulus (ES) payments. Net of that funding, the FY 2010 budget request for
Taxpayer Services actually reflects a 2.0 percent increase over the FY 2009 enacted level. In
addition, the IRS received $123 million to implement the American Reinvestment and
Recovery Act (ARRA), $52.6 million of which is projected to fund Taxpayer Services ARRA
related workload in FY 2010. This ARRA funding and the taxpayer service funding in the FY
2010 request provide adequate funding for submission processing and the 1-800 help line.

The fiscal year 2010 IRS budget submission shows that the IRS is planning a 71.2
percent Level of Service on the IRS 1-800 help lines for fiscal year 2010. This is
lower than the 82 percent Level of Service achieved in fiscal year 2007. What is
the IRS currently doing to improve the Level of Service on the phone lines, and
why isn’t the IRS aiming for a higher Level of Service on its phone lines for
fiscal year 20107 Would a higher appropriation for Taxpayer Services, above the
budget request, ensure a higher Level of Service on the 1-800 help lines?

Answer: The IRS is dedicated to providing the best possible service regardless of the channel
the customer chooses. In 2010, we plan to continue to support the Toll-free program as in prior
years; however, increased customer demand, the introduction and expansion of new programs
such as the Identity Protection Specialized Unit, and increased complexity of the calls handled
by assistors is expected to result in lower service levels than was delivered prior to 2008.

We are taking numerous steps to prepare for the coming year and maximize service to
customers. During the 2009 filing season, there were 4.8 million calls from taxpayers asking
for their prior year Adjusted Gross Income (AGI) or Personal Identification Number (PIN)
which is required by online filers to submit their returns electronically. For 2010, we are
developing both a web and automated telephone application to provide this information to
taxpayers without requiring interaction with an assistor. This will free up assistors to handle
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more complex taxpayer questions. We will be implementing improvements in our Toll-free
menus, which will get customers to the right resource faster. We will be expanding the use of
estimated wait time announcements to more applications and customers. Lastly, we are
planning to increase the number of staff on-rolls at times of peak customer demand during the
filing season, through seasonal hiring.

The IRS believes, considering the competing demands and priorities for resources in the FY
2010 budget, the current request is sufficient to meet taxpayers’ needs.

. IRS data, as reported by the Transactional Records Access Clearinghouse at

Syracuse University, show that only 15% of large financial services companies
were audited in 2008, compared with 64% of all other large corporations. Why
are large financial services companies less likely than other large companies to be
audited? Is the IRS budget request for Enforcement designed to help boost the
number of audits of large financial services companies?

Answer: The audit percentages referred to in the question do not accurately reflect the IRS'
recent audit and compliance activities in the financial services industry. The IRS maintains a
vigorous, balanced enforcement program in the financial services sector. This analysis
overlooks the true number of audits in the financial sector because the majority of these
reviews are done by examination personnel not directly assigned to the financial services
sector. Taken in isolation, the TRAC findings are oversimplified and misleading.

The IRS divides its work on large corporations into five sectors: financial services; retail, food,
pharmaceuticals, and healthcare; natural resources and construction; communications,
technology, and media; and heavy manufacturing and transportation. In 2008, several key audit
measures for the financial services industry group generally exceeded those for these other
major industry groups. For example, in 2008, the time recorded as spent by IRS employees
auditing financial services industry taxpayers exceeded that of the time recorded as spent on
audits of any other major industry group of large businesses. Further, for 2008, the number of
financial services company audits closed by the Large and Midsize Business Division of the
IRS (LMSB) was more than double that of the number of cases closed in any of the other four
industry groups. And the number of financial service companies examined during 2008 in our
Coordinated Industry Cases (CIC) program, which involves audits of many of the largest
businesses, was over 40% of all taxpayers examined in the CIC program.

The IRS Enforcement budget request was based on the need to step up enforcement on key
international and emerging issues. This focus will include large financial services companies.

With regard to Business Systems Modernization, I understand the IRS is
embarking on a new direction with regard to the Customer Account Data Engine,
the project aimed at modernizing the taxpayer database. Please describe for us
exactly what BSM schedule changes the IRS is envisioning, and why. What was
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wrong with BSM’s previous schedule? Are you confident that full modernization
is still on track, and that delays and cost overruns will be avoided?

Answer: We have consistently delivered on our commitments over the last several years of
Business Systems Modernization, and processed nearly 40 million taxpayers’ returns using the
new CADE database. This year, the IRS has adopted a much more focused strategy that will
allow the IRS to complete the taxpayer database conversion on an accelerated timeframe. The
IRS is doing this by gradually shifting course from simultaneously developing a new taxpayer
database and its associated applications to a more streamlined focus on completing the taxpayer
database conversion.

While a complete, modernized taxpayer account database will be a major accomplishment in its
own right, it will also position the IRS well for future online and automated services, as well as
new compliance and enforcement systems.

The BSM program over the years has taken many steps to ensure appropriate discipline in
managing cost and schedule. The program management capabilities have improved in meeting
cost and schedule targets for project deliveries. In order to continue to improve its capabilities,
the IRS also has initiated efforts to institutionalize additional industry best practice process
methodologies such as:

* Information Technology Infrastructure Library (ITIL is best practice guidance for
IT Service Management owned by the British government);

® Capability Maturity Model Integration (CMMI a process improvement approach
developed by the Software Engineering Institute of Carnegie Mellon University): and,

® Lean Six Sigma (a business management strategy that maximizes shareholder value by
improving quality of process outputs).

Later this year, the BSM program team will provide a detailed expenditure plan to the
Committee, outlining in great detail the milestones, deliverables and program plan.

. The American Recovery and Reinvestment Act included changes to the Health
Coverage Tax Credit program, designed to expand the numbers of taxpayers who
are eligible to participate in the program. To help the IRS handle the increased
volume in fiscal years 2009 and 2010, $80 million in supplemental appropriations
was provided to the Health Insurance Tax Credit Administration. Does the IRS
have a reliable estimate at this point as to how many additional taxpayers are
participating or will participate in this program? Is the $80 million in additional
supplemental appropriations sufficient to allow the IRS to effectively administer
this program this year and next year?

Answer: The first ARRA provision for HCTC became effective April 17, 2009, when the
amount of the credit changed from 65% to 80% of monthly health premiums. The IRS
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estimates that as of May 1, 2009, HCTC enrolled 1,420 new participants and made $1,840,769
in additional HCTC payments due to ARRA.

The IRS used research conducted by both the Congressional Budget Office and the Department
of Labor to develop a scenario for the potential increase in individuals claiming the HCTC.
The scenario estimated the number of individuals receiving monthly payments to their health
plans could increase from 15,000 to 57,000. Based on these models, the current supplemental
appropriation for FY2009 and FY2010 will support HCTC operations at the higher levels.

. The budget request assumes $13.7 million in savings as part of a “Government-
wide Reduction for Productivity Improvements.” Please describe the current
types of expenditures and inefficiencies in which the IRS expects to achieve cost
savings. Why are a disproportionate amount of these savings--$10.6 million—
expected to come from the Operations Support account? '

Answer: The reduction for productivity improvements represents a .5 percent reduction to the
non-pay inflation assumption. This reduction affects the Operations Support account more than
the other accounts because the Operations Support account funds more non-pay items, such as
IT software/hardware and other overhead expenses, relative to the Taxpayer Services and
Enforcement accounts, which are more weighted to payroll expenses. In order to achieve the
cost savings, the IRS plans to review existing IT contracts, defer lower priority projects, and
incorporate process improvements in non-pay areas.

. For each of fiscal years 2007 and 2008, how many correspondence audits were
conducted of taxpayers with adjusted gross income between $100,000 and
$200,0007

. For each of fiscal years 2007 and 2008, how many face-to-face audits were
conducted of taxpayers with adjusted gross income between $100,000 and
$200,000?

. For each of fiscal years 2007 and 2008, how many correspondence audits were
conducted of taxpayers with adjusted gross income greater than $200,000?

10.For each of fiscal years 2007 and 2008, how many face-to-face audits were

conducted of taxpayers with adjusted gross income greater than $200,0007

Answer: The chart below provides the data requested in questions seven through ten:
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2007 2008
$100 -
Correspondence $200K"? 53,272 91,445
$100 -
Face to Face $200K™? 37,933 | 44,041
Correspondence >$200K' 64,258 | 80,048
Face to Face >$200K’ 41,201 50,703

Note: (1) Examination measures are in Total Positive Income (TPI), not AGI
(2) Examination does not have a $100-$200K breakout — the counts were estimated
using the TPI measures for all Activity codes with TPI<$200K with the TPI
>$99,999.
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Questions for the Record from Ranking Member Emerson
Criminal Investigators

Currently there are approximately 2,600 IRS special agents who investigate tax and
money laundering crimes involving tax schemes, corporate fraud, non-filers, employment
tax fraud, and crimes associated with drug trafficking and terrorist financing. This level
is down more than 200 positions from fiscal year 2002. Recently, the Treasury Inspector
General for Tax Administration found that in 2008, the number of criminal investigations
initiated declined by 11 percent, and the number of criminal investigations completed
decreased.

- Why are the number of investigations initiated declining?

Answer: Individual performance numbers fluctuate from quarter to quarter and year to
year, and tend to be cyclical since a change in one performance number will affect other
performance numbers. The fiscal year statistical table below shows that the number of
IRS Criminal Investigation (CI) special agents on board decreased steadily (9.8%) from
FY 2002 to FY 2008. During the same time period, cycle time on completed
investigations steadily declined (440 elapsed days in FY 2002 vs. 354 elapsed days in FY
2008), demonstrating that CI is operating more efficiently. Increased initiations through
FY 2007 and the decline in cycle time contributed to a 26.3% increase in completed
investigations as of the end of FY 2008.

The 26.3 % increase in completions over the period FY 2002 to FY 2008 contributed to a
50.7% increase in pipeline inventory at the Department of Justice and U.S. Attorney’s
Offices over this same period. Preparing the government’s case for indictment and trial
while providing the taxpayer with due process of law is both time consuming and
resource intensive. As a result, CI expended a greater amount of Direct Investigative
Time (DIT), an increase of 8.7%, on pipeline investigations in order to ensure successful
prosecutions, which in turn generate positive publicity, foster deterrence, and enhance
voluntary compliance with the federal tax laws. Increased resources devoted to the
pipeline inventory and an overall decrease in personnel left fewer resources to devote to
open investigations, resulting in 4.0% fewer initiations and a 16.0% decrease in open
subject investigations during the period FY 2002 through FY 2008. While these factors,
combined with the overall decrease in personnel may have temporarily affected
initiations, we have already seen an increase in FY 2009,
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Increase/Decrease
FISCAL YEAR | £y 2002 | FY 2003 | FY 2004 | FY 2005 | FY2006 | FY 2007 | FY 2008 | from FY 200210
STATISTICS FY 2008
Initiations 3806 4001 3917 4269 3807 4211 3749 -4.0%
Completions 3204 3766 4387 4104 4157 4269 4044 26.3%
Cycle Time
{elapsed days) 440 398 397 402 398 378 354 -19.5%
for Completi
SCl inventory 4395 4615 4136 4283 4034 3881 3691 -16.0%
Pipeline
inventory 2733 3072 2633 3846 3943 4060 4118 50.7%
DIT on Pipeline o
Investigations 14.5% 15.4% 18.5% 19.0% 21.3% 21.8% 23.2% 8.7%
Special Agents .89
on Board 2902 2800 2797 2830 2804 2684 2617 9.8%

Do you need additional criminal investigators?

Answer: Criminal Investigations is seeking additional special agents in the FY 2010
budget request. Pipeline inventory has begun to decrease in FY 2009 (3906 as of second
quarter FY 2009). This decrease is expected to free up special agent resources and resutt
in an increase in initiations, open inventory levels, and completions in future periods.
However, we are also working with continued attrition of CI’s most experienced agents,
which may still result in a negative effect on operations. Increasing special agent
resources would lead to a greater increase in criminal investigation initiations and
completions.

Taxpayer Services

The IRS operates several programs designed to help taxpayers prepare their filings
including a telephone service, information provided on the internet, walk-in centers at
IRS facilities, a volunteer income tax assistance program, a counseling program for the
elderly, and the Taxpayer Advocate Service. Enhanced taxpayer services will improve
compliance, reduce the tax gap and improve taxpayers’ opinion of the IRS.

How would the average person learn of these services?

Answer: Information on the various IRS assistance services are provided through
multiple channels. These channels include IRS tax packages by mail, IRS publications,
IRS.gov, telephone directories, National and local community partners, and both general
and targeted IRS outreach activities. For example, taxpayers can learn of the Volunteer
Income Tax Assistance/Tax Counseling for the Elderly (VITA/TCE) program through
IRS partners, such as nonprofit and business organizations involved in the tax
community. Many of our pariners market their programs to their communities through
the media (television, radio, newspaper, etc.). Many partners advertise for referrals
through 2-1-1, a local referral system available to the community for all types of services
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and assistance. IRS partners often have long standing relationships with the community
and often directly refer their clients and their communities to services via verbal and
written communications or through fliers, neighborhood canvassing, etc. Information
about services such as IRS.gov, Taxpayer Assistance Centers (TACs), VITA/TCE, and
the Taxpayer Advocate Service are also found in the IRS’s most popular printed
products. Publication 17, Your Federal Income Tax-For Individuals, provides more than a
page of information promoting IRS services and ways taxpayers may access those
services. The Instructions for Form 1040, U.S. Individual Income Tax Return, also advise
taxpayers of IRS services. The instructions for Form 1040 are mailed out in the tax
packages annually, are available online, and are available through the Tax Forms Outlet
Program. For Spanish speaking taxpayers, the IRS published for the first time in 2009,
Publication 17SP, Your Federal Income Tax-For Individuals {Spanish Version).
Publication 17SP was featured on the Telemundo show, “Los Impuestos y Tu (Taxes and
You)” on Jan. 25. As noted above, this publication provides detailed guidance on how
taxpayers can access an array of IRS services, This outlet and other communications
channels also communicate the availability of Spanish-language telephone assistance and
El IRS en Espafiol, our Spanish-language site on IRS.gov.

Do you use different strategies to promote awareness in rural areas versus urban
areas?

Answer: Yes. Unlike urban areas, in which the IRS can utilize mass media and different
partner opportunities, the partner standing (or reputation) in a rural community is pivotal
to success of the volunteer return preparation program. For example, because of

the smaller population and more intimate nature of small towns, partners with an
established and trusted status in rural communities can be a key to a word of mouth
campaign. An example of this strategy is in providing volunteer income tax assistance to
rural villages in Alaska. The regional partner communicates and works with village
elders in local communities to ask for their support in delivering services and endorsing
the program. The village elder provides an introduction for the VITA program and
instills confidence in the residents for using the service. This use of trusted sources
within the rural community has been very effective, while the more global media type
strategies are more effective in urban areas,

Document Matching

The budget request proposes a $26 million increase to expand document matching to
increase the IRS” ability to use automation to match information with the amounts
reported on tax returns. This increase is on top of a $35 million increase provided in
fiscal year 2009.

How much enforcement revenue do you raise through using automation to match
documents?

Answer: The Automated Underreporter (AUR) program generated $6.4 Billion in
assessments in FY 2008.
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How will the $26 million requested increase enhance this program?

Answer: This initiative will increase the coverage of the document matching program
and resolve additional mismatches between information reported by third party payers,
and information reported by taxpayers on individual tax returns. The initiative will result
in the reconciliation of some 261,000 additional tax returns in FY 2010, generating
approximately $192 million in additional revenue. Once our new hires are fully trained
and reach full potential in FY 2012, this investment will allow IRS to annually reconcile
an additional 550,000 tax returns, generating additional revenue of some $387 million
each year.

Small Business Compliance

The tax gap is estimated to be $290 billion. I understand that 75 percent of the tax gap is
estimated to be associated with small businesses and the self employed. The budget
request includes an increase of $94.2 million to improve reporting compliance of small
businesses and the self employed. This is on top of a $168 million increase provided in
fiscal year 2009 to address the same issue.

. How much non-compliance do you believe is intentional and how much is due to
a lack of understanding the tax code?

Answer: We do not have sufficient information from our compliance data (including
work done under the National Research Program, or NRP) to determine the extent to
which noncompliance is intentional as opposed to arising from misunderstandings. In
most cases, there is no objective way to determine the taxpayer’s original motivation,

In general, IRS research shows the overwhelming majority of all errors (both in dollars
and in frequency) are associated with underreporting. One would expect that truly
inadvertent, careless, or innocent mistakes would be made roughly equally in both
directions: overreporting and underreporting. In reality, the total amount of understated
tax is much greater than the amount of overstated tax, suggesting that this is largely
intentional rather than random.

. What are you doing to help small businesses understand the tax code?

Answer: The IRS utilizes a portfolio of services and products to assist small business
taxpayers, organizations and professionals in understanding and complying with the tax
code. The services and products related to tax law and compliance for small businesses
are listed below by stakeholder group.

¢ Small business taxpayers:

e ¢-News for Small Businesses
® Video and audio presentations for small businesses on irs.gov
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Small Business and Self-Employed Tax Center on IRS.gov

Virtual Small Business Tax Workshop

Tax Calendar for Small Businesses and Self-Employed

SSA/IRS Reporter Quarterly Newsletter

SBTV.com partnership - internet news channe] features IRS news each Wed. and
Thurs.

Electronic FOIA Reading Room

Freedom of Information Act Requests

Letter Forwarding Program

Small Business Workshops

Tax professionals who are preparers of over 80% of small business returns:

Video and audio presentations for practitioners on irs.gov
National and Local Phone Forums

IRS Stakeholder Partners’ Headliners

Practitioner Liaison Meetings (PLM’S)

Tax Practitioner Institutes (TPI’s)

Issue Management Resolution System (IMRS)

Tax professionals and representatives of small business organizations, which include
venues to elevate concerns regarding IRS policies and procedures:

[ ]

National and Local Small Business Forums

Leveraged QOutreach via partnerships with Industry and Small Business
Organizations

Tax Centers

Partnerships with state and local government agencies, state taxing authorities,
and other federal agencies

Congressional offices:

Handle non-account related congressional inquiries

Deliver information from IRS Legislative Affairs Office (ARRA, filing season info)

Provide newsletter with key IRS messages three times a year
Coordinate congressional liaison meetings
Provide disaster response information

The services and products offered to address language barriers to understanding tax law
and compliance are provided in face-to-face meetings with Spanish-speaking tax
professionals and representatives of small business organizations:

Hispanic Small Business Forum required for CA, TX, NY, FL & IL (Adding
additional states with growing population)
Partnership with Hispanic Industry and Small Business Organizations
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e Spanish Small Business Tax Centers available in Spanish with a matching
template landing page

. When a mistake is found in their return what options do they have to repay their
debt?

Answer: It is in the best interest of the taxpayer to pay the tax liability in full to
minimize the amount of interest and penalty charged. Payments can be made by credit
card, electronic funds transfer, check, money order, or cash. We encourage taxpayers take
advantage of the Electronic Federal Tax Payment System (EFTPS) to pay by electronic
funds transfer. ‘

Credit card payments are available through two service providers; however the credit
card payment service providers will charge a fee for this service. Fees are based on the
amount of the payment and may vary by service provider. Taxpayers may initiate a credit
card payment by contacting these service providers.

Taxpayer need to consider available options in light of the combination of interest and
penalties imposed by the Internal Revenue Code.

If taxpayers cannot pay all their taxes immediately, they have several options, including:
. monthly payments through an Installment Agreement; -
. a temporary delay in collection if the case is considered a hardship; or,
» an Offer in Compromise (OIC).
Cap and Trade

If cap and trade or some similar tax legislation related to climate control is enacted, what
role will the IRS play in implementing this legislation and collecting climate taxes?

Answer: The role of the IRS would be dependent on whether any proposed legislation
affects current tax administration.

Have you estimated how much additional funding the IRS will require in order to
implement a cap and trade system?

Answer: The IRS has not estimated the additional funding required to implement a cap
and trade system, as the role of the IRS would be dependent on whether any proposed
legislation affects current tax administration.
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Congresswoman Barbara Lee
Questions for the Record
IRS Hearing on the Budget

IMPACT OF TAX POLICY ON TRENDS IN COMPENSATION

Q1. Can you tell the committee if you believe that the current tax law and
the deductibility of complex executive compensation packages either fails to
discourage or might even encourage the growth of what some may see as
excessive levels of executive compensation?

Answer: Your question raises important issues of tax policy which are properly
handled by the Treasury Department’s Office of Tax Policy. For your information, I
have attached the Statement by Treasury Secretary Tim Geithner on Compensation,
which was released on June 10, 2009. The Secretary’s statement articulates a set of
principles to guide executive compensation policy, raises a number of important
questions, and advances several specific legislative proposals as well as other proposed
measures.

TAX LIABILITIES OF TARP/TALF BENEFICIARIES

Q2. Can you tell the committee if the Treasury has communicated to the IRS
a list of all of the banks, financial services companies and other corporations
who have received funds from the TARP or TALF programs or have sold
assets to any of the Treasury Programs like the Commercial Paper Funding
Facility or mortgage backed securities to Fannie Mae or Freddie Mac?

Answer: We are not aware if any such communication took place.

Q3. Do any of those companies who are benefiting from billions of tax payer
dollars and low interest federal loans have any outstanding tax liabilities and
are any of those companies being investigated for non-compliance with tax
laws?

Answer: The IRS is prohibited from answering this question by the disclosure
provisions of section 6103 of the Internal Revenue Code; however, as outlined by section
6103(f), if a Member of a Committee other than House Ways and Means, Senate Finance
or Joint Tax seeks this covered information, the Member may submit a written request to
the Chairman of his or her chamber's authorizing committee. The written request must
specify the purpose for which this return data is sought and conform with the other
disclosure provisions of sec. 6103.



61
RATE OF AUDIT EXAMINATIONS

04. Will IRS report back to this committee, the rate at which the largest
companies in America are audited each year?

Answer: The largest companies in America are examined by the Large and Mid Size
Business (LMSB) operating division. LMSB serves C - corporations, Subchapter S
corporations, and partnerships, with assets greater than $10 million.

The rate at which the IRS audited these companies for fiscal year 2008, the most recent
completed year for which we have this information, is summarized below. These rates
are determined by dividing closures by return filings. Closures represent completed
examinations. Return filings represent the total number of returns filed for each return
type.

C - corporations with assets of $10 million to $250 million: 11.5%

C - corporations with assets of $250 million or more: 26.9%

C - corporations with assets of $10 million or more: 14.9%

Partnerships with assets of $10 million or more: 2.4%

S corporations with assets of $10 million or more: 3.6%

All large companies (C - corporations, partnerships, and S corporations) with
assets of $10 million or more: 6.2%

035. Will IRS report to this committee the rates of examination for both
individuals and businesses by income levels currently and the rates that IRS
hopes to achieve under the President’s refocusing of IRS’s enforcement
efforts?

Answer: The IRS publishes and distributes accomplishment data in the Data Book
each year. The last Data Book published was for 2008, wherein the coverage rates by
income levels for individuals and businesses are displayed. A copy of Table 9a, which
contains the information and level of detail you request, is attached. The results of the
President's refocusing of IRS’s enforcement efforts will be reflected in the 2009 results
and displayed in the 2009 Data Book in a similar manner,

IRS EMPLOYMENT AND CONTRACTING

Q6. Will IRS report to the committee the schools where they perform
targeted employee recruitment and outreach, what those efforts entail and if
the IRS has a presence at any of the Historically Black Colleges and
Universities (HBCU’s)?
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Answer: The IRS has a three-tiered approach to college recruitment. For over 7000
nationally certified colleges, the IRS maintains electronic marketing (email outreach, job
search engines, and college recruitment job board sites), with some increased outreach in
years of high volume hiring. The IRS has a more focused marketing effort (media buys in
student newspapers, frequent e-mail blasts, relationships with college career counselors,
and, in high volume years, increased attendance at job fairs and campus events) at 190
priority schools. The IRS chose the 190 priority schools because they were colleges with
diverse representation and identified as top colleges with business, accounting, and/or tax
programs, or top-ranked HBCUs/Hispanic American Colleges and Universities (HACUs)
based on national rankings, including: The Princeton Review for Top Accounting
programs; US News and World Report for all other rankings; the National Center of
Education Statistics, and; Integrated Postsecondary Education Data System (IPEDS).

This year the IRS will have even greater efforts concentrated at 90-100 core schools
where IRS has been successful in past recruitment efforts, and for which research
demonstrated the highest concentration of target skills and largest student bodies with
diverse representation. The IRS will have dedicated recruitment teams, including IRS
executive sponsors, to develop personal relationships at the school, attend events, and
target outreach to student groups and professors.

The IRS currently has recruiting efforts at the following priority HBCU's:

Norfolk State University

Morgan State University

Coppin State College

Bowie State University

Jackson State University
Grambling State University
Philander Smith College

Edward Waters College
Bethune-Cookman College
University of Maryland Eastern Shore
University of Arkansas - Pine Bluff
Huston-Tillison University

Wiley College

Targeted recruitment efforts include expansion to the following core HBCU's:

Tennessee State University

Florida A&M University

Morehouse College

Virginia State University

University of Alabama at Birmingham
Hampton University

North Carolina AT&T

North Carolina Central University
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North Carolina State University at Raleigh
Winston-Salem State University

Targeted recruitment efforts include expansion to the following colleges to meet the
Hispanic diversity needs:

DePaul

UT - Austin

University of Michigan - Ann Arbor
Michigan State University

Texas A&M University

Pace University

University of California - Santa Barbara
University of California - Riverside
University of California - San Diego
University of Arizona

University of Illinois at Urbana-Champaign
Arizona State University

Stony Brook University

Nova Southeast University

Colorado State University

Q7. When IRS was deciding which schools would have focused recruitment
efforts on their campuses, was the disparate presence of women and

minorities in certain employment fields and what IRS might do to encourage
minority and women participation included in the decision making process?

Answer: In determining the colleges for targeted, focused recruiting efforts, the IRS
took into consideration the Equal Employment Opportunity (EEQ) data reflecting
mission critical occupations, gender and diversity within geographic locations, and
matched this data to where the IRS has hiring needs. The IRS incorporated the data into
the decision-making process when determining the colleges to select for the highest
investment of resources through targeted recruitment with the greatest return on
investment. The most acute hiring needs of the IRS could be positively affected through
recruitment at those colleges by focusing on the mission critical occupations, the skill sets
needed to fulfill those occupations, and gender, EEO and diversity needs.
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Press Releases
Updated: june 103, 2009
FOR IMMEDIATE RELEASE: June 10, 2009
CONTACT: Treasury Public Affairs (202) 622-2960
Statement by Treasury Secretary Tim Geithner on Compensation
For the Say on Pay fact sheet, visit link.
For the Providing Compensation Committees New Independence fact sheet, visit link.

WASHINGTON - Our financial system is built on trust and confidence. It requires rules and
practices that encourage sound risk management and align the benefits for market participants
with long~term growth and value creation - not only at individual firms, but for our financial
system and the economy as a whole.

This financial crisis had many significant causes, but executive compensation practices were a
contributing factor. Incentives for short-term gains overwheimed the checks and balances meant
to mitigate against the risk of excess leverage.

Today, | met with SEC Chairwoman Mary Schapiro, Federal Reserve Governor Dan Tarullo, and top
experts to examine how we can better align compensation practices - particularly in the financial
sector - with sound risk management and fong-term growth. '
In considering these reforms, we start with a set of broad-based principles that - with the help of
experts like those we assembled today - we expect 1o evolve over time. By outlining these
principles now, we begin the process of bringing compensation practices more tightly in line with
the interests of shareholders and reinforcing the stability of firms and the financial system.

First, compensation plans should properly measure and reward performance.

Compensation should be tied to performance in order to link the incentives of executives and
other employees with long-term value creation. incentive-based pay can be undermined by
compensation practices that set the performance bar too fow, or that rely on benchmarks that
trigger bonuses even when a firm's performance is subpar relative to its peers.

To align with long-term value creation, performance based-pay should be conditioned on a wide
range of internal and external metrics, not just stock price. Various measurements can be used to
distinguish a firm's results relative to its peers, while taking into account the performance of an
individual, a particular business unit and the firm at farge.

Second, compensation should be structured to account for the time horizon of risks.

Some of the decisions that contributed to this crisis occurred when people were able to earn
immediate gains without their compensation reflecting the long~term risks they were taking for
their companies and their shareholders. Financial firms, in particular, developed and sold complex
financial instruments that yielded large gains in the short-term, but still presented the risk of
major losses.

Companies should seek to pay top executives in ways that are tightly aligned with the long-term
value and soundness of the firm. Asking executives to hold stock for a fonger period of time may
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be the most effective means of doing this, but directors and experts should have the flexibility to
determine how best to align incentives in different settings and industries. Compensation
conditioned on longer-term performance will automatically lose value if positive results one year
are followed by poor performance in another, obviating the need for explicit clawbacks. In
addition, firms should carefully consider how incentives that match the time horizon of risks can
extend beyond top executives to those involved at different fevels in designing, selling and
packaging both simple and complex financial instruments.

Third, compensation practices should be aligned with sound risk management.

At many firms, compensation design unintentionally encouraged excessive risk-taking, providing
incentives that ultimately put the health of the company in danger. Meanwhile, risk managers too
often lacked the stature or the authority necessary to impose a check on these activities.
Compensation committees should conduct and publish risk assessments of pay packages to
ensure that they do not encourage imprudent risk-taking. At the same time, firms should explore
how they can provide risk managers with the appropriate tools and authority to improve their
effectiveness at managing the compiex relationship between incentives and risk~taking.

Fourth, we should reexamine whether golden parachutes and supplemental retirement packages
align the interests of executives and shareholders.

Golden parachutes were originally designed to align executives’ interests with those of
shareholders when a company is the potential target of an acquisition. Often, they have been
expanded beyond that purpose to provide severance packages that do not enhance the long-term
value of the firm, Likewise, supplemental executive retirement benefits can make it more difficult
for shareholders to readily ascertain the full amount of pay due a top executive upon leaving the
firm.

We should reexamine how well these golden parachutes and supplemental retirement packages
are aligned with shareholders' interests, whether they truly incentivize performance, and whether
they reward top executives even if their shareholders lose value.

Finally, we should promote transparency and accountability in the process of setting
compensation.

Many of the compensation practices that encouraged excessive risk-taking might have been more
closely scrutinized if compensation committees had greater independence and shareholders had
more clarity. In too many cases, compensation committees were not sufficiently independent of
management, while companies were not fully transparent in explaining their compensation
packages to shareholders. In addition, existing disclosures typically failed to make clearin a
single place the total amount of "walkaway" pay due a top executive, including severance,
pensions, and deferred compensation.

We intend to work with Congress to pass legisiation in two specific areas. First of all, we will
support efforts in Congress to pass "say on pay” legislation, giving the SEC authority to require
companies to give shareholders a non-binding vote on executive compensation packages. "Say on
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pay” - which has already become the norm for several of our major trading partners, and which
President Obama supported while in the Senate - would encourage boards to ensure that
compensation packages are closely aligned with the interest of shareholders.

Secondly, we will propose legislation giving the SEC the power to ensure that compensation
committees are more independent, adhering to standards similar to those in place for audit
committees as part of the Sarbanes-Oxley Act. At the same time, compensation committees would
be given the responsibility and the resources to hire their own independent compensation
consultants and outside counsel.

Beyond legisiation, | also want to emphasize the importance of the efforts being taken by
Chairman Bernanke and the bank supervisors to lay out broad standards on compensation that
will be more fully integrated into the supervisory process. These efforts recognize that an
important component of risk management is getting incentives right, and we will support the Fed
and the other regulators as they work to ensure executive and employee compensation practices
do not create unnecessary risk.

Finally, | want to be clear on what we are not doing. We are not capping pay. We are not setting
forth precise prescriptions for how companies should set compensation, which can often be
counterproductive. Instead, we will continue to work to develop standards that reward innovation
and prudent risk-taking, without creating misaligned incentives.

As we seek to strike this balance, the President’s Working Group on Financial Markets will provide
an annual review of compensation practices to monitor whether they are creating excessive risks.
And we will encourage experts in the field - academics, business leaders and shareholders - to
conduct their own reviews to identify best practices, emerging positive and negative trends and
call attention to risks that might otherwise go unseen.

Many leaders in the financial sector have acknowledged the problems posed by past compensation
schemes, and have already begun implementing reforms. But we have more to do to address this
challenge, and we look forward to continuing this conversation with a wide range of stakeholders
in the weeks and months ahead.

#H#H
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Table 9a. Examination Coverage: Recommended and Average Recommended Additional Tax After
Examination, by Type and Size of Return, Fiscal Year 2008

Returns filed in Returns examined in Fiscal Year 2008 [1]
Type and size of retum Calendar Year
2007 1, 2} Percentage
Total cavared Field [3] Correspondence
{1 @) 3) @) &)
United States, total 183,052,845 1840771 .08 LAwsee o wieen
Taxable return:
P indivigual income tax returns, totat 137,848,635 4] 1,391,581 LS 1!091‘, 152
"B Retums with totai positive income under $200,000 8]
» Nonbusiness retums without earned income tax credit:
Without Schedules C, €, F, or Form 2106 [6] 78,608,856 342,958 36,433 306,525
oo Wit Schedule E of Form 2106 [7] . 1540952 208432 85321 150108
> Business retumns without samed income tax credit:
Nonfarm business returns by size of total gross
receipts [8):
Under $25,000 10,488,414 122,321 1.2 47,148 75,175
$25,000 under $100,000 3,228,180 59,738 1.8 29,133 30,508
$100,000 under $200,000 943,174 38,131 38 23,582 12,548
$200,000 or more 730,818 22,868 3.1 2,781
.. Farm returns 1,366,833 7542 08 3934
> Business and nonbusiness retums with earned income
tax credit by size of totaf gross receipts [8,9]:
Under $25,000 21,026,888  [10] 410,889 20 14,130 386,758
. SOSOOOOTmORE | 1470888 [10]51,368 35 27,240 24120
D Returns with {otal positive income of at least $200,000
and under $1,000,000 {5}

Nonbusiness retums 2,741,588 72,008 28 19,046 52,360
o DUSINE ns, 1,307,828 36,871 28 22,296 14875
.P. Retuns with total positive income of $1,000.000 ormore {8} . 392778 21874 56 12,233 9841

> inte ety . N . 124,311 1,581 13 )
»  Corporation income tax returns, except Form 11208, total {12} 2,255,443 30,417 1.3 28,373
B " Returns other than Form 1120F i3 n T T o T
> Small corporations [14} 2,166,197 20,580 10 18,783 1,797
No balance sheet returns 448,117 1,924 04 1,843 81
Balance sheet returns by size of total assets:
Under $250,000 1,137,067 9,073 o8 7.580 1,483
$250,000 under $1,000,000 368,845 6,030 14 4,924 108
$1,000,000 under $5,000,000 182,734 3585 20 3,406 8%
. '$5,000,000 under $10,000,000 31434 988 34 840 28
»  lLarge corporations {15] 61,641 9,408 15.3 9,205 201
Balance sheet returns by size of total assets:
$10,000,000 under $50,000,000 32897 3,833 17 3778 85
$50,000,000 under $100,000,000 78620 893 "y 871 22
$100,000,000 under $250,000,000 7.899 1,028 12.8 1,008 20
$250,000,000 under $500,000,000 4,591 852 14.2 635 17
$500,000.000 under $1,000,000,000 3,350 624 186 808 18
$1,000,000,000 under $5,000,000,000 3,950 1.23t 312 1,197 34
$5,000,000,000 under $20,000,000,000 1,058 678 64.2 652 28
$20,000,000,000 o more %9 489 (1811271 460 9
b Form 1120-F returns {13} 27,608 431 18 385 48
P Estate and frust income tax veturns UaFasres T 482 )
¥ Estale tax returns: T N T
> Total 47,288 3,852 8.1
» Size of gross estate:
Under $5,000,000 2,182
$5,000,000 or more. 1,870
TG X raliins B 1,071
B Employmant tax retums 60,348
TP EXciSe tax retums 16,134
B Other taxable retirs 117] 1,843
Nontaxable returns:

»  Parinership returns.
P8 Corporation returns {18
» Estate and trustrefums

income, estate, and gitt tax, and nc returns, total

el

459,440,116 1,462,348

1.0

Footnotes at end of tabls.
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Table 9a. Examination C ge: R ded and A ge R ded Additional Tax After
Examination, by Type and Size of Return, Fiscal Year 2008—Continued
Parcontage of retums Avarage recommended
‘examined with no Recommended additional tax additional tax per retum
Type and size of retum change {thousands of dollars} {doliars)
Corres- Corres- Corres-
Fiekd [3] _ pondence Tofal Fiefd [3) pandence Field[3]  pondence
® o ®) @) {0y un (12
United States, totat S SR Qe MEL o 43437,364 36729140 6,708,224 85306 6042
Taxabie rotums:
P individual income tax returns, total 1116 (20112462770 5944735 6518035 18,150 8028

"B Returns with totai positive income under $200,000 (5]
» Nonbusiness retums without eamed income tax credit.

Without Schedules C, E, F, or Form 2106 {6} 14 22 1,189,047 338,777 850,270 9,299 2,774
With Schedule £ W80 e Do AL 803908 4 455317 7827
» Business retums without eamed income 1ax credit
Nonfarm dusiness returns by size of total gross
feceipts [8):
Under $25,000 7 18 502,802 293,883 208,038 8,233 2,781
$25,000 under $100,000 9 13 531,263 253,957 277,308 8717 8,061
$100,000 under $200,000 7 4 546,168 §11,077 335,088 21872 26,702
$200,000 or more 13 48 379,858 374,194 5,485 18,628 1,965
Lo Fammeelums e e 8 BB, 80282 77,088 12293 21385 3110
> Business and nonbusiness retums with eamed income
tax credit by size of total gross receipts {8,9]:
Under $25,000 14 7 1.642,114 83483 1,578,831 4,483
25,000 ar more 8 o 304239 240, 413 8838

D Retums with total positive income of at least $200,000
and under $1,000,000 [5}:

Nonbusiness returns 1.502.421 440,885 1,081,538 23,148

. Businessretums [ e 839476 .. 351454 21,088

B Retums with total positive income of $1,000,000 or more {5} 3,736,403 1,316,831 197781
D> internationat retums [11] 5880 61 .. 27918

»  Corporation income tax returns, excepl Form 11208, totai {12

o ,oxce L BBTEE 26749498
B Returns other than Form 1120-F {13}

84 94%,780

> Small corporations {14} 28 8 601,517 590,500 2,008 31,918 1117
No balancs sheet retums 20 &7 88,149 85,816 333 46,563 4,111
Balance sheet retumns by size of total assets:
Under $250,000 26 81 149,272 147,987 1,285 19523 861
$250,000 under §1,000,000 28 47 132,683 132,856 7 28,841 3,085
$1,000,000 under $5.000,000 3 81 151,827 151,468 62 43,325 697
....$5,000,000 under $10.000.000 . . Laisee  suses M. 8e7res %L
> Large corporations {15} 24 89 25421906  25355,728 86,176 2754560 329,234
Balance sheet retumns by size of tolal assefs:
$10,000,000 under $50,000,000 32 -3 612,758 582,181 0,577 184,088 555,045
$50.000.000 under $100,000,000 a2 64 152,812 127,701 24311 6814 1132318
$100,000,000 under $250,000,000 28 85 347,983 347,797 186 345728 $,300
$250,000,000 under $500,000,000 22 78 227.308 226518 788 356721 48,353
$500,000,000 under $1,000,600,000 20 72 563,489 563419 70 828734 3,889
$1,000,000,000 under $5,000,000,000 14 88 3,125,748 3,117,756 7,990 2804842 235,000
$5,000,000,000 under $20,000,000,000 ] 7 8,233,840 6,232,266 1674 9,558,680 84,385
_$20,000,000,000 or more - A 67 . 14,188001 14,158,091 [21] 30,778,459 22
B Form 1120-F retums [13] 88 794,260 794,260 1) 2,080,013 122]
¥ Estals aid tiist income ta retums’ L R 2 T S £ 032 472y e

> Estale tax retums’

> Totat 3 [ 834,285 d 4 216887 NiA
> Size of gross estate:
Under $5,000,000 [ 202,008 d 92,685 NA
. $5,000,000 or more CNA 632278 32,278 378,608 NA
> Giff tax refurns T : [ 223537 T 208718 NI
¥ Empioyment tax retiims 15 3 2,765,038 2,855,818 80,738 8,571
> Excise lax refurns ’ e 55 120,008 i T Te7es T ees
P Otvertaableretins (17] B ss08 ez soe28 3286
Nontaxabie retarne A NI 4 LA S SO
P Partnershi NiA NA
» S corporal s T15] N “NIA
¥ Estate and frust retums NiA

Income, estate, and gift tax, and nontaxable returns, total 40462518 33,8

Footnotes at end of table.
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Table 9a. Examination Coverage: Recommended and Average Recommended Additional Tax After
Examination, by Type and Size of Return, Fiscal Year 2008—Continued

Footnotes
d--Not shown {0 avoid disclosure of information about specific taxpayers. However, the data are included in the appropriate totals.
N/A--Not applicable.

1] Excludes excise tax retums filed with the Customs Sarvice and the Alcohol and Tobacco Tax and Trade Bureau, and retums of tax-exempt organizations,
Government entities, and employee pians.

{2} In general, examination activity is associated with returns filed in the previous calendar year.

{3] Field examinations are generally parformed by revenue agents, tax compliance officers, tax examiners, and revenue officer examiners, in parson or through
correspondence {in selected cases).

{4} Includes a total of 503,765 returns with an eamed income tax credit (EITC) claim. These returns were selected for examination on the basis of an EITC claim or
other selection criteria. Excludes 4 retums associated with the eamed income fax credit qualifying child certification test, which are tracked in IRS's examination
database.

{5} In general, total positive income is the sum of all positive amounts shown for the various sources of income reported on the individual income tax retumn and, thus,
excludes losses. Examinations of individual income tax returns are shown in this table by total positive income of. under $200,000; at least $200,000 and under
$1,000,000; and $1,000,000 or more.

{8] Includes Forms 1040 without a Schedule C {nonfarm sole i ip), Schedule E income and loss), Schedule F (profit or loss from farming), or
Form 2106 {(employes business expenses),

{7} Includes Forms 1040 with a Schedule E (supplemental income and loss) or Form 2106 (employee business expanses). Excludes returns with a Schedule C
{nonfarm sole proprietorship) or Schedule F (profit or loss from farming).

{8) "Total gross receipts” is the sum of gross receipts from farm and nonfarm businesses. 1tis calculated by adding the positive values of gross receipts and other
income from Schedule C to the cost of purchased items and gross income {which ¢an be positive or negative} from Schedule F. Schedule C is used 1o report profitor
loss from nonfarm sole proprietorships. Schedule F is used to report profit or foss from farming. If a taxpayer reporis both farm and nonfarm income, the return is.
classified by the larger source of income.

{8} includes alt Forms 1040, those with and without business incoms, reporiing an samed income tax credit claim. These retums are classified by size of total gross

receipis. Business retumns have total gross receipts reported on Schedule C (nonfarm sole proprietorship) or Schedule F {profit or Joss from farming), Nonbusiness
returns, those with no Schedules C or F, are reported in the "Under $26,000" classification,

{10] Includes returns selected for examination on the basis of an earned income tax credit (ETC) claim.

[11] includes Forms 1040PR (self-employment tax form for Puerto Rico) and 1040-8S (self-employment tax form for U.S. Virgin istands, Guam, American Samoa,
and the Northern Mariana Isiands).

[12] Includes Forms 1120 (Mlong form”); 1120-A ("short form™); 1120-F {foreign corporation, except foreign fife i 1120-H

1120-L (life insurance company); 1120M (mutual insurance company); 1120-PC (property and casualty insurance company); 1120-POL (certain political association);
1120-REIT {real estate investment trust); 1120-RIC (regutated investment company); and 1120-SF {setflement fund). Excludes certain other types of corporations,
which are included in *other taxable retums” described in footnote 17.

{13} Form 1120-F is filed by a foreign corporation with U.S. income, other than a foreign life insurance company (Form 1120-L) or a foreign sales corporation (Form
1120-FSC).

{14] Includes returns with assets of fess than $10 million examined by either the Small Business/Self-Employed Operating Division or the Large and Mid-Size
Business Operating Division.

{15) Inciudes returns with assets of $10 million or more examined by either the Small Business/Seif-Employed Operating Division or the Large and Mid-Size Business
Operating Division,

{16] The percentage of retums examined may be greater than 10 percent of the returns filed in Calendar Year 2007 since examinations may be conducled on
retums filed in prior calendar years.

[17] Includes Forms 11208 for an § corporation reporting @ tax (see footnote 19) 1120-FSC (foreign sales eorpcratton) 8288 (withholding tax return for disposition by
foreign persons of L1.S. property i ; 990-C (farmers’ and 8804 P

{18} Not tabulated.

{18] includes most Forms 11208, which are filed by qualitying S corporations electing to be taxed through Under certain s ions are
subject to tax and are included in “other taxable returns” in this table. See footnote 17.
{20] Includes a total of $1,983,891 in ti tax (including an earned income tax credit) on retums selected for examination on the

basis of an EITC claim or other selection criteria. Excludes $7 (thousands) in denied EITC related to the qualifying child cartification test. These EITC cases are
tracked in IRS's examination database.

{21] Less than $500.
(22} Less than $50.
NOTE: Detail may not add to totals because of rounding.

SOURCE: Small ployed, ination Planning and Delivery, g g ion Systems and
SESEEPDMISA







WEDNESDAY, MAY 20, 2009.

OFFICE OF MANAGEMENT AND BUDGET
WITNESS
PETER R. ORSZAG, DIRECTOR

Mr. SERRANO. The subcommittee will come to order. We apologize
for the delay. We were on the House floor voting on the credit card
bill that had a gun in it. It is very strange; I don’t know if that
means from now on, when you go to an ATM machine, you need
to be packing.

Mrs. EMERSON. It is just Federal parks, Joe.

Mr. SERRANO. Oh, I see, only for Federal parks.

We welcome you to our annual hearing with the Office of Man-
agement and Budget. We again apologize for the delay.

OMB, of course, plays the lead role in formulating the President’s
budget, which we spend so much time studying and debating. On
that subject, I would like to say how refreshing it is that this year’s
budget gives the Appropriations Committee some fairly realistic
numbers to work with rather than continuing the previous ap-
proach of pretending that we don’t need to adequately pay for all
the important things the government does in areas like public safe-
ty, education, science, and health.

But while OMB does the Nation’s budget, we do OMB’s budget,
which is one of the reasons we are having this hearing today.

Last year we decided it was time to help OMB out a bit. Over
the years their funding has not kept up with rising costs, and as
a result, the size of the OMB staff has been shrinking. In the 2009
appropriations bill we tried to help reverse that trend by adding
money to restore some staff and also to deal with problems in
OMBPB’s computer system. At today’s hearing we will be interested
in learning how OMB is using those funds.

Our subcommittee also crosses paths with OMB in the general
provisions carried out in our bill dealing with matters of govern-
ment-wide policy. For example, one issue that we have been con-
cerned about is the rapidly rising volume of government contracts
as the previous administration increasingly turned to private con-
tractors to take over functions previously performed by public em-
ployees. Some of that activity may have been beneficial, but much
of it has been wasteful, inefficient, and demoralizing to the Federal
workforce.

Further, far too many contracts are being awarded without full
and open competition. And there has been inadequate management
and oversight to make sure that contractors actually perform and
provide good value.

To help deal with these problems, we have been carrying various
requirements and restrictions in our annual bill, and we are grati-
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fied to see that policy change is on the way in the executive branch
as well. President Obama has asked the OMB Director to study
various issues regarding Federal procurement in cooperation with
other senior government officials and to make recommendations for
change. We look forward to the results of that effort.

OMB also deals with government-wide policy in a number of
other areas, including the regulatory process, information, tech-
nology, and statistical policy. We are likely to explore some of these
areas in the course of this hearing.

Our witness today is Peter Orszag, who was appointed Director
of OMB by President Obama. Dr. Orszag is an economist by train-
ing. During the Clinton administration, he served as Special Assist-
ant to the President For Economic Policy and in various positions
at the Council of Economic Advisors. He has been a Senior Fellow
and Deputy Director of Economic Studies at The Brookings Institu-
tion and, most recently, has worked in the legislative branch as Di-
rector of the Congressional Budget Office during 07 and ’08.

Welcome, Dr. Orszag.

And we really do welcome you to today’s hearing. I must say that
in reading some things about you, I should have been impressed,
but I was troubled by the fact that while I try to run at 7:15 in
the morning, you run at 6:00. And you should never try to—take
advice from Mayor Fenty. Every time I see him running or he sees
me running, he slows down to make it look like I am fast because
he knows who handles his budget.

So if you see me out there, just look like you can’t keep up with
me. I would appreciate that.

But welcome today. And I turn now to my colleague and friend,
Jo Ann Emerson, from St. Louis Cardinal territory.

Mrs. EMERSON. St. Louis Cardinal territory it is, but I am very
pleased, Director Orszag, to know that you are a Toby Keith fan,
and so am I. As a matter of fact, I recently went to one of his con-
certs with some radio guys from my district. It was quite inter-
esting, but it was lots of fun.

Anyway, I can’t begin to tell you how much we appreciate the
hard work that your staff of, what, just about 500 does, and the
dedication that all of you have in serving the American public. It
is not an easy job, and obviously you are always made out to be
the bad guy—by us appropriators, particularly—but nonetheless,
thank you. Because of those enormous responsibilities that you all
have in assisting the President—any President, Republican or
Democrat—it is very important that we give you the tools you need
to do your job, and I am very appreciative.

However, I am also, and it would be expected, I think, of my
party that I am not too excited about the Federal budget for fiscal
year 2010. I know that the American public knows how tough
things are, and they also believe, at least my constituents believe,
in shared sacrifice.

But I can’t tell you—every time I am home they want to talk
about the budget and the, you know, $1.84 trillion projected deficit
for 2009 and those deficits well into the future. And when I say,
well, in the tenth year things will go down to, you know, the bil-
lions, they look at me and they just can’t comprehend that.
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So this is worrisome. It is worrisome to me. It is worrisome to
my very frugal constituents who are not at all wealthy. As a matter
of fact, I have the 20th poorest district in the country. But nonethe-
less they are very worried, and they ask me all the time, Where
are we borrowing this money from, China or Saudi Arabia, even
sovereign wealth funds. So I am worried that this public borrowing
will crowd out investment in the private sector, which could poten-
tially slow recovery.

They are asking me who is going to ultimately pay for this bor-
rowing; is it our children, our grandchildren, or their grand-
children? And what will this budget do to the country’s long-term
health? Are any tough funding choices being made?

And I know it is not easy. So while we may not agree on all of
the budget policies, I really do recognize the challenges that you all
face, and I hope that you know that we want to work as closely and
as collaboratively as we possibly can.

So thanks so much for being here.

Mr. SERRANO. Thank you.

Just for the record, she mentioned 20th. I represent the poorest
congressional district in the Nation, located within the richest city
on Earth, within walking distance of the wealthiest congressional
district in the Nation, which is the East Side of Manhattan. My
constituents don’t like to get into that either, but they know that
spending money on education and health care and making their
lives a little better is a good expenditure. So they are as frugal as
anybody else, but they also know that government can’t stay totally
away from their future.

We once again thank you. We ask you to keep your testimony
down to 5 minutes. Your full statement will go in the record and
that will give us time to grill you to death before us today.

Mr. ORszAG. Thank you very much, Mr. Chairman, Mrs. Emer-
son, members of the committee.

Actually, before I begin, let me just say two things briefly. One
is with regard to running. I did make the mistake of going running
with Mayor Fenty and realized after 2 or 3 minutes my sole objec-
tive was not to come in last because they are way too fast.

In September, I will be attending the Toby Keith concert at the
Nissan Pavilion. So maybe we can get together to go out and listen
to Mr. Keith.

Thank you very much for having me here today. We did impor-
tant work together with regard to the Recovery Act to get the econ-
omy back on the path towards economic growth, and there is much
more to be done.

The fiscal year 2010 budget, overall, is intended to move the
economy, help push it out of the worst recession that we have expe-
rienced since the Great Depression and bring down medium-term
and long-term deficits. We do that by investing in key areas like
in education and clean energy, and in—especially with regard to
the fiscal path that we are on, I have said repeatedly that the most
important thing we can do is bring down health care costs. If
health care costs over the next four decades grow at the same rate
as they did over the past four, Medicare and Medicaid will go from
5 percent of the economy today to 20 percent by 2050. That is
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unsustainable and that needs to be changed, and changing that has
to be at heart of our health care effort this year, working with you.

I could go on about education and clean energy, but perhaps we
can leave that for the question-and-answer period and just turn to
the work that OMB does.

One of the things that we are trying to accomplish is putting a
significant emphasis on evidence-based policy making, looking at
specifically what works and what doesn’t. I was particularly heart-
ened by the fact that the Coalition for Evidence-Based Policy re-
cently commended the administration for emphasizing evidence in
making our decisions; and I would be happy to talk about, for ex-
ample in education, the way that we are trying to reorient some
of the programs that have been demonstrated not to work as well
towards those that do to get as much as we can from taxpayer dol-
lars.

Part of what we are trying to do also involves managing the Fed-
eral Government better. The President has put forward and nomi-
nated Jeff Zients as his first Chief Performance Officer and Deputy
Director for Management at the Office of Management and Budget.
If he is confirmed, he will lead the overall administration effort in
trying to make government work better. And that has multiple
components; a key component is improving and motivating the
quality of the Federal workforce.

This morning I attended the award ceremony for the best places
to work in the Federal Government. I was very pleased that OMB
and CBO, they actually tied for third, which is good. We are going
to look to beat the tie next year.

But there is much that can be done to promote the Federal work-
force, because that is at the heart of what we are trying to do. And
that speaks in part to contracting, it speaks to acquisitions. It is
very difficult to get anything done in government without a high-
performing workforce.

So we have a robust agenda to try to shorten the hiring process,
provide better training, provide better mentoring, provide better in-
centives for high performance, working with John Berry, who
heads up the Office of Personnel Management.

There are other components to the management agenda which I
could speak to also, but let me, in my brief remaining time, turn
to OMB itself.

OMB could not succeed without its cadre of highly qualified and
just outstanding staff, but in recent decades OMB has taken on
more responsibilities including in financial management, procure-
ment oversight, E-Government, to name just a few.

Staffing levels have actually steadily declined. If you look at
around 1990, for example, OMB staffing was in excess of 600 budg-
eted full-time equivalent staff. By 2008, budgeted staffing levels
had fallen to 489, and this was during a time in which OMB was
asked to do more.

As the chairman already noted, in the fiscal year 2009 budget
appropriations, Congress recognized that staffing at OMB had be-
come insufficient; and we appreciate the funding that you provided
that will allow us to raise our staffing to 528 FTEs, still signifi-
cantly below where we were 20 years ago, but nonetheless above
where things had been in 2008, for example.
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Largely as a result of annualizing the cost of those additional
FTESs, the President’s budget requests $92.7 million for OMB in fis-
cal year 2010. So I thank the subcommittee for having funded the
additional staffing in the fiscal year 2009 appropriations cycle. I be-
lieve it represents an important investment in being able to make
government work better and look for more effective programs; and
I look forward to working with you. I hope you will fund the 2010
request at the level that we have submitted.

And I would welcome your questions. Thank you.

Mr. SERRANO. Well, thank you.

In 2009, this subcommittee provided OMB with a $10 million in-
crease, a decision made before you took office. What priorities have
you set for using that increase and why? To the extent you are
using the funds for increased staff, what functions within OMB
would the additional staff be assigned to?

Mr. ORSZAG. The majority of the increase does go for additional
staff, as I just mentioned. That reflects the decline that had oc-
curred, and I think, coming into OMB, a clear need for additional
staff in some areas.

One of the changes we made, for example, was to create—recre-
ate what had existed during the 1990s, which is a PAD, or Prin-
cipal Associate Director for Health Care, given the importance of
health care policy not only this year but on an ongoing basis. So
one important area is health care.

But, in addition, I mentioned Jeff Zients, who will be the Deputy
Director for Management. We have some additional staffing on the
management side of things, even though I don’t like that separa-
tion between budget and management. If you just look at the org
chart, at least, on the management side there are additional staff-
ing.

The majority of the additional funding went for personnel, which
is not surprising given that roughly 80 percent of OMB’s overall
budget goes for personnel. That is also where we put the bulk of
the additional resources. But in addition to that, there was funding
provided for some additional improvements to the MAX system,
which is the computer system that we use for budgeting, and other
IT investments including in a—I have to say there was a mixed re-
action to requiring OMB staff to have BlackBerrys so that we could
reach them all during—any time of the day or night.

Mr. SERRANO. Maybe they can give us their pin number so we
can reach them.

So obviously there is going to be an emphasis on the health care
issue, government-wide actually, but certainly at OMB.

Mr. OrszAG. Absolutely. I would say I am personally probably,
depending on the week, spending a half to two-thirds of my time
on health care right now.

Mr. SERRANO. You mentioned MAX system. What else can you
tell us? How much of the 2009 appropriation are you using for that
and where are we at?

Mr. ORSZAG. Sure.

Of the 2009—Ilet me just give you—in total, the MAX funding for
fiscal year 2009 was $4.1 million. There was some additional fund-
ing that is being provided, $435,000, in fiscal year 2009, so that
would bring the total to about 4.5.



76

Let me just say, there is a strategic question that we are working
our way through with regard to upgrading and improving the MAX
system. One of the complaints that I get from OMB staff and from
agency staff is—involves the operations of the MAX system. So we
are in the process of evaluating the best way forward in improving
it.

Mr. SERRANO. Well, our information is that it is over 20 years
old; is that correct?

Mr. ORszAG. It is old, yes. I can’t give you the exact date. I may
be able to get it, but it is something like 20 years old, yes.

Mr. SERRANO. You buy a computer, and a couple years later it
is not working properly. So how the heck did you get all those
numbers? Was that the reason why we were saying throughout the
year that those numbers were not correct?

Mr. OrszAG. Well, it is an old system. It still works. I think the
issue is not whether it works or not, but rather how cumbersome
it is and whether it could be made more efficient. And so one of
the complaints that is issued is just how long it takes to enter
things into the MAX system, that it is not as effective as it could
be in—so it is not a question of sort of quality or accuracy. It is
more, I think, a question of degree of difficulty of inputting and
processing the information.

Mr. SERRANO. In addition to your regular budget request this
year, the President’s budget is seeking 1.75 million for a Partner-
ship Fund for Program Integrity, which would be administered by
OMB. What is the purpose of that fund and how would it be used?

And under the partnership proposal it looks like OMB would ac-
tually be administering a substantial grant program. Is it appro-
priate for OMB to be running programs itself? Does OMB have the
expertise to do so?

Mr. ORSZAG. No. And we won’t. So let me try to be clear about
what this is intended to do and how it would be administered.

There are many government programs that are the joint respon-
sibility of the Federal Government and State and local govern-
ments. Consider Medicaid, for example. The SNAP program, which
used to be called food stamps, has some joint Federal-State roles
also in terms of processing applications.

One of the problems that we have is, because of the lack of ade-
quate IT infrastructure in many States, someone applying for this
program, information about that person, may not be usable for
some other program. What we are trying to do is see if we can be-
come more effective. This is a general theme, making sure that the
right person gets the right benefit at the right time and not other-
wise.

If you are on this system and you don’t qualify for this benefit,
then we need to be able to kind of crosswalk that better. And simi-
larly if you are over here and it does look like you qualify for this
other benefit, we might want to notify you of that.

What we are trying to do through this program is conduct some
pilot projects that would allow better IT integration across different
platforms, across different programs. So what will happen is, these
pilot projects would be administered by agencies.

We will not be administering them. But in the examples I was
just giving, either HHS or the Department of Agriculture, or you
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can imagine the Department of Labor in other settings, admin-
istering a grant for a pilot project to see if we can better integrate
and provide an IT backbone for some of the programs that are the
joint responsibility of the Federal Government and the State gov-
ernment. Our role would just be to help evaluate the submissions
for those pilots, the sort of grant applications, if you will.

Mr. SERRANO. So it would be clear to us that you would not be
running a grants program as such.

Mr. ORrszAG. No. The grants pilot programs—the grant would
run from a Cabinet agency with a State or locality. We would play
some role in helping to choose which pilot projects to fund.

Mr. SERRANO. Thank you.

Mrs. Emerson.

Mrs. EMERSON. Thank you, Mr. Chairman.

I am going to ask you a policy question. I will get to the other
issues, budget issues afterwards.

Recently you made three points that health care—on health care
reform, one, that health care reform would have to be deficit-neu-
tral, self-financing, and work to keep the overall costs of care low.
I think you said, quote, “You are not going to see a deficit increas-
ing health care reform.”

In the House, I am actually working on several different reform
measures including a program to initiate tax credits for insurance
expenditures up to about $17,000 for a family of four. And obvi-
ously any plan that requires a personal mandate for health insur-
ance, with which I agree, or a public option that gets the Federal
Government into the insurance business, with which I don’t agree,
at least at this moment in time, is going to cost the taxpayers
money.

I also appreciate the fact that the various stakeholders in the
health care system have come to the White House offering conces-
sions, which you all ball-park at about $2 trillion, I think. I also
appreciate the fact that you all have budgeted for a down payment
on reform of about $634 billion. But I don’t see that down payment,
if you will, being part of a self-financing health care reform because
the savings aren’t necessarily going to be taken from the health
care system, with perhaps the exception of Medicare Advantage.

So my first question is, why does a self-financing health care re-
form require a $634 billion down payment from the U.S. taxpayer,
who has seen no reform in the system to this point? First question.

Second, can you tell me how the administration plans to control
costs in the private sector despite the serious problem of medical
inflation which, outside the scope of Medicare and Medicaid, has a
particularly severe effect on America’s seniors? And if the big phar-
maceutical companies and insurance giants can afford to volun-
tarily offer $2 trillion in savings—which, to me, should really be
about $3 trillion—as a consequence of just being asked, doesn’t that
signal then the existence of other meaningful regulatory reforms
that could be achieved in Medicare and Medicaid?

So what measures are you all taking to create savings in existing
government health care programs without cutting benefits to citi-
zens and seniors?

And last, how do you—this is the part that is probably the most
complex. How do you plan at OMB to measure the savings gen-
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erated by the private sector for Medicare and Medicaid and other
government programs, whether it is SCHIP or the like, in an effort
to leverage health care reforms? And how are we going to hold the
private sector to its commitments?

I am sorry. There are several questions.

Mr. OrszAG. That is okay. Thank you. Let me try to answer that
in two steps.

The first involves whatever happens within the next 5 or 10
years within the Federal budget. We have been clear that over the
next 5 or 10 years we are insisting that health care reform be def-
icit-neutral with hard, scorable savings—that is, with savings that,
for example, CBO would score, including through changes to Medi-
care Advantage, but including through changes in reimbursement
rates for hospital readmissions and home health agencies and a
whole host of other proposals that we have put on the table.

The second piece involves changes that we call “game changers,”
changes in the way that health care is practiced in the United
States that are unlikely to be scored by CBO, but that are crucial
to, A, the long-term fiscal path that we are on, and B, that require
the involvement of the private sector in order to work.

So what do I mean by that? I mean four things in particular.

And let me back up. We have huge variation across the United
States in health care costs for a beneficiary that you can’t explain,
based on——

Mrs. EMERSON. Region.

Mr. ORSZAG. Across regions, across hospitals within a region,
across doctors within a hospital, which is perpetuated by a lack of
specific information about what is best for a particular patient, and
a payment system that just says always do more rather than do
better.

So what do we need to change? We need health information tech-
nology so that we reduce redundancy and we eliminate the need to
fill out that form every time you go to a doctor. We need more re-
search into what specifically works, so your doctor is armed with
better information. We need prevention and wellness so that we
are oriented towards health and not just health care. And, by the
way, all three of those steps were—there was significant progress
made in the Recovery Act.

And, finally, we need changes in financial incentives so that hos-
pitals and doctors are not penalized for more effective care. That
is what happens today. If you have a hospital that is really good
at avoiding readmissions, for example, they are financially penal-
ized relative to some other hospital that i1s not as good as that,
which makes no sense.

So what we are trying to do is in the first case, hard, scorable
savings; and in the second case, change the set of incentives in the
way that health care is practiced, so that we get to a more efficient
system, because there are so many indicators that substantial effi-
ciency improvements are possible. To do that second piece, you
need the private sector involved.

And that was what was so significant, I think, about what hap-
pened last Monday, which was that you had insurance companies,
doctors, hospitals, device manufacturers, pharmacists saying, Yes,
we can get more efficiencies out of the health care system. That
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will be crucial to helping to drive down premiums for consumers
and sustaining the changes in Medicare and Medicaid, because if
we just ramp down Medicare and Medicaid growth over here and
the underlying rate of health care costs continue unabated, these
changes would not be sustainable.

Mrs. EMERSON. With regard to administrative costs for the insur-
ance companies, can you actuarially—I mean, do you know how
much padding is in, on average, the 21 percent overhead costs that
is claimed today?

I mean, is there a way to get at that, so that if you have insurers
saying, We will do a guarantee issue, we will have maybe a com-
munity rating, blah, blah, blah—all of which will help get costs
down, because you can expand the number of people who are in-
sured; but it is that administrative cost that is kind of tough to
pinpoint.

Is there a way to get at that?

Mr. ORrszaG. Well, there have been some attempts. The
McKinsey Global Institute, for example, tried to examine the ad-
ministrative loadings or the administrative costs in our system rel-
ative to the other systems, to see what the differential is.

One of the complexities, just for whatever it is worth, is, many
of the things—for example, I mentioned prevention and wellness.
Some of the things that insurance companies do to promote preven-
tion and wellness will count as administrative costs in a sense or
as nonmedical loss expenditures, which is typically what the cat-
egory of administrative costs include.

So, there is an example of—I don’t know that we would want to
be discouraging that kind of cost as opposed to unnecessary dupli-
cation and lack of the complexity in forms and what have you.

So I think that is the challenge. But it is clear that there are effi-
ciencies that are possible, which is why the insurance association,
AHIP, was part of that group last Monday and said, “Yes, we can
do better on our internal administrative costs.”

Mrs. EMERSON. Well, and even, you know, we have been able to
get the administrative costs for crop insurance down substantially
in the last 4 or 5 years. So, I mean, there is wiggle room.

And one final question on this. Is it conceivable or can you
score—maybe this is a better way of putting it—if, in fact, we took
all Americans, regardless of whether they are Medicare, Medicaid,
whether they are dual-eligible, whether they are uninsured, under-
insured, we took all Americans and put them together in a plan
like the Federal Employee Health Benefits Program and gave op-
tions—and, obviously, one would be okay for everybody, and then
you could buy up—I mean, would that not be less expensive over-
all, perhaps, than having different types of programs and creating
disparities? Like, if you have Medicaid, obviously Medicaid, for a
lot of people, isn’t nearly as good as our basic BlueCross
BlueShield. I mean, is it possible to even figure out how much
something like that would cost?

Mr. ORszAG. Yes, it is possible. I mean, there are a couple of dif-
ferent dimensions to that. One is whether the individuals already
have coverage and you are picking up additional costs, so there is
sort of a displacement effect. The second is administrative savings
from unifying and getting economies of scale into—you know, you
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put more people into a plan, the cost per beneficiary of fixed over-
head can be lower.

Although, the evidence suggests that you reach an efficient scale
pretty quickly, so it sort of flattens out, and there is probably not—
at level of the size of things like Medicaid, there is probably not
very much additional efficiencies that are possible.

Mrs. EMERSON. Okay. All right. I appreciate that. Thanks.

Thanks, Mr. Chairman.

Mr. SERRANO [presiding]. Thank you.

We will now begin our questioning under the 5-minute rule by
members of the committee. And we will first go to the gentleman
from Pennsylvania, Mr. Fattah.

Mr. FATTAH. Thank you, Mr. Director.

Now, the budget that OMB produced this year was $3.6 trillion.
What was the budget last year? $3.1 trillion?

Mr. OrszAG. Well, actually, it depends exactly how one does the
calculation. But it was actually, for fiscal year 2009, $4 trillion,
under our proposals. Under current laws, $3.8 trillion.

Mr. FATTAH. Okay. And, well, you added in the costs for the war
effort, so you took that off the—rather than go through the supple-
mental route, which became the normal way to proceed, those costs
are now included in the budget?

Mr. ORszAG. Correct.

Mr. FATTAH. And you also included other items that somehow
have been listed in supplemental efforts in the past, including re-
sponses to weather, hurricanes and the like, right? So you put
those in, and that was preferable because it gives a better sense
of what the real spending of the needs of the government may be,
right?

Mr. ORrszAG. Correct.

Mr. FATTAH. Now, you also set aside—is it $636 billion for health
care, this downpayment?

Mr. ORSzZAG. $635 billion.

Mr. FATTAH. $635 billion. So when this final proposal comes for-
ward, you expect that, even if it costs more or costs less, that you
have at least allotted some dollars to try to phase in a health care
solution?

Mr. OrszAG. Well, yes. And, in particular, that was intended to
be a downpayment on whatever the ultimate reform looks like. We
have been clear, though, that, to the extent that the ultimate re-
form involves any additional costs beyond that, they will need to
be offset through either savings within the health system or rev-
enue from outside the health system.

Mr. FATTAH. Now, inside OMB and your budget, as you allocate
your 500-plus employees—you talked about the percentage of your
time focused on health care. What percentage of this FTE com-
plement is focused on health care now?

Mr. OrszAG. I will look it up in a second, but it is more evenly
distributed than my own time. And that is, frankly, the way it
should be, because we have lots of other things going on at the
same time. And while I can swing from one area to another quick-
ly, it is hard to take a health analyst and put them on, you know,
the defense budget.
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So the allocation, though, in particular for fiscal year 2009, on
health programs, we have roughly 50 staff. And that is, again, pret-
ty evenly deliberated across national security, general government,
natural resources, education, and then there are a few other offices.
But in health care we have about 50 people.

Mr. FATTAH. Now, it may be difficult for you to, as you go for-
ward, to rationalize some of the critics—you know, I noticed when
the $100 million savings was announced, people said, “Well, that
is nothing.” And then you got to the $17 billion, and they said,
“Well, that is a drop in the bucket.” And then the health care an-
nouncement last week of $2 trillion in savings over 10 years from
the various participants, people said, “Well, somehow it is still—
you know, we are not on target.” It is kind of a moving target
around here.

But what is important, I think, from the committee’s standpoint,
is to make certain that you have the resources at OMB to do the
work that you need to do. And your budget calls for a small in-
crease, 4 or 5 percent?

Mr. ORSZAG. Five percent, yes, sir.

Mr. FATTAH. Five percent. But at the same FTE complement as
last fiscal year?

Mr. ORszAG. Yes. And, indeed, a bulk, a significant part of the
requested increase takes—the fiscal year 2009 appropriations was
passed in the middle of the fiscal year, and so we need to annualize
the costs of the additional FTEs. And so a significant chunk of the
increase from 2009 to fiscal year 2010 request reflects that
annualization process.

Mr. FATTAH. Right. Well, my only point is that, given the effort
of the administration on a number of fronts, obviously it creates a
significant challenge for OMB.

Mr. ORSZAG. Yes.

Mr. FATTAH. And, you know, the job of our committee is to make
sure that you have the resources you need to serve the country and
to serve the administration in the vital role that OMB plays.

Mr. ORSzAG. I appreciate that. I would come back again, this
morning, on the best places to work in the Federal Government, we
did very well, ranked third overall. But on work-family balance, we
were not so good. So, you know, the folks at OMB are working very
hard.

Mr. FATTAH. Well, I want to thank the chairman, but I think the
chairman’s question about your 20-year-old computer system illus-
trates some of the concerns. And as we deal with health care and
energy and balancing this budget and tax reform, which is also on
the President’s agenda, we want to make sure that you have all the
resources that are necessary.

Mr. OrszAG. I appreciate that. Thank you.

Mr. FATTAH. And I have one question for the record on one of
your program integrity efforts around erroneous payments, and I
will submit that for the record, and I would like to get a response.

Mr. ORSZAG. Sure, of course. Thank you.

Mr. FATTAH. Thank you.

Mr. SERRANO. Mr. Culberson, the gentleman from Texas.

Mr. CULBERSON. Thank you, Mr. Chairman.



82

I appreciate your testimony here, Director. And, of course, the
committee is going to do everything we can to help support the
work of OMB. But I want to focus, if I could, your attention on
what David Brooks on Friday in his column called approaching fi-
nancial national suicide.

In my opinion, the administration is not being realistic. And, by
the way, I don’t play favorites here. I voted against $2.3 trillion
worth of spending under President Bush. I represent his parents.
And I have voted against $1.6 trillion in spending so far under this
administration.

I am deeply concerned, as Mrs. Emerson’s constituents are, with
the financial path the country is on. And I, frankly, don’t see the
estimates coming out of OMB as being grounded in reality. To
have, for example, the President’s—where did I see that? You all’s
budget this year, I think your term for it was that—I am sorry, I
don’t have it right in front of me, but you would refer to the Presi-
dent’s budget this year as trying to return to being responsible. Yet
the deficit that we are running is at record levels. It looks like, this
year, OMB just increased your budget deficit estimate this year to
$1.8 trillion. Estimates are that it is going to stay over a trillion
dollars for the foreseeable future.

We, according to David Walker, the comptroller of the currency—
and I mean this very sincerely—this is not—I mean, forget—I have
actually quit referring to the political parties. I would like to focus
on what is fiscally responsible and what is fiscally irresponsible.
And I really believe that we really need a little bit of Dave Ramsey
in the way that the Federal Government approaches things and do
everything we can to save money, even if it is a little bit at a time.

And I really wanted, if I could, Mr. Chairman, to have the direc-
tor talk to us about what the administration intends to do to try
to—for example, let’s take one bite at a time. Medicare, the trust-
ees tell us, is out of money in 2017. That is only 8 years away.
Bankruptcy, there is no more money, no more checks.

What is the administration specifically proposing to do to prevent
Medicare from becoming bankrupt in 8 years?

Mr. ORSZAG. Several things.

First, we have already put forward in the budget—there was ref-
erence before—more than $300 billion in Medicare and Medicaid
savings, including roughly $175 billion in Medicare Advantage sav-
ings, which would help to extend the life of the Part A trust fund
to which you were referring.

More important than that, though, is, if you look out over time,
nothing else that we could possibly do will matter as much as
whether we can reduce the rate at which health care costs per ben-
eficiary are growing relative to income per capita, which has aver-
aged 2 to 2.5 percentage points per year. If we can get that down
to 0.5 or 0.75 or 0.25 or something significantly below its historical
level, that has such monumental effects.

So, for example, Medicare and Medicaid savings in 2050, if you
reduce the growth rate by 1.5 percentage points per year, which is
difficult to do—it comes back to some of the things we were talking
about—but if you succeeded in doing that, gets reduced by 10 per-
cent of GDP.
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Mr. CULBERSON. Right, but we may not even get there. I am
talking 8 years. This is, like, immediate. What do you recommend
we do in the next

Mr. OrRszAG. Well, again, we have put forward $177 billion in
Medicare Advantage savings, significant additional savings in
Medicare, and then more that will be part of an overall health care
reform effort. That is moving the trust fund in the right direction.

Mr. CULBERSON. So you believe, if we adopted—Ilet’s just say, for
the sake of argument, that Congress adopted all of those proposals,
Medicare will not be bankrupt, then, in 2017?

Mr. ORSzAG. No, it would extend the life of the trust fund by a
couple of years. More important than that is to reduce the long-
term growth rate. If:

Mr. CULBERSON. Bankrupt in 10 years?

Mr. ORSZAG. Just to give the number for a second, if you reduce
the growth rate by 1.5 percent per year, you reduce the long-term
imbalance in Medicare by two-thirds. It doesn’t eliminate it; there
is more that would need to be done. But you would reduce the long-
term imbalance within Medicare by two-thirds, which is the key
fiscal problem that we face.

Mr. CULBERSON. That is the long-term outlook. So you think you
would extend the bankruptcy by maybe—prevent it by about 2
years?

Mr. ORrszAG. If you then also build in slower growth rate in
health care costs overall, which would help on Medicare and Med-
icaid, it is an additional couple of years.

Mr. CULBERSON. Do you disagree with—and my time is limited—
David Walker, who is the comptroller for the United States, our
auditor until about 18 months ago, is now head of the Peterson
Foundation because he got so concerned. And this is really straight
from my heart, and party labels are irrelevant when it comes to
protecting the country’s solvency. Moody’s has now warned us for-
mally that we could lose our AAA bond rating. That is extraor-
dinary.

David Walker points out in an editorial he ran, Mr. Chairman,
in the Financial Times that it costs more to buy credit default in-
surance on U.S. Government debt than on debt issued by McDon-
alds. It is really scary that the—and he points out, how can one
justify bestowing a AAA rating on an entity, the United States,
with an accumulated negative net worth of more than $11 trillion
and off-balance-sheet obligations of $45 trillion, and an entity that
is set to run $1.8 trillion-plus deficits for the current year and tril-
lion-dollar deficits for the years to come?

The chairman has been very generous with his time. But I want
to, if I could, Mr. Chairman, just urge OMB to be realistic. And you
have kids, I bet.

Mr. ORSzAG. I do. I have two.

Mr. CULBERSON. Let’s focus on what is good for them. And forget
political party, and let’s make sure America is going to be solvent
first.

Mr. SERRANO. Thank you so much.

Ms. Lee.

Ms. LEE. Thank you, Mr. Chairman.
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Good afternoon. Well, first of all, let me say how happy I am to
meet you. This is my first year on this subcommittee, and I know
that OMB faces many challenges. And so I look forward to working
with you on many of these challenges.

One I wanted to just reference is the rising unemployment rate,
as well as the harsh reality of living in poverty. The national rate
now is about 9 percent. In my own State—I come from California—
it is a little over 11 percent. Money that was invested in the eco-
nomic recovery package hopefully will spur the growth of a green
energy independent economy and will save countless jobs and cre-
ate countless more.

But many economists are projecting now that over 10 million
more Americans will fall into poverty due to this recession. And so
I am wondering if OMB has looked at poverty rates per se and is
looking at policies, programs, and initiatives on behalf of the Presi-
dent to kind of make some suggestions on what we need to do to
keep families out of poverty and those living in poverty, to help lift
them out of poverty. That is the first part of my question.

The second part is, last year, we passed, and it was signed into
law, the legislation that repealed the international HIV travel ban.
I believe OMB is responsible for reviewing the rule that HHS has
put together. I think, if my information is correct, that that was
submitted to OMB April 20th of this year.

So I would just like an update on this rule and if there are any
specific issues that OMB may have with regard to this, any budget-
related issues, and how long do you think this is going to take. Be-
cause we passed this last year, it was signed into law by President
Bush in our global HIV/AIDS initiative, and it is really time to lift
this travel ban and to move on. And so, I am wondering about the
bureaucracy in all of this and what your time frame is on it.

Thank you again.

Mr. ORrszAG. Okay, let me deal with the second question first. I
need to be careful not to comment on things that are in the middle
of the regulatory review process. But I am sure we can get back
to you in writing with a date for a timetable for when the next
steps will occur.

With regard to unemployment and poverty, I guess I would say
several things. First, one of the reasons that the President has put
forward, and embodied in the Recovery Act we have, a progressive
change in the tax system is, in terms of immediate impact, that,
along with strengthened unemployment insurance benefits and
other things, provides the most immediate relief to households. So,
for example, the Making Work Pay Tax Credit, which is refund-
able, the American Opportunity Tax Credit for higher education,
which also has refundability components, provides relief to low-
and moderate-income families.

Beyond that, and as you get out of immediate relief and into the
not just providing the fish but learning how to fish, education and
health are absolutely essential. And that is one of the reasons why
the administration has focused so much on improving our edu-
cational system, not only in early childhood but throughout the
process, and trying to get more college enrollment and more college
graduation through an expanded Pell grant program; through sim-
plifying the application form for Pell grants, which are too com-
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plicated right now; through reorienting the Perkins loan program,;
through a college access and completion fund that we are trying to
create.

And, finally, one of the things that I think has not received
enough attention—we talk a lot about income inequality in the
United States. The growing gap in life expectancy inequality has
received very little attention. Most people know that life expectancy
is going up. Many people know that better educated, higher-income
people live longer than less educated, lower-income people. The fact
that that gap between better educated, higher-income people and
less educated, lower-income people is literally exploding in life ex-
pectancy I don’t think has received as much attention.

One of the motivations—it is not the only one, but one of the mo-
tivations for reforming the health care system, not only to reduce
costs but to expand coverage, is to get at that growing gap.

Ms. LEE. Thank you very much. And let me just add to that,
within that growing gap, though, you are looking at a large per-
centage of that growing gap being with communities of color, in the
African American, Latino, and Asian Pacific American commu-
nities. Part of the health care reform debate has to include closing
those health care disparities.

And I just want to say for the record, Mr. Chairman, the Tri-
Caucus, the Black, Hispanic, and Asian Pacific American caucus,
have been trying to communicate what you just said to those who
are beginning to write this health bill so that we can have a provi-
sion in the health care reform bill that really addresses this wid-
ening gap in disparities. And a large percentage, as I said, are
based on race and ethnicity.

Thank you very much.

Mr. SERRANO. I thank the gentlewoman from California, and I
just want to piggyback on that statement.

I think any health care approach that we take has to deal with
the disparity. I mean, studies have taken place all over this coun-
try, and it just goes right along. It is not just housing, it is not in
jobs, it is not how much people make, but it is in the health care
delivery and what people get in return within that system.

And so, if we are truly going to deal with health care, we have
to make sure that the middle-class gets protected, absolutely, and
we have to deal with the disparities in the system.

Mr. ORSZAG. Absolutely.

And, by the way, one other aspect of this is not just health care,
but there are other aspects of health behavior that influence that
life expectancy gap. For example, one of the things that I think we
are hoping for, just as an example, in school nutrition reauthoriza-
tion is to move the system towards providing healthier meals to
kids so that you are on a better path, even apart from the health
care system.

Mr. SERRANO. And, with that in mind, a place that produces
great food, the gentleman from Florida, Mr. Crenshaw.

Mr. CRENSHAW. You will have a bag of oranges on your doorstep.

Mr. SERRANO. And it is totally allowed under the rules.

Mr. CRENSHAW. Exactly. Thank you, Mr. Chairman.

And thank you for being here today. I just have a couple of pol-
icy-type questions to help me understand.
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I know you used to work in a different agency, the Congressional
Budget Office. And they just, as I understand it, they just came out
and said that the red ink is going to be about $9.3 trillion over the
next 10 years. And I think the White House, the original number
was, I think, maybe about $2 trillion less. So that is about an, I
don’t know, 18, 20 percent difference in terms of projection, what
those numbers are.

I was going to ask you, like, who is right? You are not there any-
more, so—but I imagine there are some different criteria or dif-
ferent ways they calculate that. But just help me understand that
accounting discrepancy, if you could.

Mr. ORSZAG. Yeah, a lot of it is driven by very small differences
in assumptions. One of the things, when you focus on the deficit,
the impact gets magnified, because it is a difference between two
very large numbers, revenue and outlay. So, for example, if spend-
ing is $1,000 and revenue is $950, the deficit is $50. If revenue
then falls by 10 percent, the deficit will go up by almost $100, so
it will go from $50 to $150. It will triple, the deficit will triple in
response to a revenue decline of only 10 percent.

And I think that is often what goes on in differences in out-year
numbers, which is, don’t make it 10 percent, make it a 1 or 2 per-
cent difference in the revenue number or the outlay number and
you get these very dramatically different deficit numbers as a re-
sult. Because the deficit is very sensitive to even small changes in
assumptions.

And so, CBO itself will say, okay, the 2014 deficit is projected to
be X, but our confidence interval is plus or minus $500 billion or
$600 billion. So there is a significant amount of uncertainty as you
go out over time, and that is because the deficit is so sensitive to
small changes in the rate of growth, in capital gains realizations,
in the ratio of taxes—lots of variables that feed into it.

Mr. CRENSHAW. But, I guess, is it easy to manipulate what those
numbers might be? If they are so sensitive, it is pretty important
what the assumptions are, because you can, obviously, make it look
better or make it look worse. And everybody is concerned about it.
Does that bother you, or is that just kind of part of it?

Mr. OrszZAG. What I think it suggests is being careful about the
degree—while you do have to make your best guess, being careful
about the degree of reliance that you are placing on, you know, a
deficit forecast for 2019, because it is highly uncertain, and the
probability that you are right is very, very small.

But, as an example, CBO has a different pattern of economic ac-
tivity than OMB does. They have, in a sense, slower economic
growth for the next year or 2 or 3—I am sorry, faster economic
growth, and then slower.

If you look at the out-years, we are at about 2.7 percent in terms
of GDP growth. The blue chip is at about the same rate. The Fed
is at about the same rate. CBO is below that, and not for any—
I don’t think they are trying to bias the numbers. I think they just
have a different perspective on what the underlying productivity
growth rate is, for example. But there is an example where we are
in line with blue chip and the Fed and they are below it. And there
are going to be others where we are on the other side.
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These are done by professional forecasters both at CBO and at
OMB. It is unfortunately the case that the art and science of eco-
nomic forecasting is not as good as we would like.

Mr. CRENSHAW. I got you.

One other question, and this has to do with the big debate when
we did the stimulus about Keynesian economic theory. There is a
lot of discussion about that. And one of the studies I read, Chris-
tina Romer had done a study that kind of indicated, when you are
talking about taxes, if you—I think she said tax increases are
contractionary and tax decreases are, kind of, expansion-oriented.

When you sit around talking about how to raise revenue, obvi-
ously there are some tax increases that are anticipated down the
road. One of the things I saw in one of her studies is that if you
raise taxes, like, 1 percent of GDP, then it decreases GDP by 3 per-
cent. And, contrarily, if you decrease taxes by 1 percent of GDP,
then you raise GDP by 3 percent. Kind of a 3-to-1 ratio.

So, I mean, how does that jibe—when you all are sitting around
talking, does she talk about that study that would lead you to be-
lieve that, if you reduced taxes, you could actually grow the econ-
omy? But there are a lot of proposals to raise taxes that come out
of your shop. So, I mean, is she right or wrong, or is that—

Mr. ORSZAG. Let’s separate a couple of things.

First, it is traditionally the case that folks will argue, if GDP
goes up by $3, you get something like a dollar, or maybe a little
bit less than that, but a dollar in extra revenue. That is different
from saying that the causality goes in the opposite direction.

Mr. CRENSHAW. But did her study show that if you decreased
taxes——

Mr. ORSZAG. I don’t think the multiplier was anywhere near that
large.

And what I would also say is, in terms of short-term economic
impact, she has been very clear, which is consistent with tradi-
tional macroeconomic analysis, that if you are if a situation like we
have today, where the capacity to produce is much higher than
what we are actually producing, and you need to increase aggre-
gate demand, that while tax relief can help—which is one reason
why we included that in the Recovery Act—additional spending,
that is, investments in infrastructure and direct spending, actually
has a bigger per-dollar impact in closing that gap in the short
term. And she has been clear about saying that also.

Mr. CRENSHAW. Thank you.

Thank you, Mr. Chairman.

Mr. SERRANO. Thank you.

The gentlewoman from Florida.

Ms. WASSERMAN SCHULTZ. Thank you.

We have Florida bookends for you, Mr. Orszag.

Mr. OrRsSZAG. There you go.

Ms. WASSERMAN SCHULTZ. Good to see you.

I wanted to turn to the issue of child pornography and the pur-
suit of individuals who are engaging in child exploitation on the
Internet.

I was the sponsor, along with our wonderful Vice President, Joe
Biden, when he was in the Senate last year, of the Protect Our
Children Act. That legislation was passed into law. It was designed
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to expand our ability to reach the 500,000—no exaggeration,
500,000—known individuals that are trafficking in child pornog-
raphy on the Internet. In at least one of three of these pornography
trafficking suspects, we have a hands-on abuser who is abusing a
real, local child.

So we have been spending, in the previous administration, a co-
lossally irresponsible amount of money. I mean, we were at some-
thing like $15.9 million. It was less than 2 percent of the cases—
the FBI and the ICAC, our Internet Crimes Against Children task
force, was able to investigate less than 2 percent of those cases.

So the Protect Our Children Act authorized up to $60 million a
year, for several years, for us to be able to strengthen the ICAC
backbone and be able to allow them to investigate more cases. We
know that, in 30 percent of the cases, when they investigate them,
they rescue a child.

So, at the end of the day, we only had $70 million included in
NCMEC’s budget this last year, 2009. It went down to $60 million
in fiscal year 2010. $21 million of that, in 2009, was budgeted by
the Justice Department for the ICAC program. And, obviously,
with less money for NCMEC, I assume that there would be less
money for the ICAC. I don’t have a full breakout on that.

I mean, the resources that we don’t spend are the children that
we don’t save. And what I would like to know is, is the administra-
tion committed, through OMB actually including the request in the
Protect our Children Act in your budget request next year, as we
develop the components of the legislation, to fully funding the Pro-
tect Our Children Act and making child exploitation a priority?

I also serve on the Judiciary Committee and had an opportunity
to question the Attorney General, who did specifically tell me that
he would seek full funding, fight for it, make child exploitation a
priority, but also noted that he hoped he had a responsive OMB lis-
tening. And I said, “Conveniently, I sit on the Financial Services
Appropriations Committee, and I am going to be able to ask him
this week.”

Mr. OrszAG. Well, a couple comments.

First, as you noted, there is $60 million in a broader fund, the
missing and exploited children programs fund, that can be used for
this purpose—part of it can be used for this purpose. In addition,
there was $50 million in the Recovery Act that can also——

Ms. WASSERMAN SCHULTZ. But that is the whole NCMEC budget.

Mr. ORrszAG. I understand, but that could be used for this pur-
pose. So, the combined resources need to be sub-allocated, but there
are resources there.

I would be happy to work with the Attorney General, as we de-
velop new budget proposals, to ensure adequate funding for this ac-
tivity. And, you know, I haven’t received anything from him. We
are in the midst of—we will be, over the next several months, be
in the midst of putting together next year’s budget. And I would
work with you in the appropriations process for fiscal year 2010 to
ensure adequate funding.

Mi WASSERMAN SCHULTZ. That would be great. Thank you very
much.

Mr. SERRANO. Thank you.

Mr. Kirk.
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Mr. Kirk. Senor estimado.

Mr. SERRANO. Un placer para mi tambien.

Mr. Kirk. We have spent so much time in this hearing talking
about your situational awareness on what we have spent and how
money is being spent. But a great part of your job is how we raise
money. Your second source of funding is borrowed. So I wanted just
to see what your situational awareness is, as the director of the Of-
fice of Management and Budget, on your current financial situa-
tion.

Do you know the answers to these questions: One, how much
have we borrowed since you have become OMB director? Two, who
is your top provider of funds? Three, have any Treasury auctions
gotten into trouble since you took office? Four, have any sovereign
governments failed to sell debt since you took office?

Mr. OrszAG. I am sorry, could you repeat that one?

Mr. Kirx. Have any sovereign borrowers failed to sell debt since
you took office?

And lastly, do you know how much the Fed has printed to cover
U.S. debt?

Mr. OrszAG. Okay, so let’s just go in order.

I can get you the precise figure, but, given that we are in May,
I would be betting that roughly $800 billion to $900 billion in def-
icit financing and somewhat more than that, given the way that
some of the credit transactions are occurring in the Federal budget,
have been issued. I can get you the exact number.

Mr. Kirx. Here is why I am worried. Do you know who raises
your money on the borrowing side?

Mr. ORSZAG. The Treasury Department does.

Mr. KiRk. Where?

Mr. ORSZAG. Bureau of Public Debt.

Mr. KirRK. Have you ever been to that office?

Mr. OrszaG. No, I have not been. They report to the Secretary
of the Treasury.

Mr. KIRK. Since it is responsible for over 40 percent of the money
that you raise, do you think you might want to take a visit there?

Mr. ORszAG. I would be happy to do so. Again, that bureau re-
ports to the Secretary of the Treasury, and I have full confidence
in the internal operations of the Treasury Department.

Mr. KiRK. You may not have that. Actually, you borrowed $3.2
trillion, because, remember, you have to roll over debt.

Mr. OrszAG. Okay. In terms of net issuance.

Mr. Kirk. Correct. Who is your top lender?

Mr. ORszAG. The top lender, at this point, would likely be foreign
creditors. And within foreign creditors, in terms of cash flow, China
probably tops the list.

Mr. Kirk. Has that changed probably in the last 2 months?

Mr. OrszAG. To my knowledge, I don’t know whether that has
changed in the last 2 months.

Mr. KirK. I would hope that you would know the answer to that
question, because this is the top provider of external funds to you.

Mr. OrszAG. Okay, again, though, responsibility within the Fed-
eral Government for issuing debt rests with the Treasury Depart-
ment.

Mr. Kirk. But this is 40 percent of the funds coming into you.
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Mr. ORSZAG. I understand that.

Mr. KirRx. Okay. Any problems in selling debt recently?

Mr. ORrsZAG. There were rumors of a potential issue with regard
to one Treasury auction, but all Treasury auctions have been com-
pleted smoothly.

Mr. KiRK. Actually, you had a big problem with a 30-year note.
You had to lift the interest rate up 50 basis points. And the inter-
est rate that you assumed for next year, which a lot of you budget
projections hinge on, is actually a full half a point below where it
is today. So I am worried about your situational awareness.

What about—any other governments, western democracies hav-
ing trouble borrowing money lately?

Mr. ORrsZAG. There have been various concerns in financial mar-
kets. I wouldn’t want to make a definitive statement without going
through the numerous countries that issue debt all the time, espe-
cially if you are including just simply rolling over debt as opposed
to net issuance.

Mr. KiRk. The U.K. and Germany both failed to auction debt
since you have become director. How much money has the Fed
printed and then used that printed money to purchase U.S. debt?

Mr. ORSzAG. Expansion of the—I would have to get you the exact
numbers, but the expansion of the Federal Reserve’s balance sheet
has been significant. And I don’t have off the top of my head the
additional purchases of Treasury securities.

Mr. Kirk. I am worried about that, because this printing of
money——

Mr. ORSZAG. I understand the concern.

Mr. KiRK [continuing]. Is $126 billion, so far, of printed money
used to cover U.S. debt. If you were a creditor to the United States,
would you be worried about that?

Mr. ORSZAG. The particular concern being future inflation?

Mr. Kirk. Correct.

Mr. ORrsZAG. No, I—again, look, the Federal Reserve is among
the most credible financial institutions—or, central banks in the
world.

Mr. Kirk. Let me back up. Has the Fed ever used printed money
to purchase U.S. debt at this level, ever, before the Obama admin-
istration?

Mr. ORrsZAG. My understanding—well, actually, you have to go
back to the—in the modern era, after the 1950s, when the Fed and
the Treasury went their separate ways, I don’t believe that that is
the case.

One of the reasons that the Federal Reserve changed policy, how-
ever—and I will refer you to Chairman Bernanke—is concerns
about whether they were being as effective as they could be in
doing their own job. And, beyond that, I am going to defer to Chair-
man Bernanke, who is, as you know, responsible for the Federal
Reserve’s portfolio.

Mr. Kirk. Right. Because this authority didn’t exist until last
year, but now we have basically $126 billion in completely invented
cash being used to cover Treasury auctions. It is no wonder that
Treasury auctions are succeeding, because you can just print
money to cover what you don’t sell.
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Mr. OrszAG. There are still significant, as you know, private en-
tities—in fact, frankly, one of the striking aspects

Mr. Kirk. Let me get to that. When you say significant——

Mr. FATTAH. Excuse me. Could the witness answer the question,
please?

Mr. Kirk. All right. Well, I just——

Mr. FATTAH. Chairman, could the witness answer the question?

Mr. Kirk. I actually wasn’t

Mr. FATTAH. We want to be able to hear what he is saying. You
asked an important question. I would like to hear him.

Mr. Kirk. You know, I haven’t interrupted you.

Mr. SERRANO. Okay, let’s have some order in the committee.

Mr. KirK. Yes, thank you, Mr. Chairman.

I would just say, when you say there has been significant de-
mand, what has happened to the demand for Treasuries since you
have been director?

Mr. ORSZAG. Bond yields have increased slightly, which would re-
flect——

Mr. KIRK. Actually, what I am talking about is the bid

Mr. SERRANO. But the Chair would note that there is a desire to
have the members hear the witness answer the question.

Mr. Kirx. I am actually—let me refine the question. What is
your bid-to-sale ratio since you have become

Mr. ORSZAG. The best indicator of demand for Treasuries is the
bond yield. And the bond yield is actually, if anything, remarkably
low relative to history. It has increased somewhat. Over the past
several weeks, it has increased by, let’s say, 30 basis points or so
on the long end of the Treasury market. But if you look back over
history, both in real and nominal terms, U.S. Treasury debt still
has yields that are, if anything, very low by historical standards.

That reflects, again, flight to safety and the view that the U.S.
Government is still—that U.S. Treasury securities are still among
the safest investments in the world.

Mr. KiRK. So when we see a falling bid-to-sale ratio, which we
have seen now, from a 7-to-1 ratio to a 2-to-1 ratio, you would be
completely not

Mr. OrszAG. No, no, in other words—no, but the yield is a suffi-
cient statistic. So there are various inputs that go into the yield,
one of which is the one that you are referring to.

But, ultimately, if you wanted to pick one thing reflecting the
confidence or state of demand for Treasury securities, changes in
the yield are the best single statistic, in my opinion.

Mr. Kirk. Thank you.

Mr. SERRANO. Time has expired.

With Mr. Edwards’s permission, I would like to ask you a ques-
tion.

Mr. EDWARDS. Any time, Mr. Chairman.

Mr. SERRANO. Thank you.

What was the outlook for the deficit in January 2001, and what
was the outlook for the deficit in January 2009?

Mr. ORSzAG. The outlook for the deficit in January 2001 was sig-
nificant surpluses. The outlook for the deficit in January 2009 was
a deficit well in excess of $1 trillion.

Mr. SERRANO. Mr. Edwards?
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Mr. EDWARDS. I thank the chairman for getting into my ques-
tions.

And, obviously, every member has a right to ask questions. I
think Mr. Kirk’s questions touch on important issues. I would say,
for the record, I am little surprised we are getting into a Jeopardy
situation today. And, for the record, let me say, many of the re-
sponsibilities addressed by Mr. Kirk’s questions are under the ju-
risdiction of the U.S. Treasury Department and other Federal agen-
cies.

But as long as we are going to play Jeopardy, let me just ask:
Is it correct that, prior to the George W. Bush administration, the
previous largest annual deficit in American history occurred in
1992, under the administration of former President Bush, Presi-
dent George H.W. Bush?

Mr. OrszAG. Although, as a share of the economy, there were
larger deficits in the early 1980s under the Reagan administration.

Mr. EDWARDS. Right, but in terms of total dollars. Then, so, pre-
viously, as a percentage of the total GDP, there were larger deficits
during the Reagan administration.

Mr. ORsZAG. Right. And before that, during World War II.

Mr. EDWARDS. And then, in terms of total dollars, the largest def-
icit was in 1992 of about $292 billion, is that correct?

Mr. ORSZAG. I can get you the exact figure. It will just take me
a second.

Mr. EDWARDS. Okay.

Mr. ORSZAG. 1992, total deficit was $290 billion.

Mr. EDWARDS. $290 billion was the largest numerical deficit in
any one year in the history of the country?

Mr. OrszAG. That is correct.

Mr. EDWARDS. And then did President Bush, just to clarify,
George W. Bush, when he was sworn into office, did he inherit a
deficit or a surplus?

Mr. OrszZAG. He inherited a surplus.

Mr. EDWARDS. Okay. And, at that time, it was projected those
surpluses would continue for a number of years, is that correct?

Mr. OrszAG. That is correct.

Your version of Jeopardy is pretty easy.

Mr. EDWARDS. Yes, I am trying to make it balance out with my
colleague. But the points are certainly serious ones.

And am I also correct in understanding that, after the philosophy
was pushed—and during the 8 years of the Bush administration,
Bush 43, I think 6 of those 8 years Republicans controlled the ma-
jority in the House and the Senate. So these were essentially their
budget proposals.

We went from $292 billion in 1992 being the largest single deficit
in American history to—do I understand the fiscal year 2009 budg-
et, without a dime of deficit being added by President Obama, was
going to be over $1 trillion? Is that correct?

Mr. ORSzZAG. $1.3 trillion.

Mr. EDWARDS. $1.3 trillion. So that deficit for fiscal year 2009,
put in place by former President Bush, again, with 6 of the 8 years
of his administration

Mr. OrszaG. I am sorry, that was for fiscal year 2010. The fiscal
year 2009 was even higher, $1.6 trillion.
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Mr. EDWARDS. Okay. But prior to any additional debt being
added by the Obama administration?

Mr. OrszAG. Correct. Well, actually, we would have to take out
the Recovery Act. Let’s say well in excess of $1 trillion.

Mr. EDWARDS. So about four times larger than any numerical
deficit in the history of the country is what the Obama administra-
tion faced when he walked into the Oval Office on day one, is that
correct?

Mr. ORszaG. That is correct. He faced a very significant deficit
when he walked into office.

Mr. EDWARDS. Now, if I could then go on to the question that I
intended to ask.

Although I do want to make a comment. I do want to thank the
administration for its record increase request for veterans health
care and benefits. It is the largest increase in 30 years, on a per-
centage basis, ever asked by a President. Just in nominal dollars,
it is the largest increase, I believe, ever asked by any President for
veterans. And, given the sacrifice made by America’s veterans and
the continuing sacrifice of our service men and women, I salute the
President for his effort in backing our veterans once they come
home and face the consequences of their service and love of coun-
try.

I just want to quickly ask you about a general sense of what a
current services budget would entail. If we assume the same num-
ber of FTE, we assume no additional population served, whether it
is a veterans program or whether it is a Health and Human Serv-
ices program, what kind of an increase for fiscal year 2010 do we
have to have just to maintain current services? If you make what-
ever broad and fair assumptions that you have to make. Is it 1 per-
cent, 2 percent, 3 percent?

Mr. ORszAG. It is several percentage points. And, in particular,
are you focused on appropriations in particular?

Mr. EDWARDS. Yes, on appropriations in general.

Mr. ORSZAG. So, in appropriations, it is about $100 billion on a
$1.3 trillion base. So let’s call it 6 percent or so.

Mr. EDWARDS. So, 6 percent just to maintain present services?

Mr. ORSZAG. Yes.

Mr. EDWARDS. So if one proposed a freeze in a budget—given
that there are salary increases, health care cost increases, you are
actually cutting present services, is that correct?

Mr. OrszZAG. That would be one interpretation.

Mr. EDWARDS. Okay.

And, finally, I want to thank you for practicing what you preach.
You have a difficult job. From most of us, you hear that the deficit
is too large but the spending programs that we support are under-
funded, and that is a difficult job to take responsibility for.

But you asked for a 5.4 percent increase, and that, according to
the number you just gave me, would typically be close to or less
than current services. And given all the new responsibilities you
have, I respect you for putting limits on your budget request for
OMB this year.

Mr. ORszAG. Thank you.

Mr. EDWARDS. Thank you, Mr. Chairman.

Mr. SERRANO. I thank the gentleman from Texas.
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And now the gentleman from California, Mr. Schiff.

Mr. ScHIFF. Thank you, Mr. Chairman.

Mr. Orszag, I wanted to ask you about three issues, and I will
just put them on the table as quickly as I can to give you a chance
to respond.

The first is the L.A. Courthouse, which I am deeply familiar
with. I was an assistant U.S. Attorney in the building for 6 years.
It has been the Judiciary’s highest priority, in terms of courthouse
construction. It is old, it is insecure, it is inadequate in size.

Congress appropriated the funds to build a new courthouse years
ago, but many delays have now raised the cost pretty dramatically.
And we just need to resolve this. And it will have to be part of an
administration budget, because the numbers are just too big to do
an add-on. So I would ask you to work with me and try to find a
way that we can finally agree on a plan for the courthouse and
meet the Judiciary’s number-one courthouse construction priority.

The second issue I wanted to raise is NASA. I was delighted to
see that we are starting this year with a budget increased to dou-
ble physical science funding over the next decade. But I am con-
cerned with the budget for NASA after 2010. In fiscal year 2011
and over the 5 years that follow, the NASA budget is essentially
flat. With inflation, that means a cut.

As the world leader in science, planetary science, earth science,
astrophysics, heliophysics, NASA has some of the foremost experts
on climate change. I am deeply concerned about a flat budget for
5 years and how that will affect the agency. So if you could talk
a little bit about the administration’s plan for NASA’s future and
whether that is just a temporary placeholder because we have new
leadership coming in in NASA or whether there is really an inten-
tion to hold the budget flat.

Finally, on SCAAP, this is enormously important for border
States like California, and it has been zeroed out by the adminis-
tration. OMB, a few years ago, made a finding that reimburse-
ments do not reduce the incidence of crime committed by criminal
aliens, which I think—it says, the program lacks goals and cannot
measure such an outcome.

This is an argument that is really, sort of, beside the point. First,
by incarcerating illegal immigrants who have committed crimes,
you are reducing crime by incapacitating them. So it is effective.
Is it more effective because Federal money is used as opposed to
State and local money? If that is the barometer, then there will
never be support for the program.

But that wasn’t the purpose. The purpose of the program and the
language authorizing SCAAP basically said, it is the Federal Gov-
ernment’s responsibility to get immigration, illegal immigration,
under control. Failing to do that, we need to help to defray some
of the costs that are being imposed on the State through no fault
of their own.

So that is really the purpose of SCAAP. And you can’t measure
it by saying, has it changed outcomes? So I would like to get, in
your own words, an explanation for why the budget doesn’t include
funding for SCAAP and whether that is an appropriate barometer
of success for the program.
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Mr. ORSZAG. So, in reverse order, with regard to SCAAP, two or
three things.

First, we do have $27 billion in border enforcement and related
activities funding—20,000 Border Patrol agents, 33,000 detention
beds. We are trying to take seriously the responsibility of enforcing
border security. In addition, we have support for local law enforce-
ment through the COPS program, which was funded in the Recov-
ery Act and in the fiscal year 2010 budget.

With regard to the SCAAP program in particular, the concern
has involved the degree to which the funds are actually being used
for the intended purpose as opposed to other purposes—purchasing
vehicles, other either related or unrelated expenses.

And so the primary concern—or I guess my primary answer is,
we want to try to mitigate the problem in the first place, but then,
to the extent that there still are unauthorized immigrants who do
need to be detained, making sure that programs are as targeted as
possible and not used for auxiliary services. That is the main con-
cern.

Mr. ScHIFF. And, Mr. Orszag, we are happy work with you, if
there is further language necessary, to make sure the funds are
targeted to the costs of incarceration. I am sure the States are
happy to do that, because that is where the funds were both in-
tended and my understanding is that is where they are used. But
we will follow up with on you that points.

Mr. OrszaG. With regard to NASA, there is a 5 percent increase
for fiscal year 2010.

The out-year numbers will involve an ongoing discussion. As you
know, we are transitioning from the space shuttle to other vehicles.
There is a gap that arises in the meanwhile. And we have been in
active discussions not only with the incoming leadership of NASA
but John Holdren, who is the President’s science advisor, about the
shape of the future NASA activities.

It is one reason why we have asked a panel to take a closer look
at how we can get the most from the dollars that we are investing
and what the appropriate funding level is. And as that panel re-
ports back, we would hope to work with you to ensure adequate
funding for NASA.

Mr. ScHIFF. And on the courthouse?

Mr. ORSzAG. Oh, and on the courthouse, again, we can follow up,
and look forward to working with you on that.

Mr. ScHIFF. Great. Because that has been almost two decades in
the making, and it just has to be resolved.

And I had wanted to add to my colleagues’ acknowledgment of—
I am really quite amazed at your encyclopedic knowledge of all the
variety of programs you have to deal with. So, thank you for your
good work.

Thank you, Mr. Chairman.

Mr. SERRANO. Thank you.

Director Orszag, let me ask you a more general question about
the role and the proper function of OMB, as you see it.

Most folks, and certainly most people in Congress, understand
the core role that you play in putting together the Federal budget.
But you also have other roles that you play in reviewing agency
policy, regulations, and management.
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The question is, does that then create a problem? You are not a
very large agency, and if you are going to review a lot, if not most,
of what happens in government and people have to wait for you to
give them clearance on a lot of these things, aren’t you then run-
ning the risk of being the bottleneck, the problem in the Federal
Government, holding things up?

In addition to that, in the last administration, there was a feel-
ing that, more and more, you were ignoring—not you, but the
OMB—was ignoring the desires, the vision, of people who were ap-
pointed by the President and cleared in different forms by the Sen-
ate, who had to wait for OMB to basically allow them to do what
they wanted to do.

How do you see the function of OMB? And do you think that we
have to go back to a time when there was less of this desire to con-
centrate all that power in one office?

Mr. ORSzAG. Thank you for the question. And I do appreciate
that there have been concerns raised about the way in which OMB
exercised its role in recent history.

Let’s take the regulatory process as an example, though. It is
clear that the regulatory agencies have responsibility for regula-
tion. What OMB’s role is is severalfold. One is to make sure that
what this department is doing is not inconsistent with what this
department is doing and, sort of, forcing some coordination and col-
laboration and internal consistency across the various agencies, to
the extent possible.

The second is to suggest and to try to preserve some consistency
in the methodology. It would be undesirable to have this agency
over here conducting a cost-benefit analysis or some other analysis
in one particular way and then another agency doing it in a com-
pletely inconsistent way.

And then, finally, in addition to upholding the law and the stat-
utes, there is a role for OMB in preserving the role of the President
and the President’s priorities.

All of which is to say, OMB plays what I would describe as a co-
ordinating and, kind of, internal consistency check role, but the ul-
timate responsibility for the regulatory process rests with the rel-
evant agencies.

With regard to the size of OMB and whether we are a bottleneck,
I have heard such complaints. I heard such complaints about CBO
when I was there. What I would urge is that, to the extent that
there are concerns, that people get in touch with me. We try to
keep things moving and try to be on the ball as much as possible.
And if there are particular concerns, I have encouraged other Cabi-
net officers to let me know or, if you have concerns, to let me know,
and we can try to speed things along.

The basic point, though, is there is always this question between
the size of an agency and other dimensions. In other words, I would
be concerned about OMB getting too big and then losing some of
the—if one of the roles you are trying to do is a coordinating and
internal consistency check, if you are, yourself, so big that it is dif-
ficult to coordinate internally, that is self-defeating.

Mr. SERRANO. You made an interesting point, though. You say
that part of the role of OMB is to, sort of—if I heard you cor-
rectly—check to make sure that everyone else is carrying out the
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President’s vision. But, certainly, to me and to most Americans,
when the President sits around with his Cabinet, those are all folks
that he believes will carry out his mission.

Mr. ORSZAG. I agree.

Mr. SERRANO. So, at what point does OMB—and please under-
stand that these are questions that have been asked for a long time
before you were the director.

Mr. ORSZAG. I understand. I am not taking it personally.

Mr. SERRANO. Right. At what point does OMB become a problem
for an administration carrying out?

It just seems to us that during the last 8 years, especially, there
was a lot of concentration in there. And it is almost like most peo-
ple were, at times, almost nervous about speaking to appropriators
because OMB hadn’t cleared it.

Mr. OrszAG. Well, again, I hope you can understand the under-
lying rationale, which is—let me speak directly to your point. Even
in the first Cabinet meeting, the President was very clear with the
various secretaries assembled there that they were appointed not
only because they were talented and qualified but also because
they seemed to share, in their particular domain, his vision for how
to move forward, which is exactly how it should be.

It is also the case that, when you get to specifics, that sometimes
questions will arise that the Department of Labor has a particular
vision for how to proceed and then the Department of Transpor-
tation has a different vision. And that then again raises the ques-
tion of, how do you make sure that the various agencies are being
gor?lsistent with one another and what the President is hoping to

0?

So I want to again say, primary responsibility—and I should
have been even clearer on this—primary responsibility rests with
the Cabinet agencies and the other regulatory agencies, and OMB’s
role is simply to coordinate and make sure that there is a rigorous
and consistent methodology.

And then, let’s hope this never happens, and I don’t think it
should, but if there are divergences between what some agency is
trying to do that is not required by the law—and let me again
make it clear, if something is statutorily required, that obviously
dominates all else—but is not required by the law and is incon-
sistent for whatever reason, through oversight mistake, different
interpretation, confusion, what have you, with where the President
is, then it is OMB’s role to collate comments from other agencies
and from White House offices and pass that back or share that in-
formation with the relevant regulatory officials.

Mr. SERRANO. Thank you.

Ms. Emerson.

Mrs. EMERSON. I want to come back at the Federal debt issue.

Mr. OrszAG. Okay.

Mrs. EMERSON. So I am going to start

Mr. OrszAG. By the way, we are checking with—because I think
there may be some other factual questions.

Mrs. EMERSON. Well, I am starting from fresh.

Mr. OrszZAG. Okay. Although, I do want to again note, I am try-
ing to be cognizant if there are different responsibilities with re-
gard to making sure that we are all executing well on what we
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have to do. Most of the questions that Mr. Kirk had do rest with
the Treasury Department. And just like Tim Geithner has things
that he needs to do, I have things on a daily basis that I need to
do, and I do rely, I think appropriately, on the Treasury Depart-
ment to do its job well, which I have full confidence in.

Mr. SERRANO. And Mr. Kirk will have an opportunity tomorrow.

Mrs. EMERSON. Indeed, because we have Secretary Geithner to-
mMorrow.

Mr. ORrszZAG. Excellent. You could ask him about, you know, the
SCAAP program. I am kidding.

Mrs. EMERSON. I am not getting into all of that.

All right. So the fiscal 2010 budget estimates a current-year def-
icit of $1.8 trillion and projects deficits to continue through 2019,
when the deficit would be about $779 billion.

Your analytical perspectives document states that the Federal
debt held by the public will be—I will wait and let you get that.

Mr. ORsZAG. But I am listening.

Mrs. EMERSON. Okay—68.5 percent of GDP in 2014. And, accord-
ing to the document, this is the highest percentage of Federal debt
to GDP since 1950.

So, given the size of the Federal debt, is Treasury crowding out
investment in the private sector? In other words, to what extent
are investors buying Treasury bonds instead of investing in U.S.
businesses?

Mr. ORSZAG. Not very much now. In fact, one of the things that—
so the traditional model, if you were in a closed economy and there
was no access to international capital markets, a budget deficit
would mean crowding out of private investment. But what you in-
stead see is, it has to come from somewhere, and what is occur-
ring—you know, what has occurred over the past decade now is
that additional borrowing doesn’t seem to be crowding out private
domestic investment. Instead, it is showing up in additional bor-
rowing from foreigners.

There still is a cost to doing so. And that is why, although it is
important to address the economic downturn, we don’t want to be
on a path where we are not addressing our medium- and long-term
fiscal challenges, because continuing to borrow significant amounts
from foreigners does impose a cost on our future.

Mrs. EMERSON. So when you make the decision that the govern-
ment should borrow more funding for additional spending, how do
you balance—and I am not an economist, and you are, that is why
I am asking you this question—how do you balance the desire for
short-term benefits to the economy versus the long-term risks to fu-
ture generations of increasing debt?

You know, are we being greedy at the expense of our children
and grandchildren, who may end up having to pay? I mean, I am
asking that question. I just really want to know.

Mr. ORrszZAG. Let me separate that answer into two parts. The
first is, what do we need to do to fight off the worst recession since
the Great Depression? So, part of that involved the deficits that we
were inheriting, but——

Mrs. EMERSON. And believe me, I admit it. You inherited it from
my party. I agree.
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Mr. ORSZAG [continuing]. But then additional efforts were nec-
essary. The Recovery Act, for example, was intended to get right
at the root of that problem by boosting demand again back up to-
wards——

Mr. SERRANO. You know, you spoke over a great statement, but
I am not going to ask you to repeat it.

Mr. ORSZAG. I am sorry.

Mr. SERRANO. No, it is okay.

Mrs. EMERSON. I took responsibility.

Mr. ORSZAG. You did.

Mrs. EMERSON. I did.

Mr. ORSZAG. As the economy recovers, the situation changes, and
the steps that are necessary to address an economic downturn no
longer become necessary. And, at that point, continuing to borrow
substantial amounts of money beyond what is sustainable poses
risk both to economic performance and to the wellbeing of our chil-
dren, grandchildren, what have you.

So, from my perspective, the key thing is not what is happening
this year but, rather, what happens in 2013, 2014, 2015, 2016, and
what have you.

Now, under our budget and under the budget resolution, the defi-
cits come down sharply. And one of the reasons that we are, again,
focused on health care reform, coming back to the point earlier, is,
if you look out beyond that, it explodes, and we are trying to, you
know, I guess I have started to say “bend the curve,” bend the
curve on health care costs to bring that down. Because, if not, we
are on a path that is not affordable.

Mrs. EMERSON. No doubt about it. And so I applaud you for
doing that and truly believe that it is imperative that we do health
care reform.

When Mr. Kirk asked you about who our largest—who owned, I
guess—who held, of foreign countries, the most in Treasury securi-
ties and you said it was China, is there a risk of one country own-
ing so much debt? What happens if China stops buying our securi-
ties?

Mr. ORrszaGg. What I would say is there is a risk from continuing
to have to borrow very substantial amounts of money after the
economy has recovered. There is no indication that any of our for-
eign creditors, you know, have a different perspective on that mat-
ter than I do, which is to say, right now—let me come back again
to the point about yields on Treasury securities.

If there were concerns among creditors about the path that we
were on or about changing their mind with regard to purchasing
Treasury debt, what you would see is the yield on Treasury securi-
ties going up. The yield on Treasury securities will also go up as
economic performance improves, which tends to drive up interest
rates because the credit markets get tighter.

We have seen some increase in Treasury security yields over the
past several weeks, 20, 30 basis points, something like that. So it
is something, but it is not the kind of change that you would asso-
ciate with a dramatic shift in investor sentiment. And I, at this
point, don’t anticipate any such shift. I think the key thing, again,
is, as we recover, we need to bring deficits down.
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Mrs. EMERSON. And even though we are going to have a short-
term spike in health care costs if we bring in all Americans into
some kind of insurance product—Ilet’s just call it that—but simulta-
neously we will reform Medicare, Medicaid, other government types
of programs, do you feel that there is a way to design this program
so that we will be able to at least have control over the growth, if
you will, rather than the uncontrollable 11.1 percent increase every
single year in health care?

Because, obviously, Social Security is another issue which is wor-
risome down the road. But, I mean, I don’t know how to—unless
you grab hold of everybody in the country and get them into—de-
sign some health care system that we can then manage better, I
don;t know how we otherwise control the growth of health care. Do
you?

Mr. ORSZAG. Again, four key steps, in my opinion, are the most
auspicious. If you ask—you know, I am a member of the Institute
of Medicine. If you go there, that is what folks talk about. I spoke
to the Business Roundtable maybe a month or so ago—similar per-
spectives.

So I guess what I would say is, if other folks have ideas for what
will help reduce the growth rate over time, we would welcome
them. Because I think we believe we are sort of dialing that up as
much as possible in a way that will help restrain the growth rate
of health care costs. And if there are other ideas—and I know some
of your colleagues are putting forward ideas today, and we welcome
that. We want more ideas about what might help.

Mrs. EMERSON. Yeah. I guess I just worry since we are worried
about health care costs growing even within the Medicare and
Medicaid systems. And if we have a new public plan, if you will,
and it doesn’t supplant but it, rather, supplements Medicare and
Medicaid, I worry that that also might fall victim to the same situ-
ations facing Medicare, and Medicaid to a lesser extent.

Mr. OrszAG. Okay.

Mrs. EMERSON. But, you know, there might be a way to design
it otherwise.

Thanks.

Mr. SERRANO. Thank you.

Mr. Edwards.

Mr. EDWARDS. Thank you, Mr. Chairman.

Dr. Orszag, regarding the operations of OMB, itself, it obviously
plays a critical check and balance, balancing and checking Con-
gress and the various Federal agencies, as you mentioned.

Does OMB have its own inspector general?

Mr. ORSzAG. No.

Mr. EDWARDS. It does not.

Mr. OrszAG. No.

Mr. EDWARDS. Is there a reason for that?

Mr. OrszaGg. Well, I mean, inspector generals are usually look-
ing, again, at internal operations. And we are, at least on the scale
of a Cabinet agency, an extraordinarily small, 500-person entity.

Mr. EDWARDS. All right. Who, then—I think that the brilliance
of our Founding Fathers was to set up a system of checks and bal-
ances within our government. There should be. The House can
check the Senate; the Senate can check the House. We can check
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the White House. The White House can veto a bill. We can override
a veto.

Let’s just assume—I believe the general perception is that OMB
runs its business professionally. That is probably reflected in the
high job approval ratings of those who work there. But assuming
there were a problem at OMB, if we don’t have an inspector gen-
eral at OMB, who is to be the check and balance on OMB to see
that it is doing its job well?

Mr. OrszAG. Well, there are several—I mean, first, we have sev-
eral statutory, Senate-confirmed officials. So one check is obviously
the legislative branch, because we can be called to testify.

In addition, we are very integrated into the White House. And,
to the extent—it depends, I guess, on exactly what the nature of
the concern would be. Inspector generals are often looking for ei-
ther fraudulent behavior or lack of application of guidelines and
what have you—much more appropriate to agencies that are ad-
ministrating large programs. We are not operational, and inspector
generals are typically focused on operational issues.

Mr. EDWARDS. But yet you are influencing multibillion-dollar de-
cisions, what goes into the President’s budget. When a four-star
general or a secretary of a military service testifies before the sub-
committee I chair, Military Construction and Veterans Affairs, I
believe OMB has to approve their testimony.

If undue political considerations were influencing decisions, if
that happens on earmarks, even though “earmark” has become a
four-letter word now, the public and press have access to that. It
is a very transparent process. The OMB process, for many of us,
including those of us in Congress, is a black box, and we are not
sure how decisions are made within the OMB, and I doubt the pub-
lic and the press really know.

I am not suggesting there is anything going on at OMB that de-
serves an inspector general review. But I think, in general, the
principle our Founding Fathers of checks and balances within our
system has served our Nation well. And given the incredible power
of OMB, both on the regulatory side—let’s just say, for example,
OMB—OMB, just for the record, has considerable input on regu-
latory processes, right?

Mr. ORSZAG. In a coordinating kind of way, yes, as I mentioned
before.

Mr. EDWARDS. Okay. So, if in

Mr. ORSZAG. But let me even note there, I mean, for example, the
office responsible for that process, OIRA, has a Senate-confirmed
official at the head of it. We are actually awaiting Senate confirma-
tion for the President’s nominee for that office. That official can,
therefore, be called to testify and, you know, frequently would be
if there are concerns. I also want to

Mr. EDWARDS. But the question is, how would you find out—if
we had concerns we were aware of, yes, we would call that person
to testify. But

Mr. OrszAaG. That is a great example where almost everything is
in the public domain. In fact, last week, there was a question—
OMB tends to take comments that come in and collate them and
send them back to the relevant agency. That is in the public do-
main. And there were media reports attributing to OMB comments
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that came from one of the agencies where we just simply collect the
comments and pass them back. That is in the public domain.

But I think, more broadly, I am very committed to transparency,
in a variety of dimensions. I mean, I don’t want to make it too triv-
ial, but I started a blog at OMB, in part because I thought we could
better explain what we were doing, and have gotten a good re-
sponse to that.

In the regulatory sphere, there are legal requirements, in terms
of disclosure. And I am hoping that we can not only meet those
statutory requirements, obviously, but go beyond that to the extent
that it is feasible.

So I think, in most areas, you will see transparency with regard
to OMB’s operations. And, beyond that, again, we can be called to
testify, which is a helpful discipline. And, beyond that, we also
have a White House operation that is clearly very attentive, which
is to say, if there were a concern about OMB’s operations that an
agency had, not only have you heard about some of those concerns,
which I think is as it should be, but, frankly, the President and the
White House would hear about them also. And that is a—1I think
we all need to be clear about—you know, that provides a discipline
to OMB’s own operations, which I think is healthy.

Mr. EDWARDS. Well, my time is up. I will finish by saying I think
it is a great compliment to the professionalism of the OMB staff,
the professional staff that work there year-in, year-out, decade-in,
decade-out, that it hasn’t had its own inspector general and yet
there have not been the kind of scandals that we have seen
throughout other Federal agencies.

Thank you, Mr. Chairman.

Mr. SERRANO. Thank you.

You know, even health care—the health care issue is obviously
a very serious issue, but even during discussion of very serious
issues you can have a chuckle. And I remember during the cam-
paign, every time candidate Obama would say, “We have to give
the American people the same health care plan the Members of
Congress have,” I couldn’t help but think, “I wonder if Senator
Obama knows that we don’t have vision or dental, that we have to
add that on.” And so, we hope that you give the American people
the full plan, not the one we have.

Although I am not complaining about anything that I have as a
Member of Congress, for the record, especially the opportunity to
meet folks like you who come and testify and instruct us as much.
And I read that exactly the way Mr. Edwards wrote it for me.

Let me ask you—I have just one more question to ask you, and
that is, during the previous administration, OMB pressured Fed-
eral managers to do more and more contracting out of functions
being performed by Federal employees. Some of these contracts
may have made sense and increased efficiency. In many cases,
though, the main effect seems to have been a lot of money and ef-
fort wasted on doing studies, demoralization of the workforce, and
disruption of agency services.

Our subcommittee included language in 2009 government-wide
appropriations provisions placing a moratorium on further out-
sourcing studies. And I am pleased to see that you propose to con-
tinue that moratorium. This is only a temporary step, though,
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pending a comprehensive review of contracting-out practices and
implementation of new policies that can separate sound practices
from others.

Some have suggested that the government really doesn’t know
how many contract employees it has working for it, knowledge that
would seem an important first step in getting a handle on this
problem. Therefore, in the 2009 appropriations bill, we asked for a
report on the size of the workforce as of the end of 2008, by agency
and by number of civilian, military, and contract employees.

Can you tell us how that study is coming? Can we expect to re-
ceive it on schedule this September?

Mr. OrszAG. Two things. One, we have been developing appro-
priate methodologies for reporting back by September. I think
progress is good. In addition to that, we are looking into—there is
a separate requirement, and we are looking into conducting pilot
projects with particular agencies to get a more nuanced and accu-
rate count of contractors.

One of the frustrations, as you may know, the Army took 5 years
or so to do a full enumeration of the number of contractors. That
takes longer than would be useful, and so we are looking at ways
of piloting with different agencies, a way of getting a timely and
accurate count.

For the September report, we are going to have to rely on ap-
proximations and methodologies that are not a direct enumeration
but rather a statistical guess at what the number of contractors
are.

Mr. SERRANO. We also included language in the 2009 bill encour-
aging studies of where it might make sense to do some in-
sourcing—that is, replacing contractors with Federal employees.
Can you tell us what OMB is doing to encourage agencies to imple-
ment that policy?

Mr. ORrszaG. Well, I think you have seen a significant announce-
ment, for example, by Secretary Gates, suggesting that much of the
activity, including in the acquisition field, that had been contracted
out will be brought in-house. And that is exactly as I think it
should be.

So across the government, as you know, the President issued a
memorandum in early March on this topic. We are cognizant of the
concerns about the line between Federal activity and contracting
out having gotten blurred, if you will, over the past several years
and the need for better clarity about what is inherently govern-
mental and should be done by Federal employees.

Mr. SERRANO. Right.

And the last part is, I am sure you are aware of this whole un-
derstanding by some people that you have people that are being
contracted making policy decisions that really should be made by
civil servants. What can you tell us about that? What concern is
there that this is getting a little out of hand?

Mr. OrszAG. Well, again, the concern is that the line has become
too blurred, and things that are inherently governmental, including
making policy decisions, belong to be made by Federal employees.
And we are aware of the concern. We are working to implement a
set of changes.
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I will, again, point to the Defense Department as being one of the
key actors in which that line is being redrawn. But beyond that,
we will be redrawing the line and providing more clarity that Fed-
eral employees need to be conducting inherently governmental ac-
tivities.

Mr. SERRANO. One last point. Let’s say that, of the three people
that are sitting in that front row, two are Federal contractors and
one is a civil servant. Are they then—and a lot of people are not
clear on this—are they then covered by the same ethics rules of
that agency and everything? Or is one person covered by whatever?

Mr. ORrszAG. Not always. And one of the reasons in getting——

Mr. SERRANO. The answer was no?

Mr. ORSZAG. One of the reasons in even the difficulty of counting
is, you know, you sign a contract for something, and that entity
then has a bunch of people working on it. They often will not be
necessarily reporting the number of employees directly. And one of
the reasons the Army found such difficulty in obtaining the number
of contractors is that reaching down to getting all the people who
are lv(slforking on a contract is not necessarily the easiest thing in the
world.

So there are a variety of concerns involved in the contracting out
that has occurred, and we need to be much more disciplined about
it.

If T could also, by the way, just because I can’t help attention to
detail, just for the record: As of the end of March, which is—I don’t
know why I am obsessed with this, but I will nonetheless report
back to the committee—as of the end of March, which is the latest
data that we have, China remained the largest holder of Federal
debt, with $768 billion in Federal securities; Japan was the second
largest.

The flow since Inauguration has flipped slightly, with China pur-
chasing roughly $60 billion in debt and China $40 billion. But
nonetheless, China remains the largest foreign holder of U.S. secu-
rities.

Mrs. EMERSON. Can you repeat that? It flips, so is Japan is num-
ber one and China number two?

Mr. ORSZAG. No, no. So the one question is

Mrs. EMERSON. Well, you said China and China in the last one.
I got confused.

Mr. OrszAaG. Oh, I am sorry. China remains the largest holder
of Federal securities. Japan is second. But if you look at new pur-
chases, there has been a slight change since Inauguration, with
Japan purchasing $60 billion and China purchasing $40 billion.

Mrs. EMERSON. Yeah, that is what I thought you meant. Okay.
I just wanted to clarify that.

I have three questions, and they are little questions.

One of the things that you all have done tremendously well, I
think, is to try to call on each of the departments of the govern-
ment to be more efficient. And one example would be the Depart-
ment of Homeland Security, with regard to its office supplies, sav-
ing $52 million, which is quite shocking. I am sure you were as
shocked as I was about that.

Are you working with all of the other departments to do the
same?
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Mr. ORSZAG. Yes. And, as you know, the President has asked the
Cabinet to report back on at least $100 million in savings. I am
hoping we will exceed that threshold. The Cabinet officers are cur-
rently conducting—they are, sort of, looking through and seeing
what they can save. This is not in terms of policy proposals, non-
legislative, just in terms of internal administrative functions where
they can save money.

Mrs. EMERSON. Well, let me say, because I know that DHS saved
$52 million by not going through the GSA, but, just for fun, we
took three items that are on the GSA schedule. One was one pack
of pens, and another was a pack of something else, and another
thing was a stapler, just a regular old stapler, an old-fashioned sta-
pler that we have on our desks.

The stapler at Staples or Office Depot, one of the two let’s just
say, was $6.74. And the same stapler with the exact same VIN
number on the GSA acquisition was $10 and some cents. Now,
keep in mind the millions of staplers we buy. All right, that just
annoyed me. Plus, it took 17 days for the stapler to get from the
GSA place to your agency, OMB, and it took 3 days from Staples.

The pens, a little bit of—not so bad. Maybe one was 60 cents
more a box and the other was 50 cents more a box.

But when you consider the magnitude of a number of these items
that every single department has, I mean, you—I guess my point
is, I would like to you take a look at the GSA acquisition table and
really see if they are getting bargains. I mean, heaven knows you
would need a trillion interns, practically, to go through everything
and make comparisons, but we just did three and it was shocking
that there would be a $4 difference in the same exact stapler.

So, anyway, I really am pleased that you are doing that.

Another thing that is kind of a pet peeve of mine, and it has to
do—and you brought up the child nutrition bill. And the child nu-
trition bill is not at all a pet peeve of mine; it is the process. In
other words, here we are, we have the Labor and Education Com-
mittee handling child nutrition, but yet, really, child nutrition per
se is an agriculture function. And I realize that both agencies work
together, but are you also looking at—you know, you say, well, it
is important that we are forcing collaboration among the agencies
where they have, perhaps, a joint jurisdiction.

Are you looking at anything to try to consolidate some of these
functions? Like, food safety, I guess, would even be a better one.

Mr. OrszAG. Food safety is a classic example.

Mrs. EMERSON. Classic example. I mean, somebody, one or the
other, ought to have it. But to have two sets of policies, one for
poultry and meat, one for dairy, I mean, it is just craziness. And
it ought to be done—and I hope that is part of the process, too.

Mr. ORSZAG. I believe that both Secretary Vilsack and our FDA
commissioner, Peggy Hamburg, who were just confirmed last night,
if I remember correctly, are both interested in finding more effi-
cient ways to consolidate the food safety regime in the United
States. Because it is clear that the current system has flaws that
the National Academies and others have pointed out and inconsist-
encies that don’t make sense.

Mrs. EMERSON. And I dare say—and this probably will ruffle
some feathers, but I am going to say it anyway—there are com-
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mittee chairpeople who wish not to lose jurisdiction over things
that I know kind of hurts the process of trying to become more effi-
cient. But it seems to me, particularly on the food safety issue, that
is one place.

And even on child nutrition—I mean, my Ag Subcommittee on
Approps ought to be dealing with child nutrition as much, quite
frankly, as Education and Labor, but we don’t deal with it at all.
To me, it seems crazy. So, anyway, hopefully you will look at those
kinds of things, too.

And my last question, Mr. Chairman, has to do with the Recov-
ery Act. And you have stated—and I don’t remember when, maybe
it was even today—that the government right now is spending
about a billion dollars a day in stimulus funding.

So if you all are able, at OMB, to account for the expenditure of
the stimulus funds for internal purposes, when is it going to be
possible for the consumer, our constituents, to get that same infor-
mation all the way down to the contractor level? In other words,
we know that Missouri got X amount of money, and we know X
amount of that went to the transportation department and perhaps
X went to somewhere else. But, beyond that, nobody knows any-
thing.

And I know that Earl Devaney has also said that he is worried
about—you have the money to let us know all that information, but
he is worried about, you know, your time frame. Is there anything
else that we can do to help you so that you can speed the process
up, or is it just a physical impossibility?

Mr. ORSZAG. Two comments. One is, as you know, responsibility
for recovery.gov, which would be the portal or the Web site through
which that information is provided, does rest now with Earl
Devaney and the oversight board.

In addition, one of the challenges is the underlying financial
plumbing or financial architecture of the Federal Government does
unfortunately involve some delays in aggregating information. It
has been a frustration with USAspending.gov and with other re-
lated activities.

We are working to accelerate the timelines as much as possible,
but it is true that there are still lags involved in the process that
seem surprising to outsiders.

Mrs. EMERSON. But is there anything that we can do to help you?
I mean, I realize that there is some inherent lag that is always just
going to happen, but

Mr. OrszAG. Yeah, I appreciate the concern. I could perhaps
come back to with you specific suggestions. But my understanding
and my impression is that we are being as aggressive as we can,
and I don’t know that there are any additional things that you can
do for us right now that would help speed it even further. But I
will come back to you even in writing.

Mrs. EMERSON. I would appreciate that. Just let us know, okay?

Mr. ORSZAG. Sure. I appreciate that.

Mrs. EMERSON. Thanks.

Mr. SERRANO. Well, we only have one last question, but just an
observation, listening to you go back a couple of times to the China
issue.
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You are not going to find a Chair and a ranking member who
agree on an issue as much as Jo Ann and I agree on the fact that
we should have a better relationship with the Government of Cuba.
And yet we hear all of this talk about China. And it begs the ques-
tion, so how is Cuba a threat to us? But that is not for you to an-
swer.

Mr. Edwards.

Mr. EDWARDS. Dr. Orszag, if you could give a quick answer,
maybe I could stretch this into two quick questions——

Mr. OrszAG. All right.

Mr. EDWARDS [continuing]. Maybe the first one being quickest.

Congressional earmarks as a percentage of the total Federal
budget, including discretionary and mandatory spending, give me
a ballpark.

Mr. OrszZAG. Way under 1 percent.

Mr. EDWARDS. Way under 1 percent. Okay.

And since that was so quick, if I could stretch the chairman’s
goodwill, one last question.

This discussion—it came up earlier in this hearing today—the
sense that you can cut taxes by $1 and that will generate $1.05,
$1.10, or $1.20 in extra Federal revenue. If that were the case, this
would be an easy problem to solve. Let’s cut all the marginal tax
rates to 1 percent, and we will have almost an infinite amount of
Federal revenue. So it doesn’t even pass the commonsense test.

But as a Budget Committee member, back when you were wear-
ing the nonpartisan hat as director of CBO, you did a study on the
impact of tax cuts and dynamic scoring. As I recall—if you could
just quickly tell us some of the results of that.

As T recall, it said that, on average, many economists, most
economists would say, if you cut taxes by a dollar, maybe at most
it might raise 20, 22, 23 cents back, so you have a net loss of rev-
enue to the Federal Government of 75 to 80 cents. But then if you
are actually paying for tax cuts by borrowing money, which is what
we have done over most of the last 8 years, it actually could reduce
economic growth.

Mr. OrszAG. That is correct.

Mr. EDWARDS. Could you summarize? Address the issue, does a
dollar in tax cuts pay for itself?

Mr. ORSZAG. No. There is no credible evidence that tax cuts pay
for themselves.

You correctly summarized the CBO study, which I think reflects
the consensus in the economics community, which is that deficit-
financed tax cuts, not only do they not cause a boom in economic
activity over the medium or long term, the net effect may well be
a negative. And that is because any benefit you get from lower
marginal tax rates or better incentives to work and to save can be
offset by the drag from a larger deficit.

Mr. EDWARDS. Okay.

Thank you, Mr. Chairman.

Thank you very much.

Mr. SERRANO. Thank you.

And we thank you, Director Orszag, for your testimony today, for
being with us. We stand ready to assist you, to be your partner.
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If this chairman has a concern, I have already voiced it, and that
is that there is plenty for OMB to do and OMB will always be an
important agency, but the last 8 years allowed OMB to take on a
role that we think does not go with the job description, if you will.

Nevertheless, we are here to be supportive and to help our coun-
try move forward. And we thank you.

Mr. ORszAG. I appreciate it. Thank you.

Mr. SERRANO. The meeting is adjourned.
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Chairman Serrano, Ranking Member Emerson, and Members of the Subcommittee, thank you
for giving me the opportunity to discuss the President’s Fiscal Year 2010 Budget request for the
Office of Management and Budget.

In the face of the worst economic crisis since World War II, the President’s 2010 Budget seeks to
help lift our economy out of recession, while also laying a new foundation for long-term growth
and prosperity.

In laying this new foundation, the Budget focuses on four key priorities:

Health care reform. The Administration is committed to working with Congress to
complete health care reform this year that decreases costs, increases quality, and expands
coverage. One of the biggest drains on American pocketbooks is the high cost of health
care. Health insurance costs reduce workers’ take-home pay to a degree that is both
underappreciated and unnecessarily large. At the same time, health-care costs are the key
to the Federal Government’s fiscal future. If costs per enrollee in Medicare and
Medicaid grow at the same rate over the next four decades as they have over the past
four, those two programs will increase from 5 percent of GDP today to 20 percent by
2050.

Already, the Administration has taken important steps to improve the efficiency of our
health-care sector. In February, Congress passed and the President signed the American
Recovery and Reinvestment Act (Recovery Act), which is providing resources for
electronic medical records, patient-centered health research, and prevention and wellness
interventions so that we have the infrastructure in place to lower health spending while
enhancing health outcomes. The President’s Budget also proposes a historic $635 billion
health care reserve fund as a down payment towards fundamental health reform. The
reserve fund includes a set of quality-enhancing changes in incentives for Medicare and
Medicaid, such as paying hospitals with high rates of readmission less if patients are re-
admitted to the hospital within 30-days after discharge.

The Administration is now working closely with Congress to build from this foundation
and to develop a comprehensive plan to reform the health care system in a way that is
deficit neutral over the next five to ten years and that puts in place the structural changes
needed to improve health-care quality while reducing long-term costs.

Education. Promoting long-term economic growth requires making long-overdue
investments and reforms in education. The President’s Budget does so by investing in
programs that work, cutting those that don’t, and expanding educational opportunities—
from early childhood through college. For example, the Budget proposes $800 million in
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new investments targeted to high-quality early learning. Rigorous research shows that
the strongest early learning programs pay off in higher productivity and lower crime
decades hence. Because effective teachers are the most important element of effective
schools, the Budget invests an additional $420 million in new approaches to recruiting,
retaining, and rewarding successful teachers in the schools and subjects where we need
them the most. The Budget would also launch a planning effort to establish new Promise
Neighborhoods modeled on the extraordmary success of the Harlem Children’s Zone in
improving achievement for poor New York City children. And because every child
deserves access to an affordable college education, the Budget proposes to increase the
maximum Pell award to $5,550 in the 2010-2011 school year and index the grant
afterward so that it better keeps up with the rising cost of tuition. We would pay for this
expansion by eliminating subsidies to banks in the wasteful Federal Family Education
Loan program and making loans directly to students instead.

¢ Clean energy. The Administration is pursuing a comprehensive plan to invest in clean
energy, reduce our dependence on foreign oil, and address global climate change. This
starts by improving energy efficiency, which can be one of the cheapest, cleanest means
of reducing greenhouse gas emissions. For this purpose, the Budget includes a $779
million investment to fund an expanded building technology program, vehicle
technologies, and smart grid technologies (a 40 percent increase over 2009 for the sum of
these programs). The Budget also supports efforts to make America the world leader in
the new clean energy economy. To this end, the Budget includes $445 million to power
the development of solar, wind, and geothermal energy (a 60 percent increase over 2009
for the sum of these programs). The President’s Budget also supports a market-friendly
cap-and-trade system to reduce carbon emissions, after the economy recovers, beginning
in 2012. The expectation that this policy will discourage carbon use in the future should
spur a range of clean energy investments and jobs today. In addition, the President
announced just yesterday a national policy to increase fuel economy and reduce
greenhouse gas emissions for cars and light trucks manufactured in 2012-2016. This new
policy calls for national standards that are as stringeént as those proposed in California
(and the 13 states and District of Columbia that intend to follow the California standard).

» Fiscal discipline. Upon taking office, the Administration inherited trillions of dollars in
deficits. The Budget would cut the deficit in half by the end of the President’s first term.
In addition, the Administration is committed to achieving comprehensive health care
reform this year. This will lay the foundation for reducing the Jong-run growth of health
care costs and is the single most important step we can take to restore long-term fiscal
balance to the Federal Government.

This is an ambitious agenda that is designed to meet the challenges of our times, and bringing it
to fruition will require making Government work better—a mission at the core of OMB’s
activities,
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Making Goevernment Work Better

OMB plays a pivotal role in developing and supporting the President’s management, budget, and
legislative agenda. OMB assists the President in the preparation of the Federal budget and in
managing its execution throughout the departments and agencies. In helping formulate the
President’s spending plans, OMB examines the effectiveness of agency programs, policies, and
procedures; assesses competing funding demands among agencies; recommends funding
priorities; and provides policy options.

President Obama is committed to improving the performance of the Federal Government and
also to operating with a historic level of transparency and citizen engagement. OMB helps to
advance this agenda through several efforts.

Evidence-based policy

The President has made clear that policy decisions should be driven by evidence. OMB is
committed to evidence-based policy as the primary driver in both our budgetary and regulatory
processes. The President’s Budget this year included a separate volume of terminations,
reductions, and savings in which we outlined how we propose to trim $17 billion from Federal
programs that have been determnined to be ineffective, duplicative, or obsolete. In turn, we
proposed targeted funding for programs that have demonstrated measurable results, incorporate
data collection and evaluation, and utilize cost-benefit analysis and other methods to demonstrate
results. The non-partisan Coalition for Evidence-Based Policy has commended the
Administration’s expansion of funding for proven evidence-based policy initiatives.

Transparency

Transparency promotes accountability and provides information for citizens about what their
Government is doing. Moreover, technology increasingly allows the Federal Government to
provide citizens with improved access to information about the use of their tax dollars and with
the opportunity to give feedback. The Administration will continue to innovate in providing
mechanisms for transparency and openness, and in devising new tools to let citizens have their
voices heard by those who serve them. For example, the Administration is dedicated to making
more Federal data available to the public in more usable forms. To further this priority, several
initiatives have been and will be undertaken:

& Recovery.gov. The Recovery Act is an extraordinary effort to jumpstart our economy,
create and save millions of jobs, and put a down payment on addressing long-neglected
challenges so the country can thrive. To give the public a thorough understanding of how
and where Recovery Act funds are invested, the Act itself provides for unprecedented
levels of transparency and accountability so that citizens will be able to know how, when,
and where their tax dollars are being spent. Recovery.gov, a website maintained by the
Recovery Accountability and Transparency Board, allows the public to monitor the
progress of the Recovery Act, to track contracts and Federal grants to an unprecedented
degree, and to provide feedback on the status and results of those investments at the
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community level. This information source will continue to be improved as more data
become available.

e USASpending.gov. USASpending.gov is designed to provide a searchable database of
Government awards and contracts, including information detailing how, when, with
whom, and on what the Government is spending taxpayer funds. Visitors to the site may
download data and related information from USASpending.gov to combine into
customized data sets for research and analysis. Planned enhancements to
USASpending.gov include integration with performance data, budget and financial data,
and more detailed investment data.

¢ Data.gov. The Federal CIO Council is launching Data.gov, an online repository for
access to non-restricted Government data. Through information presented in
downloadable formats on tepics such as the environment, energy, health care, and the
operations of Government, Data.gov has the potential to drive innovation in the public
and private sector. Just as Internet mapping industries developed from the release of
public geographic locational information, data transparency can spur economic,
scientific, and educational innovation.

Management agenda

Achieving real and lasting change will require a focus on targeted, high-priority issues combined
with Government-wide performance improvements. OMB will be asking each major agency to
identify a limited set of high-priority goals and will itself set priorities for cross-cutting
management initiatives, such as reducing improper payments, disposing of unneeded real
property, reforming the contracting system, and creating a set of Government-wide metrics that
will be used to prioritize reform priorities and hold managers accountable for achieving their
goals.

OMB will not and cannot complete this work alone. OMB has approximately 50 staff dedicated
to Government-wide management, but it is not involved in the day-to-day management of
Federal agencies or setting management policies for specific agencies or programs. What OMB
will do is collaborate with Federal agencies to improve management, foster partnerships, and
drive organizational change via its leadership of the President’s Management Council and other
interagency councils focused on management reforms. OMB will also work closely with
Congress, GAO, and other stakeholders to lay out a regular process for engaging Congress on
high-risk or timely agency- or program-specific performance issues.

The framework developed through this collaborative process will further the President’s
priorities and address longstanding performance and management challenges. The goals OMB
will work to achieve include the following:

®  Purting Performance First. The President has nominated Jeffrey Zients to serve as the
Nation’s first Chief Performance Officer and OMB’s Deputy Director for Management.
If confirmed, he will lead the Administration’s efforts to build a Government that
performs better, costs less, and provides a historic level of transparency to both Congress

4
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and the public. We are committed to working alongside agency performance offices and
to using performance and evaluation information to guide management decisions at all
levels of Government.

o Transforming the Federal Workforce. Government performance depends heavily on the
quality of its workforce. Almost half the Federal workforce is projected to retire during
the coming decade. This retirement wave presents a challenge because the Government
will be losing top talent, expertise, and institutional memory. At the same time, there is
an opportunity to reform and reenergize the Federal workforce by improving how the
Government hires, trains, and evaluates individual performance.

& Reform Federal Contracting and Acquisition. The Administration’s efforts to reform
how the Government does business will include strengthening our contracting practices
and making sure they are aligned to support program outcomes. Already, the
Administration has announced procurement reform that will greatly reduce no-bid
contracts and save the Government up to $40 billion, and Secretary Gates recently
announced a courageous set of reforms to reduce hundreds of billions of dollars in waste
and cost overruns in defense acquisitions. In the coming months, OMB will issue
guidance and promote new practices to (1) strengthen acquisition management, (2)
maximize the use of competition, (3) improve how an agency decides what type of
contract can best meet its needs, (4) strengthen the acquisition workforce, and (5) clarify
when Government outsourcing is appropriate and when it is not appropriate.

s Program Integrity. Too often, weaknesses in agency internal controls and program
oversight lead not only to inefficiencies in Government operations, but also to avoidable
financial errors that compromise citizens’ trust in government. OMB will work with
Federal agencies to initiate new financial management disciplines that drive efficiencies
in operations and improve our track record in preventing significant instances of fraud
and error before they occur. In particular, the President’s Budget has proposed to
establish a $175 million Partnership Fund for Program Integrity Innovation, which would
invest in new efforts to reduce error and improper payments in Federal means-tested
programs administered by States, such as Medicaid and the Supplemental Nutrition
Assistance Program (formerly Food Stamps). OMB will oversee the development of
rigorous methodologies for measuring the potential savings from these investments,
including both administrative efficiency gains and reductions in erroneous payments. No
projects would be funded unless they demonstrate their potential to result in more than
one dollar in administrative and program savings for each dollar invested.

OMB Staffing Levels

OMB could not succeed in its efforts to maintain fiscal discipline and make Government work
better without its small cadre of extraordinarily dedicated and highly qualified staff, In recent
decades, as OMB has taken on significantly expanded responsibilities—such as for financial
management, procurement oversight, and e-government, to name a few—the staffing levels have
steadily declined.
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By FY 2008, staffing levels at OMB had fallen to 474 full time equivalents (FTEs). Except for
FY 2006, this was the lowest level of employment at OMB since comparable data became
available starting in around 1980. This represents a drop of more than one-quarter since
employment levels at OMB peaked in the early 1980s and a fall of 8 percent since FY 2000.

In its FY 2009 appropriations, Congress recognized that staffing at OMB had become
insufficient to meet OMB’s considerable core responsibilities. For the current fiscal year,
Congress provided funding to increase the number of FTEs at OMB to 528—the level at which
the Administration proposes to maintain OMB staffing for FY 2010. I thank the Subcommittee
for having funded this additional staffing and believe it represents an important investment in
planning and oversight that will yield considerable returns in the future.

FY 2010 Budget Request

For FY 2010, the President’s Budget requests $92.7 million for OMB, which, as noted, would
support an FTE level of 528-—the same as this year’s FTE level.

This requested level represents an increase of $4.7 million, or 5.4 percent, relative to the FY
2009 funding level. Sixty percent of this increase (or $2.9 million) is attributable to annualizing
the cost of the new FTEs provided for in last year’s appropriations bill, which covered half the
fiscal year.

Beyond this, we are also requesting an increase of $1.8 million, or about 2 percent. $1.6 million
of this increase represents pay and benefit adjustments for staff to, for instance, pay for the rising
cost of health benefits. The remainder covers inflationary adjustments for materials and other
overhead, annualizing the cost of additional Blackberry service started this year, and MAX
budget system operation and maintenance costs. This also reflects a reduction of $355,000 for
office furniture and equipment.

1 believe that with the Jevel of resources requested in the Budget, OMB will be able to efficiently
fulfill its considerable responsibilities 1o serve the President and meet its duties to Congress and
the American people to maintain fiscal discipline and make Government work better for all
Americans. Ilook forward to working with the members of this Subcommittee, and I would be
happy to address any questions the Subcommittee may have on the OMB budget or other issues.
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Mr. SERRANO. Today the subcommittee meets to discuss the work
of the Treasury Department and its budget request for fiscal year
2010. I am pleased that the request includes funding for expanded
IRS enforcement efforts targeted at individuals and businesses
seeking to park cash overseas in order to escape U.S. taxes. I am
also pleased to see the strong funding increase for the Community
Development Financial Institutions Fund to provide capital and fi-
nancial services for underserved low-income communities through-
out the country, communities that are suffering most from the cur-
rent state of the economy.

At the same time, however, I am dismayed that the Department
is refusing to abide by a key provision of the fiscal year 2009 Ap-
propriations Act relating to agricultural and medical sales to Cuba.
This is totally unacceptable, and I will have more to say about this
today. Of the Treasury Department’s many responsibilities, none
has attracted the attention and concern of the American public as
much as the Department’s role in responding to the financial crisis,
and in particular, the Department’s implementation of the Emer-
gency Economic Stabilization Act of 2008. Its success or failure is
just too important to the country and to all our constituents.

There are several key questions we must ask. First, are the De-
partment actions helping to restore confidence in the financial mar-
kets? Are credit markets opening up again? And is lending increas-
ing again? Second, are the Department’s actions helping to stem
the tide of home foreclosures in this country? Last month alone,
more than 340,000 properties received a default or auction notice
or were seized. As highlighted by a study released last week by the
Pew Research Center, 85 percent of the neighborhoods worst hit by
foreclosures are minority neighborhoods. Other research has found
that tenants make up a large percentage of those who lose their
homes in foreclosure because their new landlords do not have to re-
spect the leases signed by the old landlord.

While I am encouraged that the Department has unveiled a plan
to prevent foreclosures, and while it is reasonable to expect that
the plan will take some time to see results, this problem is of ut-
most urgency to millions of Americans. A third question is whether
the American taxpayer is getting a good deal. Will the taxpayer re-
coup the massive public investments that are being made in finan-
cial institutions? I have said in the past that when Wall Street was
doing great and these guys were giving each other $50 million bo-
nuses, I could not see anything happen to my district in the Bronx
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that made me say, ‘wow, there is some good from what is hap-
pening on Wall Street.’

Now Wall Street is not doing as well, bonuses have still been
paid, and many of the problems in my district, especially the fore-
closure problem, are getting worse. I hope that the Department will
keep in mind the needs of all Americans and all communities, and
not just Wall Street, as we attempt to solve the crisis.

I expect that we will have a very healthy and vigorous discussion
this morning. Secretary Geithner knows more about these issues
than most anyone else in the country, having previously headed up
the Federal Reserve Bank of New York.

Secretary Geithner has also played a lead role in the Treasury
Department’s responses to the global financial crises of the late
1990s. We welcome you today, Mr. Secretary, and look forward to
your testimony today. You were supposed to be our first hearing.
As it turns out you are our last hearing. But somehow you were
either going to start it or end it, and you are closing the hearing
season. So we welcome you today. We look forward to your testi-
mony.

And I would like to recognize our ranking member and my col-
league, Jo Ann Emerson.

Mrs. EMERSON. Thank you, Chairman. Welcome, Secretary
Geithner. I am glad you are able to be with us this morning, and
welcome to the committee. In the Nation’s current economic condi-
tion, you, as we all know, have a very challenging task that in-
cludes reinvigorating bank lending to consumers and small busi-
nesses, stabilizing the housing markets, saving the American auto
industry, and most importantly, protecting the American taxpayer,
their investments, and preserving the long-term financial health of
the Federal Government. I know that you and your staff have been
working extremely hard on these issues, and we appreciate the
dedication of all of you. Like many of my Republican colleagues
who voted for the TARP last fall, I am disappointed with the
former administration’s allocation of the funds.

Providing banks with hundreds of billions of dollars, borrowed
dollars I might add, with little accountability or transparency was
not what the Congress thought it was authorizing when we passed
the Emergency Economic Stabilization Act. And let me tell you that
I come from a very rural district in southeast, south central Mis-
souri, and it is quite difficult to explain to my constituents why
banks have received billions of dollars without being required to in-
crease lending, account for the funds they received, or take mean-
ingful steps to limit executive compensation. In February you re-
leased the new administration’s plan for using the remaining TARP
funds. At the time, this plan had few details and was not met with
great confidence by the American people or the markets.

Many questions and concerns still remain about your plans to ad-
dress issues such as growing home foreclosures, limiting executive
compensation, the Federal Government’s ownership of common
shares of banks, the future of the American auto industry, finding
ways to increase small business lending, and eliminating toxic as-
sets from balance sheets. In addition to administering the TARP
programs, you all at Treasury have many other responsibilities, in-
cluding acting as the government’s bookkeeper, producing the coun-
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try’s coins and paper money, administering the government’s debt,
assisting citizens in filing their taxes, and pursuing those who do
not pay their fair share, as well as performing important work in-
volving terrorist financing and money laundering.

Regarding the administering the government’s debt, yesterday
we discussed with Director Orszag the same issue. And I am con-
cerned with the administration’s fiscal year 2010 budget, because
it projects a deficit in 2009 of $1.8 trillion, and projects continuing
deficits for the foreseeable future. My concern and the concern of
so many of us is where will these funds come from? China, Saudi
Arabia, sovereign wealth funds. Will this public borrowing crowd
out investment in the private sector, slowing the recovery? Who
will ultimately pay for this borrowing? Our children, your children,
our grandchildren? What are we doing to the future of the financial
health in the long term for this country?

In conclusion, you do face great challenges in managing the Fed-
eral Government’s finances and in attempting to reinvigorate the
economy. I look forward to working closely and collaboratively with
you, Chairman, and the rest of this committee to address these dif-
ficult matters. So thanks for being here.

Mr. SERRANO. Thank you. The committee is honored to have with
us our chairman and our ranking member, Mr. Obey and Mr.
Lewis, notwithstanding the fact that they bring about butterflies in
Emerson’s and Serrano’s stomach, because we have to sound smart
anld look good, and they take notes and they report back to them-
selves.

Ms. WASSERMAN SCHULTZ. You always look good.

Mr. SERRANO. Thank you. So I would like to recognize our chair-
man, Mr. Obey.

Mr. OBEY. Thank you, Mr. Chairman. It is getting a little deep
in here. Let me simply, Mr. Secretary, let me just put it to you this
way: Two points. Number one, I watched Senator Tester yesterday
in an exchange with you about the auto industry. And he is a
plain-spoken man. And I admire that greatly. And essentially,
what he said, and it is something I totally agree with, I am very
interested in seeing a healthy auto industry remain in this country,
but I am not interested in providing one damn dime to any com-
pany like General Motors who decides that as part of their reorien-
tation operation, they are going to be closing plants in this country
and moving them to Mexico or any other foreign country.

There is a limit to the toleration of taxpayers and voters when
it comes to accepting the realities of globalization. And one of the
realities that the auto industry is going to have to accept is that
if they expect to receive taxpayer support and government solici-
tude, they need to demonstrate their loyalty, if you will, to Amer-
ican workers and to the American job front.

Secondly, I chaired the Foreign Operations Subcommittee for 10
years. And I pushed through this Congress a lot of funding for the
IMF. But I have to tell you I am very, very reluctant to support
any additional funding for the IMF in the supplemental as long as
the Europeans continue to be as modest as they are in terms of
their actions on the stimulus front. I understand the traditional
fear of the German Central Bank about inflation. I understand
what they went through before Hitler came to power. I understand
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all of that. But it seems to me that if we are being asked to borrow
money by the worldwide community in order to stimulate our econ-
omy that we do not want Uncle Sam to be Uncle Sucker. And I,
for the life of me, do not understand why the Germans are so reluc-
tant to support a more aggressive stimulus package. Because if
their economies do not recover, our economies do not recover, be-
cause we cannot sell to them what we ought to be selling to them.

And I would like your honest assessment whether you think they
are stuck in last century’s fears or whether they are going to recog-
nize this is a new reality again. Thank you very much, Mr. Chair-
man.

Mr. SERRANO. Thank you. Mr. Lewis.

Mr. LEwis. Welcome, Mr. Secretary. You have taken on, to say
the least, major challenges. I do not have any opening statement
that is of a formal nature. They tell me that Alexander Hamilton
thought you had the most important job in the Federal Govern-
ment next to the Presidency. And indeed, if challenges are a part
and parcel of carrying out that responsibility, you have them. I look
forward to having a chance to ask questions. Thank you.

Mr. SERRANO. Thank you. Mr. Secretary, we always ask our wit-
nesses to keep their testimony down to 5 minutes. And your full
statement will go in the record. So please proceed.

Secretary GEITHNER. All right. Thank you, Mr. Chairman, Rank-
ing Member Emerson, and members of the subcommittee, Chair-
man Obey, it is an honor to be here with you today. I am sorry that
I was not here first in your list of hearings. That would have been
an honor too. But I am pleased to be here, and I look forward to
working with you. We are going to need your support, I hope to
have that support, and I want to have a close, productive working
relationship with this committee, this subcommittee. It is very im-
portant for the Department. And I hope you give me a chance to
work with you closely on these issues.

My opening statement is about our budget, not about the finan-
cial system, financial recovery efforts, about the IMF or autos, but
I would welcome a chance to talk to you about all those questions.
I am happy to discuss any issue before the country. These are chal-
lenging times. President Obama and his administration are work-
ing to meet these challenges by getting Americans back to work,
trying to get our economy growing again, by recognizing the imper-
ative of getting our fiscal house in order, bringing our deficits down
on time to more sustainable levels, by making long neglected in-
vestments in health care, energy, education that are necessary to
improve the productive capacity of our economy over the longer
term, and to enhance our competitiveness in this global economy.

To achieve this, we must repair and reform our financial system
so that it works in favor of recovery rather than against recovery.
We need to support growth and meet our long term fiscal goals. We
must redesign and bolster enforcement of our Tax Code so it is
both fairer and more efficient. To advance our interests globally, we
have to work with other nations to promote economic recovery and
to ensure more open markets for U.S. businesses, a more balanced,
sustainable global recovery over the longer term. And to protect our
national security interests, we need to continue to use all the tools
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at our disposal to exclude terrorists, proliferators, other illicit ac-
tors from using our financial system to advance their interests.

The fiscal year 2010 budget before you today will allow the
Treasury to pursue these core missions. The $13.4 billion request
includes a 676 million, or 5.3, percent increase over enacted 2009
levels. Of this, and let me just give you a few brief highlights: 14
million would go to bolstering and increasing the staffs of our do-
mestic finance and tax policy offices, which are at the center of, as
you know, the challenges facing our country in the financial system
and on the fiscal front.

We included a $137 million request to more than doubling our
CDFI fund to ensure that the benefits of financial repair reach be-
yond our major banks and to businesses in economically distressed
communities. These communities were underserved by our finan-
cial system even before the current crisis, and they have been deep-
ly hurt by the job losses, foreclosure crisis, business failures that
the crisis has spawned. We propose a total of $332 million devoted
to the new Internal Revenue Service enforcement efforts, including
128 million to add nearly 800 new IRS employees to combat off-
shore tax evasion and improve compliance with U.S. international
tax laws by business and high income individuals.

Another 130 million would go to bolster the security of IRS infor-
mation technology, to improve the efficiency of its business sys-
tems, and to upgrade its fraud detection capabilities. Although not
directly under the jurisdiction of this subcommittee, our budget
also includes funds to meet our international obligations in the
international financial institutions, again to help us mount an ef-
fective global response to the crisis, which is so important to our
recovery. As we seek these additional funds to respond to our Na-
tion’s troubles, we have cut back on some programs that are either
ineffective or can be safely delayed. As to just one example, even
as we seek to increase capital investment for the IRS, our budget
would reduce the Department-wide capital investment account by
65 percent, for a savings of $17 million.

Now before I conclude, I just want to say a word about the Treas-
ury Department staff. I have had the honor now of leading a team
of smart and dedicated individuals who are working exceptionally
hard to make our government more effective, our society more just,
who are following a long tradition of debating policies openly and
courageously on their merits, doing what is right, not what is expe-
dient, and drawing on the best ideas and expertise available across
the nation. They are performing a great service for the country
under very challenging circumstances, and I am grateful to them.
As I said, it is an honor to serve with them again.

Treasury is, of course, responsible for promoting the Nation’s
prosperity and protecting its financial security. We advance our in-
terests around the world through the strength not only of our econ-
omy, but the quality of ideas, by the commitments we demonstrate
through our actions. At other times in our history, when the econ-
omy was growing on its own and markets seemed capable of regu-
lating themselves, these duties might have seemed comparatively
routine, but these are not such times. The President and the Treas-
ury Department have already begun the hard work of recovery and
reform. Our budget will help us pursue these critical goals, and we
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hope to earn your support and cooperation as we go forward.
Thank you, Mr. Chairman. I would be happy to answer your ques-
tions.

[The information follows:]
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Opening Statement
House Committee on Appropriations
Subcommittee on General Government and Financial Services
May 21, 2009

Chairman Serrano, Ranking Member Emerson, members of the Subcommittee, | appreciate the
opportunity to testify before you for my first time as Treasury Secretary on the President’s Fiscal
Year 2010 Budget request for the Department of the Treasury.

We live in challenging times.

President Obama and his Administration are working to meet these challenges by getting
Americans back to work and getting our economy to grow again; by putting our fiscal house in
order to sustain recovery once underway, and by making the long-neglected investments in
health care, energy and education necessary to enhance America’s global competitiveness and
produce a more balanced, sustainable growth over the long-term.

Treasury’s Key Priorities

To achieve this new growth, we must repair and reform our financial system so that it works for,
not against, a recovery that serves all Americans,

To support growth and meet our fiscal goals, we must redesign and bolster enforcement of our
tax code so that it is both fairer and more efficient.

To advance our interests globally, we must work with other nations to promote economic
recovery and financial repair, and to ensure more open markets for U.S. business,

And to protect the country, we must use all of the tools at our disposal to exclude terrorists,
proliferators, and other illicit actors from the international financial stage, and thereby secure our
financial system and combat threats to our security.

The Fiscal Year 2010 Budget that you have before you will allow Treasury to pursue these core
missions assigned to the Department by the President and the Congress. The $13.4 billion
request includes a $676 million, or 5.3 percent, increase over enacted 2009 levels.

Of this increase, $14 million would go to bolstering the staffs of our Domestic Finance and Tax
Policy offices, which are at the epicenter of Administration efforts to repair and reform the
financial system and to re-design and improve our tax policies and tax code.

Some $137 million would be devoted to more than doubling our Community Development
Financial Institutions (CDFI) Fund to ensure that the benefits of our financial repairs reach
beyond our major banks and businesses to help economically distressed communities. These
communities were underserved by our financial system even before the current crisis, and have
been deeply hurt by the job losses and business failures that the crisis has spawned.

A total of $332 million would be devoted to new Internal Revenue Service (IRS) enforcement
efforts, including $128.1 million to add nearly 800 new IRS employees to combat offshore tax
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evasion and improve compliance with U.S. international tax laws by businesses and high-income
individuals. Another $130 million would go to bolster the security of IRS information
technology, improve the efficiency of its business systems and upgrade its fraud detection
capabilities.

Although not directly under the jurisdiction of this Subcommittee, our Budget also includes
funds to meet our international obligations in order to help mount a global response to the crisis
and revive mutually reinforcing growth around the world.

As we seek these additional funds to respond to our nation’s troubles, we have cut back on some
programs that are either ineffective or that we believe can be safely delayed.

For example, while the Earned Income Tax Credit (EITC) continues to be one of the most
effective anti-poverty programs that the Federal government administers, the Advanced EITC, a
related program, which provides benefits in advance of filing a tax return, has been prone to
exceptionally high levels of error and low use by those eligible for it. Accordingly, our Budget
proposes to end this latter program for savings next fiscal year of $125 million.

Similarly, even as we seek to increase capital investment for the IRS, our Budget would reduce
the Department-wide capital investment account by 65 percent for a savings of $17 million.

Our Budget would reduce from 20 to 16 the number of positions for international economic
attachés to keep us apprised of developments around the world, saving $2 million next fiscal
year. It would absorb a portion of our non-pay inflation through more efficient use of contracting
and other cutbacks, saving $18 million. it would take advantage of the growth of efficient
electronic filing of tax returns to reduce the IRS processing budget by $8 million next fiscal year.

Given that we have had control over the budget for fewer than five months, the reductions | have
just described represent an attempt to do more with less. As we begin work on the Budget for
Fiscal Year 2011, Treasury has prepared itself for a more rigorous assessment of its spending.

I have already issued guidance to Treasury senior staff that says, in part: “To afford any new
investments, we will have to take new approaches to solving old problems. 1 expect each bureau
and policy office to identify opportunities for innovation that will transform how Treasury
fulfills its missions in order to both improve performance and reduce cost.”

In addition, the President has announced his intention to nominate Dan Tangherlini to be our
Assistant Secretary for Management. Consistent with the President’s mandate, | will look to Mr.
Tangherlini to scour the Treasury budget for efficiencies and cost savings, He comes to the job
with an impressive track record of working on budget issues with District of Columbia Mayor
Adrian Fenty, and | am convinced that he will bring the same results-oriented approach to the
federal government.
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Repairing and Reforming the Financial System

The President assigned Treasury to repair and reform the financial system so that it supports
recovery, doing so in a way that serves the entire country. We have taken steps to address the
problems of every major element of the system and to fill the system’s gaps so that all
Americans benefit.

Most recently, federal banking supervisors announced results of the stress tests that we asked
them to conduct on our 19 largest banking institutions. The aim of these assessments conducted
was to ensure that these institutions have sufficient capital buffers to absorb the losses that they
could suffer under worse-than-expected economic conditions and continue to make the loans
necessary to sustain recovery.

Overall, the tests showed that the core of our banking system is in less dire shape than many had
thought. However, 10 of the 19 banks need to raise extra capital over the next six months. In
cases where banks have trouble raising the necessary funds, Treasury is prepared to step in with
investments through our Capital Assistance Program.

In addition to efforts to stabilize the banking system, Treasury is at the forefront of
Administration efforts to bolster both our housing markets and our critically important
securitization markets for both new and old asset-backed securities.

In housing, we have helped drive mortgage interest rates to historic lows, and are helping
responsible homeowners to refinance into more affordable mortgages or to modify their at-risk
loans to avoid preventable foreclosures.

We have begun to boost new consumer and business lending by re-starting the markets for asset-
backed securities that financed almost half of all lending in this country before the crisis. There
have been more securities of this type issued in the last three months than in the preceding eight.

Additionally, Treasury is about to join with private investors in seeking to restart the markets for
legacy mortgage loans and securities that are now stuck on bank balance sheets, keeping these
institutions from making new loans to families and businesses.

As we have taken these steps, we have understood that repair alone is not enough. We must also
reform our financial system so that it is less prone to crises of the dimensions we now face. We
have made a good start on this effort.

We have announced a framework for new systemic risk regulations to ensure that no large and
interconnected firm or market will take on so much risk that their failure could destabilize the
entire financial system. This framework would also give the government the authority to resolve
those institutions that do fail in ways that protect system stability. We have recommended new
consumer and investor protections. We will soon propose streamlining our out-of-date regulatory
structure so that it matches the size, shape and speed of our modern financial system.

Key elements of our financial repair efforts are being covered by the $700 billion Troubled Asset
Relief Program (TARP). Treasury has no plans to request additional funding for direct
management of the program, which was provided for under the Emergency Economic
Stabilization Act approved by the Congress last fall.
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That management is being handled by our Office of Financial Stability (OFS), which is focused
on ensuring that TARP funds serve the public purpose of stabilizing the financial system; that
they are fulfilling this purpose in ways that protect taxpayers; and that we can provide a clear
account to the Congress and the American people about the effectiveness of the funds’ use.

In order to administer TARP and ensure compliance by TARP recipients, OFS has had to quickly
assemble a substantial staff. OFS staffing levels, which were at 88 when I arrived in office, rose
to 147 by last Monday. They are expected to rise to 165 by the end of this month and to 225 by
next fiscal year. The office’s budget for next fiscal year will total $262 million, a 6 percent
decline from the current fiscal year's $279 million. The change is largely due to a decline in
estimated spending on contracts as part of the program’s initial start-up.

While TARP is proving effective at improving the immediate stability of the financial system,
the scope of the issues that this Administration and this Department face extend beyond TARP to
include striking the delicate balance between intervention and allowing market participants
latitude to operate; devising a new financial regulatory structure for the future; and working
through the tough problems of what form our government-sponsored enterprises, Fannie Mae
and Freddie Mac, should take as we emerge from this difficult period.

All of these issues fall to Treasury’s Office of Domestic Finance, which, working with OFS, is
having to operate on new policy terrain, tackling problems that the country has not faced in
generations and for which we have few guideposts in our immediate past.

That is why the workload of the Domestic Finance office has already expanded greatly, and is all
but certain to expand still further. And it is why we are seeking to modestly increase its size and
bolster its expertise in several critical areas.

Our Budget requests an additional $8.7 million for the office to add 26 full-time equivalent
(FTE) positions to the staff. This represents a 26 percent increase from the office’s current fiscal
year staffing of 101,

The additional funds will be used to create two new Deputy Assistant Secretary positions, one
for housing finance, small business and consumer issues, and a second for capital markets, These
two new officials will lead teams that will perform the economic and institutional research
necessary to ensure that we understand all of the policy options in each of these areas and choose
the most effective ones for solving our problems.

As we seek additional funds for Treasury, we must also seek them for the front-line institutions
that will sustain our economic recovery and ensure that its benefits are broadly shared.

Our Budget would more than double the resources of the Community Development Financial
Institutions (CDF1) Fund to $243.6 million. The fund’s mandate is to help low-income,
economically distressed communities that were poorly served by our financial system even in
economic good times, and — although they had nothing to do with causing current conditions —
have been significantly hurt by the economic and financial fatlout of the crisis that we now face.

The $136.6 million, or 128 percent increase in funding, would allow this program to support
financial institutions in making job-creating investments and in providing access to capital in
communities that are often considered too risky for mainstream financial institutions to serve. By

4
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targeting lenders and borrowers in these communities, the Fund would help some of our most
vulnerable populations weather the crisis and benefit once recovery is underway.

The aim of the fund is to make sure that we provide distressed communities with more than
simply government grants and aid. We must also build the capacity of their local financial
institutions to ensure that capital is flowing to homebuyers and businesses so that they can
finance their own economic futures. Since its inception in 1994, the fund has directed nearly $1
billion to distressed communities, and allocated $19.5 billion in tax credits through its New
Markets Tax Credit program.

Financial institutions funded through the CDFI program make loans to small businesses and
micro-enterprises and take equity positions in them. They provide mortgages to low-income
homebuyers, and finance developers of low-income housing and community facilities, such as
charter schools, health clinics and child care centers.

One example can be seen right here in the Anacostia neighborhood of Washington, DC. City
First Bank —a local CDFI —and Charter Schools Development Corporation partnered to provide
a $13.3 million New Markets Tax Credit for the Thurgood Marshall Academy, the city’s first
charter school focused on law, serving 360 students in grades nine through twelve and achieving
a 100 percent college acceptance rate for its first three graduating classes.

Historically, the CDFI program has been heavily oversubscribed and has had to turn away
qualified applicants. For example, in the current fiscal year, the program for CDFI financial and
technical assistance awards, and is now budgeted at $55 million. Moreover, it expects to receive
applications for more than $500 million in funding.

Redesigning the Tax System for Fairness and Efficiency

The President has asked Treasury to redesign and bolster enforcement of our tax code so that it
supports growth, sets the stage for our return to a sustainable fiscal path, and accomplishes these
goals in a manner that is fair, efficient and supportive of our society’s broadest goals.

To make good on the President’s assignment, our Budget requests a modest increase in funding
for Treasury’s Office of Tax Policy and more substantial increases to expand IRS enforcement
activities and to improve its information technology.

Treasury has moved quickly to implement the more than 30 tax provisions of the President’s
economic recovery plan. Treasury also played an integral role in designing the tax provisions of
the President’s Fiscal 2010 Budget, and it will play a similar role in implementing them.

The President has made clear that he will not seek any major revenue increases until 201 when
the recovery should be firmly in place. He has, however, been equally clear that once recovery is
underway, we must get our fiscal house in order or risk having government borrowing crowd out
productive private investment. Treasury and the White House will work with Congress to make
the tax changes that are necessary to reduce deficits and to do so in a manner that is fair to all
Americans.

As part of our efforts to make sure that the tax system is working for recovery and is operating
fairly, we have designed new policies to curb the use of off-shore tax havens, close the
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international tax gap, remove tax incentives for companies to shift jobs overseas, and replace
these incentives with ones that encourage creation of jobs at home.

Our tax work on the recovery plan, the Fiscal Year 2010 Budget, and these international tax
issues are just the beginning of an ambitious agenda for this Administration.

On health care, the President has made clear that the road to fiscal discipline and to solvency for
Medicare and Social Security run through overall health care reform. Although much of the cost
of the President’s reform plan will be covered by savings from the system, we will need to
design programs to cover some of the costs in ways that are fair to all Americans and do not
harm the economy. Treasury is deeply involved in this effort and in the related work to expand
coverage and improve our health care system in other important ways.

On retirement and economic security, Treasury and, in particular, the Office of Tax Policy, is
taking the lead in developing and actively working with Congress to flesh out the initiatives
proposed in the President’s budget to help enhance retirement security and savings for the half of
working Americans who have no retirement provisions beyond Social Security. These proposals
would make it easier for people to save for their own retirement, either through their workplaces
or on their own, and would move us toward universal retirement savings coverage.

On climate change, Treasury is already working closely with Congress to design the auction
mechanisms that will be needed to implement the Administration’s greenhouse gas cap-and-trade
program.

Our Office of Tax Policy has been deeply involved in all of these issues from the outset of the
Administration. Like our Office of Domestic Finance, its workload already has substantially
increased and is certain to grow as the health reform, retirement security and climate change
debates get underway in earnest.

At the moment, the Office of Tax Policy’s career staff includes 30 lawyers and 44 economists as
well as support staff for an overall staffing level of 93. This is lower than its usual complement
of over 100 professionals.

Our Fiscal Year 2010 Budget would increase the office budget by $4.9 million to add 135 full-
time equivalent (FTE) positions in order to increase overall staffing to 108, and would therefore
represent a return to historical norms. The additional staff is needed to perform analysis and
revenue estimates for new policy proposals, conduct research for, among other things,
congressionally mandated studies, and develop regulations and guidance for new legislation.

The vast majority of the new funds that we request in this Budget are for improving the
enforcement efforts and the information technology of the IRS.

As I have said, $332 million would go to new IRS enforcement efforts, including $128.1 million
to improve international tax compliance. The balance of these funds would be used to support
three critical programs: 755 employees to increase examinations of tax returns for businesses and
high-income individuals; 300 employees to expand the IRS document matching program, which
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compares tax returns to other forms such as W-2s and 1099s; and an additional 491 employees to
improve collection operations and build two new IRS automated collection center sites.

Turning to IT, our Budget requests a $90 million increase in funding to protect taxpayers’
personal records from the increasing number and sophistication of Internet-based attacks. With
these funds, the agency will deploy state-of-the-art, automated tools to improve record access
management, risk assessment and system auditing. This effort would address concerns noted in
the past by both the Government Accountability Office and the Treasury Inspector General for
Tax Administration.

Our Budget also requests an additional $18 million for systems to help the IRS return review
program detect noncompliance and fraudulent refunds, and a $22 million increase to continue
modernizing the agency’s core taxpayer account database and modernized the e-File web-based
platform.

Reengaging with the World on Economic Issues

The President assigned Treasury to ensure that this country reengages with the world, not just on
issues of war and peace, but also on those issues that are crucial to our common economic
futures.

This is a global crisis. Recovery here depends on recovery abroad. We are working closely with
other major economies to put in place the fiscal stimulus and make the financial repairs
necessary to ensure U.S. and global recovery. Our financial reform effort in the United States
must be matched by similarly strong efforts elsewhere in order to succeed.

We are seeking to mobilize the financial resources of the better-off nations to help the emerging
and developing economies that have been especially hard-hit by this crisis, We are doing this for
more than simply humanitarian reasons; as recently as last fall, these economies accounted for
fully 42 percent of all U.S. exports.

Last month, the President and leaders of the other G-20 nations agreed on the need to make more
than $1 trillion in financial resources available to support global growth and trade.

Those funds include our commitment of up to $100 billion for an expanded New Arrangements
to Borrow, a permanent back-up mechanism that provides the International Monetary Fund with
supplemental resources to help emerging markets and developing nations weather the crisis.

As part of our effort to rekindle global growth for the sake of our own recovery, we are seeking
to meet our past and present financial commitments to the multilateral development banks that
help emerging and developing countries.

Although the funds to do this are not directly within the purview of your Subcommittee, |
mention them to illustrate how Treasury’s entire budget is tailored to let us fulfill the missions
that the President has set out for us. Our budget request includes $2.5 billion for international
programs, most of which would serve to meet our past and present commitments to the
mutltilateral development banks.
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Conclusion

Before 1 end, let me say a word about the Department’s staff. I have the honor of leading a team
of smart and dedicated individuals who are working to make our government more effective and
our society fairer, who are following a long tradition of debating policies fearlessly on their
merits, doing what is right and not what is expedient, and drawing on the best ideas and expertise
that are available. They are performing an incalculable service to our country in these
challenging times, and | am immensely grateful to them.

The Department of the Treasury is responsible for promoting the nation’s economic prosperity
and protecting its financial security. We advance our interests around the world through the
strength not only of our economy but of our ideas.

At some other time in our history, when the economy was growing of its own accord and
markets seemed capable of regulating themselves, these duties might have seemed comparatively
routine. But these are not such times. This President and Treasury have already begun the hard
work of recovery and reform. Our Fiscal Year 2010 Budget will allow us to pursue these critical
goals, and deliver the balanced and sustainable growth that the American people seek and
deserve.



129

Mr. SERRANO. Thank you, Mr. Secretary. Mr. Secretary, prior to
your written statement you mentioned the fact that you needed to
have a good working relationship with this committee. And I cer-
tainly understand the need to have a good relationship with every
Member of Congress, with this committee, and this subcommittee
in particular. So what I want to do now, before I move onto a dis-
cussion with you, is just to get out of the way the one unpleasant,
perhaps unpleasant question I had, and that was in the 2009 omni-
bus bill, there was language that this subcommittee included joint-
ly with the Senate, Senator Durbin, which spoke to agricultural
and medical sales to Cuba. And in a desire to get two Senators to
vote for that bill, you issued a letter, unbeknownst to me, or to this
committee, basically saying that what we intended to do was not
going to take place, and that they could rest assured that that was
not going to take place.

That was not good. That was not a good way to start a relation-
ship, because 1 take very seriously article one of the Constitution
that says that Congress dictates what the law will be, and it is
your role to carry it out. And so I was distressed to see that you
basically were telling two senators if you vote for this, I promise
you this is not going to take place, when I had intended, and Sen-
ator Durbin had intended, for it to take place. So my question to
you was, was it that you did not understand the intent of what
Congress was trying to do? After all, this was a bill agreed to by
the Senate and the House, and was on its way to the President’s
desk. Or was this an administration’s desperate need to pick up
two votes?

Secretary GEITHNER. Mr. Chairman, thank you for raising this.
I understand how strongly you feel about this. And thanks for giv-
ing me a chance to respond to your concerns on this. I know you
have worked on these issues for many, many years, and I admire
your leadership on these issues. And I think you are finding we are
at a time now where we have a chance to move together on many
of the things you worked very hard for.

Now, in this particular context, with respect to the concerns you
raised about this letter, what I did was explain how the Depart-
ment interpreted the law, clarified our interpretation, same inter-
pretation we have had for some time. It was a consistent statement
l(if how we interpreted the law, and that is my obligation, as you

now.

Now, I understand your concerns with this. And I want to say
today before you, we would be happy to work with this committee
and with the authorizers to seek changes in the law that would
allow us to meet the concerns you have supported and pursued for
some time. I do not know what is going to be possible in that con-
text, but I would be happy to work with this committee and the au-
thorizers on ways to figure out a way to move forward and to ad-
dress your concerns in this area.

But what I did in this letter is just simply explain what has been
Treasury’s interpretation of what the law requires. And we came
to that judgment very carefully. We were very thoughtful in doing
it, but it was a consistent interpretation.

Mr. SERRANO. And I understand that. And even on this com-
mittee not everyone agrees with me or with Ms. Emerson, who
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agrees with me, on how we should go forward. But I think we all
agree that if any Member here gets the committee to accept lan-
guage or dollars that then you have to carry out that. And so my
concern at that time, and I will drop the subject because I am not
interested in pursuing it any further, at that time was that the ad-
ministration was basically saying it does not matter what the Con-
gress said, we, in order to pick up two votes to pass this bill, will
tell these two Senators that that issue is dead.

And that troubles me, because it could happen on any of the
issues that Mr. Obey brings up, on any issues Ms. Emerson or Mr.
Lewis brings up, and that is not the practice. So you said—you an-
swered the next question I was going to ask you, was on any issue
when you feel that there is a difference, please discuss it with us
before you issue letters and embarrass the heck out of me in the
Spanish press.

Let me move on to more pleasant things. We understand that the
financial services authorizing committees and the administration
are giving serious consideration to creating a new agency to ad-
dress consumer problems with financial services. Such a commis-
sion might be started in the next fiscal year, and it would fall with-
in the jurisdiction of our Financial Services Subcommittee. Can you
share with us your thoughts about what a commission might look
like, how much it would cost to run, how large a staff would be re-
quired, and how it should be funded?

Secretary GEITHNER. Mr. Chairman, as you know, the President
is committed to working with the Congress this year to enact com-
prehensive reform of our financial system, to put in place a much
stronger form of protections for consumers and investors, and a
range of other reforms to make our system more stable in the fu-
ture, less vulnerable to this crisis. And as part of that, we have
outlined in the public a series of substantive proposals in the areas
of reducing systemic risk, bringing oversight to derivatives mar-
kets, improving credit card protections for consumers, now enacted
into law pursuant to the work of your colleagues in the Congress.

And we are going to lay out to the public and to the Congress
in the next several weeks a broad set of comprehensive reforms. As
part of that, we will make some proposals for how we change the
oversight structure. This country has lived for some time with a
very complicated, very segmented, archaic framework of oversight
over our financial system. And that is one reason why this crisis
was so severe, one of the reasons why consumer protections were
evaded so easily. And that is something we are going to have to
change. As part of that, you are correct, we are examining the mer-
its of setting up a new independent commission or agency to help
provide stronger rules to protect consumers and better enforcement
of those rules. We are not at the point yet, though, where we have
made a judgment on what precise structure or form this should
take, how broad its authority should be, how it relates to the exist-
ing authorities that exist across agencies now. But we look forward
to a chance to laying out our proposals for you when we are ready.

And I think it will probably take us a little longer to address the
questions you raised, which is how to fund it, how large is it going
to have to be. We are starting to think through those questions
now, but as you know, those very complicated, consequential ques-
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tions. The funding in particular is difficult because of the complica-
tions created by some of the existing funding mechanisms for su-
pervisory authorities.

So we are beginning to work through this. But the objective is,
which is the most important thing, is that we have better designed
rules to protect consumers, that are enforced much more effectively
and evenly across the entire financial system.

Mr. SERRANO. And what is your timetable to come to us?

Secretary GEITHNER. We are, of course, working closely with the
banking committees, other relevant committees in this context. But
we expect to lay out in public within the next several weeks a
broad set of proposals not just for the substance of the rules of the
game, but for the oversight structures to enforce those rules.

Mr. SERRANO. Well, thank you. We have great attendance at the
committee today, so I will stop now and turn to Ms. Emerson.

Mrs. EMERSON. Thank you, Mr. Chairman. Let me just put in my
one bit of comment on the original issue that Mr. Serrano brought
up with you, particularly in light of your comment about the desire
to open up markets. And certainly Cuba has been a market that
has great potential and has served us well so far. But I just want
to point out, and this has bothered me for some time, and unfortu-
nately you are now the recipient of this, having worked over the
last several years with the Treasury Department on this issue, and
having been one of the authors of the original bill, some folks at
the Treasury Department have told me that they were interpreting
the intent of Congress.

And when they are telling me that they are interpreting my in-
tent, and it is not being interpreted properly, it is really rather
problematic. So I just say that. And hopefully, we will be able to
work on this issue and get it done. But now I will talk about other
Treasury things. The fiscal 2010 budget estimates that banks will
return about 25 billion in TARP funds this fiscal year. And I think
you all made a statement about that sometime earlier this week.
And that the funds would or could be used to make investments
in community banks.

When Congress authorized the TARP program, we were led, as
I said earlier, to believe that the program would purchase troubled
assets. And I believe that members did not think that the proceeds
from the sale of assets would then be used to purchase additional
assets. So my three quick questions are these. One, do you believe
that the Treasury has the authority to use funds returned by the
banks to purchase new assets rather than perhaps to pay down our
debt or pay down our deficit?

Number two, if you believe Treasury does have the authority to
purchase new assets with returned funds, is the TARP going to go
on forever? And the last question I have is will this administration
or future administrations have the ability to recirculate the TARP
funds over and over again in order to nationalize or partially na-
tionalize additional businesses and industries beyond banks, insur-
ance companies, or the auto industry?

Secretary GEITHNER. To go in reverse order, then I will do de-
tails, no, no, and yes. So let me try and go through them. We be-
lieve as the law is written, and we spent some time thinking
through exactly how the law is structured, and I addressed this in
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some detail in public yesterday, that a dollar that comes back to
the Treasury repaid by a bank goes into the general fund, available
to reduce our debt. But it also increases the head room available
under that authority and gives us the flexibility, if we think there
is a strong case for doing so, to use that additional resources to
support the programs we put in place. That flexibility is designed
in the law. And I think it is a prudent, important thing to retain,
because we are still in a, you know, a very challenging economic
and financial situation.

It is very hard to know what is going to be necessary and pos-
sible going forward. We would like nothing better than to have all
those resources go into general fund, reduce the debt. But I think
prudence requires that we use the flexibility the law provides to re-
inforce these programs, which are designed to get credit available
to businesses and families across the country. Now, the law does
sunset. I believe the Secretary of the Treasury has the ability
under the law to extend it beyond its initial expiration for an addi-
tional 9 months. But I do not have the authority to extend it be-
yond that. So it is not a permanent program. So we cannot perma-
nently recycle these programs. And it is not our objective, and I
would never support a program designed to, as you questioned, a
program designed to allow us to nationalize banks or other busi-
nesses as a matter of policy. I would never support that.

It never should be the objective of the United States Treasury to
do that kind of thing. What our obligation, though, is, is to try to
make sure we get this economy back on track as quickly as possible
and we get this financial system repaired and working again so it
is not damaging the fortunes of American businesses and people
who want to borrow to put their kids through college. And these
programs are designed carefully to try to get credit flowing again
where it is necessary, so again, we have recovery come as quickly
as possible. That is our reading of the statute, though. And I know
there is some questions about the way it was designed, but we
have looked at it very carefully.

We checked that interpretation with independent people. And we
think that is the way the law is written.

Mrs. EMERSON. Thank you.

Mr. SERRANO. Before I recognize Mr. Obey, let me just say that
I agree with his comments about bailing out corporations that are
then going to use some of that money, if not all of that money, to
go elsewhere. You know, no one bails out little grocery stores. In
my district, we have something, as you know, called bodegas. And
bodegas were opening up on every block. Now for the first time in
all my years in New York they are closing down. If you were to bail
them out, they would open up in the same place, down the block,
rehire the same people. But to bail out major corporations who
then go to Mexico or elsewhere is a major problem. And I join Mr.
Obey in that concern. Mr. Obey.

Mr. OBEY. Mr. Secretary, I would just like to talk to you for a
bit about the general role of Treasury in the government and in the
economy. And I raise this because I am very concerned that over
the long haul, our long-term debt situation is simply not sustain-
able. I fully supported, and in fact, I think we need an even more
aggressive effort at stimulating the economy short-term than we
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have engaged in. But I am very concerned that in the long-term we
are simply not going to be able to get our debt into manageable lev-
els as long as we do not have a healthy increase in the earning
power of average American workers. And so that is what leads me
to ask. I do not know if it is a question or simply making a point.

We do not normally think of capitalism as being a system under
which the government shovels money into the banks and shovels
money into corporations. It is an emergency situation. And we have
to do it, but we do not like it. But I would urge you to look at the
Treasury Department and its responsibilities in a far more expan-
sive way than has been the case in the past. Workers are being
asked to swallow the idea that the government is going to shove
billions of dollars into the high rollers in this economy. And they
are being told that that is necessary to save the system. But unfor-
tunately, some of the same beneficiaries of that in our society,
when people talk about trying to shield workers from some of the
more nasty consequences of globalization, their response is, ‘no, no,
no, we have got to let the free markets work.’

Well, with all due respect, right now we are not experiencing the
free markets on Wall Street or other high places, but we certainly
are on Main Street. And so I would simply ask that you, during
your tenure, use the Treasury Department as an agency that
serves as a spokesman for everybody in this society, not just the
top dogs. And that means we have to be just as aggressive in look-
ing for ways to stabilize the wage situation, the family security sit-
uation, the pension situation for private average families as we are
for the biggest guys on the block. I know that is heresy to some
of the establishment in this economy, but I think Treasury has—
it is not just the Labor Department that is supposed to give a
damn about average workers in this place. And I would simply say
that unless we get a better balance, the idea that workers simply
have to take what is going to come in the globalized market, while
big guys are too big to fail and so they can get help, that is not
a sustainable economic model because it is not a sustainable polit-
ical model.

And so I just urge you, for whatever it is worth, to take that kind
of view of your agency’s responsibility. Other than that, I would
simply like to have a comment from you on my comments on the
German Central Bank and the IMF and the Europeans’ reluctance
to go as far as I think they should do with respect to their own eco-
nomic stimulus.

Secretary GEITHNER. Mr. Chairman, let me just say at the begin-
ning that I completely agree with what you described as the appro-
priate role of the Treasury in thinking about laying the foundation
for a more sustainable, more balanced, more productive economy
where the gains are broadly shared across the spectrum. When I
last served in the Treasury, which was in the 90s, we had a period
where we had very responsible fiscal policies help induce a large
sustained increase in private investment, strong productivity
growth, and much more broadly shared gains of that growth across
the American economy.

And I think that shows how important it is to look more broadly
at how you design economic policy, because you are going to get
more sustained, more productive growth, more evenly shared if you
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bring that mix of long term fiscal responsibility, investments in
things that will make our economy more productive over time.
Now, just to underscore our commitment to this, the Senate con-
firmed 2 weeks ago Alan Krueger, Princeton economist to be As-
sistant Secretary of Economic Policy at the Treasury. And Alan’s
life’s work is in the areas you referred to, in labor market policies,
a range of things in that area. And so we are very much in support.

I know the President, as you know, the President is very com-
mitted to trying to make sure that we create the conditions for a
more balanced, more sustainable economy over time as we address
this crisis. And you are right that we have this huge obligation to
work with the Congress to bring our fiscal deficits down over time
to a more sustainable level. Now, right now the most important
thing we could do towards that objective is to fix the crisis we in-
herited. That requires in the short term more stimulus, more sup-
port to prepare our financial system. But that is the only way to
get growth back, the only way to make sure deficits are lower, not
larger in the future. But that has to come with a very clear com-
mitment to bring those deficits down over time. Now, on the impor-
tant thing about the international imperative, absolutely our ef-
forts to promote recovery here will be less effective if we do not get
other countries moving with us to support demand and growth in
their economies. And the President went to London about 6 weeks
ago and got broad agreement among the major economies, includ-
ing the Europeans, to provide the largest, most coordinated support
in terms of fiscal policy that we have ever seen. And as part of
that, the major European economies are doing very substantial
stimulus in 2009. What distinguishes their approach today from
ours is the stimulus package that the Congress designed with the
President provides for more support sustained over a 2-year period
of time. The Europeans have a somewhat different system. And
they have been reluctant to commit at this stage to lock in now ad-
gitional stimulus for 2010 partly because their systems are dif-
erent.

But my sense is the whole context has changed. A year ago, 6
months ago people were debating whether this is a crisis or not.
They thought it would be contained to the United States. The
world would be insulated from it. No one takes that view now.
Their economies are going through as challenging periods, in many
ways more challenging in some things than ours, and I think that
has led to greater recognition about the imperative in Europe for
more aggressive action. You are seeing it. We want to make sure
it is sustained and strong enough so that it is reinforcing our ef-
forts. And you are right to underscore that point.

So I think it is slightly better than you think. But what is impor-
tant is that it be sustained and that all governments are watching
carefully about the impact of their policies and see if they will need
to reinforce them.

Mr. OBEY. Thank you, Mr. Chairman.

Mr. SERRANO. Thank you. Mr. Lewis.

Mr. LEwis. Thank you very much, Mr. Chairman. Mr. Secretary,
I read with some interest Treasury’s response initially to what
around this place was our mutual bipartisan desire to have the av-
erage American family have access to the American dream, that is
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the opportunity to own a home. Everybody knows that is a part of
a family’s solid future, et cetera. We allowed that over the years
to get so out of control that we may very well have undermined
that dream being available for the average family. Indeed, over the
years I supported that idea, I am sure my colleagues supported
that idea. In turn, we found ourselves in a circumstance in one
neighborhood close to my own a fellow who wanted to live in Or-
egon, got the bank to provide him with a $600,000 loan.

He and his wife took that to Oregon and walked away from the
house, in the neighborhood of which I speak. Next door to that
same house another fellow saw an opportunity, because obviously
house prices are going to continue going up forever, and he had a
home on the marketplace shortly for $2.1 million in a neighborhood
where next door it was going to be $600,000. I do not know, have
any idea what that bank sold the latter house to two physicians
from Loma Linda for, but I am clear, I am absolutely certain they
took a heavy loss in connection with that. The fellow who went to
Oregon simply walked away.

It seems to me that somewhere we have missed it as we try to
make sure the American dream is available to that average family.
Now, I read with some interest Treasury’s response to all this. And
it sounds to me like you may be proposing policies that would take
us right back to the track that got us here in the first place. It real-
ly seems to me that we ought to be examining whether the family
that wants a piece of the American dream should not also have
some skin in the game. If people do not put 10 percent down or 20
percent down—it was not that long ago it was 20 percent ex-
pected—then they will not have skin in the game. I would like to
hear what your thinking is about that as we go forward.

On another level, I would like to ask a question, if I have time,
about our governor’s suggestion that perhaps Treasury should be
involved in helping the California economy with its American
dream.

Secretary GEITHNER. Thank you, Congressman. On the housing
thing, I think you are actually right that basic failures in under-
writing standards, in consumer protection, in lending behavior
helped exacerbate the unsustainable boom in housing prices, which
has put at peril or put at risk the dreams of many other Americans
who are much more responsible in their lives from being able to
participate in owning their home, staying in their home. And I
think that one of the tragic things about financial crises is when
they end, the pain is indiscriminate. It affects people who were
careful and responsible, it affects people in neighborhoods who did
not borrow too much, did not live beyond their means, had a lot
of equity in their house.

And that is what is basically unfair about crises. And that is one
of the reasons why it is important that we put in place reforms
that will make sure there is going to be more conservative under-
writing standards in the future. And that is going to require
change to the rules of the game and better enforcement among
other things. Now, the proposals in the President’s housing initia-
tive I do not believe carry the risk you described. But let me just
describe what those are. They have three key parts. The first is
working with the Fed to help bring mortgage interest rates down



136

to levels that will help stabilize, reduce the risk of further declines
in house prices. And they have come down now to historic lows.
Second is to make it possible for millions of Americans, who under
previous programs could not refinance their mortgages, to take ad-
vantage of them, to have the opportunity to do that. And that you
have seen refinancing rates surge. And that program again will be
very helpful to a lot of people who would not have had the oppor-
tunity to take advantage of lower interest rates. And that will
bring meaningful reductions in their monthly payments that will
help the economy as a whole as well.

Third piece of the President’s program is to allow eligible home-
owners to modify their loans to bring down their monthly payments
to a more affordable level for a period of time. But those programs
will not benefit Americans who really just went too far. They will
not benefit speculators or people who bought second homes. So they
are carefully designed to have maximum benefit for the people who
are most affected by this crisis for reasons beyond their control.
And I think they are an important, very important part of recovery.
Housing is not the only cause of this crisis, but it is the center of
the crisis.

And I think these programs are necessary, and I think will be
helpful in those parts of the country that were most affected by the
crisis. And very briefly on the question you raised about the ability
of state governments and municipal authorities to borrow to fi-
nance the programs, meet the basic needs of their communities.
Mr. Chairman, can I go on on this?

Mr. SERRANO. Sure.

Secretary GEITHNER. Okay. The municipal market was dramati-
cally affected by the broad pressures this crisis unleashed. And it
caused a very, very sharp increase in borrowing costs for govern-
ments, for government authorities. And things are getting better,
though, on that front. The cost of borrowing has come down a lot.
Those markets are starting to find some new balance and equi-
librium, and they are significantly better. But there are many
States, including your State, where States are facing much higher
deficits than they thought, and they are going to face a challenging
period ahead still. They are working very hard, as they are in your
state, to try to bring those deficits down, take actions that are
going to help make it possible for them to meet their borrowing
needs.

And we are open to working with the Congress on ways to help
address those constraints. A lot of proposals are on the Hill for
helping in that context, and we are working with some of the au-
thors of that legislation to see if we can help. But the primary bur-
den is going to rely on governors and mayors to try and make sure
that they are taking the steps necessary to bring their deficits
down and they can earn back the confidence of the people they
need to invest in their securities. We may be able to help in some
ways, but they are going to carry the primary burden of trying to
manage through this very challenging period.

Mr. LEwis. Mr. Secretary, you know very well that California, as
the Golden State, could go to the marketplace, and indeed

Secretary GEITHNER. It is actively going now.
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Mr. LEwis. Correct. They can issue bonds, the marketplace will
respond.

Secretary GEITHNER. They will.

Mr. LEwis. They will respond in one way if there is a Federal
Government guarantee, Uncle Sam backing those guarantees. And
it is hard for me to quite imagine my colleagues from Wisconsin or
one of my friends from Kansas want to—it is hard for me to imag-
ine their encouraging Treasury to say, sure, we will back your
bonds, and we will pay part of the price, indeed because we know,
we are absolutely certain you are going to reduce your spending
patterns, and thereby get your economy in order. But it sure leaves
a lot of questions in my mind as to whether that is real world.

Secretary GEITHNER. Well, I mean, again, we are prepared to
work with Members of Congress who have ideas for how we can
help address this. But I just want to point out that a lot of the bur-
den, as all those officials recognize I think, is going to be on them
to lay out a path that gets their deficits down to the point where
they are going to be able to fund themselves comfortably.

Mr. LEwis. I will be very interested in your decisions about mar-
ketplace versus what might be a new government-backed beginning
for a State like California. Thank you.

Secretary GEITHNER. You know, I should say, Congressman, that
the Build America bond program that Congress legislated as part
of the recovery is a very effective, successful program. It does have
the government provide, share some of the burden of borrowing
costs of states and municipal authorities, but it is, I think, a well-
designed program at a time like this where the country is going
through the deepest recession in decades. It is important that
States are able to meet their basic needs, that they are able to, you
know, keep policemen and firemen, teachers on the job, and they
not have to do things that are going to deepen the recession. So I
that is good example of things the government has done that can
be very effective in this area without raising some of the risks that
you alluded to.

Mr. LEwis. Thank you.

Mr. SERRANO. Thank you, Mr. Lewis. We will now begin to recog-
nize members of the committee under our beloved, but strict 5—
minute rule. And we start with the gentleman from California, Mr.
Schiff.

Mr. ScHIFF. Mr. Chairman, thank you. I wanted to follow up
where my colleague left off. Mr. Secretary, as you know, California
has one of the highest unemployment rates in the country. Unem-
ployment in California rose to 11.2 percent in March, the highest
level since the State began keeping records in 1976. What is more,
the number of people out of work for almost a year rose by 9.4 per-
cent, double the amount in 2008.

A recent budget review by the nonpartisan Legislative Analyst’s
Office estimated that the California budget—if the budget propo-
sitions failed, as they did yesterday, the State will face over a $100
billion deficit over the next five years. A hundred billion dollar def-
icit. Due to these cash problems, Standard & Poor’s lowered its rat-
ing on general obligation bonds in February, making California, its
bond rating lower than any other State in the country. The short-
term municipal bond market conditions are freezing liquidity, sap-
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ping investor confidence, shrinking the market for investor munic-
ipal issuer bonds, which burden taxpayers with substantial costs
and worsen the State’s budget woes. These dire financial cir-
cumstances have left the State with few options. And the governor
is now contemplating just radical cuts in education, health care,
and other essential services.

The State estimates it will need to borrow 13 to $15 billion in
short-term bonds this year, compared to 3 to 5 billion in a normal
year. They will need money in January or face even more severe
cuts. It is unlikely the financial markets in the current State could
even bear such a large short-term need. And if the State cannot
find the money somewhere, it will likely be forced to stop all public
work projects, which will have completely counterstimulative im-
pact, cutting critical infrastructure jobs, stop paying its contracts,
cut off cash flow to localities that perform State services, could
force municipal bankruptcies around the State.

Given the centrality of California in the national economy, and
the impact this could have economically for all of us, I am very in-
terested in what you can do. And my sense is, given the enormous
flexibility and authority you have already demonstrated, that you
probably already have the power even without legislation to help
the State of California. The simplest, quickest way to support cash
flow borrowings would be a Federal guarantee under TARP or
TALF to provide stand-by purchase guarantee to banks, providing
credit enhancement for their cash flow borrowings. In the unlikely
event that a State or locality could not repay its obligation at ma-
turity, it would draw on the bank line of credit supporting the cash
flow, borrowing to repay investors. The Federal Government could
then purchase nonperforming assets from the bank under TARP or
TALF, and would ultimately be repaid by the State or locality. It
presents I think very little risk in the long run to the Federal Gov-
ernment.

On the other hand, allowing California to go belly up presents a
great risk to our hoped for continued economic recovery and turn-
around. Another solution might be for the Federal Reserve to es-
tablish a program to provide liquidity to the short-term municipal
bond market by either purchasing variable rate bonds that are sold
to banks or loaning banks the money so they can buy municipal
variable rate bonds. No solution is perfect. I think the guarantees
are the quickest short-term solution, and I think you may have the
authority to do that already. And assuming, Mr. Secretary, that
you do have the authority to do it, and I understand you may not
be prepared to accept my assumption, but assuming that you do,
are you willing to exercise it? Because I think the downward drag
on the economy that will result if California founders, and we are
going to make massive cuts, so it is not like we are asking for a
pain free solution, but are you willing to use the authority, if in-
deed it can be shown that you have it?

Secretary GEITHNER. Congressman, let me just start by saying I
think you described the challenges well, and those challenges are
not unique to California. They are acute in California, but many
States across the country are facing very similar challenges both in
terms of level of unemployment, substantial increase in borrowing
needs, incredibly difficult choices ahead. And I think you are abso-
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lutely right that if States and cities are forced to cut back too much
in this context that could deepen the recession and lengthen the
point at which—deter and weaken recovery. And that is why the
Congress has moved so quickly to put in place very, very substan-
tial support for States. That is why the Build America bond pro-
gram is so important. And that is why it is so important we get
this economy back on track and the financial system working bet-
ter. And the improvements we have seen in the muni market are
partly a reflection of the strength of those broader efforts. But they
are not yet back to normal, still a challenging environment.

Now, on your specific question about the authority, let me do this
very carefully. We do not believe that TARP, as currently designed
and legislated, provides a viable solution to this specific challenge.
And let me cite three reasons why that is the case: We are not al-
lowed under TARP to guarantee issues, securities issued after
March 2008. We are restricted to giving assistance to financial in-
stitutions. The way TARP is designed, every dollar we guarantee
is charged against the limited funds Congress authorized. And for
those reasons and others, it does not appear to us to provide a via-
ble way of responding to that challenge. And I think that is one
reason why your colleagues in the House are considering legislation
to address that problem.

And as I said, we are, you know, of course we are prepared to
work with Congress on ways to think through how to address this
problem, ways that would not make some other problems worse in
the future. It is a difficult, complicated balance. We are in very
close touch with officials in your State and many other States as
they navigate through this. And we are going to keep on watching
very carefully. And of course we will work with Members of Con-
gress if they have ways that they think they can mitigate this
through legislation.

Mr. ScHIFF. If I could make one last comment, it will be very
brief.

Mr. Chairman, I just want to respond to my colleague from Cali-
fornia, and your point, which is correct, that there are many other
States that are in the same boat, maybe not sinking as fast as Cali-
f(})lrnia. So there may be broader interests in this idea because of
that.

But my concern is, we don’t have the time. And we already
saw—California already demonstrated—we had to put a halt to all
the construction projects in the State. We don’t want to do that
again. It would run completely counter to what you are trying to
do and what we are trying to do with the stimulus.

We will continue to explore with you whether you have the au-
thority already, and if you don’t, we will certainly work to give you
ghat ability. But I appreciate any help that you can provide the

tate.

Thank you, Mr. Chairman.

Mr. SERRANO. Thank you.

Before I recognize Mr. Kirk, I want to apologize to Ms. Lee for
a little mix-up there. However, just the apology. You don’t get any
extra time when I recognize you.

Ms. LEE. I know you, Mr. Chairman. You are trying to calm me
down and give me time
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Mr. SERRANO. You are going to be angrier now because Mr. Kirk
goes first. Mr. Kirk.

Mr. Kirk. I very much appreciate your service to President Bush
and to President Obama. And I think that you reappointed Stuart
Levy on Iran.

I am concerned that when we have talked to the World Bank,
they have refused to tell this committee who the financial inter-
mediaries are between the World Bank and Iran. Over the last cal-
endar year, the World Bank has provided checks from 18th Street
in Washington, D.C., to the Central Bank of the Islamic Republic
of Iran of $125 million.

I suspect—or previously, the intermediary was Bank Melli then
cited by the Treasury Department as a proliferator. I suspect that
the intermediary is now the Central Bank of Austria, then paying
the Bank of Markaz; and I am wondering if you could commit to
us that you would let us know who these intermediaries are that
the World Bank is using to pay the Iranians.

Secretary GEITHNER. Congressman, I would be happy to commit
to you to come back to you and see if we can be responsive. I can’t
respond now in that context. I would be happy to have Stuart or
his colleagues come up and speak to you.

And thank you for what you said about Mr. Levy. He is an excep-
tionally capable official, and he has led the design of a remarkably
successful program.

Mr. Kirk. Exceptionally capable. And he really has strong bipar-
tisan support up here.

My main concern is about our official borrowing. And I would
hope that you would commit to visit Commissioner Van Zandt and
the Bureau of Public Debt and the trading floor yourself, because
there is a reality check that you will go through once you talk to
your team there, since they are responsible for over 40 percent of
the funds raised by the United States.

If I look at the charts from the Bureau, you are borrowing—given
that so much of your debt is just 4—week debt and rolling over, you
are borrowing at a rate of $160 billion a week. So far, since the ad-
ministration took off, we have borrowed $3.2 billion and we have
a new authority that is being used by the Fed in which they are
basically printing money and then buying U.S. debt which is now
about $126 billion has been used in printed money to purchase U.S.
debt.

Now, we have received official concerns from the European Cen-
tral Bank, from the premier of China and the Chinese central bank
on this policy and the growing perception of weakness of the dollar.
We have also seen two major industrialized borrowers collapse in
their ability to sell debt to the public. The German Government col-
lapsed in an effort in January and the United Kingdom has now
failed in two major efforts. Today—and I hope you will take the
time to read it—the Wall Street Journal reports that S&P and
Fitch have announced that next July, they will strip Britain of its
AAA credit rating.

Now, Britain invented what I would call the “guilt standard.”
When we have some people pressuring European countries to in-
crease their deficit spending, we have a reality check that the mar-
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kets are already saying to Prime Minister Brown, You are col-
lapsing your ability to raise money.

My question is this: Is the European Central Bank, central bank
of China, premier of China, Fitch and S&P all wrong about the
concerns about the dollar and the creditworthiness; and you are
right, that this is not a completely irresponsible borrowing policy
on behalf of United States? Or should we begin to be concerned
about a new Treasury debt bubble that is being created under the
Obama administration?

Secretary GEITHNER. Congressman, we don’t know each other,
but I want to say that I welcome your interest and concern about
these proposals. And we are going to need your support and the
support of the Congress because we are going to face the most chal-
lenging fiscal environment in a long period of time. And it will be
as critical for this economy, for confidence in our financial markets,
for the basic health of recovery, that we work with the Congress
to put in place credible commitments to bring our deficits down to
a sustainable level over the medium term.

Mr. KirRk. As a Republican moderate, let me say, the message
that I am picking up right now from the American people is two
messages, one difficult for Republicans to hear and one difficult for
Democrats.

The message from the American people that I am getting is, Get
out of Iraq and don’t raise my taxes. President Bush really didn’t
want to listen to the first message and President Obama doesn’t
want to listen to the second. But the message is clear: Leave Iraq
and don’t raise taxes.

Now, in that environment, which we just heard from the voters
in California overwhelmingly, it leads to a downward pressure on
spending because the borrowing that you are doing is—the markets
are rapidly telling other sovereign borrowers that their plans are
not sustainable.

Secretary GEITHNER. Congressman, what I am saying is, you are
absolutely right. And as the Secretary of the Treasury, I want you
to know that my basic obligation is to make sure that we put in
place policies that sustain confidence in this economy, in our cur-
rency, that we sustain a strong dollar, we retain what is a great
strength and asset of this country, which is the most deep and
most liquid markets for Treasury securities in the world.

And we will work very hard to make sure that we bring these
deficits down once we put in place a recovery and we fix this crisis
that we inherited. Remember, we start with an—we started with
an exceptionally high deficit. The cost of the crisis required addi-
tional costs up front. There is no way we could solve this crisis
without the temporary necessity of higher short-term deficits; and
if we did not do this, again we would face higher deficits in the fu-
ture.

Now, I spent the last 5 years being President of the New York
Fed. One of the Fed’s responsibilities, as you know, is to help the
government fund itself. I am deeply aware of the complexity and
importance of that basic task of making sure we are preserving
that great asset, which is the most—the deepest liquid markets in
the world. And we will work very hard at that.
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Now, you are right to say that the Fed has embarked on a very
unconventional, exceptional program for buying treasuries.

Mr. Kirk. Which is—basically they are printing money and buy-
ing treasuries.

Secretary GEITHNER. I wouldn’t think about it that way.

But I think you are right; it deserves an amount of care and re-
flection and evaluation. But we have a very strong Fed, inde-
pendent Fed, whose basic obligation to the Congress and the Amer-
ican people is to keep inflation low and stable over time. And they
have been exceptionally good at doing that, and they will be good
in the future.

And as the chairman has said in public, they are very committed
to make sure they have the ability to unwind and reverse the ex-
ceptional measures they have taken, once we have achieved the
necessary stability in our financial markets and economic priorities
are back on track.

Mr. Kirk. I want to close with one technical point, which is this.
You were sent a message by the market when the 30-year-note
auctions nearly collapsed and you had a large Fed purchase of that
and you had to raise the interest rate by 50 basis points to get it
sold.

When I was on the trading floor——

Secretary GEITHNER. Congressman, I am sorry. You are right
that we are going through a

Mr. SERRANO. We are running out of time here, folks.

Secretary GEITHNER. That is not an accurate characterization of
the events of that day.

a Mr. KirRk. But let me just ask this. When I was on the trading
0or——

Mr. SERRANO. Your time is up. Can you save that for your second
round?

Mr. KirK. I would have finished in 30 seconds, but——

Secretary GEITHNER. I would be happy, by the way, when we
come back in the second round to keep—this is a very important
issue, and I would be happy to keep talking about it.

Mr. SERRANO. The Chair is now going to recognize the charming,
debonair, charismatic Member from California, Ms. Lee.

Ms. LEE. Thank you, Mr. Chairman. And I accept your apology
for jumping over me today. You gave me time to calm down.

Because I am telling you, Mr. Secretary—first of all, I am de-
lighted to see you, glad that you are here; but I am fuming at your
response to the chairman with regard to what happened on the
medical supply and ag provisions that occurred on Cuba.

First of all, let me just say this: This administration is an admin-
istration of change. The President campaigned based on a cam-
paign of change in direction. And we have seen the President
mount a major effort, and I fully support what he is doing.

What you said to the chairman in response—with regard to in-
terpreting this provision that was in the law that we passed, con-
sistent with prior interpretations, to me flies in the face of, first of
all, what congressional intent was until two Members of the Senate
decided it was not congressional intent. And secondly, when you
said you want to work with the authorizing committee to try to
move forward, how in the world can I accept that? Because the
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same two Senators may weigh again as we pass whatever changes
we may want to pass.

So that is unacceptable to me, because if that is the only reason
that you all moved against—violated congressional intent based on
what we wanted to do, then I don’t know how you are going to do
it in the future. That has not changed any interpretation of any
laws based on the past 8 years; when we are trying to change those
laws, to go back and say you are interpreting it consistent with the
last administration, to me, is just downright outrageous.

Secondly, Chairman Rangel and myself, we asked GAO to con-
duct a report on OFAC and its expenditure of tax dollars as it re-
lates to enforcing the embargo against Cuba. You all were in-
structed—again, under the last administration, which we never re-
ceived—to conduct a risk-based assessment, which GAO rec-
ommended. Cuba-sanctioned enforcement for many years was un-
believable in terms of the dollars that it took, tax dollars, to en-
force. And we believe in GAO in that they have recommended that
those resources could be used for efforts to such as protection and
homeland security, rather than enforcing and finding individuals
who are bringing in Cuban cigars.

Thirdly, Mr. Chairman, let me just ask you about the TARP
funding as it relates to minority and women-owned businesses—
also minority media outlets. We have written to you and to Vice
President Biden. I chair the Congressional Black Caucus, and we
have not seen the banks respond at all in terms of advertising dol-
lars. They are not being fair with our tax dollars. And we want to
see how the Treasury Department—yourself, Mr. Secretary—can
make sure that the banks provide for a level playing field and use
some of these TARP dollars, when they are advertising in major
media outlets, that they also play fair and provide advertising in
black and Latino and Asia Pacific American media.

And we have written to you. We have written to the Vice Presi-
dent. We are going to stay on this until there is some justice in this
whole effort. Thank you.

Secretary GEITHNER. Would you like me to respond?

Ms. LEE. Yes, I would.

Secretary GEITHNER. On your first point, I understand your con-
cerns. We are applying the law as we believe it reads. But as I
said, we are willing to work with the appropriations and author-
izing committees to find a way to move forward in this issue and
meet your concerns and the chairman’s. I don’t know if that is
going to be possible, but we would be happy to try.

Ms. LEE. We tried to do that in the legislation.

Secretary GEITHNER. I understand. And I know that I am not ad-
dressing your concern today.

Ms. LEE. No. But I mean, we tried to do that is what I am say-
ing.

Secretary GEITHNER. We are going to have to try again, because
I think that we don’t believe it is—again, we are interpreting the
law as we believe it is written.

Ms. LEE. But we were trying to change that as it is written, Mr.
Secretary.

Secretary GEITHNER. I understand.

Ms. LEE. So what I am saying to you is that is disingenuous.
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Secretary GEITHNER. No. It is not—I will never be disingenuous
before you. I am stating exactly why I wrote the letter as I did,
what its rationale is for. And I am committing to work with the au-
thorizing appropriators on how to move forward on this question.

We would like to find a way to try to address this, and we have
a chance to try and do that.

Ms. LEE. I look forward to working with you on that. I want to
see exactly how we are going to do that.

Secretary GEITHNER. That is reasonable. You should judge us by
our actions and give me a chance to try and meet your concerns
on this issue. I don’t know if we can do it, but we will try.

On enforcement resources for OFAC sanctions, for Cuba related
sanctions, if I understand the numbers correctly, we have roughly
10 full-time equivalent slots in Treasury now devoted to this en-
forcement challenge. That is 10 against 155.

I am not completely sure we have got the balance right, but we
will keep looking at that and trying to make sure we are not
overdoing it and we are not misallocating resources. But we have
got a whole set of obligations we have to meet. We have to meet
those as carefully as we can and as responsibly as we can.

Your question about minority

Ms. LEE. The GAO study and the recommendation, the risk-
based assessment, are you in the process of conducting it?

Secretary GEITHNER. Of course, as in any case, we look carefully
at what the GAO does. And my general view on these things is, of
course, how you allocate resources should be guided by a risk-based
approach, and we should be looking at where we get the highest
return on the marginal resources. That approach is something I be-
lieve in deeply.

Ms. LEE. We are looking forward to the report.

Secretary GEITHNER. Now, on the TARP question, I will give
you—I hear you. I understand your concern. I understand your in-
terest in this issue. Let me just give you one example where we are
trying to be responsive.

We outlined as part of our effort to try to fix the financial sys-
tem, clean up the financial system, a set of new funds that provide
a market for real estate-related loans and securities that were at
the heart of the crisis, still gumming up the financial system. And
as part of soliciting interest applications for participation by asset
managers in these funds, we encouraged firms to partner with
small veteran-owned, minority women-owned businesses; and the
application—a lot of interest in this program.

I am pleased to say that most applications and certainly the
strongest applications have come with very substantial partner-
ships, and we expect to announce in the next couple of weeks our
decisions on the selected asset management companies; I hope you
will see in that context evidence that we are trying to be responsive
to your concerns in this area.

Ms. LEE. How about minority media?

Secretary GEITHNER. I can’t respond to you today on the media
question you raised. But I heard you, and I will be happy to get
back to you on that question.

Ms. LEE. Thank you, Mr. Chairman. And if we have a second go-
round, I have some more.
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Mr. SERRANO. Yes. Thank you.

And for the gentlewoman’s information, we want to just clarify—
and I don’t want to drive this subject to death, but the Senate—
the House bill had passed full committee. As you know, it was an
omnibus bill, so things did not pass the floor.

It passed committee, and spoke to cash-in-advance sales to Cuba.
The Senate bill had the same language.

The Senate had an addition to allow businessmen to travel to
Cuba. We accepted that. That is part of the negotiating between
the two houses, whether you pass a bill on the floor or you do it
in an omnibus situation.

It was then that the issue came up of just trying to go around
those agreements between Mr. Durbin, myself and Mr. Regula, and
the ranking member on the other side. And that is what created
the difficulty and the tension.

Mr. Culberson.

Mr. CULBERSON. Thank you, Mr. Chairman.

Secretary Geithner, the question that my colleague, Mr. Kirk,
asked is so important, I would like to—if I could, Mr. Chairman—
yield a minute to Mr. Kirk to follow up.

Mr. KirK. I just wanted to follow up on situational awareness of
the auctions that you have.

You are selling debt about four times, five times a week now. In
general, an auction is between 12:30 and 1:00, with all of the action
happening about 6 minutes out from 1:00; and the Bureau of the
Public Debt is very proud that they report the results of these auc-
tions within 90 seconds.

Coming out of my reserve duty in the war room of the Pentagon,
I said, if you have a collapse of an auction, as now has happened
in Germany and the United Kingdom, can you get the President of
the United States on the phone right away? Because MSNBC will
know before the White House.

And they said, No, we actually don’t have that procedure. We
would call our assistant secretary who would call the under sec-
retary who might get it.

So I am wondering technically, when you visit the office, can you
set up a procedure where Commissioner Van Zandt has your cell
phone?

Secretary GEITHNER. Sure.

Mr. KirK. Because I am very worried as we have now seen other
sovereign borrowers begin to collapse, Van Zandt is going to have
to get you on the phone as he is telling the media because he has
a 90-second reporting requirement.

Secretary GEITHNER. I would expect him to call me and, of
course, would ensure that he could

Mr. Kirk. Thank you. Thank you.

Mr. CULBERSON. Thank you, Mr. Chairman. Secretary Geithner,
one of the biggest concerns that my constituents have, the people
of Texas—I know taxpayers do nationally—is, they consider actu-
ally the debt deficit burden faced by the United States is the great-
est threat to the Nation. In fact, Peter Heart—the Peter Heart Sur-
vey organization just did a survey that the Peterson Foundation re-
leased showing that 85 percent of the American public rank as the
greatest threat to our national security—ahead of terrorism and ev-
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erything else, they rank growing budget deficits and the national
debt as the greatest threat to the Nation’s long-term security. And
I absolutely have to agree, when you look at the level of borrowing,
the level of spending.

I voted against $2.3 trillion worth of spending under President
Bush. I am a dedicated fiscal conservative. I have always described
myself as a Jeffersonian, first and foremost, and have so far voted
against 1.6 trillion here. So I don’t play favorites.

And my concern is—I don’t know if you have ever seen one of
these. This is a $50 billion bank note from Zimbabwe. It is the real
McCoy. Do you have one of these? Do you have one that you carry
around? Yeah? Good for you.

Mr. SERRANO. Mr. Secretary, is there a rule about having foreign
currency at an appropriation hearing?

Mr. CULBERSON. Thank you. I am glad to see it. Thank you. You
obviously are thinking about it a lot, too. I am really thrilled to
hear it because that is very important.

And I have, in the brief time that I have got—and I hope there
will be a follow-up. I wanted to ask on behalf of my constituents—
and I asked them to send me some questions on Facebook and
Twitter.

I got a couple of terrific questions, and I want to ask on behalf
of several of my constituents—Mark Langford asked this question
on Facebook and Robert Gremillion asked the same thing. Mark
Langford asked, Mr. Secretary, will you categorically rule out bail-
ing out California or any other States with our tax dollars?

Secretary GEITHNER. I don’t know if this is going to be respon-
sive, Congressman. Let me tell you how I always answer that ques-
tion.

I have a set of important obligations to the American people. The
most important of those is to help this President get this economy
back on track, repair this mess, put us on a path where we are
going to be growing again, and get our fiscal house in order. And
everything we do we view through that prism.

And we will have to do exceptional things, as we have done al-
ready, to fix this mess, because the only way we are going to get
the economy back on track, a more sustainable, balanced recovery
to get our fiscal position back to a sustainable level is to fix this
crisis.

Now, that is not saying that—that is not putting on the table or
taking off the table any specific thing like that. But I just want you
to know there are things that we have had to do I never would
have contemplated doing and that we are doing it only because we
inherited and started with such a traumatically damaging reces-
sion.

Mr. CULBERSON. Right. And added to that debt and deficit at a
pace that is unprecedented—I know you inherited a lot of debt and
deficit, but you have added to it at an unprecedented clip. No Con-
gress has ever spent this much money in this little time in the his-
tory of the United States.

Secretary GEITHNER. We haven’t had—again, this Congress and
this administration started in January with a $1.2 trillion deficit
and a deeply damaged financial system and a recovery—a recession
that was still deepening and intensifying. And the only responsible
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way and the only fiscally conservative way to address that chal-
lenge was to put in place programs that would help get growth
back on track.

And if we did not act, Congressman—and I am a fiscal conserv-
ative too. And I think, again, the only responsible fiscal policy this
country can adopt is to make sure we are taking actions to fix this
crisis. If we did not do that, you would have had much more dam-
age done to the productive capacity of the American economy, to
our future revenue base—deficits would be higher in the long term,
much greater risk of loss of confidence in this economy.

That doesn’t mean we are going to agree exactly on——

Mr. CULBERSON. We obviously have a deep philosophical dis-
agreement.

Secretary GEITHNER. I suspect that we don’t, actually.

Mr. CULBERSON. The debt level is just unsustainable, and I think
that is where Mr. Kirk was going.

The concern is, we will reach a point—Moody’s has already
warned us we may lose our AAA bond rating.

Secretary GEITHNER. But, Congressman, understand—I think we
disagree less than you think.

You are absolutely right that the fiscal position of the United
States is now on a path where, if we do not bring those deficits
down, it will be unsustainable. A really important obligation we
share—and we can’t do it alone; we need the Congress with us on
this—is to make sure we have the will to put in place policies that
will bring those deficits down credibly to the point where our debt
stabilizes at an acceptable level as a share of our economy.

If we don’t do that, then recovery will be delayed, it will be weak-
er and we are going to face much deeper challenges.

Mr. CULBERSON. Without raising taxes and cutting spending?

Secretary GEITHNER. It is going to require bringing our resource
expenditures back into balance.

Mr. CULBERSON. Tax increases?

Secretary GEITHNER. It will require us doing what it takes.

Mr. CULBERSON. Is that what you are saying?

Mr. GEITHNER. No. I am going to say it takes what it takes.

Mr. SERRANO. The gentleman’s time has expired.

I am not a doctor, but if anybody can help me out, later, Google
it, or something, and find out what is the mental condition that
only begins a memory recollection from January 20th to now and
ignores everything that happened before.

Mr. CULBERSON. I voted against all that spending under Bush.
I really did.

Mr. SERRANO. Nobody supported Bush now, it seems.

Ms. Wasserman Schultz.

Ms. WASSERMAN SCHULTZ. Thank you, Mr. Chairman.

Mr. Secretary, it is great to be with you again. I think you are
probably pretty clear on what I am about to say, and that is, not
everybody on the subcommittee agrees that that letter was inap-
propriate. I, in fact, agreed with your interpretation of the law and
thought that your issuing that letter was the correct decision.

I think it is important to note that the fiscal year 2009 appro-
priations process was done outside of regular order to the dismay
of all of us. But the fact that you needed to even issue a letter like
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that and that we had to go through the process of wrangling with
two Senators and going back and forth in a very internal, instead
of regular order, way was demonstrative of why your letter became
necessary.

So before you go too far out on a limb committing to move in a
dramatically new direction on the Cuban policy, with great respect
to my colleague on the right and the two on the left—who, I know,
do not agree with my views on the matter—please understand that
it is very likely, if we tested it, that a majority of the Congress sup-
ports leaving the sanctions in place—particularly because have a
regime in Cuba that has not reformed, that in spite of President
Obama’s overtures and the administration’s overtures has not
made any concessions on human rights, on democracy, on abusing
its people, on recognizing political parties.

So let us not go too far out on a limb before we commit to work-
ing with the authorizing committees and the appropriators on dra-
matic change. And in that vein, I want to ask you, because when
President Obama made an announcement about the change in pol-
icy and relaxed the travel policy for family members traveling to
Cuba, as well as rolling back the remittance, the limits on remit-
tances, he also issued a very important statement in sending a
message to the Cuban regime that the 30 percent in taxation that
comes right off the top of any remittances that are sent to Cuba
should end.

Initially, Cuba has—takes—Cuban law takes 20 percent of every
dollar that is sent to a relative on the island; that is confiscated
by the Castro government. And then they are required to convert
U.S. dollars to a convertible—to a CUP, a convertible U.S. peso;
and that is an additional 10 percent exchange fee.

What I would like to know is, what steps are you taking to pur-
sue President Obama’s urging of the Castro regime to roll back
those remittance fees?

Secretary GEITHNER. By the way, just to emphasize how com-
plicated this is, how complicated a question it is, we are working
very hard to put in place regulations to apply these new changes
in Cuban policy. And as part of that, we would be happy to come
talk to you about how to address the separate concern you raised.
I don’t know really—I can’t do it justice now, but it is important.

Ms. WASSERMAN SCHULTZ. It is. Because if the idea is to get the
remittances to family members on the island

Secretary GEITHNER. Of course.

Ms. WASSERMAN SCHULTZ [continuing].—30 percent off the top—
which is, by the way, the second largest source of income for the
Castro government, second largest source of income—that is abso-
lutely wrong.

And I might add, before any more steps are taken by the admin-
istration to ease sanctions, we should at least be insisting on the
Castro regime’s responding in kind, as Raul Castro strongly indi-
cated everything is on the table. So far, not one thing has been on
the table. In fact, reiterated and underscored by the former Presi-
dent, Fidel Castro, that his brother was misguided and incorrect,
and nothing has occurred.

So I just wanted to be very, very clear that if we tested it, which
one day soon we will, the majority of this Congress does not sup-
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port rolling back sanctions against Cuba, particularly unless there
is a response in kind in easing human rights abuses and making
sure that the Cuban people have an opportunity truly to be free.

In my remaining time, I want to ask you a completely separate
question related to the visually—the blind and the visually im-
paired. The American Council of the Blind won a Federal lawsuit
against the Treasury, prior to the Obama administration’s taking
over, about making currency more accessible to the blind and vis-
ually impaired. The injunctive relief that was ordered by the court
requires Treasury to make changes to paper money; as the cur-
rency is redesigned, they will make it accessible to the blind. And
I actually had a fourth grader who, when I went and spoke to a
class in my district, didn’t know about the lawsuit, but raised the
issue and said why don’t we have Braille on paper money because
how are blind people supposed to know what denomination the
money is. And I just thought that was the neatest idea and looked
into it and found out that this lawsuit occurred.

So can you let us know what progress there is towards making
sure that the blind and visually impaired have access to paper
money?

Secretary GEITHNER. I can’t do justice to that today. I would be
happy to come back and give you a more thoughtful response, ei-
ther in writing or have our staff-

Ms. WASSERMAN SCHULTZ. I would really appreciate that very
much, and I will see you on the next round.

Mr. SERRANO. Time has expired.

Just a quick comment. That omnibus bill was not regular order;
I agree with you. But it also had a lot of things that members liked
and members of this committee asked for that were included. So
there are some things we liked, some things we don’t like. That is
the process.

Secondly, Mr. Secretary, I don’t disagree with the gentlewoman
that you should ask for things in return. I hope you just do it also
with China, Vietnam, Pakistan, Saudi Arabia, on and on, all these
countries we deal with that behave in certain ways, not just Cuba
for another 50 years.

Mr. Crenshaw.

Mr. CRENSHAW. Thank you, Mr. Chairman. And for the record,
I would like to associate myself with the remarks of the gentle-
woman from Florida.

Mr. SERRANO. Are you from Florida by any chance?

Mr. CRENSHAW. I am from north Florida.

Mr. Secretary, thank you for being here today. I think you have
given new meaning to the term “baptism by fire’—certainly the
work that you have done early on here. And I wanted to give you
ahchance to comment on some good things and some not-so-good
things.

You have used just about every tool in your bag to deal with the
economy. Rates are as low as they can be for a while. You have
spent a lot of money with financial institutions, automobiles; people
are asking for money now for the States.

But there are signs, I think—you hear a lot of bright, smart peo-
ple talking about a potential recovery. You hear words like “rays
of hope.” I think you said the economy may be “starting to heal.”
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And I would like you to comment, number one, on what you see
as some of those encouraging signs that lead people to begin to say
we are seeing the stock market, we are seeing unemployment, we
are seeing some positive signs.

But as you comment on that, I would like you to include the area
of the average American because you can say, yeah, the big banks
are going to the capital markets and raising money, but if the little
guy is 70 percent of our economy, is he seeing some of this positive,
and how does he fit into this potential recovery?

And on the other side, as you comment on the encouraging, I
would like you—on the not-so-good, what are your concerns?

You have been criticized over time, maybe for having an ad hoc
approach or piecemeal; but I imagine you have learned a lot of
things in a very quick period of time. And so I would like you, after
you say some of the—what are the things that you think you have
learned? What are the concerns you have?

For instance, if, God forbid, we take a turn for the worse, what
are you prepared to do then?

So those two things, if you could just give us your thoughts.

Secretary GEITHNER. Let me do the encouraging signs first.

The economy is showing signs of stabilizing, the rate of decline
in growth has slowed, financial markets are starting to heal, it is
easier for businesses to borrow in the capital markets, interest
rates have come down quite a bit. Costs of credit has come down,
the asset-backed securities market is starting to open up again,
cost of borrowing by banks has come down a bit. Those are signs
of somewhat greater confidence and stability.

But I agree with you that it is very early still; this is really just
the beginning. And businesses and families across the country are
still going through, again, the most challenging period that this
country has seen in decades. The companies are still laying off peo-
ple. The labor market has not yet stabilized; unemployment is still
rising. And even as growth starts to recover—and it will—unem-
ployment is likely to continue to rise for some period of time.

So this is just the beginning. But I—you know, we need to be
candid about the encouraging stuff, just as we are candid about the
challenges. These are necessary conditions for recovery, and you
are not going to get recovery without the financial market func-
tioning better.

And it is important to point out, the positive effect of what the
executive branch and the Congress and the Fed have done is to
help bring a bit more confidence, lay a bit better foundation for re-
pair of this financial system. And I think that is an important be-
ginning.

But I think you are absolutely right that it is still a very chal-
lenging period across the economy, and it is going to stay that for
some time because this took a long time to get us into this mess,
and it is going to take a while to get us out of it, progress is not
going to be even and steady. And I—it is going to feel fragile and
uncertain, I think, for a significant period of time.

Now, on the latter question you raised, which is a very com-
plicated question, let me just step back for one second. What I did
when we came was to lay out a very broad, general framework of
reforms to our financial programs and laid out the specific areas
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where we thought additional action was going to be necessary—in
housing, in getting small business and consumer lending going
again, in recapitalizing and cleaning up the banking system. And
we have moved at an incredibly rapid pace to put in place very
complicated programs within that broad framework. And we are—
we made a lot of progress.

We have some programs that are still not operational, but they
will be operational in the next couple of months. And I think that
basic framework, that basic strategy, is the most effective mix of
policies that we believe are available for us to fix this at least cost
the taxpayer over time, maximum benefit, to get credit flowing
again to small businesses.

Now, people will disagree about whether we got the design ex-
actly right. And we may have to adapt these policies, but it will not
be an ad hoc approach. That basic framework, which is to make our
banks strong enough that they can lend and fix these broken secu-
rities markets is a necessary condition for any recovery in the fi-
nancial system.

That suite of programs that we put in place are showing impor-
tant initial signs of positive effect. And what our commitment is,
though, is to make sure we are going to do what it takes, and we
are going to keep at it until we fix it. Because the cost of us doing
too little, being kind of tentative or slow or holding back would, I
think, be a deeper recession and more damage to viable businesses,
more risk of failure that could have been avoided.

We talked to a very broad range of experts in the financial com-
munity and the academic community to make sure we are taking
consideration for any good pragmatic idea in this area. But at its
core, any effective strategy will be to make sure banks are strong
enough to get through a bad recession, they can get lending going
again; and we fix these broken securities markets and housing
markets.

Mr. CRENSHAW. Thank you.

Thank you, Mr. Chairman.

Mr. SERRANO. Thank you.

We have three votes going on. We have about 5 minutes on this
first vote, but a lot of Members are now voting. So we have time
to take Mr. Boyd.

And then, after that, we are going to have to take a break, Mr.
Secretary. But everybody is eager to speak to you, and you are wel-
come to stay in an office nearby that will provide for you to look
at pictures of my children and things. Undisclosed location.

Mr. Boyd.

Mr. Boyp. Thank you, Mr. Chairman and Mr. Secretary, Mr.
Chairman, I want to follow up on an issue that some others have
raised, including Chairman Obey and Mr. Culberson, relative to
short-term recovery versus long-term fiscal stability.

And I want you, if you would, try to put a little meat on the
bone, Mr. Secretary, for us.

Before I do, I want to, for the sake of Mr. Culberson, before he
leaves, put us back into historical perspective and go back to 2001
after we had come out of the 1990s, cutting spending and trying
to get everything in order. And we had revenues and expenditures
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as a percentage of GDP both in the 19.5 percent range, with reve-
nues actually being a little bit higher, thereby creating a surplus.

Many of us encouraged the then-new administration to use that
money for entitlement reform, tax cuts and debt payment. You
know the rest of that story; it was all crammed into tax cuts and
even that, you didn’t deal with the problems of AMT and estate
tax, which even now create a problem where it—it is going to make
it very much more difficult for us to come out of this recession be-
cause we have to deal with those issues.

Can you talk to me and the committee a little bit about short-
term recovery versus long-term fiscal sustainability, and try to put
a little meat on the bones about what we have to do to get those
numbers back even.

Secretary GEITHNER. You are right about the history. I think it
is important to remember that when I left the Treasury in 2001,
we had significant budget surpluses in existence and projected.
And it is then that we started—this Congress started this year
with the largest deficit in decades, $1.2 trillion, a very expensive
problem to fix.

I don’t believe there is any conflict in the near term between
those basic objectives. The only way to get the long-term fiscal posi-
tion in better shape is to make sure we get growth back on track.
That requires—and there is no other way, it requires significant
support for demand and it requires again fixing a damaged finan-
cial system. And the Recovery Act would not work unless we got
the credit flowing again and banks and the capital markets healed.

And—Dbut the opposite was true too. You couldn’t fix the economy
just by fixing the financial system.

What the President laid out in his first budget was a commit-
ment to bring those deficits down so that 5 years from now, they
were at 3 percentage points of GDP. And if sustained at that level,
that would leave our debt as a share of GDP at stable and accept-
able rates.

If we are unable to do that or convince people, make them feel
confident that we are going to do that, then we have the risk that
interest rates will be higher, recovery will be choked off, invest-
ment will be squeezed out by public borrowing. To achieve that, it
is going to require, first, fundamental reform of the health care sys-
tem so the costs are growing at a much slower pace. That is the
most powerful weapon we have to bring this fiscal vision back in
order. As you know, it is the President’s highest priority; and we
believe we are making a lot of progress towards that basic objec-
tive.

That is going to be necessary, but not sufficient. We are also
going to have to look at a full range of other entitlement programs,
including Social Security. And we are going to have to bring about
much slower growth in a range of other commitments this govern-
ment makes.

Mr. BoyD. Mr. Secretary, if I might just follow up briefly, all of
the projections under the previous administration after 2001
showed a systemic deficit under the current law relative to revenue
and to spending.
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You obviously have to change both of those to do what you have
just talked about. That is where I would hope you would put a lit-
tle meat on the bones for us.

Secretary GEITHNER. Again, we have to bring our revenues and
our expenditures back into balance, closer to balance; and it is
going to require movements in both. And you saw in the Presi-
dent’s budget a range of proposals, both on the revenue and ex-
penditure side to help achieve that objective. We laid out paths
consistent with that imperative.

And there may be other ways to do it, but I think our obligation
is to make sure that the people understand that we have to commit
to do that. We have to make sure we do enough to get there and
build whatever consensus we can.

And I think what is encouraging, just to find hope in this, is that
I think there is broader support now, broader recognition on both
sides of the aisle of the magnitude of these challenges. I think that
will help provide a basis for a consensus that has alluded us for
the last many years.

Mr. Boyp. Thank you, Mr. Chairman. And I just want you to
know I am not a Johnny-come-lately fiscal conservative.

Mr. CULBERSON. We are all on the same page.

Will the gentleman yield?

Mr. SERRANO. His time is up.

I am a big spending liberal and proudly so now.

Mr. Secretary, we will break now and we will come back as soon
as these votes are over. We appreciate your understanding.

Sorry for the delay, but we had a drawn-out voting process. De-
mocracy gets in the way at times.

The Secretary must leave the hearing at 1:15, so we will try to
get in as many of the Members as possible, but certainly the two
members who have not participated yet.

And we will start off with Mr. Fattah.

Mr. FATTAH. Thank you, Mr. Chairman.

Mr. Secretary, welcome.

At the beginning of the last President’s term, we had hearings
like this. We had Alan Greenspan testifying, and the subject mat-
ter, if you go back to the transcript, the discussion was the projec-
tion that the Bush administration could pay off the entire national
debt by the conclusion of that administration, given the surplus
and the projected surpluses over time.

And we were literally having a discussion, an academic discus-
sion about whether it would be good for the country to be com-
pletely out of debt or whether or not, as the chairman was asked
at the time, Chairman Greenspan, whether or not—and he was
jousting about maybe leaving some small amount of debt on the
books, that it may have some economic utility.

So now we are 8 years later, and it is a very different reality.
This administration comes in at a time in which the revenues gen-
erated don’t meet the country’s needs, and we have an economic
challenge that you are, in an extraordinary way, trying to address.

And there is good news today from the Philly Fed—I represent
Philadelphia, so—in terms of the leading economic indicators re-
port, up 1 percent.
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But my question is more about something that is in your testi-
mony, which is this question about tax reform and tax policy. You
recommend an increase in the Office for Tax Policy, one that I am
very enthusiastic to support. Because I think, at the end of the day,
we really have to have a system that generates the needed revenue
to protect our national security, to deal with the challenges that
our citizens face. And this income tax system we have had for over
100 years I am not sure is what is going to take us over the next
100 years.

The Treasury Department, under Reagan, did some studies of
fundamental tax reform, found the notion of a flat tax fundamen-
tally flawed, I think in the words of the report, and that a national
sales tax wouldn’t work.

The Bush administration, without a lot of publicity, did—the
Treasury Department for Bush did two studies on the same two
ideas and found them not to be workable.

I am interested in whether or not this Office of Tax Policy is
going to look at fundamental reform. Because I am supportive of
the notion that we need to have a system that is reliable so that
we don’t have, as much as the President and you talk about this
bust-to-boom economy, that we don’t have in our national budg-
eting and governmental responsibilities a system that can’t gen-
erate the revenues the country needs at any particular time,
whether it is in face of war or in face of a need for economic stim-
ulus, and that we don’t have to have a circumstance in which we
are using a system of generating revenues that may have outlived
its usefulness.

So I would be interested in your comments about fundamental
reform and this Office of Tax Policy and where your thinking may
be on the subject.

Secretary GEITHNER. Thank you, Congressman.

I think I would define the hierarchy of priorities this way: We
need to do a much better job of enforcing the existing tax laws we
all live with. And you see in the budget substantial additional re-
sources for the IRS into enforcement activities, which we think will
generate substantial revenue. That is fair, it is important to do,
and that is where we start.

The second thing I would say is that, across the entire economic
policies of the President that we are working towards, there are
very important tax provisions that we will have to confront. Health
care is a good example. And, in that context, we are going to have
to look for ways to make sure that, as we work to bring down costs
and reform this health care system, that we are finding revenues
to pay for the commitments we all think we need to make.

We also believe that there is going to be a substantial oppor-
tunity to simplify the Tax Code. The President made some very im-
portant proposals in his campaign to begin that process. And we
will begin to examine ways we can simplify this very complicated
Tax Code we have.

Looking beyond that, we hope and expect we will have the oppor-
tunity to look at a broad range of other aspects of the Tax Code.
In the corporate tax area, there is a lot of opportunity for reform
that would help make U.S. business more competitive and close
some gaps and loopholes, make that whole system more fair too.
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So that would be an initial list of priorities.

The Office of Tax Policy is one of the great resources of the
Treasury and the country. And we are proposing some significant
additional resources so that they can discharge what is a much,
much more demanding burden than I think their predecessors had.
And we would welcome the support of this committee and the Con-
gress for that objective.

Mr. FATTAH. Well, let me just say, you are going to have my sup-
port and, I believe, the committee’s support. You now have 44
economists and some 30 lawyers there that you will take on and
making a significant investment there.

I am interested in something you didn’t list in that outline you
listed, which is looking at fundamental reform, new ideas that may
have utility, you know, in terms of improving the economic capac-
ity, job-creating capacity, and not just making what we have now
work a little bit better, which is in everyone’s interests, but looking
at whether or not what we have meets the needs of the country
going forward and whether there are some other ideas that should
be reviewed by your Tax Policy Office.

Secretary GEITHNER. Yeah, I just wanted to start with the initial
list of priorities, but, as you know, in the Recovery Act in the Presi-
dent’s budget there is a very long list of important provisions that
are designed not just to make the Tax Code more fair and more
balanced, but to make sure we are putting in place incentives to
encourage savings and investment over the longer term.

And, absolutely, as any Secretary of the Treasury would, we are
always looking at broader opportunities for reform in the Tax Code.
And we may have the opportunity in this Congress, this adminis-
tration, to go beyond that initial list of priorities I laid out.

Mr. FATTAH. Well, thank you very much, Mr. Secretary.

Mr. SERRANO. Mr. Edwards.

Mr. EDWARDS. Thank you, Mr. Chairman.

Mr. Secretary, there is still a lot of frustration and anger among
everyday citizens and families regarding TARP 1 and TARP 2. The
sense persists that, why should my hardworking tax dollars go to
bail out people and corporations that made terribly irresponsible
decisions? Why should that happen?

So I would like to ask you two questions. In your opinion, what
would have been the possible negative consequences to our econ-
omy if TARP 1 and TARP 2 had not been approved? And, secondly,
what could have been the specific impacts upon average working
families if AIG had not been given Federal funding?

Secretary GEITHNER. Congressman, let me try to respond to that
very important question.

I believe that what the Congress authorized at that time, in Sep-
tember, was absolutely necessary to prevent the catastrophic fail-
ure of the U.S. financial system. And without that authority and
without those actions to put capital in banks, we would have risked
seeing much greater failure and much more damage to pension val-
ues, to cost of credit, much larger business failures, higher rates of
growth in unemployment even than we saw.

This recession was going to be a challenging recession no matter
what, because it followed a long period of over-borrowing, over-
leveraging. We were living beyond our means as a country; many



156

Americans were as well. So it was going to be a difficult recession.
But it was made dramatically worse because this country came into
the crisis without the tools to limit the damage to Main Street from
some of those excesses.

So I would just say, the starkest way to say it is, people saw a
version of this in the last few months of last year, where you saw
the economy decline at a remarkably rapid rate, here and around
the world. You saw pension values decline dramatically; Americans
are going to have to work longer because of this. You saw interest
rates rise dramatically, businesses fail who didn’t need to fail, be-
cause of damage to the financial system. And that was even with
dramatic action. If that authority had not been provided by the
Congress, those actions not taken, it would have been dramatically
worse.

Now, important difference between TARP 1 and TARP 2. So,
when I came into office, the President came into office, we made
some very, very important changes in priorities and direction in re-
sponse to the legitimate frustration and concern people had about
how that program had been administered.

So we put in place much higher standards for transparency. So
all the detailed conditions, terms that were provided to banks
across the country were put on the Web site. People could see who
was getting assistance across the country.

We put in place much more stringent reporting requirements so
people could see where lending was rising, how people were using
that money. We put in place stronger conditions on compensation,
on dividends, so that the money was going to benefit lending.

But, as important as that, we redirected the whole program, so
we were directly focusing on fixing the housing crisis, getting small
banks capital, getting small business and consumer credit going
again. And those are the things we have done.

Now, we had to take some additional action to help stabilize AIG,
help stabilize Fannie and Freddie. Those are complicated problems
we inherited. And, without action to do that, then, again, you
would have faced the risk that you would have another wave of col-
lapse in confidence that people see in their monthly savings when
they open up those pension accounts, and you would have seen
much greater damage to capacity of businesses to borrow, higher
rates of growth and unemployment. And that is the starkest way
to present it.

But I am not sure people are aware of this. The only assistance
that we have provided since this President and this Secretary came
into office to banks is for banks—under the program my prede-
cessors put in place, the only additional assistance was to small
community banks across the country and, of course, to help sta-
bilize AIG. What we have tried to do is to try to make sure that
the major banks are going into the markets to raise capital and are
restructuring so they need to do that.

So these are big changes in the direction of the program, and I
think they are helping, as we have discussed earlier, helping to
bring some measure of healing and stability to the financial sys-
tem. And you see that reflected in somewhat greater confidence
numbers.
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Mr. EDWARDS. Could you just very briefly address the AIG issue?
To talk to an individual family, what could this have meant to
them? Would they have lost their life insurance value? Would they
have lost their pension? Why should the Jones and Serrano fami-
lies care about AIG going under?

Secretary GEITHNER. Well, there is a direct risk to people across
the country who bought insurance products from AIG——

Mr. EDWARDS. By “direct risk”—and I want to put this in every-
day terms. A “direct risk” doesn’t mean something to the everyday
person. Does that mean they paid in for 20 years into life insurance
or a pension and they were going to lose that pension or a big part
of it?

Secretary GEITHNER. Well, there is some risk of that, but, you
know, people bought a whole range of products from AIG. They
bought protection that guaranteed savings values. Those could
have been at risk.

But it is bigger than that. It is not just that direct risk, which
could have been significant. Again, the greater risk is that you
would have had broader loss of confidence, greater failures to other
businesses, other financial institutions, that would have produced,
again, this dynamic we saw in the fall of higher unemployment,
more businesses failing, pension values hurt by the fallen equity
prices, credit not available.

So it is not just the direct, immediate consequences people can
see; it is the more indirect consequences that people sort of lived
with in the last half of last year.

Mr. EDWARDS. Okay. I will finish by saying I think we need to
make a better effort, all of us, Members of Congress included, that
supported TARP 1 and 2, to explain in everyday terms in a way
that the average person who is not into Wall Street finance can un-
derstand the consequences had we not had TARP 1, TARP 2, had
AIG gone under and Citibank gone under.

Thank you, Mr. Secretary.

And thank you, Mr. Chairman.

Secretary GEITHNER. I agree with you, Congressman. You said it
well.

Mr. SERRANO. Thank you.

As we stated before, the Secretary has to leave at 1:15, so we are
going to try to get as many more questions as possible.

Mr. Secretary, this week it was reported that Goldman Sachs
and Morgan Stanley have asked to repay $20 billion in TARP pay-
ments. Press reports have indicated that they are eager to remove
themselves from the Federal restrictions that were attached to the
use of these funds.

What criteria will you be using to determine whether these large
financial institutions will be allowed to repay this money or get
out? Does your criteria go beyond the ability to repay? Does repay-
ment by large institutions create a disincentive to invest in or work
for institutions that have not yet repaid the funds?

In addition, when the TARP was created, all the financial firms
were at risk. Congress insisted that, when TARP funds were pro-
vided, the taxpayer gets some upside benefit in required stock war-
rants. If some financial institutions repay their TARP money, what
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will you do to make sure the taxpayer gets full benefit from those
warrants?

Secretary GEITHNER. Mr. Chairman, under the law, as modified
in the Recovery Act, the judgment about whether firms can repay
is a judgment left with the Federal banking agency that is respon-
sible. I would be happy to describe what I believe the policy will
be, but I want to emphasize that it is their responsibility to ap-
prove these repayments.

The two basic conditions are, to say them simply, that you need
to have more capital than the Fed’s recent capital assessment said
you needed, you need to have that additional capital. And you need
to demonstrate that you can issue debt in the markets without an
FDIC guarantee. That is sort of an additional protection to make
sure these banks are not taking advantage of other programs the
government has laid out to help stabilize the system as a whole.

If they meet those two conditions, then my expectation is that
they will get approval to repay. And that is a positive sign about
how far the system has come to a greater foundation of stability.

Now, on the warrants, the way it works now is firms have the
ability to come and repurchase. And if they do that, we have an
elaborate process in place to try to make sure we use outside, mar-
ket-based pricing to judge the appropriate value to the taxpayer in
that context.

If they don’t want to repurchase, we still have the right to sell
those warrants into the market. And we would use an auction pro-
cedure, if we do that, to make sure, again, we are getting the best
price for the taxpayer. We have to make a careful judgment about
what the right time frame in which to dispose of those warrants,
and that is something we are thinking through carefully now.

Mr. SERRANO. Well, I hope that that becomes something that we
pay a lot of attention to. As Mr. Edwards stated, there is still—and
you can’t get a single Member of the House or the Senate, 535, that
hav?e not heard from a group of people saying, “Who is bailing me
out?”

So, we did this. Now we have to make sure that we get back
what is ours. And we have to make sure that people don’t squirm
outhof it and get away with what they shouldn’t be getting away
with.

Secretary GEITHNER. Oh, absolutely.

And remember, you know, these initial indications that a number
of major institutions will be able to repay will allow the American
taxpayer to see that there is money coming back that the govern-
ment earned a return on.

And I am not sure this is exactly the right number, so give me
a chance to adjust this, correct it for the record. But the number
of payments already that have come into the Treasury from those
capital investments made in the fall, I think, now exceed $2.5 bil-
lion already. So that is resources back into the government, back
in the taxpayers’ hands, reflecting a return on that initial invest-
ment.

Mr. SERRANO. Okay, I just have one—I am going to put the rest
of my questions in for the record. Your testimony discusses scrap-
ping the early EITC program because of problems with fraud. But
that program is of value to low-income, working families.



159

The last administration made a big deal out of fraud in the
EITC. And when I say “big deal,” they made it sound like the pro-
gram was horrible and it was the only program in the country that
had a problem. But it was not committed to making the EITC pro-
gram work well.

No one can defend fraud. But before you scrap the program, are
you sure that you cannot eliminate the fraud so that the program
can continue? And can’t the program be promoted for wider usage?

Secretary GEITHNER. Mr. Chairman, this is a very important pro-
gram, a remarkably successful program. And this President and I
certainly am committed to making sure that a broader EITC pro-
gram is sustained and working and doing what it is supposed to
do.

This particular part of that program, though, has been troubled
in implementation. And our judgment is that we need to modify
this program the way we have proposed to eliminate that risk, and
we think its impact will be modest.

The vast bulk of this existing EITC program will remain in place
and will continue to do what it needs to do. But, of course, we will
reflect on your suggestion and concern, and, of course, share your
commitment to making sure we are eliminating any opportunities
for fraud in this program. And we will do it without causing too
much damage to the other broader objectives of the program.

Mr. SERRANO. Right. And I think the key word here is modify,
not eliminate.

Like I said, I will submit the rest of my questions, in a desire
to give everybody at least one crack before you leave at 1:15.

Mrs. Emerson.

Mrs. EMERSON. I would like to submit questions for the record,
as well.

Mr. SERRANO. Without objection.

Mrs. EMERSON. One very, very quick, quick AIG question, and
then I have another one to ask you.

As Chet was saying, and Joe, too, to a certain extent, I mean,
our constituents were up in arms about the whole AIG thing. And
one of the other problems—and I am not quite sure how to explain
this; perhaps it was a process thing—would there have been any
way for you all at Treasury to have said to AIG, “Okay, we are
going to give you X amount of dollars; however, you can’t use some
of that money to then pay your counterparties like Societe
Generale and any of those”? That would not have been possible?

Secretary GEITHNER. No. Again, we came into this crisis without
the tools and authority to manage, prevent the potential failure of
a large institution like this that could cause a lot of damage to the
financial system. And, without that authority, we had limited op-
tions.

And when you choose to act to prevent failure and defaults, you
are making a choice to help make it possible for that firm to meet
all its commitments to people who brought an insurance product
from it, of any sort. And you can’t selectively allow the institution
to default on particular types of creditors without risk that the
whole thing comes unwound, comes crashing down at risk of great
damage.
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And, again, the American people lived with, the last few months
of last year, the consequences of failure of large institutions. A big
part of what made the recession so deep and so damaging in this
country was the damage caused by the default and failure of other
significant institutions. That would have been much worse if AIG
also had gone.

But the short answer to your question is, no, not possible without
greater authority. And that is why we are working with the Con-
gress to put in place resolution authority to give us a little bit more
flexibility in handling these things more early, more quickly, and
more effectively.

Mrs. EMERSON. I appreciate that. Thanks.

The special inspector general for the TARP has stated in written
testimony, basically he says, quote, “We stand on the precipice of
the largest infusion of government funds over the shortest period
of time.” And then, just to save time, “We are looking at the poten-
tial exposure of hundreds of billions of dollars in taxpayer money
lost to fraud.”

So, my question is, number one, how closely are you all working
with the special IG for the TARP, GAO and others, in the formula-
tion of your TARP programs to prevent this vulnerability to fraud?

And I am assuming that you are doing everything possible to en-
sure that the IG has full cooperation from you all, but are you also
detailing staff? Because I know that they were very short-staffed
when I met with him earlier.

Secretary GEITHNER. We are working very closely with him. And
I want you to understand, it is exceptionally important to me that
we do everything we can to reduce the risk of fraud in any of these
programs.

I think, as you said, the confidence of the American people that
we are using the taxpayers’ money as wisely and as carefully as
possible is deeply important to the overall effectiveness of our pro-
grams. Part of that is about making sure we are reducing risk of
fraud.

We are working very closely with the SIG-TARP, with the GAO,
with the congressional oversight panel. I think my second day in
office, I met with them as a group. We look at all of their rec-
ommendations, and we will make sure they resources and access
necessary to do their jobs. And where they have suggestions and
ideas that we think work, we will take them on board. And I found
their recommendations, in general, very valuable.

Mrs. EMERSON. Do you have any way of trying to determine how
much of the TARP funding could be lost to waste or fraud, or is
that something that kind of has to come back after the fact?

Secretary GEITHNER. Well, we are going to reduce the risk to the
extent we can. My own sense is—but, again, this is something we
have to keep looking at—that the programs that we inherited were
actually quite carefully designed to limit that risk. And I am sure
that the programs we put in place since I came into office will be
very well-designed to help limit that risk.

It won’t be perfect. You know, these are substantially complex
programs with substantial resources in place. But we have put a
lot of protections in place at the front end, and we have the great
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virtue of having SIG-TARP and GAO and the congressional over-
sight panel looking at everything we do.

And one of the greatest protections we have is to make sure that
there is transparency across all of these programs. That allows ev-
eryone to see what the terms are, where the resources are going
to, and that is a good protection too.

Mrs. EMERSON. All right. Thank you.

Mr. SERRANO. Thank you.

Ms. Lee.

Ms. LEE. Thank you, Mr. Chairman.

Good afternoon again, Mr. Secretary.

Let me go back again to my colleague from Florida, who is a good
friend of mine, who I respect tremendously, and who knows I am
discussing this with you, because we discussed this as we walked
down.

First of all, with regard to any possible movement on legislation
as it relates to Cuba moving through the House, I just have to re-
mind you that over 70 percent of the American public wants the
embargo ended. Over 60 percent of the Cuban-American commu-
nity wants the embargo ended. Okay? So that should tell you some-
thing about public opinion and about the possibilities of any actions
that we may take here on the House side and on the Senate side.

Secondly, let me just say, she mentioned the issue of remittance.
I wanted to clarify this, because the percentage of remittances is
20 percent, and then there is a 10 percent surcharge, FYI and for
the record. And my colleague from Florida understands that also.

And I would suggest to you to look, as you have these talks, if
you are, with the Cuban Government, understand that some of us
believe that taxes on income is appropriate. The more income we
make, the more we are taxed. Now, the structure and the tax fair-
ness of the issue has to be addressed. Now, whether that is con-
sistent with Cuban policies as it relates to taxes, who knows. But,
for the record, most countries charge a tax on additional income.

Secretary GEITHNER. Including this country.

Ms. LEE. Including our own country. And so I think we have to
be fair as we approach any types of discussion on remittances and
have to know what we are dealing with.

Secondly, let me just go back to the issue of the involvement of
the banks. And I asked you this earlier, and I want to pursue it
with you a little bit, because we want the CEOs of the banks that
receive TARP money to tell us how much money they are investing
in minority-owned newspapers and media outlets. I want to see
those numbers, I want to see what they are doing.

And then we need to talk about a strategy to commend them for
their approach and the dollar amount and the percentages, or tell
them they are going to have to do better. So we need the numbers,
though, first, Mr. Secretary. And that is what we have commu-
nicated to yourself via letter and also to Vice President Biden.

Secretary GEITHNER. I will take a careful look at that.

Ms. LEE. Okay. I would appreciate that. And members, I know,
of the Congressional Black Caucus would appreciate that.

And thirdly and finally, Congressman Waters, in our economic
recovery efforts, has been really looking at minority hiring at the
Treasury. And we have passed—and this was Congressman
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Waters’s effort, and she actually worked to create an office of mi-
nority affairs within the GSEs. The Federal Reserve, Chairman
Bernanke, is looking at that model also. We are not sure if he
needs legislation or not.

But we wanted to know if you would consider, or are you consid-
ering, any efforts within Treasury to establish an office of minority
affairs or something similar to what the GSEs are doing? And we
would like some information on your minority hiring, in terms of
}he diversity of your staff and also the contracting out of your of-
ice.

Secretary GEITHNER. I would be happy to give you any informa-
tion on hiring and on contracting. And I have not considered it be-
fore, but I will consider, as the GSEs and the Fed are considering,
your suggestion on an office. As any suggestion, I will consider
carefully that suggestion.

Ms. LEE. Thank you very much.

And thank you, Mr. Chairman, for giving us the time for a sec-
ond go-around, because we are going to consider to pursue these
issues.

Mr. SERRANO. And we are getting down to that time.

Mr. Fattah.

Mr. FATTAH. Mr. Secretary, you have said that the revised RFP,
in terms of the packaging, was getting ready—I know the deadline
was originally April 10th. It was then moved back, right? So it is
getting ready to happen soon.

Secretary GEITHNER. You are talking about for our investment
funds? Our public-private investment program?

Mr. FATTAH. Yes, correct.

Secretary GEITHNER. Actually, I think the initial deadline was—
well, we put out the request for applications, and I think our initial
expectation is we would announce appointees in mid-May. We have
pushed back for a couple weeks that announcement. But we are
now in the process of going through the strongest applicants, the
more detailed due diligence on their applications. But we are close
to announcing.

Mr. FATTAH. And one last point, which is not a point of con-
troversy with me, but I do want to raise it nonetheless since it has
some currency.

TARP, as you receive either earnings on those investments or re-
payment, your intention is to have those dollars available in case
there are other needed interventions as we go through this process
of trying to get the economy back on track, is that correct?

Secretary GEITHNER. Well, just to clarify, the way the law is
written, a dollar of repayment comes back, goes into the general
fund to reduce the debt, but it creates a dollar of authority we can
use to make new investments if we think there is a strong case for
doing that, under the terms of the act.

For income, the dividend coupons on the preferred stock, I be-
lieve those go directly into the general fund. I don’t think we can
use those. But that is something I have to clarify.

Mr. FATTAH. Thank you very much.

Mr. SERRANO. Mr. Secretary, before we end, I just want to let
you in on something. If you were to attend the Democratic caucus
meetings, you would see that every time our leadership comes up
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with a program that they are presenting to us, a new law, possible
new law, I get up and I ask, “will the territories be included equal-
ly?” And it is happening more and more every day.

Your predecessor participated in doing something that had never
been done before, and it had the support of Leader Boehner, at the
insistence of our Speaker, as I presented it to her, and that was
that, regarding the stimulus checks that were sent to 50 States,
the territories were included. And the issue of whether or not they
pay certain taxes or not—which, you know, that is all a fallacy;
they do pay taxes—was not an issue, because it is the same econ-
omy. You send a check to Puerto Rico, where do they spend it? At
Sears, at K-Mart, Circuit City when they were in existence. It is
the same places—McDonald’s, whatever.

So it is important for many of us that, as you look at your poli-
cies in the future, that we remember that it is not just 50 States,
it is also people who live under the American flag and American
citizens and American nationals. And we include them in every-
thing else. As we speak, you know, there are hundreds, if not thou-
sands of them, thousands of them in Iraq and Afghanistan. We
should include them at other times, too.

Secretary GEITHNER. Mr. Chairman, I just wanted—I agree with
you. And when I was president of the New York Fed, which I was
for 5 years, I had the privilege of having as part of my district
Puerto Rico, and agree very much with what you said.

Mr. SERRANO. Yes. And, you know, that is a little inside joke in
the Puerto Rican community, which is, some years ago, when the
Puerto Ricans were the lead group, Latino group, in New York,
someone decided at the Federal level, whatever the New York re-
gion was, it included the Virgin Islands and Puerto Rico. And so
the director of the New York region for HUD, for FDA, whatever,
got to travel to Puerto Rico and the Virgin Islands as well as Man-
hattan.

Secretary GEITHNER. Just for the record, I did travel to Puerto
Rico but not to the Virgin Islands, even though the Virgin Islands
was also part of the New York Fed’s district.

Mr. SERRANO. Well, we are going to take care of that now.

So we thank you. And we want you to keep these things in mind.
As you can see from the questioning, this committee is very much
interested in the work you are doing. We are all on the same side
in bringing back our economy and taking care of the American peo-
ple and making sure that the taxpayers don’t get ripped off as we
take care of other people. So we stand ready to work with you.

Our opening comments on Cuba—and you heard many other
comments on Cuba—only mean that we have to keep in touch. And
isn’t it interesting or ironic that, 52 years later, Fidel Castro is still
an issue in the U.S. Congress? It is amazing. You are gone from
this place a month and they don’t remember you, and he is still an
issue 52 years later.

We thank you, sir.

Secretary GEITHNER. Thanks for having me. I appreciate your
support, and we will work very closely together.

Mr. SERRANO. Thank you.

The meeting is adjourned.
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Questions from Chairman Jose E. Serrano:

1. One of the major innovations in the use of TARP funds by the Obama
Administration has been to set aside up to 350 billion to provide mortgage
relief. Although the mortgage crisis hit New York a little later than the rest
of the country, it is hitting us hard now, Minerity communities are being hit
worst. In many cases, minorities who qualified for a conventional mortgage
were given subprime loans, The mortgage broker made a higher
commission, but the homeowner was stuck with a mortgage that adjusted to
a higher interest rate than they could afford.

Unfortunately, many banks do net seem inclined to renegotiate mortgages,
whether they still hold the mortgages or they service them for investors in
mortgage securities,

Meanwhile, more and more people are falling behind on their payments and
losing hope of negotiating a way to stay in their homes.

What does Treasury plan to do to expedite renegotiation of mortgages? How
much relief can homeowners expect? How soon can we see that relief?

The Making Home Affordable (MHA) program was announced in broad terms on
March 4. Given this fact, we are off to a strong start. Although it is still early —
MHA’s detailed guidelines were released only about five months ago and the first
Servicer Participation Agreement was signed about four months ago ~ there are
already clear signs that the incentives offered under MHA are having a substantial
effect, Participating servicers have extended offers on over 570,000 trial
modifications and 360,000 trial modifications are underway.

Participating servicers’ contracts require them to screen all potentially eligible
borrowers for financial hardship. Then servicers are required to run a Net Present
Value (NPV) test on all loans that meet the program’s eligibility criteria, and to
offer a modification if the NPV test produces a positive result. Borrowers
receiving modifications can expect to have their monthly payments reduced to 31
percent of their gross monthly income — a sustainably affordable level — with that
payment Jocked in for five years, and the interest rate on the loan capped at the
Freddie Mac Survey Rate for the life of the loan.

While the Home Affordable Modification Program (HAMP) is already providing
relief to struggling Americans, participating servicers’ ability to expand their
capacity and execute efficiently will be critical to the long term success of the
HAMP. The program’s success-based payments are designed to provide servicers
with the financial incentive to scale up their operations quickly, as payments are
only made once trial modifications are successfully completed. Servicers are
already responding to these incentives by adding staff in significant numbers to
support call centers, populating easily accessible information online and sending

2
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hundreds of thousands of mailings to borrowers who may be eligible for the
program.

However, it is clear that more must be done. To this end, Treasury has begun
planning a series of senior-level meetings at which Treasury and HUD staff will
meet with top executives of participating servicers to discuss the steps they have
already taken to implement the program and their specific plans for expanding
capacity going forward. We have asked each participating servicer to appoint a
senior liaison as the dedicated contact person for program implementation within
their organization. In addition, we have instituted loan level data reporting,
allowing us to gain a fuller understanding of areas where participating servicers
are underperforming. In August, we published program data on a servicer-by-
servicer basis, providing additional incentive for servicers to ramp up operations
and improve their results. Treasury has challenged servicers to meet a goal of
500,000 loan modifications by November 1.

. As with the single family housing crisis, where we know that the Department
is hard at work identifying solutions, we have identified a similar crisis in the
multi-family residential housing market. In New York City, and we suspect

"in other high market cities across the country, we are now dealing with an
overwhelming crisis caused by irresponsible lending and speculative
investment in affordable rental housing. Many of the affected properties
were specifically targeted because speculators saw them as “undervalued” or
“underperforming” assets due to existing rent protections or subsidies that
kept units affordable. Investors overpaid for these assets, saddling many of
the buildings with mortgage burdens that are totally unsupportable, Low-
and moderate-income families who live in these buildings are now facing
tremendous pressure from landlords who need to terminate rent protections,
displace existing families, and seek higher rent-paying tenants. Families in
these buildings are also seeing massive disinvestment in their housing as
owners have to choose between paying their inflated mortgage payments or
keeping the buildings running properly. In all cases, working families across
the city are losing out and there is widespread fear of the potential for
massive displacement.

While I in no way encourage financial support or relief for speculators and
irresponsible lenders, I would strongly urge the administration to find a way
to intervene on behalf of innocent tenants, most of whom are low- and
moderate-income and especially vulnerable to the current economic climate.
Is your department willing to consider using TARP funds, or other federal
resources, to ensure that lenders act in such a way to protect tenants and
affordable housing as this second-wave housing crisis unravels, including
possibly working with banks and other lending institutions to ensure that

" these overleveraged buildings are put back on the path of financial viability?
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We recognize the important rofe that the multi-family residential housing market
plays in providing affordable housing opportunities for renters. Treasury has
already taken significant steps to support the multi-family market by
strengthening confidence in Fannie Mae and Freddie Mac, which together
represent the largest source of financing for multi-family housing. However, we
are also considering additional options to help support this very important part of
the real estate market. For example, Treasury is exploring ways to support state
and local housing finance agencies (HF As). In addition to providing low-rate
mortgages with down payment assistance to low- and moderate-income
borrowers, HF As also develop affordable multi-family housing and provide debt
financing to developers of such housing. We agree that this is an important issue
and we will continue to carefully monitor developments in the multi-family
housing market.

. One subject in which this subcommittee has taken a strong interest is the
number of families in low-income communities who lack bank accounts, and
how best to expand the availability of low-cost financial services. The IRS
Taxpayer Advocate has recently reiterated her concern about the prevalence
of high interest-rate Refund Anticipation Loans, and thus the need to speed
up the issuance of refunds to taxpayers, especially EITC refunds. The
Taxpayer Advocate has recommended that the Treasury Department and the
IRS develop a stored value card program as a way to distribute tax refunds
to taxpayers who lack bank accounts, similar to the Financial Management
Service’s Direct Express Program for distributing Social Security benefits.
‘What are the Department’s views on this approach? Does the Department
plan to implement a stored value card program for tax refunds, as
recommended by the Taxpayer Advocate?

The Department of the Treasury shares the subcommittee's strong interest in
making low-cost financial services available to low-income famities. The
Department is reviewing various mechanisms by which to furnish tax refunds, and
in the process of doing so, to make various financial services available at no or
low cost. In addition to considering stored value card programs, the Department
has been considering the possibility of facilitating the use of direct deposit of
refunds to purchase U.S. savings bonds. Also, the Treasury and IRS have worked
on developing the capacity to allow taxpayers to direct the IRS to make direct
deposits of a tax refund to more than one account (“refund splitting™). For
example, part of a refund could be deposited into a savings account, including an
IRA, or to purchase a US savings bond, and the remainder into a checking
account. Further, the Treasury and IRS are exploring alternatives regarding tax
refunds for people who need to be brought into the banking system. We look
forward to discussing this issue with the subcommittee as our plans in this area
evolve. Meanwhile, the IRS runs a number of relevant programs, including
partnerships with banks that agree to offer low-cost bank accounts at volunteer tax
preparation sites.
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4. When the TARP was sold to Congress, we were told that a credit crisis was
shrinking the economy and the TARP would create more lending,

The Wall Street Journal recently analyzed the extent of new credit extended
by 19 big banks who received TARP funds. The Journal found that, outside
of mortgage refinancings, the big banks had cut consumer lending by a third
and business lending by 40 percent.

The public has the impression that TARP money has gone to the banks with
no accountability, that hundreds of billions of dollars went out the door with
only a wish and a prayer that banks would lend more.

What is the Department doing to ensure that TARP funds are actually
creating more credit for American families and businesses?

Treasury always seeks to ensure accountability for TARP funds and includes
appropriate measures in each of its programs to ensure such accountability.
Reporting requirements necessarily differ depending on the use of funds or the
program at issue. TARP programs can be divided for this purpose into two types:
programs that are designed to bolster the capital of an institution and programs
designed to provide targeted financing on a case-by-case basis. The Capital
Purchase Program (CPP), which represents over $200 billion of TARP funds
invested by Treasury into viable institutions of all sizes, is an example of the first
type of program. The terms of the CPP do not require an institution to engage in a
particular level of lending. Such mandates would be inconsistent with the nature
of our financial system and would not further the basic objective of the EESA,
which is to promote financial stability.

The CPP provides capital to banks helping to ensure financial stability of the
system as a whole and enabling banks to continue to lend to creditworthy
borrowers during these types of crises. In terms of diminished lending, numerous
economic research studies have documented that lending to both consumers and
businesses contracts during recessions is due to the decreased demand by
borrowers as well as the tightening credit standards of lenders. Without
Treasury’s efforts to stabilize the financial system, consumer and business lending
levels would be even lower than they are today.

In order to help assess the impact of this program on lending, Treasury requires
reporting by banks on general lending and intermediation activities using
Treasury’s Monthly Lending and Intermediation Survey and Snapshot and
Treasury’s Lending Report. The Monthly Lending and Intermediation Survey and
Snapshot measures the lending and intermediation activities of the 21 largest
banks participating in the CPP which helps the public easily assess activities of
these banks. The Snapshot contains quantitative information on three major
categories of lending — consumer, commercial, and other activities — based on
banks’ internal reporting, as well as commentary to explain changes in lending
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levels for each category. The CPP Lending Report, also published monthly by
Treasury, reports on the monthly average outstanding balances of consumer loans,
commercial loans, and total loans from all CPP participants.

. Executive pay in the financial services industry has risen much more rapidly
than pay in the rest of the economy. Bad decisions by this sector have driven
the economy off a cliff, but its defenders still claim that its wise decisions
deserve tens of billions in bonuses.

Earlier this year we learned that Merrill Lynch lost $27 billion last year. It
received billions in TARP money, yet it turned around and paid $4 billion in
bonuses for last year. As a result of those big bonuses, almost 700 people
made more than $1 million at Merrill Lynch last year.

Does the Department agree that there is a problem with excessive executive
pay in the financial sector? Just how hard-up for cash are these firms, if
they are still able to pay huge executive compensation packages? What can
be done about it?

To operate efficiently and safely, our financial system requires rules and practices
that encourage sound risk management and align the benefits for market
participants with long-term growth and value creation — not only at individual
firms, but for our financial system and the economy as a whole.

Executive compensation practices were one of several factors contributing to the
current financial crisis. Incentives for short-term gains overwhelmed the checks
and balances meant to mitigate the risk of excess leverage.

In considering reforms, we start with a set of broad-based principles that we
expect to evolve over time. By outlining these principles, we begin the process of
bringing compensation practices more tightly in line with the interests of
shareholders and reinforcing the stability of firms and the financial system.

a. First, compensation plans should properly measure and reward
performance.

b.Second, compensation should be structured to account for the time horizon
of risks.

c. Third, compensation practices should be aligned with sound risk
management.

d.Fou rth, we should reexamine whether golden parachutes and supplemental
retirement packages align with the interests of executives and
shareholders.
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e. Finally, we should promote transparency and accountability in the process
of setting compensation.

Many of the compensation practices that encouraged excessive risk-taking might
have been more closely scrutinized if compensation committees had greater
independence and shareholders had more clarity. In too many cases,
compensation committees were not sufficiently independent of management,
while companies were not fully transparent in explaining their compensation
packages to shareholders. In addition, existing disclosures typically failed to make
clear in a single place the total amount of "walkaway" pay due to a top executive,
including severance, pensions, and deferred compensation.

We intend to work with Congress to pass legislation in two specific areas. First,
we will support efforts in Congress to pass "say on pay" legislation, giving the
Securities and Exchange Commission (SEC) authority to require companies to
give shareholders a non-binding vote on executive compensation packages. "Say
on pay" — which has already become the norm for several of our major trading
partners, and which President Obama supported while in the Senate — would
encourage boards to ensure that compensation packages are closely aligned with
the interest of shareholders.

Second, we have proposed legislation giving the SEC the power to ensure that
compensation committees are more independent, adhering to standards similar to
those in place for audit committees as part of the Sarbanes-Oxley Act. This
legislation would also give compensation committees the responsibility and
resources to hire their own independent compensation consultants and outside
counsel.

I appreciate the Department’s regulatory change to permanently end the
restrictions on travel to Cuba by Cuban-Americans visiting their families.
This issue was also addressed by this subcommittee in the fiscal year 2009
Appropriations Act. Is the Department willing to go further, and make it
easier for non-Cuban Americans to travel to Cuba for educational, religious,
or research purposes, or to expand people-to-people contact, as was the case
during the Clinton Administration?

Treasury stands ready to implement the policies of the President with respect to
travel to Cuba. The President’s initiative of April 13, 2009 focused on family
visits, remittances, and telecommunications. The Administration continues to
evaluate whether additional changes in Cuba policy would help advance our
broader policy objectives.

Since OFAC enforcement of Cuba family travel restrictions is no longer
necessary, will OFAC now have additional resources freed up to target the
financial support networks of terrorist groups such as al Qaeda?
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Protecting our national security is the Office of Foreign Assets Control’s (OFAC)
paramount responsibility. As such, OFAC directs the great majority of its
resources toward top priority threats such as counterterrorism and counter-
proliferation.

Certain provisions of the Omnibus Appropriations Act, 2009, will, in the short to
medium term, begin to allow OFAC to reallocate limited resources previously
applied to the Cuba program. As resources become available, OFAC will direct
them to meet its growing responsibilities in addressing national security and US
foreign policy priorities.

. As part of its transition to the more restrictive rules governing payment for

agricultural and medical goods shipped to Cuba, the Bush Treasury
Department expressly allowed shipments made prior to a specified date to
proceed on a cash-in-advance-of-delivery basis. If the Bush Treasury
Department could legally permit those shipments, why does the present
Treasury Department insist that it cannot?

In 2005, OFAC authorized the processing of payments received for shipments that
left the United States within the 30 days following issuance of the 2005 regulatory
amendment, even if those payments did not result from payment or financing
terms that met the Trade Sanctions Reform and Export Enhancement Act’s
(TRSA) cash in advance requirement (the meaning of which OFAC clarified in
the same regulatory amendment). This limited authorization was issued in order
to avoid disrupting agricultural exports to Cuba that were already in motion.

Treasury’s position is that TSRA does not prohibit OFAC from exercising the
existing licensing authority to allow the processing of payments that would
otherwise have been blocked because they were prohibited under TRSA. The
authorization to process such payments did not render any underlying prohibited
payment or financing terms valid, and thus, for example, would not have
precluded OFAC’s initiation of enforcement proceedings against persons who
arranged underlying payment or financing terms in contravention of TSRA, as
appropriate.

Will the Department commit to consult with the subcommittee before
making further commitments with respect to Cuba regulations?

The Department will continue to consult with the subcommittee.

My office has heard from Cuba travel license applicants whose applications
have remained pending at OFAC for multiple years. What does the
Department consider a reasonable timeframe for OFAC to respond to a
license applicant?
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When OFAC’s Licensing office is fully staffed, the vast majority of Cuba travel
applications are processed in fewer than 30 days. It is unusual for travel
applications to be pending for multiple years. Applications that take longer
periods of time may involve unusual circumstances. For example, an application
may be pending for a longer time than usual to await the outcome of a related
policy review. It is always OFAC’s intent and practice to respond to applications
in a timely manner whenever possible.

. What is the projected total cost of the Treasury Annex building renovation

project?

A full renovation has been estimated to cost between $100 million to $120
million. Treasury elected to repair key systems and completely renovate several
offices within the Annex. The $11.5 million provided in FY 2009 and the $4.5
million requested in FY 2010, for example, will support repairs to the Annex’s
electrical and elevator systems.

The fiscal year 2010 budget request for the Treasury Office of Inspector
General is 526,700,000, an increase of 2.2 percent over fiscal year 2009. Will
this amount be sufficient to cover both material loss reviews in the cases of
failed banks, as well as the OIG’s mandated and planned audits and
investigations?

Based on the best information we have to date, the FY 2010 budget request will
permit the OIG to meet its responsibilities, including material loss reviews. With
the FY 2010 request, the OIG is able to retain the larger workforce that was
approved for FY 2009, an increase of 39 FTEs, or nearly 34 percent, over the FY
2008 level.

What is the estimated total cost of the effort to modernize the information
technology of the Office of Debt Management (for which $3 million is
assumed in both the fiscal year 2009 and fiscal year 2010 budgets)?

The modification of the Office of Debt Management’s information technology
systems has a total cost of approximately $9.6 million over three years beginning
in fiscal year 2009. These funds are being used to revamp the Office of Debt
Management’s obsolete information technology systems. Annual recurring costs
for systems operation and maintenance are estimated at $2 to $2.5 million. The
initial system launch is scheduled for November 2009.

How does the proposed Alcohol and Tobacco Tax and Trade Bureau user fee
differ from the TTB user fee proposals contained in the fiscal year 2007 and
2008 budget requests?

The President’s FY 2010 Budget proposes language establishing an ongoing
permanent “fee” program for FY 2010 and each fiscal year thereafter, requiring
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members of the alcohol industry to pay annual licensing and registration fees.
The fees range from $300 to $1,000, depending on the type and size of the
business entity. In the first year, the annual estimated offsetting receipt
collections will be lower, but it is anticipated that the annual collections from the
program will fully fund agency operations.

Prior user fee proposals would have charged fees to industry members for direct
services activities such as the issuance of permits and issuance of a certificate of
label approval. These user fees would have been assessed on alcohol producers,
with the amount of recovery limited to specific regulatory activity. The recovery
amount would have only provided funding for a portion of TTB’s regulatory
program. The FY 2010 fee proposal is a licensing and registration fee which
applies to all industry members participating in this multi-tier distribution system,
including retail dealers, with the assessed amount equivalent to the total resources
necessary for TTB to continue its regulatory and tax collection efforts.

The fiscal year 2010 budget request for the Treasury Inspector General for
Tax Administration is $149,000,000, an increase of 2 percent over fiscal year
2009. Will the new Enforcement initiatives in the fiscal year 2010 budget
request lead to additional workload for TIGTA, and if so, is there a risk that
a 2 percent funding increase for TIGTA will not sufficiently enable TIGTA
to fulfill all its responsibilities?

The FY 2010 budget request is adequate for the Treasury Inspector General for
Tax Administration (TIGTA). While it is true that IRS enforcement initiatives are
set to increase in FY 2010, TIGTA was able to fulfill all of its responsibilities
during FY 2009 when enforcement initiatives increased at a similar rate. (The IRS
enforcement budget increased by 7.1 percent in FY 2009 and is set to increase by
7.6 percent in FY 2010.) We will continue to track TIGTA’s workload as IRS
enforcement initiatives increase.

. What budget assumptions went into the Department’s proposal to rescind

$50,000,000 from the Treasury Forfeiture Fund?

The Department’s proposal to rescind $50,000,000 from the Treasury Forfeiture
Fund is based on the anticipation of several large forfeiture deposits. The
Department believes that the rescission will not adversely affect the operations of
the Treasury Forfeiture Fund, or prevent high priority federal law enforcement
initiatives from being funded.

How does the Treasury Department plan to spend the additional funds that
were provided in fiscal year 2009, above the amount assumed in the budget
request, for the Office of Financial Education?

The mission of the Office of Financial Education is to promote access to the
financial education tools that can help all Americans make wiser choices in all
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areas of financial management. When the additional funding was provided, the
Department was directed to target these resources toward grades K-12 and
financial education efforts aimed at preventing predatory lending. Thus, our
spending is focused in these two areas. For the K-12 efforts, we plan to improve
outreach and resources, including expansion of the Office’s National Financial
Literacy Challenge, which is a high school program that motivates students to
become educated about personal money management and provides recognition
and prizes for top petformers. Roughly 120,000 students participated in 2008.
The Office is using a portion of the additional funding provided in FY 2009

to improve the program, develop a teacher tool and expand the Challenge to more
high schools, particularly in underserved areas. We are also working with the
Department of Education on elementary school efforts. We are also using the
funding to combat predatory lending, including an outreach campaign through
traditional and new media in English and Spanish to promote sound borrowing in
order to help borrowers avoid predatory loans and other unwise financial
products. In addition, we will be conducting research to ensure that our efforts in
these areas are as effective as possible.

What is the status of FinCEN’s cross-border wire transfer initiative,
including the $2,500,000 provided for this purpose in the fiscal year 2008
Appropriations Act?

The Financial Crimes Enforcement Network (FinCEN) made significant progress
in both identifying the implications and benefits of requiring reporting of cross-
border electronic transmittals of funds and formulating possible rule text during
the last Administration. We are carefully reviewing these materials and the
imposition of any such requirement will only be undertaken through the official
rulemaking process which will include ample opportunity for public notice and
comment prior to the implementation of any reporting requirement. $2.5 million
in FY 2008 appropriated funds remains unobligated.

How much did the Treasury Department spend on outside contracts in fiscal
year 2008?

$4,340.3 million.

For fiscal year 2008, how much did the Treasury Department rely on
contracts that were not fully and openly competed?

$740 million (17 percent of total obligation).
Please provide a listing of all of the Treasury Department’s fiscal year 2008
outside contracts of $200,000 or more, along with the purpese of each

contract. In the listing, please indicate which contracts were not fully and
openly competed.

11
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{NOTE: The detailed listing is available at the office of the Financial Services
subcommittee.]

Please see the attached list. Attachment includes all FY 2008 transactions of
$200,000 or more. Transactions include each contract as well as each order, and
modification to existing contracts that exceeds $200,000. System limitations do
not allow us to consolidate each contract with its related orders and/or
modifications in order to report only aggregate contracts over $200,000.

22. How many contract employees now work in space with the regular civil
service employees of the Treasury Department?

Treasury bureaus report a total of 6,802 contractor employees performing work in
space with civil service employees. Contracts vary greatly by purpose, scope and

duration, and bureau systems vary in the way they track contractor employee data.
For example, these numbers reflect employees who perform work full-time on site
all year as well as employees of contractors on site only intermittently or for short
duration.

23, Please provide a list of how many contract and civil service employees now
work in each major location (more than 100 total employees) maintained by
the Treasury Department.

The Treasury Department currently has 123 geographic locations with more than
100 employees. Please see the attached excel file for the listing of contractor and
civil service employees in each of these locations.

24. Has the Treasury Department collected demographic data (including income,
race and disability status) on the persons who occupy Low-income Housing
Tax Credit (LIHTC) properties?

Pursuant to section 36 of the U.S. Housing Act of 1937, as amended by section
2835(d) of the Housing and Economic Recovery Act of 2008, the Department of
Housing and Urban Development, not the Treasury Department, gathers data
relating to the LIHTC. See 59 Fed. Reg. 14,149 (March 30, 2009).

25. What percentage of LIHTC units are made available to Section 8 voucher
holders? To persons with disabilities?

Pursuant to section 36 of the U.S. Housing Act of 1937, as amended by section
2835(d) of the Housing and Economic Recovery Act of 2008, the Department of
Housing and Urban Development, not the Treasury Department, gathers data
relating to the LIHTC. See 59 Fed. Reg. 14,149 (March 30, 2009).

26. With regard to “local veto” requirements, how extensively do housing
finance agencies require or encourage approval or support by local
jurisdictions as a prerequisite for LIHTC funding being used, particularly in
New York and California?



27.

28.

29.

30.

3

—

176

Because this question relates to requirements of local jurisdictions, rather than to
Federal tax law, the Department of the Treasury is unable to comment.

Are LIHTC rental units being affirmatively marketed to persons least likely
to apply?

Because the LIHTC provision as set forth in section 42 of the Internal Revenue
Code does not create such an “affirmative marketing” requirement, the
Department of the Treasury would not have responsive information.
Nevertheless, upon audit, the IRS would make sure that LIHTC properties are
placed in service, at which point marketing efforts would be relevant.

Has the August 2000 Memorandum of Understanding (MOU) among the
Departments of Treasury, Justice, and Housing and Urban Development
been fully implemented?

Yes, the MOU has been fully implemented.

Has Treasury, or any of the parties to the MOU, conducted a review of the
operation of the MOU since August 20007 What, if any, research have
Treasury and/or HUD conducted since 2000 concerning LIHTC properties?

The Treasury and IRS have not engaged in any research in cooperation with
HUD or the Department of Justice under paragraph 5 of the MOU.

Has the Treasury Department convened or participated in any meetings,
since 2000, to discuss emerging civil rights issues and new methods and

programs to increase civil rights compliance in the LIHTC program?

No.

. Have staff persons been identified by the IRS to provide technical assistance

and training to personnel from the Departments of Justice and Housing and
Urban Development on general tax administration issues under the LIHTC
program, per section 2 of the MOU?

Yes, a staff person in the Small Business/Self Employed Division of the IRS is

designated to provide technical assistance and training as needed. To date, no
requests for such training have been received.

13



177

0 0tZ QYO LdVH fiel
€ 87T QOOMITONT 02
9 y8E'T H3IANIQ 02
0 (411 A33YD LONTYM v
0 E1T SANN NYA A2
0 1144 YINL v
0 |X44 YNV VINYS L]
0 [434 3SOf NVS D
6 980'1 QJSIONVYI NVS 2
S £0E 09310 NVS 2
0 [444 ONIQYYNYIE NVS YD
€ 1323 OQININYHIVS Y2
8 S66 ANVDIVO VD
8 TLL SITIONV SO 2]
0 €51 HOVIg HNOT V2
O 609 TINDIN YNNDYT v
0 847 FIVANTD Y2
61 Ll ONSIYd Y2
1 €LT QUNND3S 13 ¥2
0 8T FINOW T3 Y2
0 6EV XINFOHd N
0 197 %204 LN vy
0% 987 QOOMINOH w
0 ¥8T WYHONINYIG w
M

«:mitmnaa Amnseal} syl Ag peursjuiews {seahoidwa 18303 00} ey m._oEv UOBI0}

Jofeur yora Ul yiom mou seshojdiue 8OIAISS JIAID PUB J0RAUOS AUl MOY §0 ISH| & aplaoid asesid 1SZ# ¥4D

apim Aunseasy

Gwswpedsq Ainseas)
ay3 jo sashojduwia a91A10S [IA10 JenBal oU3 YHm 8odS Ul YIOM MOu $dafojdure JoenuoD AUty MO 1ZZ# H4D



178

T 117 WYHINOLS YA
0 95 NINHLIN YA
4 0LS TIEMOT YA
0 902 DYNEGHDLIH YA
9 £v5 NOLSO% YA
55 885°T YIAOANY YA
0 762 SNYITHO MIN vl
0 161 ITHASINGT A
i1 [413 IONIYOT A
617 082y NOLONIAOD A
0 w0z {ALID ON) A
0 [443 VLIHIIM 53
0 £v9 SITOJYNVIONI NI
0 €12 MHvd HITIHIS il
0 yEE JIAOHD SHINMOQ Al
ST v0T'T ODYIIHD il

6L NOLONIAOOTE T

901 35108 ai

STT SINIOW $30 i

ovL YINTONCH

9T OONATD

195D ITGAYHD

102'C VINVILY

P11 HOV3E WIVd 153M

[4X4 VANV L

11T oMNESHILAd 1S

€75 NOILYLINY1d

0ze INVIIN

8.1 ANVILIVIA

06€°T IYHANOSIOVT

SZE6 NOLONIHSYM

NIAVH M3N

A




179

A

0 et 3ONVddNYH AN
0 1344 ALID NIQYYD AN
T LE8 VOVMOLNIIHD AN
0 ZLT O1vd44ng AN
4 8¢T ANVETY AN
9 LTE SYDIA SV AN
0 £ET INVYIN0NGTY AN
0 691 Q1314DNI¥dS N
0 GLT JAISNIVINNOW N
0 GET ALID A3SH3T N
0 081 NOSIG3 N
0 S0t TH AYY3IHD N
0 89T VHVYINO EI
0 062 OHOYSNIIYD IN
[4s 99¢ JLLOTYVHD ON
[¢] [434 NOSHIVT SW
0 607 AYLNTIOD ONV NAMOL O
Q €107 SINOT LS OW
[43°] 709 ALID SYSNYM OW
4 60€ Nvd 1S NN
Y 4 SITOdVINNIN N
0 F143 YILNID NATAOOUE NA
T 9ET NOLONINOOE NI
] €11 JVILNOd TN
0 £CT SAldvd ANVHD 1
0 917 STHH NOLONIWYVH N
01T LTy 1104130 Al
0 50T NOLVIHM an
14 801 THH NOXO an
8L0T 015'¢ DONY1/NOLTIOBYYD MIN aw
LTE 998 ITHASLLVAH Qi
FHOWILTVE




180

z 192 IPNYMHN
0 0ET'T F1LLY3S
S0T 697 VANIIA
8 €59 ONOWHIN
0 [444 ALID DIV LIVS
00z 5879 N3O0
0 [A33 [SREERYERW]
0 09 OINOLNY NYS
L 6021 NOLSNOH
00€ €08 HLIYOM 1404
66 206 HONYYE SHINYVA
6 L9Y'T SYTIvQ
067 7L9'9 NILSNY
S 786 ITHAHSYN
957 £1LT SIHANIA
1} oyl VIgWnIoD
0 655 OgYNAYAD
0 65L HouNESLLd
07 589°G VIHJ1IAY IiHd
0 ozt YISSNYd 40 DN
0 185 ANY1LY0d
o oyl vsSint
0 £LE ALID VINOHY IO
8 557 FINIANIAICNI
0 167 SNENNI0D
€ L85 ANYIIAITD
v $91'T LLYNNIONID
£ 987 LNIOd 1S3Mm
i} [i]% ISNIVHAS
4 00T HILSTHIOU
1€ 9/£7 NHOA MIN
SSE'E

ATUASLTOH




181

2089 €8ETIT ieioL
101 8€6'T YNNIV AM
STT 1596 DUNGSNILHYIN AN
67 Lyl AII3G AM




182

Questions from Rep. Barbara Lee:

32, Many of the TARP and TALF programs require massive minimum
purchases of $500 million dollars or $10 billion under management to qualify
to participate in auctions or to bid on fund management work.

a. Can you tell the subcommittee which of the Treasury’s loan or
asset purchase programs targets small businesses and if there is
any aid for non-profit service groups who are experiencing
dramatic declines in their funding?

I

iii,

iv.

Restarting Flow of Credit to Small Businesses is A Major Priority
of Our Financial Stability Plan: A major goal of Treasury’s efforts
to stabilize the financial system, restart secondary markets and
ensure banks have the capital necessary to lend even in a worse-
than-expected economic scenario is to get credit flowing again to
the small businesses that have always been critical to job creation
in our country, but could be particularly important in speeding us
to economic recovery.

i. We Put Forward A Coordinated Strategy During the Transition

Directed At Small Businesses: Since the transition, we have —
working with the Small Business Administration (SBA) and
Congress — pursued a strategy of combining an increase in SBA
loan guarantees and a reduction of loan fees with aggressive efforts
to get secondary markets flowing again. In keeping with that
strategy, we have introduced an initiative of direct purchases on
the secondary markets for SBA 7(a) loans, which, combined with
an increase in loan guarantees to 90 percent and the temporary
elimination of fees under the Recovery Act, should provide banks
with the confidence to make new loans.

We Have Worked To Improve Terms Under TALF To Ensure
Small Businesses Can Benefit: After market participants suggested
that the terms under TALF would not attract investors into SBA-
backed securities, Treasury worked to revise those terms to
increase participation. Since May, when SBA asset-backed
securities were included as collateral under TALF for the first
time, more than $300 million has been lent against these securities.
Treasury also expanded the program to include securities backed
by commercial real-estate loans, equipment loans and leases, and
auto loans and leases- all important sources of credit for small
businesses across the country.

We Created New Reporting Requirements to Track Small Business
Lending by the Largest TARP Recipients: Since April, the TARP

monthly lending survey, which tracks the 21 largest banks

14
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receiving TARP funds, has included data on small business
lending, allowing us to better monitor the impact of Treasury’s
efforts on small businesses. In addition, Treasury is working with
regulators to require all banks to report their small business lending
in their quarterly call reports, rather than simply once a year.

v. We Are Seeing Some Positive Signs in SBA Lending Markets: The
announcement impact of the direct purchase program has
contributed to increased activity in SBA secondary markets.
Activity in the 7(a) secondary market - which had fallen to below
$100 million in December and January - has picked up, with $324
million in total loan volume settled from lenders to brokers in July.
The implementation of higher SBA loan guarantees and reduced
fees, along with improved liquidity for lenders, has boosted small
business lending. Since March 16, average weekly SBA loan
volumes are up over 50 percent compared to the weeks before the
announcement.

b. Will these staggeringly high limits shut out smaller companies who
may actually be in a better position to be more agile and effective,
or may have better local knowledge and awareness of the real
estate markets?

With respect to the Legacy Securities Public Private Investment
Program (S-PPIP), to ensure a diversity of participation, Treasury has
encouraged small, veteran, minority- and women-owned private asset
managers to partner with other private asset managers, if necessary, in
order to meet the minimum criteria for assets under management and
the ability to raise private capital. Treasury is pleased to announce that
all pre-qualified fund managers have established meaningful
partnership roles for small businesses and veteran-, minority- and
women-owned businesses. These roles include asset management,
capital raising, broker-dealer services, and other critical services such
as research, risk management, investor relations and legal services.

c. What can Treasury do to proactively reach out to minerity and
women owned firms to ensure their participation in the nation’s
economic recovery?

We believe it is essential that the TARP be structured in a manner that
encourages participation of small businesses, veteran-owned
businesses, and minority and women-owned businesses.

We have experienced several challenges in increasing small, minority,
women- and veteran-owned business participation. The call for
immediate response to economic crises has dictated compressed
timeframes for performance. TARP initiatives require highly
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specialized expertise in financial and legal structures not readily
available in the small business community. Several programs require
contractors to provide staff licensed in multiple jurisdictions, and the
capacity to send teams of experts to multiple locations for concurrent
negotiations or transaction closings. Taken together, these factors
limit the number of businesses capable of successfully meeting TARP
requirements.

We strive to actively encourage the participation, and to provide
meaningful opportunities for small, minority-, veteran-, and women-
owned businesses. We research corporate capabilities prior to
soliciting offers for goods and services. Our research is supported by
our Office of Small and Disadvantaged Business Utilization
(OSDBU), the Small Business Administration (SBA), and other
resources to help identify potential small, minority-, veteran-, and
women-owned businesses capable of performing the required work.
We request proposals from as many sources as practicable under the
urgent and compelling circumstances surrounding the TARP, and
target small, minority-, veteran-, and women-owned businesses as part
of our competitions.

Where small business set-aside contracts have proven infeasible, and
where subcontracting opportunities exist, we have required small
business subcontracting plans to contain specific performance goals.
We evaluate the small business subcontracting plans as we review
incoming proposals, and assess their commitment to providing
meaningful opportunities to small businesses in various socioeconomic
categories. Our contractors are required to submit performance data
against those goals directly to the Small Business Administration’s
clectronic subcontracting system (eSRS) website. Small business
subcontracting performance is integral to our contract performance
management and reporting process. Prime contractors that fail to
make a good faith effort to achieve their subcontracting goals are
appropriately rated in the government-wide Past Performance
Information Retricval System (PPTRS) and are subject to liquidated
damages penalties.

. Given the very high minimums set, I am concerned that the only
companies that will be able to participate in the rescue of our
economy will be the very companies that were at the center of the
crisis in the first place. Can we be assured that outside companies
will have access and what systems are in place to ensure that there
will be no collusion between major banks to control the prices of
the assets at auction?
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Treasury has encouraged prospective PPIP fund managers to partner
with or subcontract to smaller entities, and many of the leading fund
manager candidates have done so. Such arrangements may include
provision of subadvisory services or even delegation of responsibility
for managing a discrete portion of the PPIF’s investments. With
respect to the risk of collusion, Treasury has developed, in consultation
with SIGTARP and the Federal Reserve Bank of New York, a robust
and comprehensive set of procedures and requirements to eliminate or
mitigate fund manager conflicts of interest and to ensure that their
financial interests are aligned with those of investors in the PPIF,
including the taxpayers. Treasury will devote whatever resources are
necessary to ensure compliance with these requirements and is in the
process of expanding its compliance staff and hiring outside
consultants for that purpose.

33. If a financial services corporation or broker or dealer of derivatives such as
mortgage backed securities or other collateralized debt obligations sells those
securities to clients as sound investments while simultaneously holding credit
default swaps (CDS) against the performance of those same or similar classes
or assets and fails to either offer the same CDS’s to the client or fails to
disclose the existence of those CDS’s, in the opinion of the Treasury, would
constitute a fraud, breach of fiduciary responsibility or gross negligence on
behalf of the sellers?

This is not an issue that falls within the jurisdiction of the Department of Treasury
and should be directed to the Securities and Exchange Commission (SEC).

34. Is the Treasury aware of any entities which received TARP or TALF or
other federal funds who also were paid on CDS’s held by AIG or any other
companies?

Yes. Treasury is aware that firms that received federal assistance directly from
TARP may have also benefited indirectly from federal support for A.I.G. and
others, such as collateral postings on credit default swaps (CDS) trades.

35. Is the Treasury Department sharing any information that they have with
relevant offices at the Securities and Exchange Commission, the Federal
Reserve, the Office of the Comptroller of the Currency or any other office
which would have the jurisdiction to investigate any wrongdoing?

It is Treasury Department policy to share information it has with relevant offices
at the Securities and Exchange Commission (SEC), the Federal Reserve, the
Office of the Comptroller of the Currency (OCC), and other offices having
Jjurisdiction to investigate wrongdoing, for their use in performing their official
duties. Treasury Department regulations governing the disclosure of Treasury

17



36.

37.

186

Department records state (at 31 C.F.R. §1.12) that they do not apply to official
requests of other governmental agencies or officers acting in their official
capacity, unless it appears that a particular request would be in violation of law or
inimical to the public interest.

Is the Treasury Department aware of any civil suits that seek damages based
on this line of reasoning and are they co-operating by offering information of
any kind?

The Treasury Department is not aware of civil suits between financial services
corporations, brokers or dealers of derivatives and their clients that seek damages
for having sold derivatives to clients as sound investments while simultaneously
holding credit default swaps (CDS) against the performance of those assets and
failing to disclose the existence of the CDS to the client or offer the same CDS to
the client, Treasury Department regulations set out detailed procedures (at 31
C.F.R. §1.11) for litigants in court cases in which the United States or the
Treasury Department is not a party to follow to obtain testimony or documents
from Treasury Department employees. It is Treasury Department policy not to
provide testimony by current or former Treasury Department employees or
Treasury Department documents in court cases in which the United States or the
Treasury Department is not a party except as provided in the regulations.

The Administration has begun to limit the executive compensation of
companies that have received TARP funds. Can you tell the committee if you
believe that the way in which current tax law allows the deductibility of
various forms of compensation, might encourage the growth of excessive
levels of executive compensation?

Two current provisions of the Internal Revenue Code restrict the tax deductions
available to an employer for payments of executive compensation. Section
162(m) limits the deduction for compensation paid to the named executive
officers whose compensation is required to be disclosed in the annual proxy under
the federal securities laws (generally the CEO, the CFO and the next three most
highly compensated executive officers) to $1 million, unless the compensation
paid consisted of performance-based compensation. Section 280G limits the
deduction available for excess golden parachute payments upon a change in
control of a corporation, generally limiting the deduction to three times the
executive’s annual compensation.

However, the task of formulating compensation structures and levels for
executives ultimately falls to the company’s board of directors, typically the
board’s compensation committee. Their goal should be to adopt compensation
practices that are closely aligned with the interests of the shareholders and, in the
case of financial institutions, which reinforce the stability of the institution and
the financial system. Accordingly, we are giving attention to the various factors
that influence the formulation of executive compensation, with a view to

18
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promoting practices that encourage sound risk management and that align the
benefits for market participants with long-term growth and value creation—not
only at individual firms, but for our financial system and the economy as a whole.

Would limits to the tax deductibility of executive pay packages reign in some
of the out of control pay packages that we have seen in recent years?

To improve process and outcomes with respect to pay packages, we have
recommended legislation that would give the Securities and Exchange
Commission (SEC) the authority to require non-binding annual say-on-pay votes
for all public companies, and would give compensation committees greater
independence by directing the SEC to promulgate rules requiring companies listed
on national securities exchanges to meet exacting standards for independence.
Under these rules, not only would compensation committee members be truly
independent from management, but the committee’s compensation consultants
and legal counsel would be answerable only to the committee, These
recommendations are included in the Treasury Secretary’s June 10, 2009,
statement on compensation. The statement also articulates a set of principles for
executive compensation policy and advances several specific legislative and other
proposals. The statement is available at:
http://www.financialstability.gov/latest/tg-163.html.

The Treasury Department will soon deliver a report on the allocation of
resources and their efforts regarding the Office of Foreign Asset Control and
the enforcement of Cuba embargo related actions and administration. Can
the Treasury Department regularty update the subcommittee on the on-going
use of Treasury resources to enforce the embargoe and related licensing
actions?

Treasury continues to dedicate sufficient resources to fulfill its obligation to
administer the Cuban Assets Control Regulations, as it would any U.S.
Government sanctions program. The Administration will continue to consult with
Congress on a regular basis.

We have passed two large stimulus packages in an effort to stabilize our
faltering economy. We know that increased spending on infrastructure
projects and direct payments like refunds, refundable tax credits and
extended unemployment benefits will not only help those receiving the
benefits, but will stimulate the economy by increasing demand. Mr.
Secretary, will increasing the minimum wage, providing universal healthcare
and guaranteeing access to affordable housing also stimulate the economy?

When the U.S. economy is operating below potential, both monetary and fiscal
policy are helpful in providing a temporary boost to demand that can create jobs
and save jobs that otherwise would have been lost. We agree that tax refunds,
tax credits, and extended unemployment insurance not only help families that
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receive funds directly, but also help the economy through important, second-
round spending effects. Ensuring universal access to quality health care can make
our labor markets more flexible, strengthening the resilience of the overall
economy.

Does the Treasury have any estimates for how much we can save our
constituents if private health insurance plans actually had to compete with a
public health insurance option?

The President believes that health reform must be built on three fundamental
principles: it must lower the skyrocketing cost of health care; guarantee choice of
doctors and plans; and ensure quality affordable health care for every American.

The precise impact of a public plan will ultimately depend on its design and on
the overall framework of health reform. The Administration is working with
Congress to determine this framework.

What are you doing to get the message out about the importance of having a
public health insurance option be included as part of health reform?

As President Obama has said, a public health insurance option would create
market competition, which means more choices and better treatment for
consumers. Such an option would also lower costs throughout the health care
system.

Will you provide the Subcommittee with information regarding the diversity
of the professional full time employees at the Treasury Department? What is
Treasury doing to ensure that it is recruiting and hiring a diverse staff
including from different race and ethnicities?

Treasury is committed to ensuring that we have a well-qualified workforce that
reflects the diversity of our nation. Because managers are always advised to hire
the most qualified candidates, we aim to ensure that Treasury attracts the widest
possible pool of talent from which the hiring manager can select the most
qualified applicant. Internally, our proactive efforts include:

o Establishing the Human Capital Advisory Council (HCAC)
comprised of representatives from the Treasury bureaus’ Human
Resources (HR) and Equal Employment Opportunity (EEO)
Oftices who work together to ensure the HR and EEO
communities collaborate on overall goals and objectives, including
joint bureau recruiting and outreach activities.

o) The HCAC has hosted two Recruiters” Symposiums, bringing
together bureau representatives and recruiting experts to share best
practices in recruitment and to explore leveraging Treasury as a
whole to increase its marketability as an employer.
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In FY 2008, the Treasury Executive Institute offered a total of 108
programs and trained more than 4,350 Treasury leaders, including
at least eight programs focused on valuing diversity in the
workplace, understanding cultural differences, and cross cultural
communications

The results of our outreach efforts (see below) are as follows:

(=]

According to the US Office of Personnel Management’s FY 2008
Federal Equal Opportunity Recruitment Program (FEORP) report,
Treasury ranked third of 18 Executive Departments in its
representation of both Hispanic employees (with an 8.7%
participation rate and a government-wide participation rate of only
7.9%) and Black employees (with a participation rate of 24,7% and
a government-wide participation rate of 17.9%). Treasury also
exceeded the government-wide participation rate for women (with
a 62.9% participation rate and a government-wide participation
rate of 44.2%). The FY 2008 FEORP report also cited Treasury’s
Human Capital Strategic Plan and Human Capital Operating Plan
as ‘best practice’ examples for long-term goals and strategies that
are outcome-based.

According to the US Equal Employment Opportunity
Commission’s upcoming FY 2008 Annual Report on the Federal
Workforce, Treasury has the highest participation rate of all
Cabinet agencies for individuals with targeted disabilities (1.7%)
and was one of only three Cabinet-level agencies to increase its
number of severely disabled employees in FY 2008.

a. Can you describe some of the outreach efforts that Treasury is
conducting?

i

Outreach to High School and College Students

o Treasury conducts on-site campus visits to minority serving
institutions in addition to periodic calls, emails, and mailings
providing mission related information and/or vacancy
announcements.

o Treasury has had a long and active partnership with the
Hispanic College Fund and is one of the sponsors of the
Hispanic College Fund’s Greater Washington Youth
Symposium at Trinity University in Washington, DC.
Treasury not only provides financial support, but also serves on
the Symposium’s planning committee and provides workshop
panel members, mentors and volunteers during the event. By
reaching out to these students now, the Department is able to
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position itself as an employer with exciting careers and
internship opportunities.

As a way to develop a pipeline of Hispanic employees,
Treasury maintains a partnership with the Hispanic Association
of Colleges and Universities’ (HACU) Hispanic Serving
Institutions National Internship Program (HNIP). During FY
2008, Treasury placed 57 HACU interns in six bureaus.

The Department contacted (via mailings, emails or phone)
and/or participated in on-site recruitment activities at the
following Tribal Colleges and Universities: Navajo Technical
College, Southwestern Indian Polytechnic Institute, Tohono
O’odham Community College, Dine’ College, Haskell Indian
Nation University, Little Priest Tribal College, Lac Courte
Oreilles Ojibwa Community College, College of Menomonee
Nation, Fort Lewis College, Bay Mills Community College,
Saginaw Chippewa Tribal College, Cankdeska Cikana (Little
Hoop) Community College, Sitting Bull College,
Chappaquiddick Tribe of the Wampanoag Indian Nation
Northern Essex Community College, Fond du Lac Tribal and
Community College, and Fort Berthold Community College.
The Department also advertised in the Winds of Change, Tribal
College Journal, Indian Country Today, and The Official
Diversity Career Guide (distributed to 19 tribal colleges) in an
effort to promote Treasury’s mission and occupations.

Other external internship programs also provide Treasury with
avenues to expand the pools of potential candidates in mission
critical occupations, including: the Washington Internship
Program for Native Students (WINS, with 11 interns in FY
2008), the Workforce Recruitment Program (WRP, focusing on
individuals with disabilities, with 8 interns in FY 2008) and the
Thurgood Marshall College Fund (TMCF, with 3 interns in FY
2008). To enhance the intern experience, all summer interns
are provided brown bag sessions with senior leaders, tours of
Treasury facilities, networking opportunities, and professional
development seminars.

Hiring Individuals with Disabilities:

In FY 2008, Treasury participated in two career fairs hosted by
Operation Warfighter (OWF) at the Walter Reed Army
Medical Center and in FY 2009, set goals to place OWF
candidates, to identify other avenues to improve the hiring of
disabled veterans, and to promote Treasury within the disabled
veterans’ community, including placing ads in Ability
Magazine and PN, a magazine published by Paralyzed
Veterans of America, Inc. The Financial Management Service,
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Internal Revenue Service, Office of Thrift Supervision, U.S.
Mint, and Departmental Offices participated in job fairs and/or
workshops sponsored by OWF. Moreover, representatives from
the Financial Management Service, Internal Revenue Service,
U.S. Mint, Office of Thrift Supervision, and Departmental
Offices were in constant contact with OWF placement
coordinators throughout the fiscal year.

In October 2008, Treasury hosted its first disSABILITY Summit
and Career Fair and a second event is scheduled for October
2009. The Career Fair, which attracted numerous candidates,
provides Treasury’s bureaus an opportunity to connect with
qualified candidates with disabilities, while the Summit
educates Treasury’s managers on the advantages of using
special appointing authorities to quickly fill positions with
highly qualified applicants. The second summit and job fair is
planned for October 8-9, 2009.

Since 1967, the Internal Revenue Service has partnered with
Lions World Services for the Blind to form the Lions World
Program. Under the arrangement with Lions World Services,
the IRS extends commitments to hire qualified individuals with
visual impairments referred for consideration. Initially, the
Lions World Program prepared candidates for customer
(taxpayer) service representative positions. In 1984, the
program was expanded to include preparing candidates for
contact collection representative positions and, in 1991, was
further expanded to prepare candidates for service center
collection representative positions. As of FY 2007, 673 persons
with significant visual impairments have been hired by the IRS
through this program, and the IRS had also directly hired 126
visually impaired computer programmers recommended by
Lions World Services.

Hiring Veterans

In FY 2008, the Department also disseminated job vacancy
information at the Military Stars, Salute Our Heroes,
Department of Defense Hiring Heroes, Hire a Hero, Hire a
Veteran, Veterans Career and Resource Fair, Recruit Military,
Military World Expo, Corporate Gray, Paralyzed Veterans of
America, Veterans of Foreign Wars, American Legion, Stars
and Stripes, and the Military Officers Association of America
career fairs.

Treasury’s bureaus make use of special hiring programs, such
as the Veteran Recruitment Appointment (VRA) and the
Veterans Employment Opportunities Act (VEOA), to appoint
veterans and the Department’s FY 2008 Disabled Veterans
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Affirmative Action Program (DVAAP) report reflects the
hiring of over 1,000 veterans.

o In order to reach disabled veterans, Department vacancies were
disseminated to organizations and agencies working with
disabled veterans such as the Vocational Rehabilitation
Agencies, Disabled American Veterans, G.1. Forum, Paralyzed
Veterans of America, Blinded Veterans Association, Black
Veterans Association, Non-Commissioned Officers
Association of America, state and local employment agencies,
Department of Defense, Department of Veterans Affairs,
Cuban American Veterans Association and the Employee
Assistance and Recruitment Network (EARN).

iv. Other Outreach and Related Activities

o Treasury offices send vacancy announcements to a wide
ranging list of diversity organizations, including Campus
Publications Northern-Southern Diversity Schools, Black
MBA, Black Collegian, Job Postings Magazine, Equal
Opportunity Magazine, BlackVoice.com, HBCU Network, and
The Official Diversity Career Guide.

o Treasury attends minority professional organizations’ career
fairs, conferences, and conventions in order to recruit diverse
candidates for mid- to senior-level positions. The Department
also purchases promotional advertising spots on the web and in
print publications and the bureaus have advertised on minority
job boards, in minority publications, and in newspapers which
reach minority publications.

o The Office of the Comptroller of the Currency (OCC) also has
an active college recruitment program for its Bank Examiner
positions which includes building relationships at many
colleges and universities across the country, including Hispanic
Serving Institutions and Historically Black Colleges and
Universities.

44. On the procurement and contracting side, can you also provide us with
information regarding the amount and percent of contracts that Treasury
makes with small and disadvantaged business enterprises, particularly
women and minority owned firms?

As reported to OMB, Treasury awarded the following to small and disadvantaged
business enterprises in FY 2008 (Treasury FY2008 obligations totaled $4340.3
Million).

Small Business: 28.6 percent.
Small and Disadvantaged Businesses: 7.3 percent.
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SBA Section 8(a): 5.1 percent.

Service-Disabled Veteran-Owned Small Businesses: 2.1 percent.
Women-Owned Business: 7.1 percent.

Historically Underutilized Business Zones: 1.4 percent.

a. What is the Treasury Department doing to ensure a diversity of
companies can compete for any contracts that you offer?

Treasury makes a concerted effort to ensure contracting opportunities
are made available to all companies, including small businesses. The
Treasury Acquisition Council reviews Treasury’s monthly progress in
meeting its small business goals and develops strategies to overcome
obstacles. In March 2008, the Office of the Procurement Executive
issued policy designed to increase Treasury use of Service-Disabled
Veteran-Owned Small Businesses and businesses located in
Historically Underutilized Business Zones.

Additional efforts include:

L.

The Office of Small and Disadvantaged Business Utilization
(OSDBU) sponsors monthly vendor outreach sessions, which
features pre-arranged appointments with vendors to discuss
their capabilities and procurement opportunities within the
Department of the Treasury. The OSDBU sponsors two
specialized vendor outreach sessions each fiscal year
specifically targeting Women-Owned Small Businesses; and a
combined session targeting HUBZone and Service-Disabled
Veteran-Owned Small Businesses.

Annually, we issue a Forecast of Contract Opportunities that is
posted on the Treasury website at www.treas.gov/osdbu
website. The Forecast is also available in hard copy.

The OSDBU staff and Bureau Small Business Specialists
participate in local and out-of-town conferences to inform
small businesses on “How to do Business with the Department
of the Treasury.” OSDBU also participates in external
procurement conferences, which include all preference groups
and specialized groups.

The Bureaus also sponsor industry days, targeting specific
socio-economic categories or contracts.

The OSDBU participates in the monthly U.S. Small Business

Administration’s District of Columbia District Office’s 8(a)
Orientation workshops, providing briefings to newly certified
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8(a) contractors on “Doing Business with the Department of
the Treasury.

6. Treasury’s Small Business Specialists review all contracts over
$100,000 to ensure that all acquisition strategies include
consideration for small businesses.

7. Several of Treasury’s Bureaus have implemented employee
incentive programs to encourage the use of small businesses in
Treasury contracts.

8. The OSDBU works closely with the Small Business
Administration’s Resident Procurement Center Representative
(SBA PCR) to review all acquisitions, especially those over
$550,000 ($1 million for construction). The SBA PCRs assist
Treasury with ensuring small businesses have a fair
opportunity to compete as subcontractors on Treasury
contracts.

9. The OSDBU works closely with SBA and the General Services
Administration to provide Treasury acquisition personnel with
small business training.

Questions from Ranking Member Jerry Lewis:

45. How will the Administration and Treasury make sure the expanded
mortgage programs do not exacerbate the financial incentives and lax
lending standards that fueled the credit crisis? When approaching the
mortgage crisis, how have the Administration and Treasury addressed
making sure participants have sufficient “skin in the game” or an interest in
the outcome?

First, homes must be owner-occupied principal residences to qualify under the
Home Affordable Modification Program (HAMP), so house flippers and
speculators will not qualify, The amount of a mortgage eligible for a modification
is capped at the GSE conforming loan limit, so million dollar mortgages will not
qualify, neither will second homes nor investor properties. Every modification
must meet detailed underwriting standards as outlined in the servicer contracts.
Income documentation for Home Affordable Refinances will match the standard
underwriting requirements for all other types of GSE loans.

In addition, the Making Home Affordable (MHA) program is structured to
provide incentives to servicers for modifying loans in a manner consistent with
standardized program guidelines that are designed to require sustainable
modifications. Right now, servicers generally get reimbursed for the cost of
foreclosing but often are not reimbursed for the extensive labor that good
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modifications require. We are providing incentives for modifications that work
over time — the longer a person stays in a modified mortgage, the more the
servicer gets paid. Incentive payments are spread over a five-year period to
provide incentives for creating modifications that will be sustainable over the
long-term. The first incentive payment is not made until a borrower remains
current for a trial period of at least three months, and if the modification fails at
any point over the five year period, the servicer stops receiving incentive
payments.

Also, it is important to note that under our program, lenders are held accountable
for previously extending irresponsible loans. Lenders must take the first loss in
doing a modification, and the worse their original loan, the bigger the loss they
must take in getting the borrower down to 38 percent debt-to-income ratio without
any government subsidy.

Finally, Freddie Mac is managing a robust compliance and data reporting system
for the Making Home Affordable program. Freddie Mac will conduct both offsite
and onsite reviews of servicers’ operations. Treasury is planning to institute
various substantial penalties for non-compliance; these may include withholding
or reducing payments to servicers, requiring repayments of prior payments made
to servicers with respect to impacted loans, or requiring additional servicer
oversight.

46. How will the Administration and Treasury address state requests for federal
backstops like that made by the Governor of California? California and
other distressed states cannot continue pushing difficult budget choices into
the future. How can the federal government provide certain states backstops
while protecting the interests of taxpayers nationally?

We recognize that this is not an easy time for California or other states faced with
difficult fiscal choices. The Administration is now implementing a Recovery Act
that included the largest emergency fiscal relief to state governments in U.S.
history. These measures boost economic demand and reduce the pressure on states
to cut back on important health and education services in these difficult times.

But as we have made clear, the ultimate solution to California’s fiscal challenges
lies in California. The Governor and the legislative leaders have all said they are
committed to addressing the state’s problems, and they have recognized that any
real solution must come from California. Clearly, this will require tough budget
choices by the leaders of this state and shared sacrifice by all. At the same time,
we will, of course, continue to closely monitor the fiscal and economic situation
of California and other states across the country.

Questions from Ranking Member Jo Ann Emerson:
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47. According to a study by the Congressional Oversight Panel released on

48.

February ot Treasury paid substantially more for the assets it purchased
under the TARP than their market value at the time they were purchased.
The report estimates that in 2008 Treasury paid $254 billion but only
received assets worth $176 billion. When Congress passed the TARP
legislation, we didn’t think the funds would be used for making bad
investments. We were told that in the long term the Federal government
could actually make money on the assets purchased. While yon were not at
Treasury at the time of these purchases, can you explain why Treasury
purchased capital assets below their market value?

We have several concerns with the valuation method that the Congressional
Oversight Panel used to value the assets purchased:

o The method used assumes the Qualifying Financial Institutions (QFI) have
ready access to the equity markets, an assumption that is not evident in the
current market.

e Treasury indicated in December that “on an accrual basis, the
investments are at or near par.” This reflected the fact that we are
receiving almost all of our dividends on time.

¢ Investing in the QFIs through a senior preferred share with a 5 percent
dividend allows the banks to lower their cost of capital, enabling them to
lend at lower rates.

o The cumulative nature of the preferred provides important flexibility to the
QFI which keep the investments from becoming unduly burdensome to the
health and/or limiting the QFI’s ability to lend.

o The analysis does not take into account the fact that under Federal law,
Treasury can change the term of a CPP or TIP contract unilaterally.

We are looking into other valuation methods.

The Capital Purchase Program was essential to preventing a financial collapse.
An analysis suggesting taxpayers overpaid ignores the benefit to taxpayers of
preventing a financial collapse.

Going forward how are you valuing the assets that Treasury purchases?
How will you balance the need to make financial institutions healthy versus
protecting the taxpayer’s investment?

The Office of Financial Stability (OFS) recognizes the need to derive, track and

report on the fair market value of the assets in the TARP portfolio as part of its
risk analysis and portfolio management functions. To this end, OFS has
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developed internal market-based valuation models, engaged external pricing
vendors through its custodian bank, and selected three asset management firms as
financial agents to provide asset management services, including valuation,
consistent with Treasury’s asset management guidelines. In addition, OFS is
currently developing an asset valuation policy intended to address the fair market
valuation of TARP assets, to include requirements for reporting fair market values
to external sources, such as the public. Related disclosure procedures are also
under development.

The Administration estimates that your housing plan that was announced in
March will help up to 9 million homeowners avoid foreclosure by allowing
homeowners that are upside down on their loans to refinance, and by
reducing struggling homeowners’ monthly payments to 31 percent of their
monthly income. How many homeowners have you assisted to date? How
many do you believe you will have helped by the end of the year?

o In March, the Administration projected that 3 to 4 million homeowners would
be offered assistance under Home Affordable Modification Program (HAMP)
between 2009 and 2012. To date, 47 servicers have signed up for HAMP,
including the five largest servicers in the U.S. Between loans covered by
these servicers and loans owned or guaranteed by the GSEs, more than 86
percent of mortgage loans in the U.S. are now covered by the program. These
participating servicers have extended offers on over 570,000 trial
modifications and started 360,000 trial modifications. We have set reaching
500,000 trial modification starts by November 1.

e In March, the Administration estimated that 4 or 5 million borrowers were
eligible to refinance and would find refinancing to be advantageous under the
Home Affordable Refinance Program (HARP). The estimate of the number of
homeowners who may find refinancing to be advantageous is highly
dependent on interest rates. To date, 90,000 borrowers have refinanced under
this program. Since March, the Administration has announced the expansion
of HARP up to 125 percent loan-to-value.

o We have developed a consumer-targeted website,
www.MakingHomeA ffordable.gov, to provide borrowers with information
about the MHA program as well as other important information about
managing their mortgages. The website is in both Spanish and English, and
has had over 24 million page views.

o The interagency team has developed a call center for borrowers to contact

HUD approved housing counselors to get additional assistance with their
mortgages, both within and outside of the MHA program.
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« Fannie Mae and the interagency team are conducting a direct outreach
program for struggling borrowers, with planned foreclosure prevention
workshops in cities across the country.

When do you think foreclosures will begin to decline?

The crisis in the housing market was not created overnight and will not be solved
casily. As you know, dislocations in the housing and mortgage markets spread
through the financial system and the broader economy, and now substantial
financial and macroeconomic headwinds are in turn exacerbating problems in the
housing and mortgage markets. The Administration has reacted swiftly and
aggressively to support both the housing market and the economy more
generally. Making Home Affordable is just one facet of the Administration’s
broader response to these challenges, and its ability to positively impact the
housing market will increase as the other aspects of the Administration’s plan
continue to take effect.

Within weeks of assuming office, the President worked with Congress to enact
the largest economic recovery plan since World War II. By the time the plan has
been fully implemented by the end of next year, we will have injected nearly $800
billion into the U.S. economy, saved or created 3.5 million jobs and raised our
real gross domestic product (GDP) by at least 3 percent.. Meanwhile, the Home
Affordable Modification Program — by providing a monthly payment that is less
than or equal to 31 percent of a borrower’s gross monthly income — will offer an
affordable and sustainable solution for struggling borrowers.

We believe that the stimulus measures will reduce macroeconomic headwinds
over time and the MHA program will help to reduce the number of foreclosures.
The MHA program was developed to continue for three years because we
recognize that it will take time for the nation’s housing market to recover. At the
same time, there have been some limited positive signs that the economy is
beginning to mend. In August and September, we have seen some measures of
consumer confidence rise to their highest levels since 2007.

We must press ahead with our financial stabilization and our economic recovery
efforts, including preventing foreclosures for responsible Americans through
rapid implementation of our Making Home Affordable plan.

How will you be able to refinance or modify millions of loans quickly while
insuring that people who are unable to afford even a refinanced loan are not
approved, people that don’t need assistance are not approved, and that
speculators, house flippers, and people intentionally running up their debt
are not approved for government subsidized refinancing?

This program is specifically designed to provide responsible owner occupants
struggling to make monthly payments on principal residences with affordable and

30



52.

199

sustainable modified mortgage payments. Homes must be owner occupied
principal residences to qualify for the Home Affordable Modification Program
(HAMP), so house flippers and speculators will not qualify. Every modification
must meet detailed underwriting standards as outlined in the servicer contracts.
Income documentation for Home Affordable Refinances will match standard
underwriting requirements for all GSE loans. The program’s “pay for success”
structure only provides incentive payments for modifications that are successful
and spreads out incentive payments over a five year period — so the longer a
borrower stays in a modified mortgage, the more the servicer gets paid. In
addition, borrowers with a back-end debt-to-income (DTI) ratio greater than 55
percent must attend credit counseling in order to qualify for the Making Home
Affordable (MHA) program, as an extra protection for borrowers and servicers
that anyone approved for the MHA program will be able to afford the monthly
payments.

The modification and refinance programs cannot help every borrower. For those
borrowers unable to afford even a modified or refinanced payment, our program
includes incentives for foreclosure alternatives, including for short-sale and
deeds-in-lieu of foreclosure, to help borrowers relocate to housing they can
afford.

The MHA program also has a robust compliance and reporting structure managed
by Freddie Mac. These compliance and reporting systems have been designed
precisely to avoid problems such as the ones you have mentioned. In its role as
dedicated compliance manager for the HAMP, Freddie Mac will conduct both
offsite and onsite reviews of servicers in order to ensure that servicers are
evaluating and modifying loans in full accordance with program guidelines.
Treasury is planning to institute various substantial penalties for non-compliance;
these may include withholding or reducing payments to servicers, requiring
repayments of prior payments made to servicers with respect to impacted loans, or
requiring additional servicer oversight.

Does this proposal reward banks for modifying loans they shouldn’t have
made? Are we rewarding bad behavior?

No. The objective of the Making Home Affordable (MHA) program is to
facilitate affordable modifications that are sustainable going forward. Our plan
leaves lenders on the hook for the loans they made by requiring them to take the
first loss in performing a modification; the worse their original loan, the bigger
the loss they must take in getting the borrower down to 38 percent debt-to-income
without any government subsidy. Importantly, lenders cannot “cherry pick” the
loans they modify. Once they have signed the servicer participation agreement,
they are required to run a net present value (NPV) test on all loans that meet the
program’s eligibility criteria, and to offer a modification if the NPV test produces
a positive result. Further, the program’s incentives only begin to accrue once the
borrower has successfully completed a trial period of at least three months at the
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modified payment level. If a lender performs a modification that does not result in
a viable loan, it will not be rewarded with any government incentive payments.

Our current financial regulatory system is outdated and has served investors,
financial institutions and the taxpayer very poorly during the current
economic crisis. Last year, Treasury Secretary Paulson issued a Blueprint
for Modernizing the Financial Regulatory Structure, and the GAO and the
Congressional Oversight Panel have suggested there is a need to evaluate
system-wide risk across the financial industry. The President has asked the
Financial Services and Banking authorizing committees to consider
regulatory reform legislation.

a. What are your thoughts on regulatory reform?

On June 17, the Treasury outlined a sweeping set of regulatory reforms
to lay the foundation for a safer, more stable financial system, one that
can deliver the benefits of market-driven financial innovation even as
it guards against the dangers of market-driven excesses. Every
financial crisis over the last generation has sparked some effort at
reform, but past efforts have begun too late, often after the will to act
has subsided. We cannot let this happen again.

Financial regulatory reform is critical and we look forward to working
with this committee in the weeks and months ahead to put in place a
stronger foundation for a more stable financial system in the future.

b. Is creating a super regulatory agency to evaluate system-wide
risks necessary?

Treasury has not proposed such an agency.

We are proposing a comprehensive strategy for systemic risk
regulation. That strategy includes a Council of regulators charged
with identifying emerging risks and coordinating among regulators; a
single supervisor for all firms that could pose a threat to financial
stability if they failed; enhanced protections for consumers and
investors; and a new resolution authority for failing bank holding
companies and other nonbank financial institutions.

For financial institutions, we propose that the Federal Resetve provide
consolidated supervision and regulation of any financial firm whose
combination of size, leverage, and interconnectedness could pose a
threat to financial stability if it failed. The financial crisis has
demonstrated the crucial importance of having a consolidated
supervisor and regulator for all Tier-1 Financial Holding Companies
(FHC:s), equipped with a deep understanding of the operations of each
firm and charged with the authority and responsibility to regulate these
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firms, not just to protect their individual safety and soundness but to
protect the entire financial system.

For financial markets, our proposal would enhance the responsibilities
and authorities of a number of federal agencies to regulate the
important financial market activities that contributed to the current
financial crisis, including securitization, credit default swaps, and
other over-the-counter (OTC) derivatives. We are also creating a
Council of regulators with the broad responsibility to identify any
threats to financial stability that may emerge from the financial
markets.

How does the concept of a super regulator impact free markets
and capitalism?

We are not proposing a super regulator. In some countries, such as the
United Kingdom, there is a single, consolidated regulator for all
financial institutions — although that model did not prevent the
significant impacts of this crisis on their financial system.

How much is too much regulation? How do you determine when
the cost to companies and investors of additional regulation is too
great compared to its benefits?

Designing a system that has a proper balance between innovation and
efficiency on the one hand and stability and protection on the other is
our core challenge. In the years before this crisis, we did not get that
balance right, and that requires a substantial reform.

We think the best way to keep the system safe for innovation is to have
stronger protections against risk with stronger capital buffers, to have
greater disclosure so that investors and consumers can make more
informed financial decisions, and to have a system that is better able to
evolve as innovation advances in the structure of our financial system
changes in the future.

It is obvious that Wall Street has not been able to effectively
evaluate systemic risk. Do you think the Federal government will
be capable to effectively evaluate systemic risk in our very
complex financial system?

It is difficult, if not impossible, to pin-point systemic risk as it
emerges. Treasury has proposed a structure that will task the Financial
Services Oversight Council with looking out for emerging risks.
However, it is crucial that we establish much stronger cushions in the
system, shock absorbers in terms of capital and liquidity, with a better
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capacity to absorb losses and withstand shocks, so that we are better
positioned to deal with potential sources of risk wherever they emerge.

Currently, the funding mechanisms for financial regulators vary greatly.
For example, CFTC is funded through direct appropriations; the SEC is
funded through fees but the fees have to be appropriated to the agency
before they can be spent; the Office of the Comptroller of the Currency, the
Office of Thrift Supervision, and the FDIC are all funded through fees that
are not subject to the appropriations process. Some have speculated that
certain regulators haven’t taken actions against large financial institutions
because they didn’t want their fee collections to be negatively impacted.
Perhaps the SEC model would serve the other regulators well. The industry
being regulated is providing funds, reducing the need for discretionary
appropriations, but because the fees are appropriated, there is no direct
conflict of interest between the regulator and regulated. What are your
thoughts on funding regulators?

The funding mechanism for regulatory agencies is important. We have begun a
Treasury working group on the supervision of financial firms that will examine
how supervisory agencies should be funded and structured, keeping in mind that
the funding structure can seriously impact regulatory competition and potentially
lead to regulatory capture.

Estimates are that over 7,000 people have been murdered in Mexico as a
result of the ongoing drug war between cartels and Mexican authorities since
January 2008. Spillover violence connected to drug activity has been
documented in Georgia, Alabama, and Arizona, not to mention the amount
of cocaine, meth, and heroin which enters the United States via Mexico.

a. Can you describe what OFAC, IRS, and FinCen are doing to
combat the Mexican drug cartels and laundering of drug
proceeds?

Treasury is committed to targeting the illicit financial networks of
cartels through financial enforcement measures, providing capacity
building technical assistance to enhance Mexico’s ability to tackle
the threat, and increasing domestic as well as bilateral information
sharing capabilities in support of U.S. and Mexican law
enforcement.

o Office of Foreign Assets Control (OFAC) — Since 2000,
OFAC has sanctioned over 250 entities and individuals in
Mexico under the Foreign Narcotics KingpinDesignation Act,
thereby denying their access to the U.S. financial system,
prohibiting them from all trade and transactions with U.S.
companies and individuals, and immobilizing any assets they
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may have under U.S. jurisdiction. In addition to five
headquarters investigators, OFAC’s Attaché in Mexico City
and an investigator detailed to the Southwest Border coordinate
closely with an expanded team of investigators whose focus is
targeting the illicit financial networks of the Mexican drug
cartels.

IRS-Criminal Investigations (IRS-CI) — IRS-CI uses the tax
code, money laundering statutes, and asset seizure/forfeiture
laws to thoroughly investigate the financial operations of
targeted organizations, and to dismantle and disrupt drug-
related money laundering. A significant number of IRS-CI
investigations in the Southwest Region have links to the major
Mexican drug cartels, and IRS-CI’s narcotics dedicated
resources in field offices along the Southwest border are
substantially higher than in non-border field offices. IRS-CI
concentrates on identifying and destroying the financial
systems that support the drug trade, and on seizing the assets
and profits of major criminal organizations, through
participation in the Organized Crime Drug Enforcement Task
Force (OCDETF), in the High Intensity Drug Trafficking Area
(HIDTA) Task Forces, and through its attaché office in Mexico
City. IRS-CI also chaired the Money Chapter of the 2009
National Southwest Border Counternarcotics Strategy.

Financial Crimes Enforcement Network (FinCEN) —
FinCEN’s analysis of cross-border currency flows yields
valuable insights into trends and processes, as well as tactical
leads, for law enforcement. FinCEN has also engaged in
information sharing initiatives with U.S. banks serving Mexico
and the Southwest Border region, to gain additional insights
into U.S. banknote repatriation and emerging trends.
Furthermore, FinCEN collaborates closely with its Mexican
counterpart - the Unidad de Inteligencia Financiera (UIF) - to
improve tactical and strategic information sharing.

OFAC, IRS-CI, FinCEN, and the Treasury Office of Technical
Assistance also provide in-depth, expert training for Mexico's
criminal investigators and prosecutors.

. Are you doing enough in this area? Do you need additional
resources?

In response to the concerns raised earlier this year about the
increased level of violence in Mexico and along the Southwest
Border, including those expressed by President Obama, Treasury
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immediately took steps to ramp up its ongoing efforts to staunch
the financial underpinnings of the Mexican drug trafficking
organizations. Such steps include reassigning some portfolios and
hiring additional personnel, expanding our already strong
interagency partnerships through implementation of the National
Money Laundering Strategy and the National Southwest Border
Counternarcotics Strategy, and deepening our collaboration with
Mexican Finance Ministry and Mexican federal law enforcement
counterparts. Additional resources could be put to productive use.

56. The budget proposes a new $80 million user fee on the alcohol industry that
would be used to offset the cost of the Alcohol and Tobacco Trade and Tax
Bureau.

a. Are you working with Ways and Means or the Energy and
Commerce Committees to enact the necessary authorizing
language to implement this fee?

b. Do you expect those Committees to mark-up your proposed
legislation soon?

¢. If those Committees do not advance this proposed user fee, will the
Administration submit a budget amendment requesting the $80
million reduction be restored?

The Administration proposed the Tax and Trade Bureau user fees as part of the
appropriations bill because the intention is to use the receipts to finance the
operations of the bureau. We do not believe that separate authorizing legislation
is necessary to implement this fee proposal. If the user fee proposal is not
approved, we will work with Congress to determine the next steps.

Questions from Rep. John Culberson:

57. How will the government extricate itself from market intervention? What is
our exit strategy for government bailouts?

The Administration’s Financial Stability Plan was created to address a severe
financial crisis, and its programs are meant to be temporary.

The statutory authority to make new investments expires on December 31, 2009
with the ability to extend that authority to October 3, 2010. As a result, the
assistance we provide under this program has a finite timeline.

In each program, we have provided exit mechanisms through (a) increasing the
cost of our assistance over time (through contractually increasing the interest rate
or leaving flexibility to do so in the future), or (b) providing a fixed term or
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mandatory amortization period after some time. These mechanisms should
encourage institutions to replace our capital with private sources.

Right now, Treasury bonds are viewed as reasonably safe investments
relative to other options. And foreign investors are continuing to lend. Do
you believe investor confidence will remain strong given the country’s rising
debt levels? Has your Administration made any efforts, particularly with
foreign lenders, to ease concerns regarding our future outlook?

The new Administration is committed to fiscal discipline. The U.S. maintains the
deepest and most liquid markets in the world and will remain an excellent
destination for world investment funds.

On behalf of my constituent Don Hooper, I would like to know your plans
should we see debasement of the U.S. dollar?

A strong dollar is in our interest. Our policies are targeted to further strengthen
the American financial system and the American economy. We have moved
aggressively and we are making steady progress.

On behalf of my constituent, Tony Franjie, I would like to know if you are
planning for another Treasury capital injection program in 2010-2012 when
the next wave of foreclosures and mortgage rate resets hit, with Alt-A and
option ARM mortgage resets? We are likely to see new massive losses for
banks when these resets hit, so are you planning for TARP-like program to
address future bank losses?

The government’s Supervisory Capital Assessment Program (SCAP), the so-
called “stress test”, estimated the capital needs for major banks under an adverse
economic scenario. In particular, the SCAP estimated losses that those banks are
likely to incur through 2010, and the appropriate level of loan loss reserves at the
end of that period. Since the stress test results were announced, many major
banks have raised a substantial amount of new private capital, reducing the
likelihood that the U.S. government will need to inject additional capital.

The Treasury Department recently announced the Legacy Loans Program in
an attempt to purge toxic assets. Given that this program is believed to be the
riskiest component of the government's financial rescue plan, can you
provide details on how the government will ensure that taxpayers are
protected?

The government’s partnering with private capital to facilitate a market mechanism
for valuing troubled assets is central to the Legacy Loans Program. If the
Treasury were to act alone in directly purchasing legacy loans and other assets,
the Treasury, on behalf of the U.S. taxpayers, would risk overpaying for such
assets. Since TARP capital will be invested alongside private investor capital on
similar terms, the risk of the Treasury overpaying for the legacy assets will be
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reduced. Further, the Treasury will oversee and manage its equity contributions
to better protect taxpayer interests. Creating equity partnerships with private
investors should protect the interests of taxpayers over the long-term and help
restore liquidity and enable private market price discovery for troubled assets in
the short-term.

When large banks repay their TARP injections, will you reinvest the funds?
Do you intend to hold on to TARP investments beyond 2010? Why have you
not taken numerous banks’ offers to pay back the Treasury investment?

Repaid funds will be deposited into the general fund for the purpose of deficit
reduction, as required by the Emergency Economic Stabilization Act (EESA).
These repayments reduce the total amount of outstanding assets and free up
headroom under TARP’s $700 billion cap. This provides Treasury with additional
flexibility to stabilize the economy and build the foundation for long-term
economic growth.

To date, 32 banks have repaid Treasury’s investment, for a total of approximately
$70.1 billion, including $68.3 billion received on June 17, 2009, from ten of the
largest banks that participated in the stress test.

The statutory authority to make new investments expires on December 31, 2009,
with the ability to extend that authority to October 3, 2010. As a result, the
assistance we provide under this program has a finite timeline. With regard to
current investments, Treasury is not seeking to be a long-term shareholder.
Furthermore, these investments were designed to encourage financial institutions
to seek to repay Treasury’s investment when the market recovers, In each
program, we have provided exit mechanisms through either (a) increasing the cost
of our assistance over time (through contractually increasing the interest rate or
leaving flexibility to do so in the future) or (b) providing a fixed-term or
mandatory amortization period after some time.

The Administration’s Homeowner Affordability and Stability Plan aims to
help up to 4 to 5 million homeowners access refinancing to avoid foreclosure.
I am concerned that the overwhelming amount of paperwork to manually
process these loans will stunt the process and result in billions in processing
costs. How are lenders going to effectively handle refinancing millions of
loans in a timely manner without putting an automated process in place? Is
Treasury planning to use an electronic processing system with the capability
to verify income and to conduct the refinancing through a user-friendly
interface? How is Treasury evaluating plans to process loans totally
clectronically?

Fannie Mae has developed streamlined processing for refinancing and continues
to work on further streamlining its processes. Fannie Mae now provides two Refi
Plus options for Fannie Mae lenders to provide refinance solutions to eligible
borrowers.
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As part of the Home Affordable Refinance Program (HARP), Fannie Mae offers
two methods to underwrite a HARP loan. One method is through Desktop
Underwriter (DU Refi Plus). This automated underwriting system processes the
information supplied on the loan application, using a risk-assessment model to
produce an underwriting decision. With DU Refi Plus, any lender can originate a
refinance of an existing Fannie Mae loan. A second method, Refi Plus, is a
manual process limited to the servicer/lender of the original loan.

I am concerned by the sharp decline in availability in warehouse lending
credit facilities for home mortgage lenders. 85-90% of the warehouse
lending capacity has left the market over the past two years, What will be
the impact in the housing market if we stimulate demand for mortgages
without ensuring adequate funding capacity at the closing tables across the
country? Does the Treasury have any plans to provide assistance to this
market segment or plans to ask that the GSEs provide assistance? Can we
count on the Treasury Department to work with existing warehouse lenders,
the federal banking agencies, and the Federal Housing Finance Agency to
ensure that the warehouse lending gap does not cut short the housing
recovery? ’

We appreciate the important role that warehouse lenders play as the key conduit
in providing financing to GSE and FHA originators during the period prior to
funding via the agencies. Lack of sufficient warehouse capacity has the potential
to drive mortgage rates higher and limit competition and choice to the borrower.

In June, Treasury hosted a meeting to brainstorm possible public sector and
private sector solutions with representatives from FHFA, the GSEs, federal
banking regulators, industry trade groups, warehouse lenders, and non-depository
mortgage originators. We will continue to work with government and private
sector partners to explore possible options for increasing warehouse lending

capacity.

How are Treasury’s actions promoting economic growth and what
assurances do we have that our actions will not limit economic growth and
further erode future generations’ fiscal position?

To reverse the current economic crisis, the Administration has developed
programs to keep credit flowing and support jobs and income. The American
Recovery and Reinvestment Act of 2009 stimulates the economy and builds the
foundation for long-term economic growth with investments in health care,
education, infrastructure and energy. As the President has said, the new
Administration is committed to a long-term fiscal sustainability.

Considering the hundreds of billions of dollars poured into the banking

system since October, how have the Treasury’s actions helped expand
consumer lending?
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The Administration’s financial policies have supported consumer’s access to
credit in 2 number of important ways. First, continued support for the GSE’s and
the mortgage market more generally has helped to increase originations of
residential mortgages in spite of the ongoing problems in the housing and
financial sectors. In the first quarter, originations of residential mortgages were
up almost 60 percent, compared to the fourth quarter of last year. Second, the
Administration’s commitment to the Term Asset-backed-securities Loan Facility
(TALF) has supported a recovery in the issuance of new securities backed by
consumer loans. In recent years asset-backed securities have taken up between
one quarter and one third of the increase in consumer credit. In the fall this market
was virtually shut down. However, the pace of new issuance of asset-backed
securities (ABS), much of it support by the TALF program, has picked up steadily
this year and in the most recent month issuance of consumer ABS was almost
back to pre-crisis levels.

You have been selecting which companies in American industry and finance
will get taxpayer money. What criteria do you use to choose winner and
losers?

Treasury is not picking “winners and losers.” All programs are designed to
stabilize the financial sector and restore the flow of credit to consumers and
businesses. All program guidelines and criteria are available on Treasury’s
website, as are all investment agreements. This includes guidelines for the
Capital Purchase Program (CPP), the Auto Industry Financing Program (AIFP),
the Targeted Investment Program (TIP), the Term Asset Backed Lending Facility
(TALF) and the Public-Private Investment program (PPIP),

I am concerned that in restructuring General Motors, the Administration is
considering favoring the rights and claims of the UAW, over the rights and
claims of GM’s bondholders. Choosing to favor one set of debt holders’
claims over the other equal class of creditors sets a dangerous precedent.
Will the Administration treat equal classes of debt-holders fairly and equally
during restructuring negotiations?

It is ordinary course in a Chapter 11 process for some unsecured creditors to

receive a greater recovery than others, based on how vital they are to the ongoing
commercial viability of the enterprise.
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