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THE STATE OF THE INTERNATIONAL
FINANCIAL SYSTEM

Wednesday, May 17, 2006

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The committee met, pursuant to notice, at 10:09 a.m., in room
2128, Rayburn House Office Building, Hon. Michael G. Oxley
[chairman of the committee] presiding.

Present: Representatives Oxley, Leach, Bachus, Castle, Royce,
Ney, Kelly, Paul, Gillmor, Miller of California, Kennedy,
Hensarling, Garrett, Pearce, Neugebauer, McHenry, Campbell,
Frank, Waters, Maloney, Watt, Carson, Sherman, Lee, Moore of
Kansas, Capuano, Hinojosa, Crowley, Clay, McCarthy, Baca,
Lynch, Scott, Davis of Alabama, and Green.

The CHAIRMAN. The committee will come to order. Pursuant to
rule 3(f)2 of the Rules of the Committee on Financial Services for
the 109th Congress, the Chair announces that he will limit recogni-
tion for opening statements to the Chair and ranking minority
member of the Full Committee and the chair and ranking minority
member of the Subcommittee on Domestic and International Mone-
tary Policy, Trade, and Technology or their respective designees to
a period not to exceed 16 minutes, evenly divided between the ma-
jority and the minority. The prepared statements of all members
will be included in the record.

The Chair recognizes himself for an opening statement. Today
the Financial Services Committee meets to hear the annual report
of the Secretary of the Treasury on reform of the International
Monetary Fund and the state of the international financial system.
This hearing is mandated by the Fiscal Year 1999 Foreign Oper-
ations Appropriations Bill which sought to ensure that the IMF
would effectively use the funds appropriated to it on behalf of the
United States. Congress included that requirement at the request
of Representative Mike Castle, the senior member of this com-
mittee.

I look forward to your testimony, Secretary Snow. I am pleased
to see you here today back before the committee and I thank you
for serving our country so well.

Certainly our strong and growing economy is in part a testament
to the steady hand that you have had at the Treasury Department.

The traditional focus of the Secretary’s testimony at this hearing
is on reform of the international financial institutions. This has
been a longstanding priority for the Bush Administration and the
President’s Fiscal Year 2007 budget request for Treasury inter-
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national programs reflects a continued commitment to these re-
forms. Despite foreign policy challenges abroad, the President has
maintained that he will remain committed to ensuring the multi-
lateral development banks work toward relieving the burden of
unsustainable debt for countries with sound pro-growth economic
policies.

I have always believed that free trade and growth through ex-
ports are the fundamental building blocks for economic prosperity
and democracy both here and abroad.

The Treasury Department supported the establishment of pro-
grams aimed at creating market-based economies that are open to
trade. I am encouraged by the work of the World Bank president
in eliminating corruption and promoting a level playing field to
international lending institutions.

Level playing fields are vital to fair and free trade. With that in
mind, I am particularly looking forward to Secretary Snow’s com-
ments on last week’s report to Congress on international economic
and exchange rate policies. After years of ignoring free market
principles, the Chinese have evidently begun to relax the hold over
their currency. In the past, this currency control has created unfair
advantages for Chinese exporters, all too often at the expense of
American business.

Since the middle of last year, however, China has instituted a 2.1
percent reevaluation of their currency against the dollar, and has
introduced various regulatory measures to free up capital flows
across its borders. The Treasury report noted that China needs to
move quickly to introduce exchange rate flexibility at a far faster
pace, a subject which is of great interest to this committee in light
of continued engagement with China and maximization of this im-
portant trading relationship.

Though China is the country so often cited as driving the global
economy, we must not lose sight of America’s trade relationship
with Europe, Japan, and our neighbors to the north and south.

U.S. corporations continue to make strides in productivity and a
rising global economy has created myriad opportunities for U.S.
multinational corporations and for investors looking for growth op-
portunities in foreign markets. Particularly in Latin America,
remittences have generated real economic growth in emerging mar-
kets. Transactions such as these between established and emerging
economies foster growth in both, and merit ongoing considerations.
We look to reform the international financial system.

On another topic, this year our colleague Deborah Pryce, Chair-
woman of the Subcommittee on Domestic and International Mone-
tary Policy, Trade, and Technology, led the way in reauthorizing
the Multilateral Investment Fund at the Inter-American Develop-
ment Bank. This is a good time for Treasury to take all possible
steps to start similar programs at the other development banks.

The MIF is an outgrowth of the Enterprise for the Americas ini-
tiated by the first President Bush. While this is obviously now a
multilateral effort, the MIF is in many ways a perfect exporter of
U.S. values, a forum where a good idea, hard work, and fair access
to credit can provide a healthy way for any number of people.

The MIF is an incredible success story. Combining modest grants
for small- and medium-sized businesses, this program has encour-
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aged private sector development and leveraged the power of remit-
tances through Central and South America. The result has been
the growth of small businesses here and abroad. As we all know,
small businesses are the engine of job growth.

We are all committed to the big projects spearheaded by develop-
ment banks; water and sewer system construction, infrastructure
development, and the building of hospitals. Given the “bang for the
buck” we get out of the MIF at $25 million a year, however, we
should seek to clone that program at the other development banks
and try to do the same thing bilaterally through the Millenium
Challenge Corporation and other international financial institu-
tions. We must be on the lookout for programs such as this that
exhibit the best practice of government here and abroad.

Secretary Snow, I commend your continued oversight over the re-
form of the international financial system and your ongoing com-
mitment to opening markets for our financial services firms abroad.
Welcome back again to the Financial Services Committee, and I
now yield to the gentleman from Massachusetts for an opening
statement.

Mr. FRANK. Thank you, Mr. Chairman.

Mr. Secretary, I appreciate the courteous way you have con-
ducted your office, and you have always been very careful to try
and stay in touch with us.

First, let me say, I want to agree with some of what the chair-
man just said. I do that with some trepidation because sometimes
when I agree with the chairman, I get him in trouble in other quar-
ters, so let me say, there remain vast areas of disagreement be-
tween the chairman and myself. And he sometimes gets it right,
and I do have to acknowledge that.

This committee, and it actually goes back to the chairmanship of
the gentleman from Iowa, has a record that I think hasn’t been
fully noted of cooperation on international economic matters and
particularly with regard to the international financial institutions.

I believe that there has been significant improvement in the
World Bank and the IMF and some of the other development
banks. If you go back a few years, there was great controversy, the
50 years campaign. There was a major effort to curtail, wipe these
institutions out, and many of us agreed that there were some se-
vere failings in the way in which they had operated, but we didn’t
think termination was the proper approach.

Things like debt relief and pushing for transparency and mak-
ing—setting up a review panel, there is a history of this committee
in a bipartisan way; because we have done it in a bipartisan way,
there hasn’t been a lot of controversy, people haven’t noticed it. But
it goes back to the chairmanship of the gentleman from Iowa who
has been a leader in the international financial area, been fully
continued by the gentleman from Ohio. The chairs of the sub-
committee and the ranking members of the subcommittee have co-
operated; we have the gentleman from New York here.

Obviously, there is a lot left to be done, but I think we are now
focused on specific ways to improve the functioning of the inter-
national financial institutions as opposed to the great controversies
when we had these reports and efforts to abolish them. This com-
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mittee has played a major role in defusing the controversy not by
suppressing dissent but by helping to work for improvements.

We do have a ways to go and the issue that concerns me tran-
scends what these international financial institutions can do, al-
though they had, particularly IMF, been part of the problem.

I am a capitalist. I think it is very clear that a free market sys-
tem is the way to produce wealth. I also believe, however, that
there are those who mistakenly think that once you have a func-
tioning capitalist system, there is no reason for public sector poli-
cies that deal with some quality of life issues and some equity
issues.

I think the consequence is that we now have in much of this
world an attack on free market principles based on inequitable re-
sults that in my judgment goes much too far, but I don’t think we
counteract it simply by saying, but you are wrong. I think we have
got to do a better job of forging a new synthesis.

The old so-called Washington consensus would seem to me exces-
sively to focus on the free market and assume that, in a particu-
larly stupid metaphor, the rising tide would rift all boats, because
if you don’t have a boat and you were standing on tiptoe in the
water, the rising tide is not good news. That, unfortunately, has
turned some people against the whole notion of capitalism.

We see it now in Latin America—it is a rare election in which
the presidential candidate, most antithetical to the free market sys-
tem, doesn’t start out way ahead. We see a distrust of this else-
where. We see in my judgment, here in our own country, an exces-
sive skepticism towards international cooperation in a number of
areas.

Now I think there needs to be some tempering. I haven’t voted
for any of the trade bills because I think they need to be done bet-
ter. Many have gone too far. We, I believe, have made progress in
abandoning this Washington consensus which was really more in
my judgment religion than economics. It was a fundamentalist be-
lief in the free market to the exclusion of elsewhere.

Instead, however, we have not forged the new consensus, and I
think it is important for us to be actively working, and I believe
under Mr. Wolfowitz, the bank began to try to deal with this. With
Mr. Wolfowitz, with whom I agree far more today than I did in his
former life, and vice versa, I should point out fairly, I think we are
on the road to that, but we haven’t done it well enough.

I think it is in the interest of those who understand the value
of capitalism to do a much better and more active job in addressing
the equity issues. It is clear that much of the world has said that
if all you are going to give us is the free market and let us then
live with the distributional consequences, you can take your free
market and peddle it elsewhere.

And so I think we, as the United States and the international fi-
nancial institutions, have to continue the movement. We have
moved away from an excessive and rigid insistence on the free mar-
ket only, but we haven’t moved far enough in the other direction,
and if we continue this, if we continue to neglect—and I think,
frankly—and I will take 30 more seconds—I think people who are
strong supporters of the free market system underestimate its
power, overestimate its fragility. I think it has a greater capacity
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to provide equity, a greater capacity to take care of people who will
not do well on their own in a free market system than people
think. I do not think the capitalist system is going to be jeopard-
ized by a greater concern for equity. And until and unless we begin
to do this in a better way, we are going to see what I think is a
continuation of an unfortunate trend away from what is the best
system for people.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from Ohio, Mr. Ney.

Mr. NEY. Thank you, Mr. Chairman.

Welcome, Secretary Snow. I just want to focus in my opening
statement on the economy. In an area I represent in the State of
Ohio and across the country, we are trying to recover, but too many
factory jobs have been lost, doors have been closed, and jobs have
been sent overseas. And even though we are trying, we have a con-
tinued unfair trade practice because of Communist China. And
they continue to be a major impediment to our growth and our jobs
in our Nation, I believe. For this reason, I have been an outspoken
opponent against a range of unfair trade practices by Communist
China.

The continued rise in the U.S.-China trade imbalance and com-
plaints from U.S. manufacturing firms and workers of the competi-
tive challenges posed by Chinese imports have led several members
including myself to call for a more aggressive U.S. stance against
Chinese trade policies that are absolutely unfair to American work-
ers.

I think we are turning a blind eye to this. Among these is Chi-
na’s refusal to adopt a floating currency change rate system. While
the Treasury Department did not go so far as to brand China a ma-
nipulator of its currency, I am very concerned they have made far
too little progress in making the exchange rate more flexible.

Last July, China ended a decade-old peg to the dollar saying it
would manage its currency against a basket of currencies, yet the
Chinese currency has appreciated just 1.3 percent since then. So I
think it is clear that the Communist regime has failed to fully im-
plement its commitments to make its new exchange rate more
flexible and refuses to increase the role of market forces that deter-
mine its current value. This has led to a significantly under-valued
Chinese currency vis-a-vis the U.S. dollar.

And as far as the free trade agreements, in 1994, we were $30
billion in the hole, and now we are $202 billion in the hole. So I
think that says what free trade has done for American workers.
And because we might have a free trade agreement, which I don’t
believe in permanent status for China, with this currency situation
we are not going to win on jobs. As a result, U.S. production and
employment have been hurt in several key U.S. manufacturing sec-
tors that are forced to compete domestically and internationally
against artificially low-cost goods from China.

In Ohio, for example, this devalued currency is allowing Chinese
metal producers to undercut business from American mills. There
is no level playing field for American workers whatsoever. The Chi-
nese government’s actions towards its currency value are just an-
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other example of its complete unwillingness to compete fairly in the
global marketplace.

I will just sum it up by saying that Congressional concerns about
our economic relationship with China will only intensify in the
coming years unless the Communist party leadership takes con-
crete steps to moderate its export-led growth strategy, including
implementing a market-based exchange rate. Without a proper re-
sponse, American manufacturing jobs will continue to be in jeop-
ardy, and I think we have to push for tougher action.

Thank you, Mr. Chairman.

The CHAIRMAN. The gentleman’s time has expired.

The gentlelady from New York, Mrs. Maloney.

Mrs. MALONEY. Thank you, Mr. Chairman, and welcome Sec-
retary Snow to this hearing on the state of the international finan-
cial system. We have a great deal to talk about because, frankly,
I am worried about the state of the international financial system
and the contribution of our own policies to that troubling situation.

You are part of a record setting Administration, but they are the
wrong records. We have seen the Federal budget deficit set a
record in dollar terms on this President’s watch. We have seen the
national debt rise to a record level, over $8 trillion, and this Ad-
ministration has raised the debt ceiling four times. The budget be-
fore us today includes yet another provision to raise the debt ceil-
ing for the fifth time. And in my district, there is a clock that notes
that each American owes $28,000 because of this debt. And most
disturbing of all, we have seen our indebtedness to the rest of the
world rise to yet again another record level.

In 2005, the U.S. current account trade deficit, our trade deficit
was $805 billion, an amount equal to 6.4 percent of the GDP. That
is how much Americans, including the Federal Government, had to
borrow from the rest of the world just last year to cover the dif-
ference between our current income and our current spending. We
have become the world’s largest international debtor. The Federal
Government is a big part of that problem. Since President Bush
took office, foreign holding of U.S. Treasury securities have more
than doubled, rising from %1 trillion in January of 2001 to $2.1 tril-
lion in March 2006, the most recent month for which we have data.

The entire increase in the public debt over that period was not
much larger than the $1.1 trillion increase in debt held by for-
eigners. Think about that. Almost all of the increase in publicly-
held debt since President Bush took office is account for by pur-
chases of U.S. Treasury securities by foreigners, including foreign
governments and not by Americans.

It is one thing when we owe the debt to ourselves; it is quite an-
other when we owe it to the rest of the world. Repaying that debt
with interest will erode the standard of living of our children and
our grandchildren. Foreign holdings of U.S. Treasury securities
have increased by 106 percent since January of 2000. Japan is the
Treasury’s largest creditor, with holdings of $640 billion, an in-
crease of 105 percent since 2001. China is in second place and has
increased its holdings of Treasury securities by 423 percent. Much
of that increase has resulted from purchases by China’s central
bank to keep its own currency from appreciating.
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Mr. Secretary, you may not be willing to say that China is ma-
nipulating its currency, but you surely cannot be happy with Chi-
na’s role in creating the large payments, and the large trade imbal-
ances that threaten the stability of the international financial sys-
tem.

I hope you would be equally unhappy with our own role in cre-
ating those imbalances. Running large Federal deficits that drain
our national savings and financing and an increasing portion of our
national investment through foreign borrowing rather than our
own national savings are the wrong direction and the wrong way
to run fiscal policy. Creating conditions in which we are a large
international debtor is bad for the international financial system,
and it is also bad for our own future standards of living.

Mr. Secretary, I look forward to your testimony and to exploring
with you the steps we can take to create an international financial
system in which the United States and its trading partners in both
the developed and developing world can prosper. I look forward to
your testimony.

The CHAIRMAN. The gentlelady’s time has expired.

We now turn to the distinguished Treasury Secretary.

Secretary Snow, it is good to have you back again, and we appre-
ciate your participation in this important hearing on international
issues, and the floor is yours.

STATEMENT OF THE HONORABLE JOHN W. SNOW,
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Secretary SNOW. Thank you very much, Mr. Chairman.

I am delighted to be back here for this annual opportunity to
meet with you on the state of the global economy, and I always
look forward to this opportunity to respond to your questions and
continue this important dialogue on what is clearly a critically im-
portant subject.

Overall, the state of the global economy is good. We have wit-
nessed the best GDP growth that the globe has seen in decades;
sustained growth, not inflationary growth, and it is touching all
parts of the globe, including Sub-Saharan Africa, which has seen
growth rates approaching 5 percent, which is important to lift peo-
ple out of poverty in that part of the world. Clearly, India and
China are growing at very fast rates, 7, 8, 9 percent and becoming
larger and larger players in the global economy.

It is important that the institutions of the global economy better
embrace the changing nature of the players and the flows that
make up the global economy. One of the reforms that we are push-
ing, Mr. Chairman, at the IMF is better representation on the
board at the IMF and through the quotas of the IMF of the
changed nature of the participation in the global economy.

As for the U.S. economy, it continues to do well. It has done quite
well for the last 3 years and is on a good course for sustained
growth here. As you know, for the last 3 years, we have had growth
rates at about just under 4 percent, which is well above the long-
term sustainable trend line. As a result, we have drawn many new
resources into the economy. Plant utilization has risen. Employ-
ment has risen. Aggregate hours worked have risen. We now have
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5.2 million additional workers. We are beginning to see wages ris-
ing, which is what you would expect at this stage of a cycle.

Business investment has strengthened significantly. Equity mar-
kets have picked up. And while there has been some increase in
headline inflation, core inflation remains well contained. And we
have done this, Mr. Chairman, in the face of some serious, serious
developments like $75 oil in Katrina and Rita, which clearly take
a toll on our economy.

So, overall, I think the American economy, the global economy
are on a good path, but we need to continue to focus on the things
that you and I have talked about so often, the U.S. deficit, which
I think will come down nicely over the course of the next few years
with good spending control and with the very, very important surge
in revenues we are seeing.

You may have seen, CBO is now indicating that the deficit will
be much lower this year than had originally been forecasted. We
will do our mid-session review soon. Given the surge in revenues,
April was the second highest month we have ever seen. We are
running well above estimates and well above last year.

It is pretty clear that the deficit is on a good path come down.
We will meet the President’s target, I think exceed it, and do so
ahead of time.

The fundamental problem the global economy continues to face
is slow growth rates in large parts of the world and Europe, Japan
particularly, that are under performing. Their growth rates are
well short of their potential. That is having real effects, material
effects that show up in things like the global current account, our
current account deficit in the global flows.

So we need to work on our savings rates in the United States.
We need to deal with our deficit. Those industrialized parts of the
world that are growing short of their potential need to take steps
to grow faster, create more investment opportunities, absorb more
of the world savings, and then the third part of this equation is
that in those parts of the world where the adjustment process is
frustrated by lack of currency flexibility, we ought to continue to
encourage more currency flexibility.

Congressman Frank, I agree with what you said, I think this
committee has played a very important role in focusing attention
on the global economy and on the institutions of the global econ-
omy, the multilateral development banks, the IMF, the World
Bank, and has encouraged a set of reforms that clearly have those
institutions performing better now and on a path to perform even
better in the future.

With that, Mr. Chairman, I thank you very much for your com-
ments.

[The prepared statement of Secretary Snow can be found on page
47 of the appendix.]

The CHAIRMAN. Thank you, Secretary Snow, and we, again, ap-
preciate your appearing here. I just recently returned from a trip
with the Speaker in which we visited India and Vietnam, and I
think neither the Speaker nor anybody on the delegation had been
to either of these countries, and it was a fascinating opportunity
to see some parts of the world we had not seen and to visit with
leaders both in India and Vietnam, and you specifically had men-
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tioned India is one of the largest, fastest-growing countries. In fact,
the Speaker was clear that we represented the oldest democracy in
the world, and they represent the largest democracy. Soon they are
going to be the largest country in the world, and the issues that
we dealt with including of course the peaceful use of nuclear en-
ergy was critically important and particularly India’s desire to have
closer relationships with the United States.

Then when we went to Vietnam, I don’t think anybody knew
really what to expect. I certainly didn’t, and the fascinating part
about that trip, and I appreciate your comments on this, we had
a meeting with the prime minister there, and this is still a one-
party country; they were getting ready for the party conference.
And all of the banners were out there and the hammer and sickle
and the like. It is still a Communist country. But I was struck by
the fact that the prime minister acknowledged to our delegation
that after the war, Vietnam adopted an Eastern European style
economy with all of the obvious implications. He said that was a
disaster. It was a failure.

And since that time, about 10 years later, they adopted a mar-
ket-based economy that has led to significant growth rates, sta-
bility, and their major plea to us was to give them permanent nor-
mal trade relations as we did with China, for example, because
they desperately want to join the WTO and become part of the
world community.

I took that as an incredible step forward, given the history that
we have with Vietnam, that a country which is still controlled by
one party, the Communist party, has adopted a market-based econ-
omy and wants to be part of the World Trade Organization, and
the acknowledgment that there was a failure of the past and an
embracing really of American principles of their economy. I just
wonder if you care to comment on that.

Secretary SNOW. Yes, Mr. Chairman. Thank you very much. I,
too, have traveled to that part of the world. I recently came back
from India, where I had a series of meetings with leaders, as you
did, including the prime minister. In India, there is real progress
being made, but I think more progress could be made there, and
in Vietnam, with further openings.

One of the issues that India suffers from is lower rates of devel-
opment of their financial institutions than otherwise would be
available if they raised caps on insurance and on banking in terms
of foreign direct investment and ownership. The same is true of re-
tailing. I am sure that came up when you were there, the restric-
tions on putting in place investment in retailing to create a more
modern retailing structure.

I think the government is committed to moving in those direc-
tions. I think they know that is the right path, but there are inter-
nal political issues that affect the pace of the path they are on. But
the path they are on is a good one, and the current prime minister
was the finance minister in 1990 or 1991 when this reform move-
ment began when they said we are going to open up, we are going
to go to more open trade, we are going to go to more open markets,
we are going to move in the direction of a more market-based econ-
omy.
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The economy is showing the benefits of that, I think. I think the
case is pretty clear that when countries adopt good policies, mar-
ket-based policies, they get better results. One of the problems I
think we see in the global economy is that market economies don’t
work unless there is clearly an environment of anti-corruption.
That is where the World Bank and IMF are playing an important
role now. Unless there is respect for law and property rights, mar-
ket economies can’t work. These are the institutional frameworks
within which market economies function, and they only function
well if that investment is in place.

To that extent, I would agree with other Members of Congress
who have spoken to that, and other members of the committee who
have spoken to that. So we are encouraging a market approach. We
are also encouraging the environment in which markets can work,
including, as you said, micro finance, which has a much, much
larger role to play in creating opportunities for small- and medium-
sized enterprises.

The CHAIRMAN. Thank you. My time has expired.

The gentleman from Massachusetts.

Mr. FRANK. Mr. Secretary, I agree with much of your statement,
but I confess to some trouble with your citation of the rise in hour-
Ly Wages. What is the CPI increase over the past 12 months; do you

NOwW?

Secretary SNOW. It came out recently, as you know.

Mr. FRANK. 12 months.

Secretary SNow. 5, 5.1.

Mr. FRANK. You have got 3.8, and I believe that is nominal. That
is not adjusted for inflation. My understanding is, even in the past
12 months, which are your best 12 months, hourly wages have
barely kept up with inflation, and I think frankly you are cherry
picking to take 12 months.

But you would acknowledge that 3.8 percent increase in wages
is nominal, not adjusted for inflation, correct?

Secretary SNOW. I have to go back and check these numbers.

Mr. FRANK. That is not a tricky question. Is 3.8 nominal or real?
Adjusted for inflation or not?

Secretary SNOW. For the 12 months, it is nominal. For the first
quarter, that is the real number.

Mr. FRANK. For 12 months is what you have in your statement.
So, frankly, I think it is misleading to talk about 3.8 over 12
months when that doesn’t take into account inflation, which was
very close to that. Also, I ask you to submit what has it been over
24 months, 36, 48, because real wages have dropped; correct, com-
pared to inflation and the nominal increase?

Secretary SNOwW. Wages have not, as you would expect, caught up
with where they will be.

Mr. FRANK. As you expected; my expectations are a little lower.

Secretary SNOW. It is just that we have gone through a recession.

Mr. FRANK. You are comparing it to previous ones. I think it is
a mistake to talk about only the past 12 months and in nominal
terms.

Let me ask you then, secondly, we have an enormous balance of
payment deficits, and you talk about your hopes to get the budget
deficit down. What is the long-term 10-year prospect. Ten years
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from now, are we going to continue to have this kind of trade def-
icit or is our debt that we owe the rest of the world going to grow,
is there an exit strategy or a downward tide path. How do you see
this going forward?

Secretary SNOW. I think we are putting in place, the finance min-
isters, central bank governors, leaders of the institutions of the
global economy are putting in place a pretty good adjustment
framework which, over time—over time will see the imbalances—

Mr. FRANK. What is your projection for the United States 5 years
from now, trade deficit? Are we going to owe the rest of the world
more?

Secretary SNOw. If we continue to do the things that I talked
about and the rest of the world does the things that I talked about,
higher growth rates, flexible exchange rates, I can’t give you a
number, but we are going to see that trend line reversing and
begin to come down.

Mr. FRANK. Begin to come down; 5 years from now, will it be
down noticeably?

Secretary SNOW. I don’t have a good prediction on that. I do
think we will see an orderly and effective adjustment process that
will put us on a course to reduce the imbalances. I am confident
of that. But it does take these other things to happen.

Mr. FRANK. Yes. The poet laureate Rudyard Kipling; “If” being
the poem.

Mr. Secretary, I am going to ask a question I would rather not
have to ask, to be honest, and it is not a pleasant thing to ask and
I respect you and I appreciate how you have dealt with this. I don’t
mean to impute any fault to you, but we are talking about serious
national and international policy, and I think we have to confront
this.

I am troubled by the constant report that your status is uncer-
tain, that the Administration has failed to give you the kind of con-
fidence it has given other people. There has clearly been a contrast
between the President’s conversations about your tenure and that
of Secretary Rumsfeld.

You are a lead person in negotiating a lot of these things. You
just in your answer correctly pointed out progress in this area de-
pends on negotiations with other central bankers and other finance
ministers with the World Bank, with the IMF. I mean, credibility
is, I perceive, very important here.

I assume that you don’t think your ability has been undercut, but
why do we have this? It just seems to me unfortunate, and of the
major Cabinet officers, you are the only one about whom we read
this. Have you addressed this with the Administration? I apologize
for addressing the elephant in the room. I wish this elephant
wasn’t in the room. I wish other elephants weren’t in the room.
Maybe we will change that. But that is a separate issue.

I do think we have to address this. You are a very important
man holding a very important job in this country. You have a
major agenda that requires a lot of negotiations and acceptance of
your word, and it is troubling to have your position undercut as it
has certainly been in the media, and it does not seem to me the
Administration at the highest levels has done what they should to
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give you the kind of strength that you ought to have to carry us
forward.

Secretary SNow. Well, thank you, Mr. Frank, and I never com-
ment on rumors, of course. There is no serious purpose to be served
by commenting on rumors and speculation. A great leader of the
Labour Party, Aneurin Bevan, once observed in response to rumors
and speculation that he was an avid—had an avid interest in fic-
tion, and as a result, he read the daily newspapers.

I think we have seen a lot of fiction here, and it doesn’t do any
good for me to comment on rumors and speculation. But let me say,
I do appreciate that word of support from you, and the rumors and
speculation have not undermined my ability to be effective.

We just had a very good IMF World Bank meeting, G-7 meeting,
where the objectives of the United States, I think, were well ad-
vanced. The movement of the IMF into surveillance is something
that was really our agenda item. The HIPC debt deal was one, as
you know, we pushed awful hard. I think the anti-corruption agen-
da at the World Bank is grown right out of the U.S. book.

I appreciate your comments and the sentiments behind them but
I do think that we continue to be able to work effectively in the
institutions of the global economy.

Mr. FRANK. I just hope that your position isn’t further undercut
as it has been by the fact that you are clearly the most conserv-
ative Secretary of the Treasury ever, quoting Aneurin Bevan, the
most left wing of British Labour leaders.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from Iowa, Mr. Leach.

Mr. LEACH. Thank you, and welcome, Mr. Secretary.

It seems that in all countries, literally all people seem to have
a growing angst about globalization, and everyone seems to think
that the system is stacked against them, and yet literally the im-
pact of your testimony this morning is that reality rather than fic-
tion as you just referenced is world GNP is growing, and U.S. GNP
is leading the industrial world, and that is very impressive.

And yet when you look at movements in countries, it appears
that irrationality is growing. Lots of Latin countries want to move
away from free markets. There is Latin leadership now against
joining American free trade arrangements.

In this country, it appears to many that this Administration is
a little too unilateral in political policy, but it appears that the al-
ternative political party is a little more unilateral in economic pol-
icy, and by that I mean leans a little bit more towards protec-
tionism than the Republicans.

Since your field is economics, I would like you to comment on
what the alternatives policy-wise are to your policies in this sense;
basically speaking, the anchor of your Department of the Treasury
is free markets and restrained spending and restrained taxes.
Whether we disagree or agree with all the elements of it, that is
basically the marker.

If one were to run it on an alternative policy, it would seem to
be one of greater protectionism and maybe less restraint in spend-
ing and taxes. If that were the case, what are your projections on
whether that would be good for the economy or bad for the econ-
omy, and what would that do to our position in the world?
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Secretary SNOW. Congressman Leach, the policies that we are
following, I genuinely believe, are the right policies to advance not
only the United States, but global prosperity, and lift people out of
poverty around the globe. I am concerned that we are not making
more progress on Doha because the Doha round offered more prom-
ise for people in the developing world than any other single thing
on the economic policy agenda of the world today. Something like
two-thirds, three-quarters of the benefits of that will go to devel-
oping countries. I think the record is just unmistakable here that
embracing trade is beneficial to the poorest countries of the world.

In terms of taxes, I think the low tax rates that the President
has advanced make sense. They remove distortions from the code.
They encourage work and effort and risk-taking, and they encour-
age investment. You always get less of everything you tax, so if you
tax those things less, you get more of them.

But they can only be sustained, and I have tried to be clear on
this, you can only sustain a low-tax environment if you are sus-
taining a discipline on spending because ultimately the consensus
breaks down on low tax rates if you have large deficits. So we as
advocates of this set of policies have to be equally forceful on
spending restraint as we are on low taxes or else we won’t be able
to sustain low taxes.

Now I think the other side of that, higher taxes is not as well
calculated to give us high long-term growth rates, which is what
we want. You get high long-term growth rates when you encourage
savings and investment. Today’s savings and investment creates to-
morrow’s higher GDP, tomorrow’s higher real standard of living.
Lower tax rates encourage that, but we won’t get the benefits of
those encouraging more savings and investing today for higher
growth in the future if we are ransoming the future by having to
borrow to fund large deficits. That will just drive up interest rates
and defeat the whole beneficial cycle that I just described.

So I think if you want low tax rates as I do, we have to also
press hard for spending constraints.

The CHAIRMAN. The gentleman’s time has expired.

The gentlelady from California, Ms. Waters.

Ms. WATERS. Thank you very much, Mr. Chairman, for this
meeting, and I would like to thank Secretary Snow for being here
today, and for his cooperation. Whenever I have had the oppor-
tunity or the need to seek information from him, he has always
been very responsive, and I am very thankful for that.

I have a lot of questions that I would like to ask you, but I would
like to focus on Haiti, Liberia, and Sudan. As you know, Haiti was
not included in the multilateral debt relief initiative. I understand
that the World Bank and IMF have recently agreed to include
Haiti in the heavily indebted poor countries initiative. However,
they may not receive complete debt cancellation from IMF and the
World Bank under the MDRI until 2009.

Now, Mr. Preval, the newly-elected president, has been invited to
the White House. The Secretary of State and the President have
all signaled their desire to be of assistance to Haiti. They were re-
sponsible for removing the past democratically elected president
from Haiti.
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Now what are you doing, and what should we be doing to make
sure that Haiti can be successful? They can’t wait until 2009. What
is going on?

In addition to that, Liberia is in a very similar situation. We had
a great ceremony here for President Johnson. She was invited to
the White House. We have talked about how wonderful it is that
she is now the President of Liberia. We had a codel that is there,
and they are in very difficult straits there, and there is no way that
i@h? can be successful without having access to the HIPC debt re-
ief.

There is a sunset clause, as I understand it, that is currently
scheduled to become effective as of the end of 2006, and that five
of the countries—well, Liberia is included, and those countries who
may not be able to apply for the debt relief.

And then, of course, I see that Sudan is one of those countries,
but I am not pushing for any help for Sudan. I want to know if
you are involved in support for any sanctions for Sudan for the
genocide.

Those are the three areas; Haiti, Liberia, and Sudan. What do
you know, and what are you doing?

Secretary SNOW. Thank you very much, Congresswoman Waters.
You and I have had good discussions on these subjects in the past,
and we worked cooperatively to advance some important initia-
tives.

On Haiti, as you know, the United States is the largest bilateral
donor to the country, and we—I think it was $194 million last year,
and we are requesting a like sum for this year in the 2007 budget.
Our aid there, we know it is critical; it is used for humanitarian
needs and strengthening the government and improving security
and fostering broadbased economic recovery.

On the question of the international institutions, the World
Bank, IDB, and IMF all have initiatives underway where we are
working with them. The World Bank has a 2-year strategy to make
available something on the order of $140 million, including the
same sort of things that we have talked about, transportation, elec-
tricity generation, community development, and education.

At the IDB, they are actually very heavily engaged in Haiti,
with, I think, it is 9 or 10 projects totaling $350 to $400 million,
covering again the same subjects; economic recovery, basic services,
agriculture, roads, and those things.

Finally, the IMF has extended this emergency post-conflict as-
sistance program to Haiti in consultation with us. We did that last
year. That was $25, $30 million, some number like that.

Ms. WATERS. Mr. Secretary, I don’t want to interrupt you but let
me stop you because I think that you are struggling a bit there,
and I think the reason is because there is not a lot happening in
Haiti at this point. We know that there were some attempts to do
some humanitarian assistance. No money has gone to this new gov-
ernment. No money has been invested in the infrastructure. They
practically have no water system in Haiti. And all of the efforts
that you are alluding to are just not happening.

What I would really like, Mr. Treasury Secretary, I would like
you to go to Haiti. I would like you to get with the heads of each
of these agencies in Haiti in a summit that is called by you along
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with the Members of Congress who will be happy to go down there
with you so that we can get a handle on what is real and what is
not real.

The CHAIRMAN. The gentlelady’s time has expired.

Ms. WATERS. I ask unanimous consent for 1 more minute.

The CHAIRMAN. The gentlelady is recognized.

Ms. WATERS. Thank you.

This is very important. Otherwise you won’t have the informa-
tion that you really need to understand. We can either advance
Haiti, or it can continue to deteriorate, and this new president
won’t have a chance.

What about Liberia, quickly?

Secretary SNOW. Similarly, we are working with the government.
As you said, leadership of the country was invited to the White
House. We had meetings with them, pledged support, and are con-
tinuing to work directly and through the international institutions.

Ms. WATERS. They are desperate, Mr. Secretary. Nothing is hap-
pening quickly enough. I would suggest that you use your leverage
and your power with IMF and the World Bank to try to speed up
some assistance to Liberia or they will be not successful.

Thank you, and I yield back the balance of the time.

The CHAIRMAN. I yield back to the gentleman from Alabama, Mr.
Bachus.

Mr. BAcHUS. Thank you.

Mr. Secretary, I might account for some of the rumors about the
job you are doing at the Treasury. I think you have done—been
such a success that maybe the rumors are people are trying to hire
you away from the government because you—the economy is very
strong, it is stable, consumer confidence is at record highs, and I
can’t imagine any basis for those rumors other than maybe there
is some competition for your services.

Secretary SNOw. Thank you very much.

Mr. BAcHUS. Thank you.

Let me pursue what Ms. Waters was talking about. She men-
tioned Sudan. Do you have concerns that the Chinese are coming
into Sudan as we are—they are eligible for debt relief. We are en-
couraging countries to get out from under debt relief, and yet, at
the same time, Mozambique and Sudan; the Chinese are loaning
them money and seem to be to be worsening the situation.

Secretary SNOW. Well, China is—there is certainly evidence that
China is extending its influence around the globe, as you are sug-
igestling, and we continue to monitor and see signs of that, abso-
utely.

Mr. BACHUS. Okay. Thank you.

Eighteen countries have been approved for debt cancellation by
the IMF, the World Bank, and the African Development Bank. But
my question is, is the Inter-American Development Bank and the
Asian Development Bank, they have not gone forward as these
other institutions have. Can you give me—do you know if they
have future plans to fully engage?

Secretary SNOW. Congressman Bachus, we are meeting with
those institutions and making it clear that we think that a HIPC-
like program there would be desirable, and we will continue to
press that case. In fact, I have had that very discussion with the
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presidents of—Mr. Moreno, Ambassador Moreno, former ambas-
sador, president of the institution of the Inter-American Develop-
ment Bank on that subject. He knows that the United States wants
to see progress on that, and through our ED’s at those institutions
we are continuing to try and build broad-based support for it. It
has to get the support of the board of those banks, but we are doing
our best to build support for them.

Mr. BAcHUS. I just think the members of this committee ought
to realize that there have been some laggards in this effort. I use
that term—

What about the prospects for opening up debt cancellation be-
yond the 42 countries? I think it is 42 countries now. I know some
in Britain think that maybe 67 countries—

Secretary SNOw. Well, my own view is we can continue to look
at that, but the focus ought to be on getting the first wave accom-
plished. We are still a long way off from getting the full contingent
of countries through that process, 18 or 19.

Mr. BAcHUS. Yes, and I agree. Earlier on, there was a thought
to that. Now the debt relief, we are getting such wonderful reports
back from these countries about the education levels, and, you
know, we are seeing health standards, we are seeing vaccinations.
We now know that it does work if it is properly instituted, and I
think that ought to give us some urgency to extend it to those other
countries.

Secretary SNOW. I think it does work. Congressman, you are ab-
solutely right. And of all the things I have worked on in the last
3-and-a-half years, there is none I think I am prouder have having
had a handle on, as well as many others, in getting the G-7 to
move forward on that and then getting it approved through the
IMF and the World Bank, which was something of a struggle, as
you know.

Mr. BACHUS. And let me say this, the Administration—you have
done an excellent job. You have helped stabilize and strengthen
several of these countries so they are not a problem for the United
States from a security, national defense case, and I guess—because
it is good news. And, you know, you would think that hundreds of
thousands of children attending school for the first time, little girls
attending school for the first time in their lives in some of these
countries, that it would be headline news, but I guess that doesn’t
sell newspapers. But I think the Administration and Treasury
would be commended because you have pushed these other institu-
tions and I think we have made tremendous progress.

Secretary SNOw. I think it is fair to say that, unless the United
States has been in the forefront of pushing these HIPC initiatives,
they would not have occurred.

Mr. BacHus. All right. I want to just ask one final question. I
have some concern about this. Some of the economic policy reforms
includes—one of the conditions is mandating privatization of elec-
tric and water systems, and I would like to revisit that. Because,
for instance, in my area we have the TVA. Now a lot of us have
said we would like to look at privatizing a lot of these operations.
They would be more effective. It is more of an economic argument.
I am not sure that we ought to tell these countries that they ought
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to privatize their water systems, and their electrical systems. I just
ask you to take another look at that.

And my other and final concern, and I won’t ask any question,
just any suggestions you could give me in writing for ways to speed
or add progress to moving these countries from the decision point
to completion point would be helpful. You know, in certain cases,
it looks like it is going to be 6 to 8 years.

Secretary SNow. I will do that and look forward to a chance to
talk to you about that, because it is a concern of ours as well.

Mr. BAcHUS. Thank you.

The CHAIRMAN. The gentleman’s time has expired.

The gentlelady from New York, Mrs. Maloney.

Mrs. MALONEY. Thank you.

Mr. Secretary, would you comment and elaborate further on Chi-
na’s growing influence over our economy? According to Treasury
statistics, China’s ownership of U.S. debt has increased 5-fold since
January of 2001, from about $60 billion to now over $300 billion;
and their overall reserves have grown even more. So if China’s not
buying dollars to keep their exchange rate from appreciating, what
are they doing?

Secretary SNOW. China and the United States play a critical role
in each other’s economy and in the global economy. The Chinese,
of course, are running a large current account surplus with the
United States and a sizable surplus with the world as a whole. As
a result, they are—in effect, their savings exceed their investments;
and the savings that they have, the excess savings they have find
a way into the rest of the world, some of it into the United States—
not all, but some of it into the U.S. markets. And that reflects the
numbers you just cited, which are the right numbers.

They have been increasing their holdings of long-term U.S. secu-
rities. But, despite this increase in holdings, there is still a rel-
atively small part of the U.S. Treasury securities, about, oh, 7, 7-
and-a-half percent, something like that, and of course even smaller
part of the total U.S. capital market.

One of the great strengths of the United States is that we have,
as you have heard me say many times, the deepest, most liquid,
and most resilient capital markets in the world; and foreign owner-
ship of U.S. securities should be viewed as a vote of confidence in
U.S. markets.

As I think Chairman Bernanke said when a question like this
came to him sometime recently, foreigners aren’t buying our securi-
ties because they want to be nice to us. They are investing in the
United States because they like the returns, the best risk-adjusted
returns which they can get for the quantity of investments they
want to make.

So the important thing here is, we have the best financial mar-
kets and they are investing in our markets. Foreign investment in
our markets is really a vote of confidence in us.

But this policy has kept their exchange rate from appreciating,
and I would like to know concretely, what are we as a government
doing, what steps are we taking to encourage China to look to its
own domestic demand as a source of growth, rather than relying
on exchange rate management to promote its exports?
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Many of us are very concerned with the indebtedness of our
country to China, and to Japan. It is the largest ever in the history
of our country, and what would happen if they decided not to buy
our Treasury notes? Would the value of the dollar fall? And what
are we concretely doing to get them to stop using this policy to ba-
sically keep their own exchange rate from appreciating and helping
with their exports?

Secretary SNow. Well, Congresswoman Maloney, you are abso-
lutely right to focus on that central issue of their domestic savings
rates, their very high domestic savings rates and the failure to de-
velop domestic consumption.

Now when President Hu was with us several weeks back he
made a commitment to strengthen domestic consumption, in other
words, to reduce focus on exports and to drive more of the economic
activity of China into domestic consumption. That is something
that we have suggested—we, the U.S. Treasury, have been sug-
gesting for 3 years now. They are now committing to reducing their
surplus with us and the world, to developing their domestic con-
sumption market, reducing focus on exports, and it is in their own
self-interest to do it. In the end, the best thing we can do is to ap-
peal to their own enlightened self-interest.

Mrs. MALONEY. Is there any enforcement for this commitment?

And I would like to request that Mr. Hinojosa’s opening state-
ment be placed in the record and a letter from Treasury stating
that the North American Development Bank will not be closed. If
unanimous consent from Mr. Hinojosa—

T}clie CHAIRMAN. Without objection. The gentlelady’s time has ex-
pired.

The gentleman from Texas.

Mr. PAuL. Thank you.

Good morning, Mr. Secretary.

I have three questions for you. I would like to ask all three,
though, before you answer the first.

The first one deals with inflation. If we look at the April statis-
tics, we find the PPI was up at an annualized rate of over 10 per-
cent and CPI was up at a rate of over 7 percent. I think that this
relates to the comments made by the gentleman from Massachu-
setts that, when prices go up, it is as if taxes were placed on these
goods, and it is a detriment to the wage earner, since, of course,
real wages do go down. But most economists recognize that prices
go up because of a monetary phenomenon, when we increase the
supply of money, credit prices subsequently go up; and many of us
believe that M3 has been the best measurement of this inflation
and what is happening. Yet that number is no longer given to us.

The first question is, do you have any strong objection to a Con-
gressional request for that number to be once again reported?

The second question I have deals with China. There has been a
lot of pressure on you and the Administration to demand that the
Chinese revalue their currency to strengthen the yuan against the
dollar. And they give the so-called benefits from this, and some-
times they are true and sometimes they are not and sometimes
they are fleeting. But I would like to know from you, what are the
disadvantages? Is it a zero-sum game? Do some people receive
some disadvantages from a weaker dollar and a stronger yuan? I
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think we too often look at the so-called benefits, which aren’t al-
ways forthcoming.

The third question deals with currency flexibility, which you
have talked about already, but I am interested in currency flexi-
bility here within the United States, and this deals with—and I
would like to talk about that in relationship to gasoline prices.
Most people think Iraq and immigration are the two top issues,
and they are very high in the poll numbers that are being taken,
but gasoline prices are very high on the agenda as well.

But because of my concern about the appreciation of the dollar,
I have followed the constitutional mandate that only gold and sil-
ver be legal tender, and yet legal tender laws force us to accept
paper money. But because I have been old fashioned enough to deal
with a gold dollar, the price I pay for gasoline is about 9 cents. Five
years ago, I was paying 27 cents, so the price of my gasoline is
going down. The more our government and our Congress depre-
ciates the money, the cheaper my gasoline gets.

Yet, although I can do that, it is difficult, and there are a few
things in the way of this. That is the legal tender laws which dic-
tate and mandate that depreciating paper money is the only cur-
rency of the realm, and yet the Constitution is very clear that only
gold and silver should be legal tender.

My question is, is there room to start talking about fluctuating
rates here domestically? We know that trillions of dollars are trad-
ed internationally, and it serves as a market mechanism to adjust
these currencies that are created by the various central banks at
different rates. The market performs an amazing service, and I see
no reason why that couldn’t be done domestically, but it would re-
quire really two things. One would be to repeal the legal tender
laws and the other would be to adjust our tax codes so that gold
would be recognized as money and not as a strictly a commodity
that has to be taxed as a commodity.

Since this is such a benefit to people who would prefer to be on
a sound currency where prices go down rather than up, I would
like to know if there is a time and place for discussion of this sort.

Secretary SNOwW. Congressman Paul, I think there certainly is on
all these subjects room for a good discussion. You take me back to
discussions I have had in the past with my good friend, the former
Member, Jack Kemp, who has advanced some of these ideas in the
national debate.

It is interesting, when you think about the United States and the
issue of flexible exchange rates, we have a fixed exchange rate sys-
tem really, don’t we? A dollar is worth what a dollar is worth in
Utah, Indiana, Ohio, New Mexico, or Michigan. Everywhere we
have the dollar, it is worth a dollar.

The reason that system of fixed exchange rates works is because
it really is a fixed exchange rate across all 51 jurisdictions; we have
the free flow of capital and the free flow of labor. So it is the mar-
ket processes that allow the adjustments to occur, and nobody ever
says, is Massachusetts in surplus or deficit with Wyoming? Nobody
knows the answer to that, and it is not relevant to anything.

On the subject of—so, yes, I think you are raising subjects of far-
reaching intellectual interest, and sometime I would be delighted
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to sit down and try and understand where you are coming from
and how I might be able to respond better.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from California, Mr. Sherman.

Mr. SHERMAN. First, Mr. Chairman, the meteorological comment.
The rumormongers told us that, come spring, Snow would be gone,
but here we are in May, and Snow is still here. And I want to say
that the persistence of Snow does not disprove the theory of global
warming.

One thing we, as politicians, understand is regimes and indi-
vidual politicians survive when they bring home the bacon. That
applies in Iran. Even though bacon is not halal, they understand
the concept, too.

The World Bank, both under the prior Administration and this
Administration in your tender, Mr. Snow—Secretary Snow, has ap-
proved loans to Iran on a concessionary basis. This is important to
the Iranian regime not only because it provides capital at low rates
but, perhaps more importantly, what stamp of approval could one
have from the world economic community that would be more solid
than concessionary loans from the World Bank?

Now I have talked to your predecessors on this before, and they
have all responded, we have done enough, we voted “no”. Well, you
voted “no” because statute requires that the Treasury Department
cast a U.S. vote “no” on sending World Bank loans to terrorist—
terror states. But what the Treasury Department has not done up
until now is do anything other than vote “no”. You vote “no”, you
lose. The loans are approved, and you go have tea and crumpets
with the people who outvoted us. The United States has never pub-
licly indicated that our continued involvement in the World Bank
could be diminished if the World Bank is sending, in effect, U.S.
tax dollars to Tehran.

Couple of questions, how would you come to my district and de-
fend Brad Sherman, who has been in support of foreign aid, when
some of that foreign aid is going to Iran? And what steps is the
Treasury Department going to take to make sure that these loans,
which have been approved, are not actually dispersed?

I would point out that, thanks to this loanness of bureaucracy,
three-fourths of the money has not actually reached Tehran. Any
chance that we have a friend perhaps running the World Bank who
could make sure that it takes another decade or so before these
funds are dispersed?

Secretary SNow. Well, thank you very much, Congressman Sher-
man.

The U.S. position on this, as you know, is clear. We oppose that
sort of funding. We work with the other ED’s to try to persuade
them to accept our view. We haven’t yet been as successful as I
would like to be.

Mr. SHERMAN. Mr. Secretary, because I have such limited time,
perhaps I can sharpen the question and say, have we told anyone
our enthusiastic monetary involvement in the World Bank would
be impaired in any way if they just say, shut up, we are sending
the money to World Bank whether you like it or not, and we are
sending the money to Iran whether you like it or not?
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Secretary SNOwW. We have made it clear that we are totally op-
posed to the policy.

Mr. SHERMAN. And the loans have gone through anyway, wheth-
er we have done anything about it.

Secretary SNOw. We have expressed our serious opposition.

Mr. SHERMAN. Effectually and continually, loan after loan after
loan is approved. We keep doing the same thing even though it
doesn’t work. Imagine coming to a town hall in any of our districts
if the people there knew that we voted for foreign aid and some of
that foreign aid was going to Iran, sir. Thank God—you know, you
can be lucky that you have the job you have and not one that in-
volves explaining why American foreign aid is going to Iran.

But I want to shift to another topic. We have had a failed trade
policy that has failed working Americans. That is not just this Ad-
ministration; it is the prior Administration. We have the largest
trade deficit in history by far. Do you think it is prudent for us to
develop a plan to deal with what is a real possibility, and that is
the sudden decline in the value of the U.S. dollar versus other cur-
rencies? And when I say sudden, I mean 20 percent in 1 week, 50
percent in a month. Do you think prudence requires that we have
such a plan, perhaps involving circuit breakers, or do you think we
ShO}lllld ?just dismiss that as a possibility and not have a plan to deal
with it?

Secretary SNOw. Congressman, as I am sure you are aware, pru-
dence requires we take steps to see that the global economy func-
tions well, and part of the way the global economy functions well
is to have an adjustment process so that sharp breaks of the sort
you suggest don’t occur. And I—

Mr. SHERMAN. So, Mr. Secretary, are you saying it is impos-
sible—it is so unlikely for this to occur that it is not worth devel-
oping a plan because you are so confident in the smooth realign-
ment of currencies that there is no reason to have a plan for a sud-
den and catastrophic decline in the value of the dollar?

Secretary SNOW. No, I think that prospect is remote. I think the
most important priority we have is—

Mr. SHERMAN. Mr. Snow, do we have such a plan?

Secretary SNOwW. We continue to monitor contingencies.

The CHAIRMAN. The gentleman’s time has expired.

The gentleman from Texas, Mr. Hensarling.

Mr. HENSARLING. Well, Mr. Secretary, you have heard a number
of members of this panel show a great amount of concern about the
Federal deficit and obviously try to tag the Administration with
that deficit number. If I read the Treasury reports correctly
though, since we passed the President’s economic growth package
in 2003, frankly, we are awash in new tax revenues. I think—and
correct me if I am wrong—we have now had tax revenues increase,
I believe, for 3 years, and last year we had tax revenues increase
by approximately 15 percent. Is that correct, Mr. Secretary?

Secretary SNOw. That is absolutely right, Congressman.

Mr. HENSARLING. And do we appear to be on track to do the
same thing for this fiscal year? Or is it in the 10 to 15 percent
growth for range for tax revenues?

Secretary SNOw. I think we came in at about 11-and-a-half per-
cent, just under 12 percent, for April.
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Mr. HENSARLING. So if we are awash in tax revenues and we con-
tinue to have a deficit, that might suggest that part of our chal-
lenge is on the spending side. I have noticed that there tends to
be a correlation between those who tend to cry deficit the loudest
tend to vote for great amounts of spending.

As concerned as I am about the Federal deficit, I am even more
concerned about our unfunded liabilities for our social entitlement
programs; Medicare, Medicaid, and Social Security. I guess it was
about a week ago, less than a week ago, that we received the latest
report from the Medicare and Social Security trustees saying, if I
recall correctly, that in their estimation Social Security will go
broke a year earlier than originally thought, and I believe Medicare
will go broke 2 years earlier than originally thought, and the un-
funded obligations increased by some astronomical figure that no
one in America can comprehend because it begins with a “T”, as
in trillions of dollars. And yet there are those in the body who fight
every single effort to do something to reform those programs. What
are the long-term economic implication if we do not address the
growth rates in these entitlement programs?

Secretary SNOW. Congressman Hensarling, the long-term con-
sequences, as we have tried to point out in the trustees’ reports,
are devastating for the country. They are really just not sustain-
able. Those programs, unless reformed, put on a sound financial
basis, will absorb virtually all of the revenues of the United States,
meaning there is nothing left for any other programs.

Now, that clearly can’t be allowed to occur. It would take roughly
a doubling of taxes to cover the—more than a doubling, because
you never—if you double, you don’t get double. You have to do
more than double to get double because of the way people react to
higher tax rates. No, we would put the American economy in seri-
ous jeopardy if we allow these unfunded obligations to continue to
be on automatic.

Mr. HENSARLING. So is it a fair assessment to say that those who
refuse to reform these programs have de facto advocated doubling
taxes on the American people?

Secretary SNOW. Or huge borrowing in the future to fund it.

Mr. HENSARLING. Let me change subjects to the Chinese cur-
rency issue and perhaps give you a perspective that you haven’t
heard here today. In your testimony, you have spoken about a need
for China to show greater exchange rate flexibility, and certainly,
if I was a citizen of China, I would want that to happen. But every
time the prices change, there is going to be somebody who wins
and somebody who loses.

I believe in the marketplace, and I wish the Chinese would let
their currency flow. But, at the same time, when we have bills, I
believe, like S. 295, that are threatening retaliatory sanctions and
tariffs on China if they don’t allow their currency to flow, ulti-
mately, all this is about making their exports more expensive and
making their imports less expensive.

I got into the fatherhood business 4 years ago, so I know a lot
about toys, and my 4-year-old daughter—I am fairly certain I have
this right—her swing, her favorite teddy bear, her Dora the Danc-
ing Cowgirl doll, and her Wiggles lunchbox were all made in China.
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And I assume they are made in China because American con-
sumers can buy them at a cheaper rate.

Now my family has the benefit of living off of a Congressional
salary that many Americans can only dream of. So if we are going
to engage in a policy of de facto trying to get China to raise the
cost of their exports, aren’t you essentially trying to take toys away
from America’s children to benefit manufacturers and labor union
workers?

Secretary SNOW. I wouldn’t put it quite that way, Congressman.

Mr. HENSARLING. You wouldn’t?

Secretary SNOw. No. What we are trying to do is to get the global
economy to function the way it needs to function. And if it is to
function right, one of the fundamental rules of the game is trade,
free trade, free capital flows and not pursuing begger thy neighbor
policies with your currency.

The CHAIRMAN. The gentleman’s time has expired.

The gentlelady from California, Ms. Lee.

Ms. LEE. Good to see you again.

Secretary SNOw. Thank you.

Ms. LEE. Let me ask you a couple of questions.

Let me first mention a meeting that you probably are aware of
that Representatives Blake, McGovern, Waters, and I held. This
was in March, and it was with the Office of Foreign Assets Control
and the State Department. We held this meeting to discuss reli-
gious travel to Cuba, and we wanted to develop constructive solu-
tions to allow religious exchanges to continue.

Not only have we not received an answer to that meeting, but
it has come to our attention that decisions to further restrict con-
tact between the United States churches and religious organiza-
tions and Cuban churches and religious organizations are moving
forward. And, once again, I understand that this is in the absence
of any consultation with American religious organizations and
churches and faith groups that might be affected by these limita-
tions, restrictions and prohibitions which have placed their ability
to meet with their counterpart—their religious counterparts in
Cuba for spiritual and religious fellowship and support.

We talked about this at length in the meeting, and, of course, we
understand that if there are those bad actors who have violated the
law or regulations then you address them individually as such. But
what in the world is going on and why are these restrictions mov-
ing forward on religious travel?

Secretary SNOwW. Congresswoman Lee, I am aware of your meet-
ings and your long interest in this issue. In fact, I think you have
had some effect on this. OFAC and the Department of State, the
State Department, have actually been having meetings on the
question you have raised because you have raised it the way you
have raised it.

I don’t want to say for sure what is going to come out of it, but
it is—it looks like we might have an expectation of some new regu-
lations that will come out from the Cuba Commission here at some
point.

Ms. LEE. Right. That is coming out fairly soon, I understand.

Secretary SNOW. Fairly soon. I want you to know we have com-
municated your concerns to both, you know, OFAC, NSC, the Na-
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tional Security Council, and the State Department; and we are
going to stay engaged and maintain the dialogue with you and the
Commission.

Ms. LEE. Well, Mr. Secretary, we would like an answer to some
of the questions that were raised in the meeting. This was, quite
frankly, raised in March, and if these regulations are coming up,
we would at least like to see a draft of them and know what is
going to be in them and weigh in on them.

Secretary SNOW. I will see what I can do to follow up.

Ms. LEE. Following up on Congresswoman Waters’ question with
regard to the Sudan, as you know, numerous divestment cam-
paigns like State pension plans, universities, and State public em-
ployment retirement systems are moving forward as a result of the
horrific genocide that 1s taking place in Darfur.

I would like to find out how this committee could receive a list
of United States companies that have investments in multinational
companies which are doing business in Sudan and also just your
general thoughts about divestment and sanctions as a means of
force and an end to these horrible atrocities that are taking place.

Secretary SNOw. Right. Well, as you know, Congresswoman Lee,
the State Department has the lead on that. Deputy Secretary
Zoellick is just back from a visit there and I think has focused a
lot of his time and effort on that. Let me talk to him and then try
to get back to you.

Ms. LEE. Sure. Because we need this list. It has been very dif-
ficult to find a list of companies that—and some groups want to sell
these lists. You know, I think they should be made available to the
public. So we would really like to have that.

Finally, let me just ask you, with regard to the progress on the
G-8 agreements on the 100 percent debt cancellation, you talked
a little bit about that earlier, but I wanted to find out if the Presi-
dent intends to request any additional funding to pay for debt can-
cellation in his remaining years in office, and is he willing to put
the necessary pressure on Congress to ensure that this funding is
provided?

Secretary SNOw. Well, the approach we laid out to the debt for-
giveness contemplated either replenishments being helpful in fund-
ing that process, so, yes.

Ms. LEE. So you do intend to—well, hopefully you intend to put
more money in.

Okay. Thank you very much, Mr. Chairman; and I will yield the
balance of my time.

Mr. MILLER OF CALIFORNIA. [presiding] The gentleman from New
Jersey, Mr. Garrett, is recognized for 5 minutes.

Mr. GARRETT. Thank you, Mr. Chairman. And as I begin, let me
just say that I am heartened by the fact that the Secretary does
not intend to take the Wiggles dolls away from the kids across
I}Imerica. If nothing else that we leave with today, we leave with
that.

But, on a serious note, along those lines—and I just have two
questions for the chairman. It was a comment from both gentlemen
from Texas, Mr. Hensarling and Mr. Paul, and perhaps when I am
done, you can—you were not able to address all of Mr. Paul’s ques-
tions, but both these gentlemen raised sort of the same question
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with regard to the China issue and the currency trading issues.
That is, in the capital aversion, is it a zero-sum game if we achieve
what many advocate that we achieve? That is the first question.

And the second question goes along the line or at least down the
road of what Mr. Royce was raising. What happens if we take an
alternative approach, a different approach? Some of the suggestions
you were making here in your testimony, you have indicated that,
at the end of the day, your ultimate goal is to go to that proverbial
level playing field. As far as trade is concerned, in order to have
capital growth you have to have free capital flow and free trade.

But one of the areas that we have heard from and prior testi-
mony in another committee just down a different road is, with re-
gard to restrictions that we are placing on ourselves here at home,
with regard to equity interests and equity investments in this
country, one of the facts and figures that came out was an esti-
mated 90 percent of international small companies have chosen to
list abroad on other exchanges rather back here at home.

So my question on the second line is, what impact will that have
on our ability to have free trade and free flow and long-term—if we
don’t become on the same level playing field as other countries in
this area as far as the exchanges are concerned, will that have a
negative consequence to the U.S. economy?

Secretary SNOwW. Right. Thank you, Congressman, thanks.

On the first question, it is not a zero-sum game at all. It is very
much a positive-sum game. Because by getting the price signals
right—and that is what exchange rates are; they are the price sig-
nals for the global economy—we are encouraging the better, more
efficient use of resources.

One of the problems with suppressing exchange rates is that the
price signals get confused and producers are led to believe they
really are efficient at producing something when they aren’t as effi-
cient as somebody in some other part of the world, which means
that resources are being misallocated, that the production ought to
occur somewhere else rather than the way it is occurring. Canada
found that out very much when it moved for the fluctuating ex-
change rates, that there was a freeing up of resources from less ef-
ficient uses to more productive uses.

I think China, as it moves to a market-based system of exchange
rates, will find a rebalancing within its own economy, that some of
the export activities that are attracting capital and resources won’t
attract as many and more domestic activities will attract more.
That would make the resources of the world more effectively uti-
lized, which means the size of the total output of the world would
be greater. And what I just gave you is a definition of a positive-
sum game.

On that second question, I think it is an important issue. We
have got to make sure that, whether it is through our regulatory
policies or through any changes in the CFIUS process or whatever,
we don’t discourage investment in the United States. Investment in
the United States is one of our great strengths. It has created 5-
and-a-half million jobs and jobs that pay well above the median.

So I share your concern. Absolutely. We have to be on guard
against actions that would send a signal to the world that America
isn’t open for investment.
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Mr. GARRETT. Thank you.

Mr. MILLER OF CALIFORNIA. The gentleman’s time has expired.

The gentleman from Kansas, Mr. Moore, is recognized for 5 min-
utes.

Mr. MOORE OF KANSAS. Thank you, Mr. Chairman, and Mr. Sec-
retary, thank you very much for being here. I want to join Chair-
man Oxley’s and Ranking Member Frank’s comments to you about
the courtesy and civility and respect you have always expended to
members of this committee as well as to Members in general, and
I think you have set a very positive example for all of Congress.

I do appreciate your comments about the sustained economic
growth of our economy, but I want to ask you some questions, too,
about the other side of that. I guess to start off with the debt—and
I want you to correct me if my numbers are not correct. But the
debt that I read, in 2001, was about $5.8 trillion for our Nation,
the national debt; and it now stands at about $8.35 trillion, which
is an increase of just about $2-and-a-half trillion. Is that correct,
sir?

Secretary SNOwW. The total public debt, yes, sir.

Mr. MOORE OF KANSAS. And the deficit—and I am going to read
these numbers, which I believe are correct, but please correct me
if I am not correct—was, in 2002, was about $158 billion as re-

orted; in 2003, $378 billion; in 2004, $413 billion; and in 2005,
5319 billion. And the projected debt deficit for 2006 is $371 billion,
although you said you hope that is much lower than that. Is that
correct?

Secretary SNOw. That is correct, Congressman Moore, for all the
years 2002 through 2005. I think the evidence now is pretty clear
we are going to come in considerably below the $371 billion.

Mr. MOORE OF KANSAS. I hope you are right. I hope you are
right.

You, as Secretary of the Treasury, are required to issue a finan-
cial report of the United States, and you did issue such a report
in December of 2005, is that correct, sir?

Secretary SNOW. Yes, sir.

Mr. MOORE OF KANSAS. And, in fact, one of the first pages in the
report was a message from the Secretary of the Treasury, signed
by John W. Snow, correct?

Secretary SNOW. Yes.

Mr. MOORE OF KANSAS. And you indicated in there that the pro-
jected deficit—or the deficit for 2005 was about $319 billion but
that the—on the accrual-based net operating cost, it would be $760
billion for 2005, is that correct, sir?

Secretary SNOW. Yes, it is.

Mr. MOORE OF KANSAS. And, in fact, the first method of calcu-
lating is using the cash basis and the second, the $760 billion fig-
ure, was based on the accrual method of accounting, is that correct,
sir?

Secretary SNOW. Yes.

Mr. MOORE OF KANSAS. What do most major corporations in this
country use? Do they cash-based accounting or accrual-based ac-
counting?

Secretary SNOW. Normally accrual-based.
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Mr. MOORE OF KANSAS. In fact, when I talked to corporate execu-
tives about the numbers $319 billion and $760 billion, they kind of
smiled at the $319 billion because they are required to use accrual
and not cash-basis accounting, correct?

Secretary SNOw. That is the standard general accounting prac-
tice.

Mr. MOORE OF KANSAS. Mr. Chairman, I would ask that this
statement be received as an exhibit in the record, please.

Mr. MILLER OF CALIFORNIA. Without objection.

Mr. MOORE OF KANSAS. I am concerned, Mr. Secretary—and this
is not to be partisan at all, because I tell people back home that
85 percent of what we deal with up here shouldn’t be about Demo-
crats or Republicans. It ought to be about taking care of our people
and our country. I truly believe that, and I believe that you act
that way as well.

I am very concerned that we are mortgaging the future of our
children. Even though the sustained economic growth may be up
and at a good rate right now, I am very concerned about what we
are doing. I have children and grandchildren, and I think that we
are putting them in a hole so deep they may never be able to climb
out if we don’t change the way we are doing business, and if Re-
publicans and Democrats don’t come together and change the way
our country is doing business.

I guess I hear so much talk up here about values and from the
President, from Members of Congress, and I don’t think it is a fam-
ily value to pass on massive debt to our kids and grandkids. I am
just hopeful all the good people in our government—and I think 90
percent of them are good people—on both sides can come together
and change the way we are doing business here.

And it is not just new spending, but I think we have tax cuts
sometimes—and I voted for the President’s first round of tax cuts
back in the first year when we had a projected surplus of $5.6 tril-
lion, but that turned around dramatically 2 or 3 years when the
President asked for the second round, and I voted against it. I am
just hopeful we all come together and do what is right for our coun-
try.

Thank you, Mr. Secretary.

Mr. MILLER OF CALIFORNIA. The gentleman from Texas, Mr.
Neugebauer.

b 1\/{{1". NEUGEBAUER. Thank you, Mr. Secretary. Good to have you
ack.

I want to go back to what I thought was the subject of this, and
that is talking about our global economy and how it is doing. One
of the things that I noticed with interest here this week is kind of
the news that has been coming out that our trade deficit is actually
for, I think, for the second time—quarter in a row or second month
in a row, is less, even with high energy prices—that we look across
the globe and economies in Europe, in Asia are growing at fairly
rapid rates, and the economy in the United States is extremely
good right now.

One of the things that I wanted to get your perspective on is, we
look at this trade deficit. That is good news. Is that related to the
fact that these other economies are growing at a better rate now,
and does the falling dollar also kind of contribute to that?
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Secretary SNOW. You know, one of the great mysteries of the
global economy is to look at a month or 2 months—and what we
have now is 2 months—and to say, uh-huh, we really understand
what is going on. So I am—I have too much respect for economic
data to take 2 months and say we have a real clear sense of what
is happening there.

But Europe and Japan have both reported better growth rates,
and that is important because if they have higher growth rates
they create more disposable income. More of that disposable income
will—if they have more disposable income, some part of it will
come our way and help our exports.

And you did see in those two reports that exports were going the
right way.

The counter side of that is that, when the United States grows
much faster than our trading partners, as we have been, we are
creating more disposable income here. We have a high propensity
to consume and a high propensity to import. So that drives our im-
ports up.

We don’t want to see the current account deficit solved by the
United States having slow growth rates. We want it to have high
growth rates. But if we are going to sustain high growth rates and
not—and see that our exports continue to rise, we need stronger
growth than the rest of the world. I agree with you.

Mr. MILLER OF CALIFORNIA. Thank you.

The gentleman from Georgia, Mr. Scott, is recognized for 5 min-
utes.

Mr. ScoTT. Thank you very much, Mr. Chairman, and Secretary
Snow, let me just say that I think you have handled your job in
a first-class manner.

Secretary SNOwW. Thank you.

Mr. ScoTT. Certainly with all the rumors swirling about your fu-
ture, I think you have handled that situation with class and dig-
nil‘iy and I want to commend you for that. It is not an easy task,
I know.

But now let me talk about the debt, because I think that is the
most pressing issue facing not just the country but the future of
this country. You know great civilizations have all gone down be-
cause of a number of issues—global over-reach, dwindling resources
at home, like we have with our oil, failure to take care of our bor-
ders—but, most importantly, huge debt in the hands of foreign gov-
ernments. That spells disaster for our way of life and our civiliza-
tion.

Let us look at the facts. The facts are these:

Number one, you and this Administration in the last 5 years
have borrowed more money from foreign governments than all of
the previous 42 Presidents and Administrations combined. That is
extraordinary. To say that in the last 5 years this country, under
this President and this Administration, with the sanction of this
Congress, has borrowed more money than in the history of the
country from 1789 until 2001, that is disastrous.

In the last 211 years leading up from 1789 to 2001, this country
borrowed $1.0.1 trillion from foreign governments in foreign banks.
In the last 5 years under this Administration and this Congress,
we have borrowed $1.0.5 trillion dollars from national—from gov-
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ernments and foreign governments and banks; and that is putting
us in a very precarious position.

You talk about the current accounts balance. We have now in the
last—in 2005, just this past year, we have borrowed from foreign
governments $800 billion—our government, our businesses, our
folks. This spells rank disaster; and I am wondering, when is this
Administration going to come clean with the American people and
say we need to put some controls on this?

When we also add to that fact that we are putting this burden
on our young people, on our children and our grandchildren, which
saddens me, that fact even makes it even more dramatic.

But here is the other point, the tax cuts that we are borrowing—
and I want to talk about the tax cuts for a minute because I, too,
voted for the first round of tax cuts because I thought it was a pru-
dent thing to do to stimulate the economy; and I must say it did.
But now to wage this war in Iraq on tax cuts, to make a tax cut
at the time the country sacrificing as it is, is terribly wrong.

The other point that I would like for you to address is, given this
go-along cowboy mentality of this President in dealing with foreign
nations has placed us even in a more precarious state—situation.

Many of our allies have been defeated in elections: Spain, de-
feated; Italy, defeated; and poor Tony Blair is just hanging on by
his fingernails. And even if we go to some of the oil petroleum
countries like in Venezuela, Chavez and others.

So I want you to respond honestly, as we look to the future of
this country, and we have to, what are the plans in the last 2 years
of this Administration to address this debt, admit to what we are
doing, and put some pay-as-you-go principles in place so that we
can bring down this debt and cut not only this addiction to oil for
foreign nations that we have but this addiction to their money. Be-
cause there is great worriation from financial markets all around
this world that the dollar—our dollar could crash. Then what?

Secretary SNOw. Well, again, Congressman, thanks for those nice
sentiments. I appreciate your comments. Let me try and address
your question.

The debt levels have risen, as your numbers suggest, but, com-
pared to most of the rest of the countries of the world, our debt lev-
els are quite low; and even if you go back in history, our debt levels
are quite low today, relative to the levels that they have been in
the past. So I don’t think that we should be alarmed.

And I do think we should address it. There is no doubt about the
fact we need to continue to address the debt level and bring it
down in absolute terms and as a fraction of GDP. But it is com-
forting to know that, when you look at the rest of the world, we
are at the low end of debt; and when you look at most of American
history, we are still at the low end of debt as a percentage.

One reason that public debt number has gone up so much is that
we have a number of trust funds, like Social Security, that are cur-
rently in surplus; and under laws of the Congress, of the country,
under the laws of the land, those surpluses can only be invested
in debt instruments of the U.S. Treasury. So when the Social Secu-
rity system wants to make an investment, they have to make an
investment in U.S. Treasuries, and we issue a Treasury note.
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Mr. MILLER OF CALIFORNIA. The gentleman’s time has expired; 2
minutes over, sir.

Mr. ScoTT. One second, please.

Mr. MILLER OF CALIFORNIA. No, the gentleman’s time has ex-
pired.

Mr. Scotrt. Will the dollar crash?

Secretary SNOW. I don’t comment on the exchange rate values of
currencies, but I think the set of policies that we have put in place
are the right policies to ensure stability in the global economy.

Mr. MILLER OF CALIFORNIA. Thank you.

Mr. Snow, one of my top priorities since I have been in Congress
is the concept that anybody who wants to own a home in this coun-
try should be able to. We have had numerous hearings with Sec-
retary Jackson. I talked to him privately on numerous occasions
about the most difficult impediment we have to deal with is down
payment. Most people—just a lot of people don’t have the down
payment to be able to get in a home.

There are many organizations that are nonprofits that are orga-
nized for the purpose of just helping people with down—buyers’
down payments assistance programs. HUD is permitted to use
these programs in conjunction with FHA. So, basically, I would as-
sume that was an approved program. But, recently, the IRS issued
a ruling that virtually put most of these good groups, I thought, out
of business. Can you please explain that to us?

Secretary SNOW. Chairman Miller, I think what the IRS did was
to enforce the charitable laws of the country in a way they thought
were consistent with the intent of Congress. And I did not partici-
pate in that decision. That is an IRS enforcement decision. But, fol-
lowing up with information on what they did, it was a desire on
their part to see that the tax laws weren’t being evaded.

Mr. MILLER OF CALIFORNIA. The problem I think most have with
this, is that Congress has been encouraging this. We have had
hearing after hearing encouraging it. In fact, the Government is
talking about trying to help with down payment assistance. We
have encouraged these nonprofits. We have had hearings where the
Secretary has basically applauded them for the good work they
have done and all the people they have put in homes.

The problem I have with it, and many people that I have talked
to that are members have said we are going back now on people
and these organizations for actions in the past rather than issuing
a ruling that would take place on any transaction in the future.
How do we justify doing that?

Secretary SNOw. Well, only because the conduct as observed and
reviewed and analyzed by the IRS wasn’t consistent with the tax
laws of the countries. That was their finding, Congressman.

Mr. MILLER OF CALIFORNIA. Why did it take so long then?

Secretary SNOW. I suppose because of the inherent complexities
in the matter. But, as I say, it was an enforcement action by the
IRS; and, under the rules, Treasury Secretaries are supposed to
stay out of those enforcement actions.

Mr. MILLER OF CALIFORNIA. I think it something we need to look
into, because this is going to have devastating consequences in the
future on the possibility of those with low income getting into
homes.
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The other one is something I have been working on since I have
been in Congress, and it is the Spanish-American War tax on
phones. It was considered a luxury in 1898. In fact, I actually got
the bill to President Clinton one time in a much larger tax bill, and
he happened to veto that bill or we would have struck it from the
law.

You have long distance services still being taxed. The third U.S.
Circuit Court of Appeals became the fifth appellate court to rule
against the Treasury Department, saying that this is not a legal
tax to collect, and the IRS seems to ignore what the courts say, and
they are continuing to tax us.

You think about all the young people who are away at college
and calling mom or grandma at home or dad, and they are being
taxed for making that phone call. Or grandma is wanting to call
the grandchildren, and she is being taxed for that phone call. A lot
of these taxes are impacting people with very low income levels.
What do you plan on doing in the future?

Secretary SNOw. Well, we haven’t had a very good batting aver-
age, as you know. The handwriting seems to be on the wall with
respect to, I guess, the Fourth or Fifth Circuit Court that came
down that way. We have to review that, meet with the Justice De-
partment people, and come to a final determination.

Mr. MILLER OF CALIFORNIA. Are you going to take into consider-
ation the entire phone tax or just on long distance calls?

Secretary SNOw. That would be one of the issues we would have
to think about. I think they have ruled that local is still permis-
sible; the long distance isn’t. So I think we would have to take a
look at the whole subject.

Mr. MILLER OF CALIFORNIA. I hope you take into consideration
the entire phone tax, and I would strongly encourage you to, if you
have an opportunity, to look into the nonprofit Down Payment As-
sistance Program. When HUD has worked with them in conjunc-
tion of making an FHA-insured loan, we send a message somehow
that this is acceptable. So we have one section of the Government,
HUD, working with these nonprofits, saying obviously it is okay,
because we are working together. Then we have, after the fact, the
IRS coming in and ruling, no, it is not a legal transaction; it is tax-
able. That sends a conflicting message, and I would like, hopefully,
to get that resolved.

Secretary SNOW. At a policy level, I will try and take a look at
that. I can’t get into the enforcement, though.

Mr. MILLER OF CALIFORNIA. Mr. Green, you are recognized for 5
minutes.

Mr. GREEN. Mr. Chairman, I will yield to Mr. Davis, if permitted
to do so.

Mr. MILLER OF CALIFORNIA. It is your time, sir.

Mr. GREEN. Mr. Chairman, will I be able to be held after Mr.
Davis?

Mr. MILLER OF CALIFORNIA. You have 5 minutes.

Mr. DAvis oF ALABAMA. I would be happy to yield back.

Mr. GREEN. I will use my time.

I thank you, Mr. Secretary for appearing today.

Mr. Secretary, I would like to talk for a moment about currency
manipulation.
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Mr. MILLER OF CALIFORNIA. If you want to allow him to take
your time now and you have 5 minutes later, that is acceptable.

Mr. GREEN. That is what our intention was.

Mr. MILLER OF CALIFORNIA. The gentleman is recognized for 5
minutes.

Mr. DAvis OF ALABAMA. We will trade the 5 minutes if the Chair
will allow it.

Mr. Snow, let me get your attention back, since we settled that.
Let me make a general observation and get you to respond to it in
two contexts.

One of the most consistent criticisms we have had on our side of
the aisle—but, frankly, on the other side of the aisle sometimes has
to deal with whether or not your Administration is always suscep-
tible to the power of evidence and whether or not your Administra-
tion is willing to rethink positions based on empiricism; something
is working well and something is not working as well.

Some of us, again, on both sides of the aisle, have occasionally
had the impression that you and some of your colleagues at 1600
Pennsylvania Avenue tend to dig into a position regardless of what
the facts appear to be. So I want to test that proposition in two
areas. One of them has to deal with the extension of the tax cuts.

As you know, both Houses last week narrowly voted to extend
the cuts on dividends and the cuts on capital gains. You and others
have argued for extending the personal income tax cuts, and I
think you have—others have argued making permanent the repeal
of the estate tax, and the consistent point that you and others have
made is we can do all of this irrespective of the deficit.

Let me ask you hypothetically, Mr. Secretary, is there a point
that this deficit could reach that could cause you to rethink your
support for extending these tax cuts?

Secretary SNOw. Congressman, look, I came to Washington as a
budget hawk and I will leave it as a budget hawk. Budget deficits
aren’t a good thing, but, as we have discussed earlier, the deficit
is now coming down.

Mr. Davis OF ALABAMA. I understand that. Because time is lim-
ited, I do want to press this point with you.

Is there a point—let’s say the numbers turn around. You know
very well they fluctuated the last several years, revenues fluc-
tuated the last several years, and you know this is not just a con-
temporary question, it is a question the next few Congresses will
face. At what point does this deficit have to reach or what number
would the deficit have to reach to make you rethink your support
for extending all the tax cuts?

Secretary SNOw. Well, I am going to say what I have said over
and over again.

Mr. Davis OF ALABAMA. That was my concern.

Secretary SNOw. We are not going to get there. We are bound
and determined not to get to that point.

Mr. DAvVIS OF ALABAMA. Let’s say that we got there. What about
a $450 billion deficit? Would that cause you to rethink?

Secretary SNOW. Again, we are on a path to bring this way below
that number.

Mr. DAVIS OF ALABAMA. Let’s say that we got to $450 billion. Is
there any number—I am not trying to play a game.
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Secretary SNOW. Sure, there is some number. It doesn’t serve a
useful purpose to speculate on it when we have before us the
chance to avoid that.

Mr. Davis OF ALABAMA. Let me make my point. I think you get
my point. I am not trying to play a game with you, but hypothetical
numbers—I am trying to make the point that there ought to be
some correlation between our deficits and our tax policy. We can’t
distance the two. I am simply trying to make the observation that
there could come a point at which we have to rethink, which is,
frankly, more than your Administration has conceded.

The second point relates to trade. The Administration has essen-
tially locked into the policy that we will do trade agreements with
willing partners as long as they agree to enforce their own labor
laws. All of the agreements contain that provision. The countries
enforce their own labor laws.

Are there countries in the world, Mr. Secretary, who might be
willing trading partners of the United States whose trade policies
and whose labor laws are so poor or so weak we would refuse to
enter into an agreement with them?

Secretary SNOw. That is a good question for your former col-
league, Mr. Portman, and his successor. Treasury doesn’t negotiate
those trade agreements—

Mr. DAvis OF ALABAMA. I understand that.

Secretary SNOW. —so I don’t want to tread on the jurisdiction of
others in the Cabinet.

Mr. DAvViS OF ALABAMA. You do routinely give us your policy per-
spective, and you have done that all day.

Secretary SNOwW. Oh, yeah, the policy of open markets, free cap-
ital flows, flexible exchange rates is the right policy. But the details
of negotiating trade agreements I better leave to people who do
that for a living.

Mr. DAvVIS OF ALABAMA. Let me close on this point, because my
time is about to run out.

I know, Mr. Secretary, that you may or may not be moving on
to something else in the next few months. I would make this obser-
vation with you. If you have occasion to reenter the private sector
in the next several months before the Bush term is complete,
frankly, I would like to invite you to come back to the committee.
Because I would love to hear your perspective on these issues with-
out the constraint of the “Mr. Secretary” title.

Secretary SNOw. Thank you.

Mr. MILLER OF CALIFORNIA. The gentlelady from New York, Mrs.
Kelly, is recognized for 5 minutes.

Mrs. KeELLy. Thank you.

Secretary Snow, I appreciate your being here and putting up
with such a long period of questioning.

I questioned Under Secretary Kimmet about the financing of the
Dubai Ports World deal through Islamic finance. I did it in writing,
and I received a written follow-up response from the Treasury sev-
eral weeks later saying, and I am quoting: “The Department of the
Treasury cannot comment competently on Dubai law.”

That wasn’t exactly what I was expecting, and I appreciate their
candor, but it wasn’t what I really wanted to hear, Mr. Secretary.
You and I both know that Dubai has long been an open financial



34

channel for terror networks and nuclear proliferators. You and I
both see the signs indicating that Iran is financing its acquisition
of nuclear weapons through Dubai. You and I both know that Is-
lamic financing is one of the fastest growing sectors of the global
economy. I think we need to better understand the vulnerabilities,
especially in the UAE, so we can address them more effectively.

I am circulating to all of my colleagues in the House a letter to
the UAE about the gaps in their financial defenses which have im-
plications for our national security. And my concern with this
whole idea of CIFIUS is that they are not looking behind a deal
to finance—to look at what the financing is.

So what I hope is that you can give me some guidance about
what steps are being taken by Treasury to develop expertise in the
financial laws of Dubai and the UAE for both Western and Islamic
financing. Are there other resources that we can give to you from
Congress. What do you need?

Secretary SNOW. Thank you very much. Interesting you would
raise that question. Because we have had with us at Treasury, un-
derstanding the importance of knowing more about Islamic finance,
a leading student of Islamic finance and how they carry on finan-
cial activities in light of their religious rules on interest rates. I
think we are getting a better understanding of that.

I will be in Egypt this weekend meeting with the finance min-
isters from that region; and one of the subjects that we will be put-
ting on the table both in the general meeting and in the bilaterals,
where I hope to meet with the UAE as well, is just this subject of
managing our way through the whole set of finance issues in the
world of Islamic finance, which does take some special attention,
I agree with you.

Mrs. KELLY. I would like your thoughts about some comments
that were made by the UAE’s central bank governor in the after-
math of the Dubai Ports deal. He essentially threatened the failure
of the deal would damage financial and trade relations between the
U.S. and UAE. You may remember that. He talked about selling
dollars to boost their Euro holdings. Have you seen anything so far
that might be construed as a sponsor retaliation from the UAE for
the failure of the Dubai Ports World deal?

Secretary SNOw. No, we have not.

Mrs. KELLY. I would hope that we would be able to establish
something with CIFIUS in their background checks, as I repeat, in
their background checks on any deal that is being constructed by—
from an outside-of-the-United-States company coming here. I think
the depth of their research on where the finances came from was
not enough.

I think the response that came from Secretary Kimmet was hon-
est, but I think that it is very important that we follow through
with what you said. I hope you will follow through with what you
intend to do, and that is take a look at both the UAE law and the
other Arab countries that we are dealing with.

You and I both know that there are essentially two constructs of
financial constructs there in Dubai. You and I also know that any-
one can register with their local tribal authority and evade the
laws in Dubai. That needs to be looked at. I hope you will address
that.
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Secretary SNOW. We are, and we will, and I will keep you fully
advised.

Mrs. KELLY. Thank you. I would appreciate that.

I yield back.

Mr. MILLER OF CALIFORNIA. The gentleman from Texas, Mr.
Green, is once again recognized for 5 minutes.

Mr. GREEN. Thank you, Mr. Chairman. It is a rare occasion when
I have the opportunity to speak twice.

I thank you again, Secretary Snow, for being here today.

As indicated earlier, I would like to talk for a brief moment about
currency manipulation, what I would call initial invidious currency
manipulation. As you know, the exchange rate with the yen broke
the psychological 8 yen per dollar level on Monday. I believe it is
at 7.9982 for the first time. At this level, we are finding that the
manufacturing sector, they have certain criticisms, analysts have
Criticisms. The analysts are saying that by allowing this to happen
and not formally accuse China of currency manipulation we are
going to allow the yen to rise further. Our manufacturers contend
that the yen is undervalued by as much as 40 percent, giving
China exporters an unfair price advantage overseas.

Now with these circumstances in place, assuming that there is
some degree of credibility in what is being said, are we reaching
points where we have to officially designate China as a currency
manipulator? First question.

Secretary SNOw. Well, we looked hard at that question, whether
China should be designated, and concluded, based on all of our
analysis that is laid out in that report in some detail, that the stat-
utory criteria wasn’t met. But we also made it very clear we are
not happy with where China is today.

China needs to do more, and they are being too cautious. They
should move faster. I am pleased to see it is moving some, but I
think there is a lot of room for it to move more, and we are going
to continue to make that case.

Mr. GREEN. When we accuse China of manipulating, how does
that technically—once we do that, how does that benefit us to do
s0?

Secretary SNOow. Well, if we make that designation, then under
the statute we would be required to enter into formal discussions,
formal negotiations really, under the statute with the Chinese; and
virle are already having effectively those sorts of conversations with
them.

The designation would, in my view, play out in ways that might
not be helpful. If we find that their behavior meets the statutory
test, we would certainly make the designation. But when I say it
might not play out as favorable, I cite a number of commentators
who in recent commentaries on our report have said that because
Treasury has now taken away the threat of the negotiation, China
is in a better position to move their currency in the direction that
Treasury and the United States would like to see it move.

Mr. GREEN. One final question, if I may, Mr. Chairman. If so
designated formally and officially, are we required to take certain
action, and, if so, what actions are we required to take?

Secretary SNOw. Congressman, the only action we are required
to take is have these formal discussions and negotiations.
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Mr. GREEN. Thank you, Mr. Chairman. I yield back.

Mr. MILLER OF CALIFORNIA. The gentleman from New Mexico,
Mr. Pearce, is recognized for 5 minutes.

Mr. PEARCE. Thank you, Mr. Chairman.

Thank you, Mr. Secretary. Following Mr. Sherman’s lead, I
would comment that we have had no snow in New Mexico for sev-
eral years, no spring runoff. You could help me answer when the
drought is going to end there, so I would invite you out at any
time.

I would encourage you to think the opposite direction as my col-
league Mr. Davis on the tax rates. Looking at the Irish America,
when they set up the 10 percent foreign tax rate and the Euro-
peans said, you have to rethink your tax rates, they did; and they
came back down from 36 percent to 12 percent, for the domestic
corporations, too. It created such a strong economy that they came
in and built a $200 million plant right outside the Second District
in New Mexico.

So I would encourage you, if we get the $450 billion deficit, we
corilsider cutting our tax rates and getting more foreign investment
in here.

The idea of exchange rates is awfully important. In the Second
District in New Mexico is the last manufacturer of Christmas orna-
ments, glass balls. It is just now down to China and the United
States.

When China let their exchange rate vary just a little bit, the guy
called me—we are not in weekly conversation but in constant con-
versations—and called and said, they blinked today on their ex-
change rate. I got a 2-and-a-half percent increase. I will be able to
stay in business this last year.

This stuff is really huge for jobs here, and I would encourage you
to continue doing the things you are talking about in your report.

Another item that he points out is that the state corporations
there don’t have to repay the loans to the state banks. That at
some point we must deal with. It is bad enough this is the last guy
in the world that has kept up with the Chinese. He has done it
through productivity, through cost control, but there is nowhere
left to squeeze. The last two competitors went out this year that
were in the United States, so we really do need to take a look at
the way the Chinese are manipulating the market.

When Mr. Bernanke was here, he made a comment that is di-
rectly opposed to your comment that you say we need to encourage
greater savings rates. He mentioned there is not a problem with
saving in United States; there is a problem in other countries of
under-consumption, meaning too much saving. That to me was
kind of a different take than I had heard. Can you help me under-
stand the difference between your position and his position?

Secretary SNOW. I don’t think there is any real difference, Con-
gressman. The current account deficit is simply the difference be-
tween a countries savings rates and its investment rates. The
United States has low savings relative to our investment opportu-
nities. China has very high savings, India has high savings relative
to their investment opportunities. As a result, a country like China,
with high savings rates, net savings rates, over-investment, is gen-
erating savings that are used by the rest of the world. So what I
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think the chairman had in mind is what I said earlier, that we
want to encourage China to move to stronger domestic consumption
markets to absorb those savings.

We were pleased—I was pleased that President Hu, who said as
much when he was here, pledging to reduce emphasis on exports
and strengthen emphasis on domestic consumption.

Mr. PEARCE. I agree with you. It would be a strong possibility.

You had mentioned the idea of private property rights being es-
sential for the reformation of the world economy. Do you take an
internal look at the United States? There are certain slippages. I
look at it like a transmission pulling uphill. There is slippage.

If T look at Los Alamos, New Mexico, I find a town that is com-
pletely encased in Federal land, and the Los Alamos lab is a Fed-
eral Government entity. I have said repeatedly, they have issued
their 5-year forecast. They were going to release some land and
allow some expansion, but they never quite get to it. Along inter-
state highways, States are increasingly saying that same thing.

This is such a captive market. If we go into the gasoline busi-
ness, then we can really do well. Because people really won’t go 20
miles for gas. They will stop at the state-owned thing, even if it is
not as good.

Then, finally, with regard to the aviation industry, hangers of
the FAA is encouraging local airports to put fixed leases. At the
end of 15 years, your hangar belongs to us. What we are doing is
incrementally—no one—

Mr. MILLER OF CALIFORNIA. The gentleman’s time has expired.

Mr. PEARCE. —incrementally depressing our economy.

If you would like to make a comment on the U.S. policy.

Secretary SNOW. On the Celtic miracle, I think you are abso-
lutely right. At the heart of the Celtic miracle, it took the poor man
of Europe, about the most prosperous economy in Europe, was
lower tax rates and less regulation, to your last point.

We are trying to encourage China to have less support for those
SOE’s, those state-run enterprises, which means they have to stop
these loans that are never repaid, which are really a form of indi-
rect subsidy or direct subsidy.

On the role of the private sector, obviously, Government can en-
croach on the private sector in ways that the private sector can’t,
do what the private sector does best, create jobs, invest and grow
the community. So I am in sympathy with you.

Mr. MILLER OF CALIFORNIA. The gentleman from Missouri, Mr.
Clay, is recognized for 5 minutes.

Mr. CrAY. Thank you, Mr. Chairman.

Thank you, Mr. Secretary, for your appearance today.

My questions are more along the lines of the domestic side of the
issues. One, the IRS revenue ruling 2006-27 would take away the
501C3 status of down payment assistance housing organizations
that help low- and moderate-income folks become homeowners.
Have you answered this question already?

Secretary SNOw. Well, the chairman gave me his views on it, and
I told him that I would follow up and try and take a policy look
at the question and answered the rationale for the action the IRS
took as best I could, explaining, of course, as he knows, that we at
the Treasury are not engaged in the enforcement side of the IRS.
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Mr. MILLER OF CALIFORNIA. If the gentleman would allow, he can
talk to Mr. Frank.

Secretary SNOW. It has been brought to my attention, Congress-
man.

Mr. CrAy. I look forward to the response, also.

Let me ask you then, how much money from the war on ter-
rorism has been seized in the last 6 months and what is Treasury
currently doing in this area?

Secretary SNOW. Treasury, of course, is on the front line of the
financial war on terror, and we continue to track terrorist moneys
and to try and intercept them, break up their networks and follow
the flows. When people use the financial system—if a terrorist used
a financial system, he creates an audit trail; and we are trying to
follow that audit trail. So we are very open about the fact that
Treasury is going to use every lead we can get, every terrorist lead
we can get and follow it through and use the leads to deter and
detect and break up terrorist financing and terrorist networks.

Mr. CrAY. Mr. Secretary, apparently, you must look at some of
the habits that terrorists have as far as what kind of tools they use
and where they bank and all of that; and so it must be pretty ap-
parent that these systems can be easily stopped. Is that your im-
pression?

Secretary SNOW. As a broad observation, terrorists can only carry
on their evil activities with money. They have to get airplane tick-
ets and find a way to live and travel and pay people for services.
When they use the financial system, we want to be in a position
to follow any trail that is left.

They also, though, knowing that we are using the financial sys-
tem to track them and follow them and detect them, use couriers
and these money changing operations that are below the radar
screen, which is why we need to continue to enforce the laws on
things like amounts of currency that can be carried and things like
that.

Mr. CraAy. I thank you very much for your responses. That is all
I have, Mr. Chairman; and you have a good day.

Mr. MILLER OF CALIFORNIA. Secretary Snow, thank you very
much for your testimony today. You were extremely candid re-
sponding to the questions. I know you are saddened that there
weren’t more questions, so we are going to allow 30 days to submit
questions in writing for the record. Welcome, sir. It is good to have
you here.

This meeting is adjourned.

Secretary SNOW. Mr. Chairman, thank you very much.

[Whereupon, at 12:25 p.m., the committee was adjourned.]
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Chairman Michael G. Oxley
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Testimony of Secretary of the Treasury, John Snow
On the State of the International Financial System
May 17, 2006

Today the Financial Services Committee meets to hear the annual
report of the Secretary of the Treasury on reform of the International
Monetary Fund (IMF) and the state of the international financial system.
This hearing is mandated by the Fiscal Year 1999 foreign operations
appropriations bill, which sought to ensure that the IMF would effectively
use the funds appropriated to it on behalf of the United States. Congress
included that requirement at the request of Representative Mike Castle, a
senior Member of this Committee.

I look forward to your testimony, and I am pleased to see my good
friend John Snow, who is serving this Administration so well. Certainly, our
strong and grow?®ng economy is, in part, a testament to the steady hand of
John Snow at the Treasury Department.

The traditional focus of the Secretary’s testimony at this hearing is on
reform of the international financial institutions. This has been a
longstanding priority for the Bush Administration, and the President’s Fiscal
Year 2007 budget request for Treasury International Programs reflects a
continued commitment to these reforms. Despite foreign policy challenges
abroad, President Bush has remained committed to ensuring that the
multilateral development banks work towards relieving the burden of
unsustainable debt for countries with sound, pro-growth economic policies.

T have always believed that free trade and growth through exports are
the fundamental building blocks for economic prosperity and democracy, both
at home and abroad. The Treasury Department has supported the
establishment of programs aimed at creating market-based economies that
are open to trade. I am encouraged by the work of World Bank President
Paul Wolfowitz in eliminating corruption and promoting a level playing field
at the international lending institutions.
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Level playing fields are vital to fair and free trade, and with that in
mind I am particularly looking forward to Secretary Snow’s comments on last
week’s report to Congress on international economic and exchange rate
policies. After years of ignoring free market principles, the Chinese have
finally begun to relax the hold over their currency. In the past this currency
control has created unfair advantages for Chinese exporters, all too often at
the expense of American businesses.

Since the middle of last year, however, China has instituted a 2.1
percent revaluation of their currency against the dollar and has introduced
various regulatory measures to free up capital flows across its borders. The
Treasury report noted that China needs to move quickly to introduce
exchange-rate flexibility at a far faster pace, a subject which is of great
interest to this Committee in light of continued engagement with China and
maximization of this important trading relationship.

Though China is the country so often cited as driving the global
economy, we must not lose sight of America’s trade relationships with
Europe, Japan and our neighbors to the north and south. U.S. corporations
continue to make strides in productivity, and a rising global economy has
created myriad opportunities for U.S. multinational corporations and for
investors looking for growth opportunities in foreign markets.

Particularly in Latin America, remittances have generated real
economic growth in emerging markets. Transactions such as these between
established and emerging economies foster growth in both and merit ongoing
consideration as we look to reform the international financial system.

On another topic, this year my friend and colleague Deborah Pryce,
Chairman of the Subcommittee on Domestic and International Monetary
Policy, Trade, and Technology, led the way in reauthorizing the Multilateral
Investment Fund ~ the MIF -- at the Inter-American Development Bank.
This is a good time for Treasury to take all possible steps to start similar
programs at the other development banks. The MIF is an outgrowth of the
Enterprise for the Americas, initiated by the first President Bush. While this
is obviously now a multilateral effort, the MIF is in many ways the perfect
exporter of U.S. values — a forum where a good idea, hard work and fair
access to credit can provide a healthy wage for any number of people.

The MIF is an incredible success story. Combining modest grants to
small and medium-sized businesses, this program has encouraged private
sector development and leveraged the power of remittances throughout
Central and South America. The result has been the growth of small
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businesses here and abroad. And as we all know, small businesses are the
engine of job growth.

We are all committed to the big projects spearheaded by development
banks — water and sewer system construction, infrastructure development,
the building of hospitals. Given the bang-for-the-buck we get out of the MIF
at $25 million a year, however, we should seek to clone that program at the
other development banks and try to do the same thing bilaterally through the
Millennium Challenge Corporation and other international financial
institutions. We must constantly be on the lookout for programs such as this
that exhibit the best practices of government here and abroad.

Secretary Snow, I commend your continued oversight over the reform
of the international financial system and your ongoing commitment to
opening markets for our financial services firms abroad. Welcome back to the
Financial Services Committee.
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Financial Services Committee
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Opening Statement
May 17, 2006

Chairman Oxley and Ranking Member Frank I am pleased to be here and thank
Secretary Snow for coming to testify today.

It is important that we as a nation promote growth and poverty reduction in developing
nations around the world.

As you know remittances play a huge role in promoting economic development.

According to a report released by the Inter-American Development Bank last week, the
cost of sending money around the world has dropped significantly in the past five years
from about 15 percent before 2000 to 5.6 percent last year,

Immigrants from Latin American and Caribbean sent $52 billion home last year to
support their relatives so the lower fees mean more money is reaching poor families in
these developing countries.

But our work is not done yet. We have a responsibility to bring unbanked individuals
into the formal financial system.

An estimated 10 million Americans do not have bank accounts at mainstream financial
institutions.

I have carried legislation that would allow credit unions to enter into the remittance
market to bring costs down and give remittance senders wider access to financial
services.

Bringing these individuals into the financial mainstream is very important for our own
nation’s economic well being.

I understand this is one of the priorities of the Financial Literacy and Economic
Commission and look forward to seeing the findings of the upcoming GAO report on
the effectiveness of the Commission’s efforts.

Again, thank you for appearing before us today.
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Opening Remarks
Honorable Maxine Waters
Committee on Financial Services,
Secretary of Treasury, Snow
May 16, 2006

Good morning ladies and gentlemen, Mr. Chairman. | would like to
welcome the Secretary of Treasury, John Snow to this hearing on “The
State of the International Financial System.” Your testimony is important
given the relationship of the international financial system to so many
issues —-currency rates, debit relief, development reform, and globalization.

As you know, in the past few months we have been overwhelmed with
reports related to the international financial system. The most recent
reports have to do with the Chinese currency — the Yuan. Just yesterday it
was reported that the Chinese allowed their currency to strengthen past the
symbolic level of “eight to the dollar.” Asian markets acted nervously,
because any rise in the Yuan could signal a further slide in the doliar. Are

we really ready for broader declines in the dollar? Does it matter?

The Administration has argued for sometime that the Chinese currency is
undervalued. Presumably, you as the Secretary should be able to tell us
whether the Chinese policies related to the Yuan are in the best interest of
the international financial system. Asian markets are extremely important
and any fall in the dollar will weaken the value of the Asian exports. Asian
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equities would lose value and thereby, the demand for Asian currencies
would be adversely affected. Tied to this issue is what is in store for our
trade deficit with China --- $201.6 billion in 2005.

Another major issue related to the stability of the international financial
system is the growth and development of the developing countries. Debt
relief is an important ingredient to this equation. Poor countries will never
be able to eradicate poverty as long as they must continue to make
payments on loans that they can not repay. While | am pleased at the
steps taken on behalf of some of the poor countries embraced in the Debt
Relief Initiative for Heavily Indebted Poor Countries (HIPC), | am dismayed
over efforts to date to speed up the process to provide debt relief to the
poorest countries in the world. One year ago, the Group of Eight (G-8)
agreed to expansive debt relief and proposed 100 percent cancellation for
all countries that have completed the HIPC program. In March of this year,
a bi-partisan group of Congress asked the World Bank President to cancel
all of the debt, and ! reintroduced the Jubilee Act, H.R. 1130, a bill to cancel
completely the muitilateral debts of the 50 poorest countries, including all of
the countries covered by the Multilateral Debt Relief Initiative (MDRI), as

well as other poor countries.

While Haiti has made some progress in complying with the terms of the
World Bank and the IMF, it is unlikely that Haiti will ever be able to pay
down their debt, or meet all of the HIPC conditions. According to the IMF,
the key objective of the 2005/2006 program is to strengthen the fiscal
position, while avoiding central bank financing, to strengthen Haiti's
external position, and tc advance key structural reforms.” Haiti is still
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saddled with more than $1 billion dollars of debt to Muitilateral Financial
Institutions, including $9.1 million to IMF, $566.7 million to the World Bank,
and $470.9 million to the Inter-American Development Bank. However, if
IMF projections are true, the above debt scenario is compounded by the
fact that Haiti will have to spend $46.2 million in debt service payments in
20086.

The Haitian Debt Cancellation Resolution, which | plan to offer in the
House, will eliminate this burden on Haiti. Haiti, the poorest country in the
Western Hemisphere, must be given a fresh start, under new leadership at
a critical point in the development of the country. | congratulate the
Administration on supporting the MDRI. My hope is that you and the
President will support my Resolution, sending a signal to the rest of the
world that we support and promote democracy in our own back yard. Debt

relief will allow Haiti to pursue a path towards economic self-sufficiency.

Again, this is a great opportunity for us to explore issues important to this
Committee and to the nation. As such, | welcome Treasury Secretary Snow
to the Committee and look forward to his views on the state of the

international financial system. Thank you. Mr. Chairman.
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U.S. TREASURY DEPARTMENT OFFICE OF PUBLIC AFFAIRS

EMBARGOED UNTIL 10 AM. EDT, MAY 17, 2006
CONTACT Tony Fratto (202) 622-2910

TESTIMONY OF TREASURY SECRETARY JOHN W. SNOW
BEFORE THE HOUSE FINANCIAL SERVICES COMMITTEE
ON THE INTERNATIONAL FINANCIAL SYSTEM AND THE GLOBAL ECONOMY

Chairman Oxley, Representative Frank and members of the Committee, thank you for inviting me here
today. I welcome the opportunity to discuss global economic developments and the Administration’s
international economic policy priorities.

The Administration remains focused on achieving strong and durable economic growth in the United
States and in the global economy. Our efforts within the G-7, the WTO, and the international financial
institutions, as well as our bilateral and multilateral engagement with key economies around the world,
are centered on this overarching objective.

While the global growth outlook is strong, the Treasury Department is focused on a number of priorities
aimed at reducing risks and strengthening opportunities going forward. These include:

* Encouraging growth-enhancing reforms in key economies abroad to maintain global demand as
imbalances are unwound;

® Promoting sustained economic reforms in emerging markets to reduce the chances that less
benign financial conditions could lead to financial crises;

e Pressing for further opening of international trade and investment;

* Strengthening and modernizing the IMF’s core functions and governance to maintain its
relevance in the evolving international monetary system;

¢ Strengthening the integrity of the international financial system by rooting out money
laundering, counterfeiting, and terrorist finance;

o Urging the Multilateral Development Banks (MDBs) to focus on policies that promote private
sector-led growth, increase transparency, measure results and fight corruption; and

o  Promoting long-term debt sustainability to end the decades-long lend-and-forgive cycle that has
so clearly undermined growth and reform in poor countries.

U.S. Economy is Source of Strength and Stability for Global Economy
The United States has been a major driver of economic growth in the world economy for some years

now, and 1 am pleased to report that, with our economy’s outstanding health, we can likely expect the
U.S. economy to continue to serve as a source of global strength and stability in the future.
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Real GDP rose an impressive 4.8 percent at an annual rate in the first quarter of this year, reflecting a
solid base of underlying strength in the economy. One component of strength is consumer spending.
The Conference Board measure of consumer confidence rose smartly in April, reaching the highest level
since May 2002. Solid consumer finances reinforce the stability of this spending; net worth is 563
percent of disposable personal income, the highest level since before the recession (2000:Q4).

T want to stress how broadly the benefits of this strong growth impact Americans.

e Average hourly earnings are picking up. We learned from this month’s jobs report that average
hourly earnings have risen 3.8 percent over the past 12 months — their largest increase in nearly
five years. Comparing this point in the business cycle with the same point in the last business
cycle, we're doing better during this recovery on wages.

¢ The unemployment rate is 4.7 percent — lower than the average for the 1960s, 1970s, 1980s or
1990s. The unemployment rate is dropping sharply for youths, African Americans, and for the
last quarter, hit an all time low for Hispanic Americans.

¢ The U.S. homeownership rate reached a record 69.2 percent in 2005. The number of
homeowners in the United States reached 73.4 million, the most ever. And for the first time, the
majority of minority Americans own their own homes.

The strength of the economy is also visible at the Treasury, as we have seen strong revenue due to
economic growth and rising employment. The Administration remains committed to cutting its fiscal
deficit and meeting the President’s goal of cutting the deficit in half by 2009 when it is projected to be
about 1.4 percent of GDP. This will require determination, but revenue surprises are helpful. The
budget deficit in fiscal year 2006 is on track to come in well below the estimate of $423 billion as
projected in the FY 2007 Budget.

Global Economic Developments and Risks

The global economy is also enjoying a period of exceptional growth. The IMF projects global growth in
2006 of 4.8 percent overall and 6.9 percent for emerging markets and developing countries. Inflation
remains contained, despite high oil prices, and the financial environment remains supportive of
continued robust growth. This will be the fourth consecutive year of global economic growth above 4
percent — the strongest, sustained growth performance in 30 years. Global growth is particularly
impressive in light of the bursting of the tech bubble, 9/11, the serious corporate governance scandals of
a few years ago, and the sharp increase in energy prices. It is especially gratifying that developing
economies have averaged growth of over 6 percent for the last six years.

But even in this strong growth climate we remain vigilant about potential risks. These include
disruptive oil market developments, uneven economic growth amongst the advanced economies, the
potential for rising protectionism, and emerging market vulnerability to potentially less benign financial
conditions.

The continued rise in global imbalances — larger current account balances than were previously thought
sustainable — is a development that particularly needs attending to by economies with weak growth rates,
less attractive investment climates, or overly rigid exchange rate regimes. While there has been an
intense focus on the U.S. current account deficit, it needs to be understood that our imbalance is a
reflection of counterpart imbalances involving very high saving rates and export dependency elsewhere
in the world. We believe that there will most likely be an orderly unwinding of these imbalances and we
believe that the best contribution that the United States can make to this process is to continue growing
at our full potential while continuing to reduce our fiscal deficit.

In discussions with key counterparts, I have emphasized that reducing global imbalances while
maintaining global growth is a shared responsibility that will require contributions from Europe, Japan,
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developing Asia, particularly China, and energy exporters. The United States will do its part as well and
remains committed to meeting the President’s goal of cutting the fiscal deficit in half by 2009. But the
United States cannot resolve the problem by itself. While Japan’s recovery is broadening and Europe is
in a cyclical upswing, the outlook for future growth remains modest and reforms to strengthen domestic
demand-led growth and improve long-run growth potential are still needed. Emerging economies with
current account surpluses also need to play a more active role in managing global imbalances by
adopting policies that allow for greater exchange rate flexibility, promote sustained increases in
domestic consumption, and accelerate the pace of financial sector reform. Greater growth-enhancing
spending by energy exporters, and, where appropriate, exchange rate flexibility, is also needed.

Among emerging economies, China has a particularly important role to play in addressing global
imbalances. Rapid growth in investment and exports has fueled external imbalances and heightened risk
of boonmvbust cycles in the Chinese economy. The Chinese authorities recognize the need to shift the
sources of Chinese growth away from external demand and credit-fueled investment. In this regard,
China has placed strong emphasis on consumption and rural development in its most recent Five-Year
Plan. Increased exchange rate flexibility, which would give the authorities greater scope to use more
market-based policy tools such as interest rates to manage the economy, is a necessary part of this
internal and external rebalancing, as are reforms in the financial system and a host of policies to support
reduced household and enterprise savings. We are intensively engaged with China in an effort to bring
about greater exchange rate flexibility, balanced growth and financial sector modernization.

We are closely monitoring ongoing developments in emerging market economies, especially those
having weaker fiscal positions, higher debt burdens, and/or dependence on commodity prices as they
could be tested if financial conditions become less benign. We have encouraged emerging market
finance officials to take advantage of present conditions to undertake fiscal consolidation and improve
their debt structures, and we have encouraged the IMF to press for structural fiscal reforms in its
emerging market surveillance. Low interest rates, favorable global liquidity conditions, and
improvements in macroeconomic fundamentals and debt management capabilities have fueled capital
inflows and reduced the borrowing costs for emerging markets. Emerging market spreads are unusually
low, having fallen in recent weeks to record lows of around 170 basis points.

One of the Administration’s international economic policy goals is to increase global financial stability.
With this in mind, I want to emphasize the importance of reducing the vulnerability of the global
financial system, including emerging economies, by fostering compliance with international financial
standards. Countries where the institutional environment is well-regulated and transparent tend to
demonstrate better economic performance and greater financial stability. Treasury promotes compliance
with international standards in bilateral dialogues, in multilateral fora such as the Financial Stability
Forum, and in the IMF and World Bank through support for financial sector assessment programs and
integration of financial sector reform priorities identified by these programs into broader surveillance
and country programs. Treasury is also actively engaged with the standard-setting bodies, international
organizations, and other national authorities in the process of creating and revising the international
financial standards themselves. The Treasury Department and U.S. financial regulators conduct bilateral
dialogues with our counterparts from a number of key countries — including China, Japan, India and the
EU — with the objective of encouraging movement toward more competitive, better regulated financial
regimes and mitigating actual or potential cross-border frictions in the financial services realm, thereby
contributing to a stronger economy.

Promoting International Trade and Investment

Free trade and the free flow of capital are key pillars of global prosperity and stability. The United
States remains fully committed to achieving a very robust Doha package, with emphasis on real,
additional market access in the core areas of negotiations — agriculture, manufactures, and services
(including financial services) — which would boost growth and provide new economic opportunities
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domestically and globally. Given the Treasury Department’s specific role in the financial services talks,
we actively draw attention to the benefits of financial services opening in our bilateral discussions with
governments around the world.

The potential benefits from these important trade reforms are enormous. The World Bank estimates that
the global gains from full liberalization of merchandise trade would amount to $287 billion by 2015,
including $142 billion in gains for developing countries. This would lift an estimated 66 million people
out of poverty by 2015. Additional World Bank analysis also suggests that the benefits of services
liberalization in developing countries could provide income gains more than four times greater than the
gains from goods liberalization alone. Financial sector openness, in particular, has been shown to
increase growth rates by over one percentage point in developing countries and to disproportionately
help the poor, making commitments in the financial sector a win-win proposition. Of note, cross-
country analysis shows that greater involvement by private and foreign banks leads to real benefits for
consumers through more efficient lending and higher growth.

But the promise of Doha will not be realized unless we can break the current negotiating logjam. We
are putting the full force of our policy efforts into finding a way forward. The door to a successful
Round is agriculture, and the key to that door is a much more ambitious agriculture market access
proposal from the EU. In addition, major developing countries such as China, India, and Brazil have to
be willing to open up their markets in goods and services. We are very mindful that time is running
short, with Trade Promotion Authority scheduled to expire in mid-2007.

In the meantime, we are continuing to press forward with an aggressive program of free trade
agreements. The latest countries to be added to our FTA agenda are Korea and Malaysia. Overall, the
Administration has completed FTA negotiations covering 15 countries, and implemented FTAs with
eight countries thus far. The FTAs concluded by this Administration since 2001, combined with the
three earlier accords, now cover roughly $925 billion in two-way trade — nearly 36 percent of total U.S.
trade with the world and 45 percent of our exports. Where we have a FTA, our exports are growing a
bealthy 20 percent per year on average, more than twice the rate of growth for our exports where we do
not have a FTA.

Greater openness to foreign investment also provides significant benefits to countries, whatever their
level of development. The United States has concluded close to 50 Bilateral Investment Treaties that
promote open and transparent investment climates abroad while ensuring that U.S. investors receive the
same non-discriminatory treatment given to foreign investors in the United States. Our own country’s
openness to cross-border investment is one reason for the strong performance of the U.S. economy.
U.S. affiliates of foreign companies employ about five million U.S. workers, account for about 20
percent of U.S. exports, and spend some $30 billion annually on research and development. It is critical
that as we reform the process for reviewing foreign investment in the United States that we not
unnecessarily harm this critical source of our economic strength.

Modernizing the IMF

The world economy is changing dramatically, and with it the environment in which the IMT operates.
The global financial system is now dominated by private capital. Large emerging market countries
account for much of the impetus for global growth. Payments imbalances unimaginable two decades ago
now exist. A growing number of countries are building up foreign reserves as a form of setf-insurance,
and IMF credit outstanding is presently at a 25-year low, which represents a welcome decline in
dependence on IMF lending. Despite these changes, the IMF’s basic purposes — promoting growth,
stability and monetary cooperation — are as important today as ever. The international monetary system
needs a strong and central IMF, but, to continue to play a vital role the IMF needs fundamental reform —
in its policies and its governance.
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Partly in response 1o calls from the United States, the IMF Managing Director has set out a medium-
term strategy that recognizes the need for fundamental reform. There is initial progress to report on
several of the reforms we believe are of highest priority.

We have emphasized the need for greater attention to the Fund’s core mandate of firm surveillance of
exchange rate policies and their consistency with domestic policies and the international system. The
IMEF has followed our lead on this issue, and the Managing Director has stressed the need for the IMF to
strengthen its focus on exchange rates. The Managing Director has also proposed new multilateral
consultations, which can bring together the IMF, countries engaged in questionable currency policies,
and countries most affected by those policies.

Critical to maintaining the Fund’s legitimacy in many parts of the world is reforming its governance
structure to reflect the growing importance of new economies. The United States strongly supports the
effort to realign quotas and Board representation at the IMF in order to reflect changes in the global
economy. Fundamental reform is needed if the IMF is to remain legitimate and relevant to its
membership. We have agreed that a first step could consist of a limited ad hoc increase for the most
under-represented members. But we have emphasized that an ad hoc quota increase by itself is
inadequate to resolve the quota and representation issues that are steadily eroding the IMF’s legitimacy
and effectiveness. We are only willing to support a limited ad hoc quota increase at the IMF Annual
Meeting in Singapore if it is credibly linked to a second step that delivers fundamental reform. This
must include revising the IMF’s quota formulas with GDP as the predominant variable, broadening the
number of emerging market countries receiving increases in quota shares, and taking concrete actions to
rationalize Executive Board representation.

There has been much discussion about the fall in the IMF’s outstanding lending, to $35 billion from
$107 billion at end-2003. The fall reflects early repayments by Brazil and Argentina, as well as more
generally better emerging market policies and an exceptionally benign external environment. This is of
course a welcome development — the appropriate measure of IMF effectiveness is how well it helps
countries and the global system avert or recover from financial crises, not by the volume of Fund
lending.

We are optimistic that a refocused IMF will strengthen market institutions and market discipline over
financial decisions, helping to promote a stable and prosperous global economy. By doing so, over time
markets and the private sector can supplant the need for the IMF to perform in its current role.

Supporting Economic Growth in Developing Countries

The private sector is the engine of growth in most countries and we continue to press for the adoption of
policies which unleash the power of the private sector. This includes policies that improve the
investment climate, increase access to finance for entrepreneurs, and facilitate business development.
Over 70 percent of the population lacks access to financial services. Continued support for programs
that support micro and SME lending as well as other financial services for the poor are critical to
broadening and deepening economic growth.

Good governance and fighting corruption are fundamental to creating the investment climate necessary
to sustain private sector-driven growth. It is imperative that development institutions attack corruption
around the world that helps keep nations poor. We support World Bank President Wolfowitz’s
leadership on the anti-corruption agenda, and his commitment to develop a framework to address
corruption systematically. We think such a framework should embody clear and strict criteria consistent
with a zero-tolerance approach to corruption.

All MDBs need to be equipped to attack corruption in borrowing nations, and to demonstrate this
leadership each MDB must have its own house in order. This requires MDB agreement on a common
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definition of fraud and corruption, work which is to be completed by the September World Bank Annual
Meeting. It also requires that the MDBs increase the transparency of their own operations, strengthen
procurement oversight, and implement appropriate incentive structures for staff.

In borrowing countries, strengthening public financial management is essential to improving governance
and fighting corruption. We have encouraged the World Bank to expand the coverage of its Public
Expenditure and Financial Accountability indicators so that they can provide a consistent benchmark of
country strengths and weaknesses. MDB procurement must also adhere to the highest standards — such
as those embodied in the World Bank’s current policies — rather than rush to use local systems that do
not yet meet such standards. Finally, we have advocated for increased transparency and accountability,
including through the extractive industries transparency initiative which sets standards for accounting
for natural resources revenues.

Deep debt relief through the enhanced Heavily Indebted Poor Countries initiative and the Multilateral
Debt Relief Initiative (MDRI), along with the introduction of a non-borrowing policy support instrument
at the IMF and the use of grants for poor, debt-vulnerable borrowers in the MDBs, offer prospects for
ending the dysfunctional cycle of lend-and-forgive. But to make this happen, debt sustainability must
become a central focus of international financial institution engagement in low-income countries.
Otherwise, the push to help countries achieve the Millennium Development Goals could lead to another
round of over-borrowing, leaving countries vulnerable once again to debt distress. To ensure that the
hard-fought gains from debt relief are not squandered, it is essential for the World Bank and the IMF to
remain vigilant on low-income country imprudent borrowing. We will continue to press the Bank and
the IMF to improve their joint Debt Sustainability Framework for low-income countries. Toward this
end, we have developed a proposal for IDA that would limit the pace of debt re-accumulation, and are
discussing the proposal with our G-7 counterparts.

A particularly disturbing development is the emergence of new non-concessional lending that seeks to
take advantage of realized or anticipated debt relief. This type of “free riding” behavior merits a firm
international response. For example, the Chinese government is vigorously pursuing lending in Sudan
and Mozambique, both of which are expecting eventual MDRI debt relief. In Sudan’s case the lending
terms are non-concessional; in Mozambique the terms are still being worked out, but based on the Sudan
case we have serious concern. We have been working with our G-7 partners and in the Boards of the
Fund and the Bank to push for a presumption of zero new non-concessional debt for countries which are
candidates for debt relief. We are also working through the Paris Club and the international financial
institutions and engaging directly with creditor countries to gain the adoption of more responsible
lending practices.

Fighting Terrorist Finance

Continued terrorist attacks overseas remind us of the urgency of fighting terrorism and its illicit finance.
We have been at the forefront of a concerted effort to collect, share, and analyze all available
information to track and disrupt the financial activities of terrorists. Finance ministries and central
banks play a key role in this effort, as financial intelligence is among our most valuable sources of data
for waging this fight. Our goal is to draw upon all available financial information to detect and disrupt
terrorist money flows.

Comprehensive integration of the IMF and the other international financial institutions as part of the
global war on terrorism has been a consistent policy priority for the United States. We have encouraged
close collaboration between the international financial institutions and the Financial Action Task Force
(FATF) to assess global compliance with the anti-money laundering and counter-terrorist financing
standards set by FATF.
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As aresult of U.S. leadership, in 2004 the IMF and World Bank Boards endorsed a common assessment
methodology drafted by the FATF that provides a consistent framework for assessing compliance with
FATF anti-money laundering and counter terrorist finance recommendations. ‘The Boards reaffirmed
this decision this May and have agreed that comprehensive anti-money laundering/combating the
financing of terrorism assessments will be included as a regular part of all financial sector assessments
and on-going surveillance. By the end of 2003, the IMF and World Bank conducted over 50 country
assessments. The IMF and World Bank are also a key source of technical assistance for countries
secking to strengthen their counter-terrorist finance and anti-money laundering regimes, and the
frequency of technical assistance missions has increased in recent years, partly due to U.S. leadership on
this issue within the G-7 and the international financial institutions.

‘We will continue to emphasize that protecting the financial system from abuse is integral to international
financial stability and to call on the international financial institutions to collaborate more closely with
FATF toward this end.

Conclusion

Mr. Chairman, you can see that, while we have accomplished a great deal with respect to our
international economic agenda, we remain cognizant of the risks and opportunities ahead and are

focusing our efforts on addressing them.

I'look forward to working with your committee and would be happy to answer any questions.

-30-
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

L¥nped

1789

UNDER SECRETARY . MAY 1 o 2005

The Honorable Rubén Hinojosa
U.S. House of Representatives
Washington, D.C. 20515

Dear Mr. Hinojosa:

Thank you for your recent letters on the North American Development Bank
(NADBank). I appreciate your concern.

There are no immediate plans to close the Bank, but serious concerns remain.
The Bank has not been performing as effectively as intended, and taxpayers’ dollars are
not being used as effectively as they should be, as a result of the inherent difficulties of
the Bank’s mission. I have enclosed some additional information which I hope is

helpful to you.

Sincerely,

Timothy D. Adams

Under Secretary for International Affairs
Enclosure

cc:  EPA Deputy Administrator Peacock
Under Secretary of State Shiner



55

A MESSAGE FROM THE
SECRETARY OF THE TREASURY

Our objective in preparing the fiscal year 2005 Financial Report of the U.S. Government is to
give the Congress and the American people a timely and useful report on the cost of the Federal
Government’s operations, the sources used to fund them, and the implications of our long-term
financial commitments and obligations.

As Treasury and the Office of Management and Budget reported in October in our 2005
fiscal-year-end budget report, the growing economy brought 2005 revenues to a level of
$2.2 trillion. This increase of almost $275 billion over 2004 revenues was nearly a 15 percent
increase and was also the largest year-over-year percentage increase in receipts in over 20 years.
These increased revenues resulted in a much lower-than-expected 2005 budget deficit. While
deficits are never welcome, the 2005 deficit of $319 billion, when expressed as a percent of
Gross Domestic Product, was lower than the deficits in 16 of the last 25 years.

In comparison with the October budget report, the Financial Report presents the
government’s accrual-based net operating cost, which was $760 billion in 2005. Thereisa
difference in the amounts reported for the budget deficit and the net operating cost because of the
distinct methods of accounting used. This year, the difference of $441 billion is due principally
to a $198 billion increase in Veterans Affairs’ actuarial costs, mainly a reflection of changes in
interest rate assumptions.

In addition to looking at the financial results of this past year, this report looks toward our
nation’s fiscal future. An important measure of the government’s fiscal position is the cost of its
responsibilities for social insurance programs such as Social Security and Medicare. Including
these future financial responsibilities in this report gives a more complete and long-range look at
the government’s finances. i

These government-wide financial statements reflect the Treasury Department’s long-standing
responsibility and commitment to report on the Nation’s finances and our desire to inform and
support the financial decision making that is critical to the nation’s fiscal future.

Gl WS

John W, Snow
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